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Episode 2,014: Economic Fallacies Everyone Believes

Guest: Caleb Fuller

WOODS: I like the origin story of your book. That you were speaking on these sorts of topics and somebody said: Well, why don't you make a book out of it because you basically have a book already.

Sometimes we don't realize we're sitting on a book already from work we've done and those are the best kinds because you've already done the legwork. You've done the really hard stuff, and then it's just a matter of polishing it and adding bits and pieces here and there. 

I sometimes feel like there's nothing worse than just staring at a blank screen with a flashing cursor and you have to start from zero.

So how did you choose these particular six? Is it because these, in your professional career, your professional life, you have encountered these the most often? Or they're the most irritating to you, or what?

FULLER: Yeah, well, there was nothing I would say "overly scientific" about my selection criteria. As you mentioned, Grove City College had approached me about doing a video series on economic fallacies. And when they did that, the first one that popped into my head, was the Broken Window Fallacy.

And starting there seems right, I think, because it really hammers home the idea that all scarce resources have alternative uses. That we sacrifice the achievement of those alternative ends whenever we use a resource to achieve some other goal.

In fact, I like to say that there's really only one thing I can count on the public high schools having taught my freshman at Grove City College – who are, of course, very bright, so, it's no fault of their own – and that's the mistaken idea that World War Two is responsible for ending the Great Depression.

And so that added just an additional reason for me to start with the Broken Window and after deciding to include the Broken Window Fallacy in my video series, I spent some time reflecting on the questions that I get from my again, very bright freshman in Principles of Microeconomics at Grove City.

And it finally occurred to me that all the fallacies that were coming to my mind, were united in their failure to really grapple with the nature of opportunity cost.

And so, in a very real sense, that opportunity cost language is just modern lingo being used to describe Frederic Bastiat's paradigm of the "seen and the unseen".

What ties these fallacies together in my mind is that it really does not require any economic training to detect and understand the "seen" element of what's occurring. But it does require economics to understand the flip side of the coin, or what Bastiat calls the "unseen".

So, I think in summary: Yes. A lot of it just had to do with the sort of questions that I was receiving over the last couple of years, in particular, from my beginning students in economics.

WOODS: All right. Now, I want you to take no more than 30 seconds to tell us about the Broken Window Fallacy. Just break it down to three or four sentences.

FULLER: Well, the Broken Window Fallacy is the idea that whenever we observe economic activity, that we are going to equate that with value-creating economic activity.

So when a vandal throws a brick through a shopkeeper's window and the shopkeeper has to repair his window, it's true that there is economic activity that's being observed there – what the shopkeeper spends on the glass-makers labor.

But we're forgetting to think about is what our shopkeeper could have done with that money had his window been unbroken. We're also forgetting to think about what our glass-maker could have been creating if he wasn't simply restoring the status quo.

WOODS: All right, that was very well done. Now, let me throw one little complication in here because a lot of times people read Henry Hazlitt's Economics in One Lesson, or if they're advanced, they also know about Frederic Bastiat and they get this general principle of the "seen and the unseen".

The seen is the broken window and the repairing of the window. The unseen is where those resources would have gone in creating wealth, rather than just breaking even by replacing what had existed before. They get that and they really genuinely can't understand how anybody would object to this because the logic is airtight.

But here's how they object to it. A Keynesian would have rejected that by saying: Yes, that holds true in a situation of full employment. I agree with you. But when resources are not being fully utilized, there is no opportunity cost because if the laborer is just sitting around doing nothing anyway, if these resources aren't being used, anyway, what's the harm in sort of stimulating them into use through – they wouldn't literally say by breaking a window and replacing it, but they would say this is generating something.

For example, if there's public works spending being done, they would say that is generating good economic activity that isn't drawing from any other source because the resources were idle because we were in recession.

FULLER: Yes, you're right. I mean, the most sophisticated come-back to the broken window story is the idea of idle resources or the notion that Bastiat's helpful parable really only applies under conditions of full employment, which is what I think you had mentioned.

And that's the way that someone like Paul Krugman would argue against the broken window story and its conclusions, but I think that the idle resources retort misses the mark for at least two reasons.

First, I think it demonstrates a remarkable lack of curiosity about why so many resources become idle all at once simultaneously. As Murray Rothbard famously put it, the central question of business cycle theory or of depressions and recessions is – and here I'll just quote from him. He says, "How is it that the business world suddenly experiences a massive cluster of severe losses?"

In my opinion, the best answer to that question leans heavily on the fact that capital goods are heterogeneous and multi-specific. And for reasons that Austrian Business Cycle Theory explains, capital goods can become malinvested – or to not use the "economics-ese", they can become ill-suited to their current position in the economy's capital structure.

And when that becomes revealed, widespread dislocation results. And that dislocation is reflected in what is typically referred to as "idle resources" by Keynesian economists.

So I think the first thing is to ask ourselves: Well, why would there ever be a situation of widespread, so called, "idle resources"? 

I think the second element to your question is something that William Hutt famously argued in his underrated book, The Theory of Idle Resources, in which he makes the point that idleness really isn't idleness at all.

If you really understand that all resources have alternative uses – and who's to say that withholding a resource from the market isn't, in some sense, a use. In fact that sort of withholding is precisely what we would expect in the wake of a depression as resource owners search for where they can best refit into the economy's ever-shifting capital structure.

And so policies that impede price adjustment actually only prolong this idleness. Or, if you wanted to put it in language that economists would use: Idleness maybe endogenous to public policies that are intended to prevent idleness.

So, one of the things I say in the introduction to my book is: Yes, I'm aware that there are comebacks to many of the arguments that I make in this book, but fundamentally, I believe that those comebacks have failed to really grapple with the basic principle.

WOODS: And with all these idle resources, entrepreneurs are deciding – because, of course, it's their money on the line – that under present circumstances, there is no project they could devote them to that produces enough value to make sense to embark on it.

So they're waiting for price adjustments and circumstances to change. Why some politicians second-guessing them would be an improvement on that is very unclear. Secondly, the precise resources that would be used for particular project are not necessarily the precise resources that are idle.

So for example, just in the labor market, the way Bob Murphy would put it: Maybe after 2008, we find out we had way, way too many people on Wall Street sitting around doing pointless calculations. Well, those are not going to be the same people who are employed to go build a bridge.

So you are going to be drawing people out of current uses. You aren't just going to be drawing the idle people when you embark on these new projects, so there's also that.

And then, I definitely like Hutt's point about idle resources. If I have a bunch of shirts in my dresser, they're all idle on any given day except one – the one I'm wearing. The rest of them were sitting there idle. 

We wouldn't say they're useless or that in order to be economically efficient people need to come into my house and start wearing my shirts as long as I'm not wearing them. We don't think that way in any other aspect of life. So why this?

I want to skip ahead to chapter 3, if I may, called Intentions Guarantee Outcomes. Now, as you well know, almost nobody goes around actually saying, "My good intentions guarantee the outcomes", but they implicitly say that because they speak and act as if trade-offs don't exist.

They just wish for things and then they just take it for granted that if we summon the political will, we can have these things. They don't even stop to think that there might be another way to think about it. There might be trade-offs. There might be unintended consequences.

They act as if – even though they don't say it – they act as if their good intentions and their summoning of political will will get them the outcome they want. So what would be examples that might – if people like this were reachable – might make them think twice?

FULLER: Well, in fact you kind of took the words out of my mouth because I was going to mention this idea of a lack of political will. I suppose this idea that intentions guarantee outcomes is really a fallacy that tends to embroil more people on the left of the political spectrum, because many of them deny the existence of economic law all together.

If you really have no conception of economic law, it makes sense that it's some combination of evil people – or as you put it a lack of political will – that's really scuttling your designs for improving the world.

And so, I like to push back on this in chapter 3 by talking about a famous airplane crash that happened in the 1980s. It was United Airlines Flight 232, which famously somersaulted down a runway in a big ball of flame. And there were something like 112 fatalities, tragically, on this flight, including two infants.

The infants that perished did so because they had fallen out of their mother's arms and had experienced severe head trauma. So in the wake of this terrible tragedy, there are two Republican Representatives who proposed some very well-intentioned legislation. 

And their law would have required that infants below the age of two be strapped into a child safety seat – sort of the airplane equivalent of a car seat.

And when I asked my gifted freshman at Grove City how might this law result in more infant fatalities as opposed to fewer? They're oftentimes at a loss about how to reason about this and when they do venture a guess, they usually say something like: Well, let's suppose the seat isn't very well designed and then it constricts the baby's movement in some way or another.

Then, I said: Well, let's let's suppose that there are no design flaws in the seat. And that really has them thinking for a while but someone who has a well-polished set of economic eyeglasses, as I put it in the book, they're going to reason in the following way.

They're going to say: Well this legislation raises the cost of flying relative to the benefits of flying and it does so because it requires parents with children under age two to purchase an extra seat relative to the number of seats they would have purchased before. And when the cost of something increases relative to the benefits, people will do less of that thing. And in this case that thing is flying.

So what do people do instead? Or to put it in the economic terminology: What substitutes do they find? Well, for cross-country trips, it's driving rather than flying. And of course, what do we know about the risks of driving as opposed to flying?

At the time this legislation was proposed – again in the late 80s – you were about 35 times more likely to die, on a mile per mile basis, when driving as compared to flying. So had this proposal become law it almost certainly would have killed infants on net.

And remember, the stated goal or stated rationale of this was to preserve infant lives. So, I say this, by the way, with confidence, not only because it's air-tight economic reasoning, I also say that this law would have killed infants on net because we have some good empirical evidence about this coming from 9/11.

The 9/11 attacks, they raised the cost of flying. And they did so because, obviously, they change people's perceptions about the risks of flying, that's true. 

But even holding those risks aside, we all know how the TSA was implemented and caused large lines to form at airport security. And there's an opportunity cost a person incurs by waiting to get through that security. So the real cost of flying did rise after 9/11.

And economists Garrick Blalock, Vrinda Kadiyali, and Daniel Simon, they wrote a paper several years ago that estimated the effect that this increased cost had on road fatalities. And they find that in the year after 9/11, there were 2,300 additional interstate fatalities – not 2,300 total mind you-- 2,300 in addition to whatever we would have expected in the 12-month period following 9/11 had it been a more normal time.

So, in a nutshell, that's how I would reason through this well-intentioned policy. It's clearly not a lack of political will. It's simply bumping up against the hard constraint posed by economic reality.

WOODS: We hear a lot, this expression, "There's no such thing as a free lunch". And of course, the title of your book is No Free Lunch. Can you just explain to a befuddled general public what that's supposed to mean? What do economists mean by that?

FULLER: Sure. Well, the phrase, "There's no such thing as a free lunch" is one of the most recognizable in the history of economic thought. I think the reason it's been passed down generation to generation is because it really perfectly captures the fundamental idea in economics – which is that all actions come with a cost.

Or to put it another way: There are trade-offs to every decision. That whenever we spot a benefit, we haven't really provided a full accounting until we also identify the cost. The great 19th century economist Frederic Bastiat expressed this idea through his language of the "seen and the unseen".

In other words, it's often very easy to identify the benefits of a policy or an action while the costs (or the unseen) require a bit more economic training to see. And so the fallacies that my book examines are united in that they universally overlook, in one way or another, some cost – something that's being sacrificed, but is also valuable.

I'm also happy to talk about the origin story of that phrase if you'd like. I think it's funny and also instructive.

WOODS: Why not? Go ahead.

FULLER: Okay, so I tell this story in the second chapter of the book. The story goes like this: Two of the most important social scientists of the late 19th century, Vilfredo Pareto, who is Italian, and Gustav Schmoller, a famous German thinker, they were having an argument.

And this argument was occurring at one of the first international meetings of economists and Schmoller kept interrupting Pareto during his presentation, in a very rude and boorish sort of way, to interject that there really was no such thing as economic law, which was something that Pareto believed in.

And so Pareto is pretty annoyed by these boorish antics. So, as the story goes, he decides to enact a little bit of revenge on Schmoller. Later in the day, he disguised himself as a beggar and waited for Schmoller to pass him on the street. And as Schmoller rounds the corner, Pareto asks him something like: Dear sir, do you know where I might get a free lunch in this city?

And Schmoller is reported to have replied something along the lines of: Well, I know of places where lunch may be had for very cheap, but there is no place where lunch may be had for free. 

And at this point, Pareto jumps up. He throws off his beggar costume and he shouts: Ah, ha! So you do believe in economic law!

So, of course, the moral of the story is that whenever we want to acquire a scarce item, we have to give up something. We have to bear an opportunity cost in order to do so. 

And so ever since that confrontation between Pareto and Schmoller, economists have used this phrase, "There's no such thing as a free lunch", to illustrate how to think economically about a host of different policy questions.

For example, if a politician promises so-called “free college”, an economist might respond sarcastically with, "There's no such thing as a free lunch" to remind people that someone is paying for this college education. To remind them, in other words, that all resources have alternative uses.

WOODS: Let's go back to where we were talking about trade-offs and "seen and unseen". There have been calls – just when you think nobody could possibly favor rent control anymore, you do hear AOC and people like that suggesting that maybe it might be a good idea after all.

And you point out in your book that this is one of those areas where virtually all economists agree that it's a bad idea and this is not because they're enemies of mankind. 

What would be the problem, if rents are really high, and it's hard for people to find affordable housing, what would be the problem in saying to these fat cat landlords: You can't charge more than such-and-such per month in rent.

Why would that be a problem?

FULLER: Yeah. So, rent control, as you mentioned, is a price ceiling placed on housing units which dictates that a landlord is not permitted to charge more than some arbitrarily stipulated price. And as you allude to, the "seen" element here is that renters or tenants are not going to be paying as much in their nominal money price for the apartment.

But what's "unseen" in this case is that it changes the incentives that both landlords and tenants face and perhaps the most important of those is that it makes landlords less willing to rent out apartment space. It also increases the number of people that are searching for an apartment unit.

And the word that we would use in economics to describe that is a shortage. The quantity that people are wanting to buy at the rent-controlled price exceeds the quantity that people are willing to make available on the market.

And whenever we have a shortage, what we're saying is we're not going to allow the price to increase to eliminate that shortage. And if the price isn't going to increase to eliminate that shortage, there's going to be some sort of strange behavior that crops up as people try to work around it.

Let me give you an example from post World War Two in Paris. After World War Two, Paris had reinvigorated it's rent controls in anticipation of soldiers returning from the war and that in turn generated some very strange, even creepy behavior.

It was not uncommon for soldier's wives to identify the oldest and sickest-looking Parisians that they could find and they would begin to stalk them. They would take detailed notes on their daily movements. They would follow them back to their apartments, to note their address.

And then someday when an elderly gentleman does not show up to his favorite cafe at the normal time, the woman would call the apartment on the presumably correct assumption that he had passed away. So, you might think: Wow, what could cause Parisians to act in such a creepy, undignified fashion?

And your answer lies in rent control. Because rent control creates a shortage, apartment units don't lie vacant for very long at all. So you have to be kind of a Johnny-on-the-spot or you'll be out of luck. So I think one lesson from that episode is that rent control can even provide an incentive to behave in ways that we'd ordinarily considered to be immoral.

It's all because we didn't allow prices to perform their allocative role. I think another lesson that you learn is that you can't actually lower the cost of acquiring a scarce item simply through legislative fiat. Yes, we can lower the money price by command. 

But now that money price is accompanied by a higher cost of searching for an apartment. Which means people are giving up something more in terms of their time.

But you're absolutely right that the persistence of the popularity of rent control is a bit puzzling to economists. In fact, I would say that there's no single policy issue that garners more general support – more general consensus among economists than the idea that rent control is a destructive policy.

WOODS: Walter Block made a point recently that made me – just when I thought I'd heard all the arguments against rent control – really made me think. 

He said: Let's suppose what you wanted to do was lower rents and you wanted to do so through political action. 

Leaving aside the morality or Constitutionality, or legality, just as a thought experiment, suppose you wanted to use political power to lower rents in a way that was effective and that would actually get people into lower rent housing they wouldn't hate. And he says, you would actually do the exact opposite of rent control.

That would be the one thing where you would allow prices to fluctuate freely. You would want to put price controls on everything else in the entire economy, because that would get everybody not wanting to invest in those things. 

They would want to invest in inexpensive housing.

FULLER: Yes. That's exactly right. And in fact, I make a somewhat similar point, probably not as colorfully as Walter Block does it, but I make a somewhat similar point in Econ 101, when I say: Hey, one of the long-run consequences of rent control is that by reducing the rate of return associated with investing in low-income housing, you're raising the relative rate of return of investing in high income housing.

So if you're an entrepreneur who's been investing in low-income housing your whole life – that's where your comparative advantage is, let's say, but now you're getting taken to the cleaners by government.

You might look over at high income housing, condominiums, those sorts of things, luxury apartments, and say: Well, it won't take me that much time to sort of retool myself as a high income apartment investor.

And so you begin investing in that – which, of course, shifts out the supply of luxury apartments and condos and lowers their price, other things held equal. So, again, the "other things held equal" there is important but rent control can function as a subsidy to wealthy Manhattanites.

WOODS: All right, one more quick thing before I let you go – because I don't want to cover the entire book because people, of course, should read it. 

And I'm going to, of course, have it linked at "tomwoods.com/2014". As I mentioned, No Free Lunch is the title but one of your other chapters – because you also talked about trade and some other topics – one of your other chapters has to do with exchange being exploitative, which is something that I think a lot of people take for granted in one form or another.

They might not think absolutely every single exchange is exploitative, but it's been hard for people over the centuries to conceive of the possibility that there could be an exchange where both parties benefit. That seems counter-intuitive. It seems like one should win and one should lose.

But I think the most common use of this idea is in labor markets. That the employer-employee relationship is necessarily exploitative. How does an economist navigate us out of that?

FULLER: Yeah, good question. Well, as I point out in chapter 4, if economist's argument that voluntary exchange is mutually beneficial is actually wrong, then we'd best dispense with the rest of economic theory right away.

I mean, it's really that central to our understanding of economics. For example, Nobel prize-winning economist James Buchanan says that the mutuality of advantage from voluntary exchange is the most fundamental of all understandings in economics.

And why do we have so much confidence in this? Well, when exchange is voluntary, we just mean that no one is bringing violence or the threat of violence to the exchange. You're free to retain possession of your property titles, or to trade them away, or to gift them.

And the implication is that you only exchange if you believe you'll be made better off by it – if what you anticipate receiving is more valuable than what you anticipate giving up – or to connect it back to the theme of my book: your opportunity cost.

And some people think of this as being common sense, but on the other hand, as you alluded, some of the greatest intellects in human history – like Aristotle and Thomas Aquinas – have failed to grasp the mutuality of benefit that accompanies all exchanges.

I think it's because some exchanges just seem as if they're lopsided or inherently exploitative. So, for example, what about workers in the underdeveloped world who trade their labor in return for wages and working conditions that are pitiful by Western standards? Are they being exploited?

Well, that question has important implications because Western activists often support policies in the name of helping these workers – which actually end up hurting them.

An example would be import bans on products that are made by employing cheap labor in the underdeveloped world. Those policies only reduce the demand for these worker's labor – which causes them to take a pay cut or in the worst case scenario to become unemployed. And becoming unemployed in that context – in the underdeveloped world – can be devastating.

And that's because those workers usually find new employment in a line of work that's even less enticing than working in an industrial "sweatshop", if you want to use that loaded terminology context.

These worker's relevant alternatives include prostitution, other illicit work, self employment, which tends to not be very remunerative in those cases, agriculture, which tends to pay lower wages and involves a higher injury rate than does manufacturing work.

So, in other words, when you see a situation that appears exploitative, you want to stop and think. If you find yourself reasoning: Well, I certainly would not accept a job offer with such low wages and working conditions, therefore it must be exploitation. You should ask yourself: Well, what is my relevant alternative? 

And then compare that to the relevant alternatives of the folks who do take these sorts of jobs. Your or my relevant alternative – someone in developed country – it usually involves a high paying job with air conditioning or it's additional years of education or it's simply enjoying leisure time since we're sufficiently wealthy.

Those are the things that we would give up if we took a sweatshop job. That's our opportunity cost. But the picture is much different for someone in the underdeveloped world. That person is willing to take a so-called "sweatshop" job because their alternatives are less enticing, still.

And that's really the key thing. This is connected to how we think about workers during the Industrial Revolution. Why did workers en masse flock to the factories from the fields?

In a nutshell, it was because the factories promised safer working conditions and higher wages, even if those were not safe or high relative to the standards of 21st century America. That was not those worker’s relevant alternative. It was something far worse: laboring in the fields.

So, rather than demonizing employers, who make these sorts of offers to the people in the third world, we might actually praise them. They're offering these workers more than anyone else has been willing to offer them so far, including more than me – to speak personally for a moment – who hasn't extended them any employment offers whatsoever.

And so, just to kind of wrap this up, the economist Leland Yeager would often say something like – which I think is common sense – you can't make someone who's in a bad situation better off by removing one of their options, particularly when it's the option that they've chosen.

WOODS: Right, I love that way of thinking about it. That says it all, I think. 

Well, the book we've been talking about is No Free Lunch: Six Economic Lies You've Been Taught and Probably Believe. I'm linking to it at "tomwoods.com/2014" written by our guest, Caleb Fuller.

Caleb, I'm glad to have you on board as a young, brand new author. I was just thinking the other day that after the Ron Paul Revolution, I thought we were going to have just a huge number of bright, accomplished, articulate, young people who would be able to spread the message far and wide.

And unfortunately, that didn't really happen. I mean, we have some pretty good libertarians out there but I really was expecting a big wave of them who would just blow me away with their public speaking skills and their knowledge and – just in terms of, not just academics, but people who were able to share these ideas with the general public.

And as I said, I've been kind of surprised that it didn't really happen. So to see a young guy like you put out a really, really, well argued and effective book like this encourages me.

So, thank you, and congratulations, and Happy Thanksgiving to you.

FULLER: Well, thank you, Tom. Happy Thanksgiving to you as well. It was a pleasure to speak with you this morning.

image1.jpeg
THE





