ESSAY 3 – THE SUPPLY OF CAPITAL
Overview

· Economic pyramids redistribute and concentrate capital.

· Concentrating capital requires government intervention for commerce, capital markets and contracts.

· Laissez faire economics supports capital mainly serving capital.

· Supplying capital not backed by production inflates markets.

· Capital serving capital is a form of welfare that increases with the size of business corporations.
· Free market competition favors diffusion over the concentration of capital.

· Concentrated supplies of capital help maximize wealth.

· Concentrated supplies of capital do not maximize progress.
· Concentrated supplies of capital increase wealth disparity.

· Concentrated supplies of capital increase market vulnerability.

· Concentrated supplies of capital decrease market stability.

· “Rational” greed decreases economic efficiency.

Redistribution Pyramids

A close friend once persuaded me to attend an Amway meeting.  I knew enough about Amway to know I probably would not be interested in their approach to making money; I attended mainly to oblige my friend.  My friend and his Amway sponsor met with me and a couple others in a small room.  The sponsor, a smartly dressed young man, presented from the front of the room with his poster board charts and other materials.  He asked me point blank:

“Would you like to make a lot of money?”


“Not really,” I replied.


The sponsor apparently had some experience or training with people not convinced that wealth is the answer to life.  He adeptly switched to his next tactic.


“Wouldn’t you like to have enough money to retire early and enjoy your golden years?”


“Not really,” I again replied.  The expression on his face revealed that my reply was unexpected.  I explained my answer further:  “I would rather enjoy my work throughout my golden years.”


The Amway sponsor switched to one last tactic.


“What about your kids?  Wouldn’t you want to be able to provide for all their needs?”

“I don’t want to give them whatever they want.  I want to raise them to be able to get whatever they want.  If I just hand them things they won’t be able to get them on their own.”


The Amway sponsor was unsettled by this last rebuff.  Perhaps I was the first person he encountered who felt that removing all hardship from your children’s lives was not the best thing you could do to prepare them for the real world.  He grew angry and declared I was wasting his time.


Amway was an abbreviation for the American Way, so named because the founders believed their multilevel marketing approach embodied what was great about America’s economic system.
  In 1999 the founders responded to criticisms about their marketing system by changing the name of the corporation to Alticor.  A subsidiary of Alticor named Quixtar was created to run the old Amway sales network.  Whether known as Amway, Quixtar, or Alticor their multilevel marketing approach combines two objectives:


1.  concentrate wealth by

2.  redistributing money upwards.


These objectives are achieved through people known as distributors.  A distributor enlists you into his/her network of product sales.  By reselling these products both you and your distributor receive a commission.  You eventually become a distributor and you, the salespeople in your network and your distributor all receive commissions from the sales in your network.  The real money comes when you are far enough up the distribution pyramid to be receiving commissions from the labors of many salespeople at multiple levels below.  This essay focuses on the problems inherent in different types of economic pyramids and the supply of capital.

Yes, Amway was essentially a pyramid scheme, though not as blatant as those chain letters in the mail asking you to give money and then “share this letter with six of your friends.”  Like any business corporation Amway wanted the market for their products to expand.  Rather than spend large amounts of money on public relation firms or having celebrities sell their products in advertisements, Amway created new sales networks (new markets) by branching out from existing distributors, with the assistance of motivational tools.  The pyramid scheme provided incentives for current distributors to enlist new distributors, as collaborators rather than competitors to their own wealth.  This multilevel marketing pyramid had safeguards, such as distributors buying back unwanted product. Much of the criticism and investigation leveled at Amway really centered on the tight coupling of product sales with sales of motivational tools.

All pyramids, even ones with safeguards like Amway, have bottoms.  The distributors at the bottom of the Amway pyramid may have had as much determination and talent as the ones at the top, but if they were in an area already saturated with Amway distributors they remained at the bottom.  The distributors at the bottom of the pyramid do not receive commissions from other people’s sales; in essence they marketed only to themselves.  Hence, the potential wealth from the labor of their sales was redistributed to the higher marketing levels, while no wealth trickled down to them.

The concentration of wealth by redistributing money upwards may seem unfair, but happens all the time.  Most economic systems redistribute money upwards.  In fact, so does our very own system, which we call capitalism.
Market Economies and Capital


Capitalism involves a private means of producing goods that generates profit, or capital.  From that empirical foundation beliefs about capitalism diverge.  Just as the demand for goods can be tilted towards greed or merit, large business corporations or small proprietorships, so too can the supply of capital.  Karl Marx believed that the supply of capital naturally empowered the exploitation of labor.  Milton Friedman believed that capitalism naturally empowered the perfect expression of a free market.  Let us start with an overview of capitalism that resists competing dogmas and is empirically grounded in the operational definitions of relevant terms.  Warning: empiricism and scholarship do not always match.  My limited qualifications as an economic scholar include a former career as a professional student, knowledge gleaned from a few economic courses and texts, research on the Internet and having slept at a Holiday Inn Express.


Gizmos are produced in a free market economy without capitalism.  All the sales income goes into further production of the same gizmos.  The free exchange of money for gizmos, and wages for labor, are determined solely by supply and demand based on the merits of production.  The company making gizmos receives no money from any source besides their sales, and there is no money left over after they pay for the labor and other costs of production.  A problem occurs when the company decides they want to produce new and improved gizmos without the extra income that would be needed for research and/or retooling production.

Gadgets are produced in a capitalist economy without business corporations.  The company receives income that transcends the costs of producing their gadgets.  The extra income is known as profits, or capital.  The profits are invested into improving the future production of gadgets, as well as starting a new line of gizmos.  The gadgets and gizmos are innovative and increase the value of the products.  Consequently, the sales of the new and improved products continue to generate more income than needed to pay for the labor and materials used for production.  By such means reinvesting capital sustains a business indefinitely.  The problem comes when capital is desired not only to improve production, but to aggressively expand markets.

Contraptions are produced in a corporate economy without laissez faire economics.  Contraptions are an unnecessary item and unknown beyond a certain area.  Expanding the market for contraptions require capital beyond the need for capital improvements.  Expanding or creating new markets also introduce an element of risk. The contraption company becomes incorporated by government to enhance their ability to collect and distribute capital through people known as shareholders and investors, while at the same time reducing the level of risk to the investment to expand.

Even without government multiple shareholders and investors diffuse the risk taken, but the government charter of corporations reduces risk further by limiting the liability of capital providers should something go wrong.  Incorporation also provides the legal structure for money to be redistributed to people who provide no labor for producing or selling contraptions, making the investments of contraption shareholders a lucrative venture without having to provide the merits of productive labor.  Finally, government adjusts fiscal and monetary policy to assist the capital supply and flow to the corporation.  Government intervenes with this type of assistance in order to encourage the expansion of markets and, by extension, the growth of wealth.  The problem for shareholders and investors comes when government expects to encourage or discourage certain types of market practices in return for encouraging the pursuit of wealth through the corporation.

Laissez faire economists have an answer for this “problem:” government should intervene in the market economy to benefit corporations without no stinkin’ strings attached.  Government should “let corporations be” with everything except providing the infrastructures needed for charter, commerce, capital markets and contracts.  Providing these infrastructures grants a competitive advantage to business corporations over proprietorships.  Fair competition practices need to exist between different business corporations, but government should not compensate for disadvantaging proprietorships. Some coercive market practices are allowed under the philosophy of “buyer beware,” treating “free” exchange as the only real component of “free” markets.  Laws that treat business corporations as individuals provide the legal and rational foundation for government to both intervene and not intervene in the economy for the sake of nurturing the survival and success of business corporations.

Many laissez faire economists base their appeal to this greed-based system on what is inherently right and good for the free market and capitalism.  These are the free market libertarians, but we will come to know them by another name later on.  Either free market libertarians do not understand economics very well, or they are trying to pull a fast one.  A free market exists when private goods and/or services are freely exchanged according to the known costs and benefits that resulted solely from production.  No inherent aspects of capitalism, corporations or laissez faire policy contribute to the necessary conditions for a free market.  Capitalism exists once income in excess of production costs can be generated through the private exchange of goods and services.  No inherent aspects of corporations or laissez faire policy contribute to the necessary conditions for capitalism.  Business corporations exist once government provides the structure and protection for shareholders to invest.
  No inherent aspects of laissez faire policy contribute to the necessary conditions for corporations.

Indeed, at the point that corporations enter the picture you no longer have the natural conditions for a free market.  The intervention of government on behalf of corporations manipulates the “free” exchange towards certain products.  Furthermore, at the point that laissez faire policies restrict government’s inclination to regulate greed, capitalism no longer exists for enhancing the future production of goods and services.  Laissez faire corporatism outright coerces markets away from the free exchange that would have occurred based solely on this productive merit.  Permitting shareholders to receive income without exchanging the merits of labor or without stipulations for the public good means capital investment exists mainly for the purpose of enhancing the redistribution of capital away from production to further serve capital.


The World Economy model developed by Immanuel Wallerstein provides some insight for laissez faire corporatism.
   In this model the age of colonialism resulted in three types of countries throughout the world.  Core countries pursued market expansion through corporations and colonies; periphery countries had their resources exploited and redistributed as capital in core countries; and external countries remained apart from this colonial economic system.  Some of the key characteristics of Wallerstein’s core countries reveal the necessities for laissez faire corporatism.  Core countries enhanced shipping and the infrastructure for commerce.  Core countries created markets of comparative advantage, where they used raw materials from periphery countries to produced refined goods of higher value, thus funneling capital from the periphery to the core.  Core countries exploited labor, at times even turning to slavery, in order to expand markets and capital by minimizing labor production costs.  Finally, core countries created trading companies where capital served only capital, thus providing steady fuel for continued colonial/market expansion and concentrations of capital.  From the very beginning strong government has been a necessary condition of laissez faire economics, and exploitation has been an inevitable result.
The Conservation of Consumption


Science has developed two similar laws about nature, the conservation of matter and energy, which state you cannot create something from nothing.  Let us extend this principle to the economic world, in what we will call the “law of conservation of consumption.”  You can’t consume something from nothing in a market economy; somewhere something was produced that enables whatever consumption can occur in the markets of goods and services.


A spear that you produce from your own labor can be used in one of three ways.  Kinetic consumption involves the use of the spear to kill a wild boar; potential consumption represents the future wild boars that same spear might kill until lost, broken or worn out.  You could also use the spear for trade, in which case you have created wealth to go along with the consumption you made possible by your production.  Unlike consumption, wealth can be created without production, since only trade creates wealth.  An antique spear has a limited amount of potential consumption but can be used, in theory, to generate an unlimited amount of wealth.


What you will not be able to do with the one spear you produced is to consume two spears.  You may be able to use the same spear repeatedly, until the potential consumption has been used up when the spear breaks, but if the wild boar you are hunting at the moment necessitates the consumption of a second spear before you are gored, well, tough luck.  Enabling your spear to become valued as an antique might mean a lot more wealth in your hands, but not the consumptive capacity of two spears.  To consume a second spear another one has to be produced.


Both wages and capital represent, in essence, a line of credit for consumption in a market economy.  In the case of wages the credit is backed by the merits of the wage-earner’s production.  Capital can also be backed by production, such as when a portion of income that might have gone to wages gets redistributed as capital improvements.  But capital also can be credit backed by wealth that has been obtained through such trade enhancement tools as control, or by government monetary policy increasing the flow of money.  In other words, capital can be credit that is backed by essentially nothing.  Lots of capital floating around that is not backed by production causes instability and inflation.


A historical example of how this works occurred with the Spanish Empire.
  Spanish exploration infused huge amounts of gold into the treasury.  While this at first appeared to make Spain extremely rich, the costs of goods that could be consumed skyrocketed.  The extra capital in gold did not enable people to consume “something from nothing;” only increased production can increase real consumption.  Hence, the surplus capital in gold served only to inflate the value of the goods that could be produced.


Capital therefore can have a liberating or destabilizing effect on free markets.  Capital liberates when backed entirely by the merits of production and used to extend the possibilities for future production and consumption.  Capital destabilizes when infusing markets with credit that was not earned through production, thus inflating the costs of what can be consumed by the production that exists.  Since excess capital can be generated more easily from the unlimited potential of trade than the finite potential of production, large supplies of concentrated capital tend to reflect the greed of questionable trade practices rather than the actual merits of production.


A recent hedge fund transaction made by Goldman Sachs, an investment bank, drives home this point.  A hedge fund is basically a secret investment fund, immune to regulation, designed for accredited (wealthy) investors.  Hedge fund managers get a healthy cut of the action through a performance fee.  To give you an idea of the quantities of capital we are talking about, one justification CEOs offer for their large compensation packages is that their income is meager in comparison with hedge fund managers.  A hedge fund thus originates from an obscene concentration of capital, typically billions of dollars, with the goal of concentrating capital further.  In August of 2007 Goldman Sachs invested $2 billion of their own money to help buy out one of their own troubled hedge funds, allegedly for the sake of relieving their investors.  The hedge fund recovered slightly and Goldman Sachs made $300 million for the month, while the “rescued” investors lost a fifth of their investment.


Making trades such as these is nice “work” if you can get it; if “work” is what you want to call the electronic trading of nothing but capital.  Either Goldman Sachs was just plain lucky, or smart but dishonest.  In either case neither the loss of capital by investors nor the gain in capital from hedge fund managers in this transaction reflected the merits of producing goods and services.  When financial investors can trade lots of capital back and forth, backed by the monetary policy of government to cover the excesses in capital being created, they can generate and concentrate a whole lot of wealth.  But, like the antique spear, they have not increased production.  Instead, they have inflated the future costs of consuming the production that exists, with the effects hurting mainly those who do not get to pocket the wealth gained from merely trading capital.

Capital Serving Capital

If a proprietorship were to generate a large amount of capital they could invest this to expand the market for their goods, entice shareholders to come on board and become a business corporation.  If a proprietorship generated a large amount of capital gains that they did not reinvest, but rather grew “fat” on profits, they would be undersold and out competed by their small business competitors, whose sales covered little more than the costs of labor and raw materials.  Thus, a proprietorship that remains small inevitably has a small amount of capital gains in proportion to their production costs.


A large business corporation needs to generate a larger amount of capital gains in proportion to their production costs.  Because of production efficiencies and economies of scale, the large business corporation is seldom undersold by a small proprietorship.  Even if they could be undersold by proprietorships the marketing and lobbying advantages of large business corporations to influence markets would work to negate this.  On the other hand, a large corporation needs to be attractive to current and potential investors.  They need to maximize their “bottom line,” i.e. capital gains, or they will lose investment capital to other large corporations.  This means that a large corporation redistributes capital away from capital improvements upwards to shareholders, and to decision makers that will maximize profits for shareholders, in order to compete in their particular business climate.  These shareholders can be motivated only by capital gains, unlike proprietors where the merits of their labor account for at least a portion of their income.


Let us now contrast large business corporations with smaller proprietorships in light of what we know about the supply of capital.  Large corporations form a multilevel redistribution pyramid where the top levels of decision making are motivated only by capital gains.  Most shareholders receive these capital gains without ever providing productive labor in exchange.  In other words, the capital gains they receive are a form of welfare, if we are to respect the definition of that term.  For a proprietorship even the top level of decision making is motivated to some extent by the merits of production.  Even the profits hoarded by a greedy proprietor could be considered an inflated exchange for past labors, and thus do not constitute welfare as normally defined.  As corporations increase in size so does the amount of capital gains concentrated at the top, in relative proportion to capital improvements for production.  Increasing the size of business corporations thus increases the extent that capital serves capital rather than production, and the amount of welfare siphoned off for shareholders.

A favorite mantra of laissez faire economists is we need to consider the trade-offs for regulating corporate greed.  If we were to insist on capital improving the merits of production, rather than providing welfare gains to shareholders and investors, we would do serious harm to the business climate in which corporations compete.  This harm would be passed on to middle class consumers and our economy in general.  Let us take the reverse approach and instead look at the major trade-off we have conceded by allowing the concentration of capital for serving capital.

Providing welfare capital gains to shareholders and investors is a disincentive for them to contribute the merits of their own labor to our economy.  At least, that is what free market libertarians claim about unearned welfare distributed to the poor.  The bitter might claim that “fat cats” have no labor of worth to contribute to our economy, but that is nonsense.  Even shareholders and investors grown totally dependent on concentrated welfare capital can produce something of value for our economy, if we wean them from their feelings of entitlement.


Laissez faire economists insist that allowing welfare entitlements through capital gains are necessary because people are motivated chiefly by greed.  Allegedly no one would invest to help the economy, even with the reduced risk that government intervention insures, if they could gain but a moderate return of welfare through capital gains.  This becomes a self-fulfilling prophecy.  When government structures the economy for greed, then of course greed becomes the normative function for the economy.  We just might find that if government did not help to promote greed then even those born with entitlements to wealth might strive to meet our higher expectations of providing productive labor for the wealth they gain, and desire at most a moderate return of welfare from capital “earning” more capital.

Part of the problem that lies behind our greed-based economic system is addressed by simply recognizing that providing capital gains in return for no productive labor is a form of welfare, by literal definition of the word.  However, the root of the problem lies in the assumption that natural competition is purely a matter of survival of the fittest, with the greediest individuals coming out the winners.  We need to take a closer look at the ecological evidence for what competition really accomplishes in a system.
Competition for Capital


Natural competition evidently confuses many economists.  Since the days of Spencer, laissez faire economists have maintained that competition leads to survival of the fittest, thinking they are bringing the revelations of Wallace and Darwin to the discipline of economics.  In their view competition naturally favors large corporations in a capitalist system, since large corporations can better compete for the large supplies of capital needed to make the economy run well.  Supply-side and laissez faire economists maintain that a concentrated supply of capital in the coffers of corporations is a natural result of market competition.

The ecological principle that fits this view of economics is known as competitive exclusion.  When one species starts out with a slight advantage over another species in competing for resources they will accumulate more of those resources.  These extra resources now give the “fit” species both an inherent and an acquired competitive advantage, and the fit species accumulates an even greater proportion of the resources in the future.  Through this pattern a slight natural advantage progresses into a huge overall competitive advantage and the “unfit” species becomes excluded from the competition, i.e., goes extinct.


There is a slight ethical problem with applying the competitive exclusion principle to economics.  Large corporations, like “fit” species, eliminate the competition not just on inherent advantage alone, but on their ability to convert resources into an even bigger competitive advantage that is not inherent to their production.  One obvious example of this is the ability of large corporations to get no-bid contracts through their name recognition, connections or lobbyists, rather than on continued merit.  Thus, competitive exclusion as an economic practice corrupts merit and free markets.


If anything, this might increase the appeal of competitive exclusion to laissez faire economists.  There is an earthy attraction to unleashing the natural consequences of “survival of the fittest” to an effete cultural world.  The problem with this attraction hints at why some economists should be forced to take ecology classes:  contrary to the desire of laissez faire economists, natural competition may lead to survival of the fittest within a species, but not between species.  Survival of the fittest may be an apt metaphor for moving up the multilevel pyramid within an organization, but does not describe what should naturally occur between all the businesses in a free market driven by merit.


The survival of the fittest implies that many do not survive.  If this were true for the competition between species only a few super species would survive.  A few super trees would be decomposed by a few super fungi, and then consumed by a few super bugs, which would in turn be eaten by a few super insectivores, which would be devoured by a few super carnivores.  Thankfully, the natural world does not work that way.


On the second day of ecology class you learn that organisms follow an alternative path when confronted with being excluded from competition:  they adapt to different niches.  Different species of trees adapt to compete for different types of climate, different types of soil and different types of terrain.  Fungi, bugs, insectivores and carnivores likewise adapt to compete for the increasing array of niches being created by organisms lower down on the food chain.  The gift that competition between species brings to the natural world is not survival of the fittest super species but incredible diversity through adaptation.  The speciation that occurs in a natural system is like the specialization that occurs in an economic system. 

Diversity has a romantic appeal in the world of economics that rivals the survival of the fittest.  Specialization is the precursor to trade and wealth.  We welcome the diversity that ever-branching technology brings us.  Most of all, we applaud the resourceful entrepreneur who adapts to carve out a new niche in the business world.  Indeed, we view this as the fulfillment of the American Dream, or at least we used to before corporate media created televisions series for CEOs like Donald Trump. 

Concentrating capital is not a natural result of free market competition; it simply could not happen without intervention from some form of government or power structure.  Nowadays the successful CEO who excludes competition from smaller businesses receives as much or more acclaim than the entrepreneur who adapts and diversifies with his own.  Society does not view the loss of jobs at a large corporation as an opportunity for smaller businesses to fill diversified economic niches, but as a doomsday consequence that requires further government intervention to restore the fitness of the large corporation.  Our idolatry of an economic system and CEOs that concentrate capital suggests that we do not support the natural or free tendencies in a market economy.  Given all the consequences of concentrating the supply of capital, this is a mistake.
Concentrated Capital and Wealth


Competition that favors the diversification of proprietorships minimizes the redistribution and concentration of capital.  From ecology we learn that diversity also increases the resiliency and stability of systems.  What tradeoffs to these advantages might make us reluctant to allow competition to proceed on a more natural course of diffusing capital resources?  The tradeoffs currently of biggest concern in this country relate to wealth and progress.  Quite frankly, we can maximize wealth by concentrating capital.  Wealth is created by trade and concentrated capital can be used to induce trade that otherwise might not occur, the reason for the business corporation model to exist.

Even in our greed-based economy there are some methods of inducing trade we allegedly prefer not to encourage.  One of the ways to increase the trade value of goods is through the control of production.  In the extreme such control becomes a monopoly.  In theory there are no future tradeoffs to consider here.  Our economic system considers this antithetical to a free market and regulations already prevent this means of increasing wealth.  In practice the past thirty years have witnessed a deregulatory atmosphere that has favored mergers, if not outright monopolies.  We will explore later the political consequences of deregulation in regards to media consolidation.  For now, let us assume that we do not intend to encourage merger and monopolization through deregulation.  We do not condone concentrating wealth or increasing trade value in this manner.


Expanding markets often occurs through hype or stylish innovations; the effects of which are often indulgence, waste and neglect.  Not all that extra stuff we get for providing welfare capital to shareholders and investors is useful extra stuff.  In the previous essay we covered the material costs of indulgence; in later parts we will touch upon political and cultural costs as well.  Large corporations are adept at increasing wealth through either marketing or lobbying hype.  We have few regulations against hype; indeed, our culture seems to thrive on overstated claims, misleading advertisements and hyped (disproportionate) influence on legislators.  Even the Supreme Court supported hype when they ruled that money is the equivalent to free speech.  This particularly disturbing topic will be explored further in the political and cultural essays.  Money as free speech and corporate media consolidation go well together.


Since we apparently covet wealth created through over inflated value, maybe our current system of rewarding hyped value with large supplies of capital should continue.  After all, hyping the value of goods increases our standard of living, raises the stock market and inflates all those other wealth indicators.  But are they worth the tradeoffs?  Do we really want to forego the stability to a system that a diversification of proprietorships would bring?  If hyped wealth is so important maybe we can make provisions for small businesses to advertise and lobby on the same scale as the “big boys,” thus providing more economic stability while yet preserving all the wonderful hype to which we are accustomed …. Or we could limit the hype from the “big boys” to be no greater than can be achieved by proprietorships.


While we might not be enamored with concentrating the supply of capital for the sake of controlling production, or even hype, these are not the only means of increasing wealth and our standard of living indicators.  One other means of generating wealth, substantive innovations, provides useful goods and services as well as merited wealth.  Concentrating supplies of capital to shareholders and investors would be desirable if this was necessary for stimulating substantive innovations.
Concentrated Capital and Progress

Progress is driven by substantive innovations, not stylish innovations or hype.  Here are examples:  redesigning a car to provide a sexy look is stylish; redesigning a car to get better gas mileage is substantive.  Most of us want progress, such as getting better gas mileage from cars.  We might even accept a tradeoff of redistributing wealth up multilevel marketing and management pyramids for the sake of progress.  But is such a tradeoff necessary?


Many of us in the middle class have adopted this abiding faith that the increasing rise of business corporations in our market economy goes together with progress.  We need to distinguish between the two.  Corporations are the primary tool for expanding markets; specialization is the primary tool for progress.  As long as entrepreneurial incentives and a free exchange of ideas can thrive, the empirical evidence reveals no great advantage to large business corporations for substantive innovations.  In fact some empirical evidence reveal that start-up proprietorships are the businesses most frequently introducing substantive innovations, while business corporations tend to manipulate patent laws for the sake of controlling and expanding markets for these innovations.

The Model T brought to us initially by the proprietor Henry Ford got better gas mileage than the current average for the entire U. S. fleet of cars, which currently hovers around 21 miles per gallon.  Large corporations have made some recent strides with better gas mileage, such as nonhybrid cars that get up to 45 mpg, and hybrid cars that can get in excess of 60 mpg.  But even the hybrid cars are bloated gas guzzlers compared to the hundreds of miles per gallon achieved by some expensive three-wheel prototypes.  The gap between 60 mpg and hundreds of mpg suggests the potential for future substantive innovations to deliver very high gas mileage at an affordable price.


Three current efforts to produce an affordable car that exceeds 100 mpg feature different technologies and different entrepreneurial approaches.  Steve Fambro, of Accelerated Composites, is an inventor and small business entrepreneur using a carbon composite frame to minimize weight and drag.  He claims he will be able to get 300 mpg at a production cost of around $20,000.  Charles Gray, the director of EPA’s Advanced Technology Division, is working with a hydraulic engine that will increase the efficiency of recycling the energy from braking, a similar strategy used by hybrids.  He predicts 70% increases in fuel efficiency and 40% decreases in emissions.  Mark Holtzapple and Andrew Rabroker, two academics from Texas A&M, have developed technology to emulate jet engines for improving automobile combustion.  They predict a two or threefold increase in gas mileage.


None of these substantive innovations being explored come from a large business corporation.  Instead, they represent three common origins for much of the technological progress that occurs:  government, entrepreneurial inventors and companies that spin-off from academic research.  Such grand innovations as atomic energy and genetic engineering initially started through a combination of these approaches.  Business corporations later entered the picture after government helped concentrate the supply of investment capital to attract their involvement.


When innovations require a modest investment of capital, proprietorships often get things started.  When they require a huge investment at substantial risk, government historically has set the table for business corporations to profit later on, such as with nuclear energy.  In either case business corporations are not responsible for progress so much as making progress profitable.  One inevitable cost to making progress profitable through the business corporation is an increase in wealth disparity.
Concentrated Capital and Wealth Disparity


Economists consider goods, labor and capital as separate but concurrent markets affected by supply and demand.  Large corporations require a large amount of capital gains in proportion to their production costs, with much of the extra going to shareholders.  Yet boons to capital generally come at an expense to labor.  Some recent numbers involving the Katrina reconstruction efforts will illustrate this point, with the help of our buddy Hans.


Hans is a local laborer from New Orleans who wants to do his part in rebuilding the region after Hurricane Katrina.  He hears about the federal aid that will be provided through Operation Blue Roof, a reconstruction program that temporarily patches roofs by covering them with blue tarps.  Hans needs only a modest amount for his efforts, perhaps twenty cents per square yard of tarp laid down will compensate him fairly, but he discovers that the federal government does not reimburse laborers directly with such modest amounts of market exchange.

Hans approaches one of the contractors being paid directly by the Army Corp of Engineers, the Shaw Group, a corporation based in Louisiana that employs over 20,000 people.
  The Shaw Group receives $1.75 per square yard for attaching blue tarps to roofs, an exorbitant amount to Hans, but they explain to him that there is a lot of overhead to pursuing government contracts.  In any case, Hans can’t work for them.  While they have expertise at various types of construction, and at getting federal contracts for their work, they do not specialize in attaching blue tarps to roofs.  The Shaw Group hires a subcontractor for the work of attaching blue tarps, and the determined Hans goes to the next level down on the contracting pyramid.


Hans discovers that the subcontractor does not specialize at attaching blue tarps to roofs so much as coordinating other subcontractors from areas outside Louisiana to do so.  They explain to Hans that arranging the logistics for subcontractors coming in from all over the country to repair roofs requires a lot of money.  Hans appreciates their efforts at coordinating the reconstruction but, unfortunately, he can’t work for them.  He leaves to seek a subcontractor one more level down the pyramid to offer his services.


In the end, the local Hans works for a subcontractor from Ohio.  Though these subcontractors from other areas are siphoning money from the people devastated by Katrina, Hans bears them no ill will.  After all, this is the same approach we take to reconstructing Iraq.  He appreciates that these outsiders want to help, and after a disaster of such magnitude there is plenty of work for all.  But while many can work, only a few control the money.  Funds are disbursed in a manner most beneficial to those further up the contracting pyramid; they have more demands for capital gains than the laborers at the bottom.  That helps to explain why Hans ends up receiving less than ten cents per square yard of blue tarp he attaches to roofs, half of what he thought would be a moderate amount and seventeen times less the rate granted to the Shaw Group.


Some of the money that disappears into the top rung of the contracting pyramid goes to high-priced professional labor instead of capital—lawyers and lobbyists do not come cheaply.  Even so, most journalists, public interest groups and even some of the Katrina contractors concluded that the government doled out more than what the operating costs actually warranted, and that the benefactors of this excess were not the laborers at the lower levels of the contracting pyramid.  Multilevel contracting pyramids achieve the same objectives as multilevel marketing pyramids:  accumulating wealth through redistributing money upwards.


The Katrina catastrophe illustrates the impact of multiple levels inherent in large corporations.  Whether these levels correspond to marketing, contracting or management the effect is the same; the supply of capital gains are redistributed, concentrated and controlled at the upper levels of the pyramid, enriching upper level managers held accountable to investors motivated only by the supply of capital.  Amway may have had flaws in their business model, but their multilevel marketing pyramid that redistributed money upwards, away from the actual labor that earned the money, made them no different than any large corporation.


As a supporter of a capitalist system Hans enthusiastically accepts that a portion of the income from production in our society gets diverted from wages to capital gains, and that this is redistributed upwards.  Hans also has come to accept, based on faith more than reality, in the supply side economics that increases the supply of capital as a stimulus.  In theory, today’s concentrated capital will trickle down as tomorrow’s wage.  Of course, the natural recipients for increased proportions of capital are large business corporations.  Hence, supply-siders maintain that capital will trickle down in a business model where the flow of money naturally tends to be redistributed and concentrated upwards for the sake of shareholders.  You will find supply-side and laissez faire economists employed by the same corporate (mis)information network; even though “supply side” refers to government boosting capital markets and “laissez faire” calls for government abstinence.  Confused?  You have to be an economic scholar to sort through these nuances.

There is one other means of redistribution affecting Hans, which would temper his favorable regard for our economic system if he clearly understood.  The lucky Hans, and millions of Americans like him, believe that our taxes redistribute wealth downwards, since higher income brackets pay a higher proportion of their income in taxes.  Yet over the past thirty years the percentage of income that the wealthy has paid in taxes has decreased while the proportion of wealth they control has increased.  This has been accomplished in large part by reducing the tax on welfare capital gains in relation to earned production income.  The wealthiest segments of our society, many of whom obtain more wealth from capital gains rather than production income, now pay a lower proportion of our taxes than the proportion of wealth they control.  Over the past thirty years our tax system has been revamped to further redistribute and concentrate money upwards, unbeknownst to the lucky Hans.


To recap this redistribution system:  income determined by a market equilibrium of supply and demand is redistributed from the merits of production to capital gains for investors; capital is concentrated and redistributed by government to the upper levels of a corporate hierarchy, from where only some of the capital trickles back down; and government shifts taxes from capital to wages to redistribute the burdens of redistributing capital away from those with the most redistributed capital to begin with.  From the perspective of the middle class this redistribution of wealth upwards has become a tad excessive.  America stands for capitalism, but America also allegedly stands for a free market; a real free market that is, not what wealthy executives or investors would have us believe passes for one.  If large business corporations cannot compete without the welfare entitlements from the triple redistribution of capital, we should have the courage to allow those corporations to fail.

Concentrated Capital and Market Diversity

When only super species exist, ecosystems are super screwed.  Nothing is perfect, neither super species nor diverse species.  A deadly virus attacking one out of many diverse species hardly affects the overall ecosystem.  The niche filled by one diverse species, both the resources consumed and the resources produced by the species, is modest.  Other species can adapt to fill this vacant niche, or not, and the ecosystem recovers quickly nevertheless.  On the other hand, if a deadly virus or fungus wipes out a super species, then major impacts follow on both resources consumed and produced in the ecosystem.  Wiping out the yellow birches in a northern hardwoods forest has minimal impact; the ecosystem still functions as a northern hardwood ecosystem appearing the same to anyone who wants to stroll through a vernal wood.  Wiping out the hemlocks in a forest that is 80% hemlock changes the whole ecosystem structure and function.  A shaded forest becomes open to sunlight and invites formerly excluded sun-loving species to enter.

Just as with ecosystems, an economy is in danger of major disturbances when dominated by a few “super” corporations.  Instead of a virus, corruption can be the cause of deterioration.  A huge corporation could hide the bottom line from investors and resort to other accounting tricks that enable them to gobble up capital they do not deserve.  When the truth comes out that capital has disappeared into the upper levels of the management pyramid, and much of the profits are imaginary, the large corporation starts to crumble.  The ripple effects of this deterioration include cheated investors, unemployed workers, dissolved pensions and even increased taxes in some states.  Enron comes to mind.


The “virus” that afflicts a large corporation may not be corruption in the legal sense.  A large corporation could use disproportionate influence with Congress or the President to get huge perks and no-bid contracts.  The corporation could influence policy making through lobbying or well-connected individuals in high places to benefit themselves, though detrimental to millions of ordinary people all over the globe.  Halliburton comes to mind.


Sometimes even a large corporation can lose their competitive edge.  Their market share transfers to other large corporations.  When this happens to small businesses only tens or hundreds of workers are affected with minimal damage to the rest of the economy.  With a large corporation thousands of workers are affected and other businesses suffer as well.  This is one aspect of a trickle-down economy that is more than just theory.  General Motors comes to mind.


Diversity provides stability for both ecosystems and economic systems.  We blame rogue corporations when large-scale corruption or corporate greed impacts our economy, but these problems are endemic to our “survival of the fittest” system that seeks to concentrate the supply of capital whenever possible.  If not for one dominant corporation creating instability in a laissez faire economy there would be another.  The best defense against this type of instability is a capital supply system that declines to help large business corporations get fatter and, instead, allows the mechanisms of natural competition to stimulate the growth and diversification of small proprietorships.

Concentrated Capital and Market Stability


Financial advisors and economists should stop implying my Dad was dumb.  This relates to another way capital is supplied in our economic system, through retirement plans.  My father did not have one, which means he committed the number one cardinal sin according to financial advisors interviewed by corporate media everywhere.  Actually, my father did have an old-style retirement plan:  save money in a bank and work at something he enjoyed doing, at least part time, until he died.  The second part of his retirement plan was leaving a few warm bodied sons, rather than loads of cool cash, to care for his wife after he died.  This retirement plan worked just fine for Mom up until her last six declining months with Alzheimer’s.

My father’s retirement plan was based entirely on savings and Social Security extracted from his wages, which grew at the rate of inflation.  There was an accounting for whatever he consumed in his old age through the deferment of his previous production.  In no sense did he attempt to create “something from nothing” with his consumption in a market economy.  In contrast, our economy now features investments and retirement plans that can be quite lucrative.  One reviewer of these essays, my colleague Mark Brown, pointed out that the elderly are being transformed into consumers the likes of which has never occurred before in history.  Mark’s concern was the environmental stress this may be creating (after all, he works for a conservation organization), but there is also an economic stress.  Not all this extra consumption credit has been accounted for by the retirees own production.  Either the extra capital in our retirement plans must be accounted for by other people’s production—we are retiring on the backs of other people’s labors, such as our children or people overseas—or the extra capital being created by government to cover these funds creates a destabilizing, inflationary effect on the economy.  To the extent that our retirement plans are in the hands of investment banks like Goldman Sachs, who can generate lots of extra capital simply by making a mistake, you can bet the destabilizing scenario is more likely.

Lucrative retirement plans are but one type of investment that draws money at a faster rate than inflation, without having to produce anything through the merits of labor.  That we cannot “consume something for nothing” is hard to accept by anyone involved in the investment community.  They might argue that their increased consumptive potential from high yield investments derives from the merited labor of smart thinking.  This ignores the fact that “smart thinking” of this type produces no more for our economic system than completing the Sunday crossword puzzles.  It also ignores that many “smart” investments are simply lucky investments.

The investment community also might argue that their capital fuels our economy.  They admit that they use money to make money, rather than producing something of real substantive value, but without their investment capital the economy would stagnate.  They ignore or discredit other means of concentrating capital, such as government providing research money to universities.  They ignore or discredit the notion of attaching strings to concentrating capital, so that the capital might be put in the service of merited production.  They also ignore the fact that substituting greed for merit has costs.  Unfortunately, Milton “no free lunch” Friedman never intended his own slogan to be applied against his own philosophy in this manner.

Both of these disingenuous rationalizations—high yield investments reflect the merited labor of smart thinking, or high yield investments provide a public service to the economy—are attempts to block from our consciousness the unsavory pursuit of “something for nothing.”  We are loathe to accept that our increased consumption potential has been diverted from other people’s labor, or by infusing destabilizing currency into an economy that is not backed by any kind of production.


Regardless of the drawbacks of unearned capital, financial advisors and economists do have a point.  In my father’s day a house, college tuition and insurance were more affordable to the middle class than those essential ingredients of the American Dream are today.  Back then the middle class did not need retirement plans beyond savings and Social Security.  But times have changed.  Now that we are blessed with a much higher standard of living more of the middle class go into debt while making our house, college tuition and insurance payments.  Once we acquire some debt we might as well go a bit further in the hole and invest in a retirement plan, if one is not already supplied as a means of keeping us hooked to the same employer.  Plus, adding together the investments in a retirement plan and the interest paid on debts floods the economy with more capital than the savings deposits we no longer can afford to make to a local bank, a welcome condition to both supply-siders and laissez faire advocates.

Yes, financial advisors and economists may be right; the contrast with how my father paid for the college education of his five sons lends credence to their advice.  We sons earned Bachelors, Masters, and Doctoral degrees; our upward mobility afforded us a much higher standard of living than our father who merely earned a GED; and we accumulated more debt.  Our father the salesperson did not borrow capital even for our education, while his sons the professionals must provide a steady supply of capital for corporations in the form of retirement accounts and interest payments on debt.


Today many people draw down from a retirement plan to finance their children’s education.  With three teenagers soon to enter college I may use the strategy myself.
  Using a capital investment source to pay for our children’s education seems only fitting.  Since capital investment and higher education both aim to accomplish similar goals of upward mobility, why not trade one for the other.  If my father had borrowed capital to pay for our education he could have used the extra flow of dollars to buy more stuff.  More importantly from the point of view of laissez faire economists, he would have contributed more capital to a market structured to provide a competitive advantage for business corporations over proprietorships.

My father was not perfect.  As a middle-aged salesman he smoked and was overstressed, a bad recipe for his health.  On the other hand, putting his sons through college without a borrowed supply of capital seemed to please my father immensely.  His health actually improved during his golden years as he quit smoking, walked regularly and enjoyed his work on a part time basis right up until his death.  He left this world contented that he had fulfilled the promise of the American Dream for his family.  If given the choice to borrow throughout his life and retire early, he actually might have declined.  Some folks are just hard for financial advisors and laissez faire economists to figure out.
Irrational Greed


Financial advisors and laissez faire economists could learn something from game theorists.  The allocation game “Traveler’s Dilemma,” invented by Kaushik Basu, unveils a paradox in the assumption that a market economy runs best when everyone acts rationally based on greed.
  In the case of “Traveler’s Dilemma” the most rational greedy behavior does not provide the optimal outcome of the game, indeed, the worst individual and overall outcome occurs as the result of greed.


The details of “Travelers Dilemma” are a little involved, so let us turn to another game used by the cultural anthropologist, Edward Fischer, with both his American students and with Mayans from Guatemala.  The players are teamed up in pairs.  One person in the pair is given a profit, such as $100, and instructed to divide the money up however he/she wants.  The split could be 50:50, 99:1 or any other possibility.  There was an important caveat:  the other person in the pair could choose to accept or reject the offer.  If the offer was rejected no one received money.


Professor Fischer’s game generated three types of results.  The economists in his class tended to choose a lopsided split such as 99:1, intending to keep most of the profits for themselves.  The other people in his class tended to choose an even 50:50 split.  The Mayans he studied often chose a split that was favorable to their partner, such as 49:51, explaining afterwards that the partner probably needed the money more.


The free money provided by the professor shares two important properties with how our economy uses capital.  The capital was gained without any labor by the recipient, such as what occurs with inherited wealth or investors, and initially was concentrated rather than diffused, such as what occurs with business corporations.  The economist offer, based on their “rational greed,” usually was rejected by the other person in the pair.  People preferred not getting any money at all rather than legitimize greedy behavior.  The types of offers made by the other students and by the Mayans were accepted.  Thus, the economists came up with the worst overall solution based on their “rational” decision of greed.


Even if the offers of economic students were accepted their solution would not be optimal for a market economy.  Let us assume that Professor Fischer’s classroom contained a market economy involving Mayan spears with a production value of $45.  When capital gains are diffused in a 50:50 split, everyone can buy a Mayan spear for $50, providing a $10 profit for two spears.  When the capital gains are concentrated in a 99:1 split only one spear can be consumed.  Granted, the extra concentration of capital means the spear merchant can get an inflated profit of $10 or more for just one spear, but the demand and consequent production of the market economy has been cut in half.  The Mayan response of charity is just too irrational to take seriously, of course, though it also leads to better results than those produced by rational economists.


Henry Ford is famous not only for assembly line production, but for the generous wages he gave his workers.  He gave them $5 an hour back in the early twentieth century, touting the philosophy that he wanted them to be able to buy the Model Ts they were making.  Wall Street capitalists were in an uproar over the charitable Mr. Ford, but the result was better workers and greater demand for Model Ts.  One of the most successful and famous entrepreneurs in history allocated money more like a Mayan than the laissez faire economists whose greed ultimately loses the game.

To date the only empirical evidence that rational decisions of greed coexists with a free market economy is, um, well, there is none.  Granted, there are some scholarly deductions made from presumably infallible axioms, whether from the laissez faire economist or the neoliberal; the Chicago School or the Austrian School; the minarchist or the anarcho-capitalist.  We get lots of talking heads on corporate media platforms telling us how rational greed and free markets work together, but they cannot point to an example that is free of some sort of coercion, ultimately backed by government.  Nor can these libertarian folks point to empirical evidence that proves private property to be a natural right as declared by John Locke, rather than a cultural entitlement bestowed by political governments.  That little stickler of a detail puts a crimp in many of their scholarly dogmas deduced from “infallible” axioms.

Ecologists stress how all things are connected in a natural system.  Good and bad economic trends that coincide for thirty years or more are probably connected, even dependent on each other.  Over the past thirty years our supply-side approach to capital, coupled with our multilevel pyramid schemes for corporations, has generated tremendous wealth and great retirement plans.  During that same period we have trended towards greater wealth disparity, higher costs for essential goods such as housing, less market stability and more debt.  Only a laissez faire economist would fail to recognize these steady, noncyclical trends are connected.


We should not assume that any economic system is perfect, including capitalism.  Despite our love for capitalism we need to at least acknowledge that people in power have structured the supply of capital to give a competitive advantage to business corporations over proprietorships.  While this version of the competitive exclusion principle may be favored by economists from Spencer to Friedman, and no doubt is enthusiastically supported by all laissez faire economists, competition does not work that way in the natural world and need not work that way with capitalism.  More effective systems for concentrating capital and redistributing wealth upwards are better known as feudalism or colonialism, depending on the scope of the redistribution.  The economists in Professor Fischer’s class, in fact, had the same economic philosophy for distributing unmerited wealth as feudal lords.

Where are the Henry Fords in today’s greed-based market economy?  They certainly are not to be found in the CEOs that make hundreds of times the amount of money as the workers on the lowest rungs of the corporation pyramid; nor are they to be found among the hedge fund managers and investors that trade nothing but ethereal capital.  Yet the greedy seem to be winning, not at doing what is best for the economy of course, but at what is best for the greedy.  Laborers are accepting the 99:1 allocation of unmerited wealth instead of walking out the door.  Part of the reason large corporations get away with this is because government has their backs, to the detriment of both productive laborers and the proprietorships where they might turn for an honest deal.  The next essay on the self-interests of labor provides more understanding of how greed wins in today’s economy.
� Two sources of information about Amway and Quixtar, both featuring former Amway insiders, are the book Weapons of Deception by Eric Sheibeler and the web site www.amquix.info.


� As with much of the economic concepts and terminology used in these essays the most common sources were the book Educational Finance (1990) by David Monk and the lecture series Economics (1998), a course on CD by Timothy Taylor, offered through The Teaching Company.


� This describes business corporations, not necessarily non-profit or government corporations.


� Wallerstein presented this model in a book series titled The Modern World System.  For our purposes we have adapted material from The Modern World System II:  Mercantilism and the Consolidation of the European World Economy, 1600-1750 (1980).


� An account of this is provided by Kevin Phillips in his book Wealth and Democracy (2002), along with other examples of how excess capital inflates the costs of goods.  Our own economy in the fall of 2008 provides another example, with the housing market substituted for gold.


� The information for fuel-saving technologies was obtained from “The Race to 100 mpg” (March 15, 2007), written by Billy Baker for Popular Science.


� There are a plethora of reports about the contracting shenanigans in regards to Katrina.  You should use Google to start your own investigation, but one recommended source is Joby Warrick’s “Multiple Layers of Contractors Drive Up Cost of Katrina Clean-up,” written for the Washington Post on 3/20/06.


� Information about the Shaw Group was obtained from their web site.


� The number crunching behind these claims will be presented in Essay 7.


� May I point out, once again, that this particular section was written in 2006.


� Oops!  Written too soon!


�“The Traveler’s Dilemma,” Scientific American (June 2007).


� From Peoples and Cultures of the World (2004), a Course on CD taught by Professor Edward Fischer and provided by The Teaching Company.





