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Unleashing Capitalism

;

Why prosperity stops at the
West Virginia border
and how to fix it.
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What Explains Prosperity?

Earth at Night 6.64 x 9.54 inch photo quality
More information available at: image available in the book:
http://antwrp.gsfc.nasa.gov/apod/ap001127.html "The Universe: 365 Days"

Is it Resources? Location? Democracy? Or ......
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Adam Smith’s Question:
Why Are Some Countries Rich and Others Poor?

A 'H“,” L“fﬂ'”“ An Inquiry into the Nature and
Causes of the Wealth of

lht_ “L l][]l Hf Nations (1776)

Nations

Policies and the system of economic
organization (e.g., capitalism) matter more for
prosperity than things such as resources,
geography, education, etc.
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Economic Freedom of the World
2006 Annual Report

James Gwariney ond Robert Lawson with William Easterly
with a Dedication ta Sir fohn Cowperibwalte

The key ingredients of economic-freedom are personal choice, voluntary exchange,
freedom to compete; and the protection of persons and property. Ecanomic freedam
creates an environment in which personal ingeruwity can flourish.
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A special chapter by William Easterly of New York University compares the impact of
economic. freedom with that of foreign aid, the old nostrum for creating economic

well-being in the developing wiorld. He shows that fareign aid is ineffective; but he has
extremely good news for poorer countries: They can lift themsalves from poverty on their
own, without depending on uncertain and eftan pelitically motivated outside"help.”

Dr. Easterly shows that economic freedom is & powerful tonic for growth, Quite fiterally,
peorer nations only need liberate their people from pelicies-that limit-economic freedom.

The unleashed dynamism and ingenuity will build prosperity and reduce poverty in a way
that foreign aid has repeatedly failed to achieve.

The Economic Freedom of the Workd provides the most comprehensive index of economic
freedom available. It uses reproducible measures appropriate for peer-reviewsd research.
Approximately 200 schalarly articles have employed the index:
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The full data-set.including all of the data published in this repart,

can be freely downloaded at. www.freetheworld.com
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Growth is a function of “inputs” AND “institutions”

Figure 2.1: Inputs, Institutions, and Outcomes

Examples:
Skilled Labor Force
Economic Inputs and Technology & Infrastructure
Resources Resource Availability
Financing for New Businesses

Examples:
Rules of Tax System Structure
(Govt. Legal/Judicial System
Policy) Private Property Right Security
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Examples: Spending to increase

Wage and Income Growth
[ Economic Outcomes J New Business Formation

Jobs Created “inputS” Won,t WOrk UnIeSS

Patents Issued

Goods and Services the “oven” is turned on

Source: Hall and Sobel (2006).
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Route 50 in West Virginia
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North Korea vs. South Korea

Per Capita
Income
= $1,800

Per Capita
Income
= $24,200
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States also Differ in Reliance on Capitalism

Economic
Freedom
of North
America

South Carolina
Ranks 43 in
Capitalism

West Virginia

Ranks 50t in
Capitalism
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SC’s PCPI: Rank 46th — 81% of U.S. Average
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South Carolina’s Rank Among States
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South Carolina’s Declining Rate of Growth

2.5% SC had 15th
~ 2.2% €| highest rate of 0.8% is prior to the
3 growth among US recession (through
i; 2.0% states in 1980s 2008), updating
O through 2010 growth is
Dd -
= | 504 1.5% only 0.2% (13t slowest
s T ° growth rate in US).
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South Carolina is Falling Behind

$40,000

$38.000 -
$36.000 A
$34.000 A
$32.000 A
$30.000 A

$28.000 A

Per Capita Income

- $25.872
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$24.000 -
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$20.000 . T
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South Carolina is Falling Behind

$40.000

$36.000 4
$34.000 A

$31.884
$32.000 -

$30.000 A

$28.000 -
$25.87

Per Capita Income

$26.000 {1  $25.34 $24.96
$24.000
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$20.000
South Carolina Oklahoma South Dakota

01988 mWM2008

Growth Rates: SC = 1.2% OK = 1.8% SD =2.1%
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24th
43rd
27th
37th
40th
39th
49ond
43rd
39th
14th
2gth

Does “Bad” Policy Explain This?

South Carolina’s Business Climate Rankings:

Tax Foundation’s State Business Tax Climate Index (2011)

Fraser Institute’s Economic Freedom of North America (2010)

Directorship Magazine’s Boardroom Guide to the Best States for Business (2009)
CNBC’s America’s Top States for Business (2011)

Corporation for Enterprise Development (CFED) Development Capacity Index (2007)
Progressive Policy Institute’s (PPl) New Economy Index (2010)

Beacon Hill Institute’s State Competitiveness Report (2010)

Milken Institute’s National State Technology & Science Index (2010)

Institute for Legal Reform (ILR)/Harris State Liability Systems Ranking Study (2010)
Pacific Research Institute's U.S. Tort Liability Index (2010)

Forbes Best States for Business (2011)

« SC scores lower than NC on 10 of the 11 indices & lower than GA on 8 of the 11 indices
« Both GA and NC rank in the top 5 of the Economic Freedom Index (they are tied for 3'9)
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SC’s Economic Freedom History
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SC’s Recent Prosperity (PCPI) Rank
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Economic Freedom vs. Growth

Rising Economic Falling Economic
Freedom and Fast Freedom and Slow
Growth i Growth
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Which Future for South Carolina?
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To grow, South Carolina needs to
enact policy reforms to improve
economic freedom

How can policy be reformed to
better embrace economic freedom
and promote long-run economic
growth?
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1. Lower Taxes on Productive Activities

A0

Examples:
Taxes on Capital Investment

National Association of Manufacturers

2009 Competitiveness Redbook

SC has the highest effective property
tax rate on manufacturers in the US

SC = $1,864,900 (highest in the US)
GA= $760,381 (about 2 of SC)
NC = $491,071 (about V4 of SC)

Firm with $25m assets ($12.5m machinery & equip., $10m inventory, $2.5m fixtures)



COIFPEGED
CHARLESTON

SCHOOL OF BUSINESS

South Carolina’s Personal Income Tax

1959 Brackets

1959 Tax Brackets 2011 Tax Brackets  Adjusted for

(start at) (start at) Inflation

$0 2.5% $0 0% $0
$2,000 3% $2,760 3% $15,464
$4,000 4% $5,520 4% $30,928
$6,000 5% $8,280 5% $46,392
$8,000 6% $11,040 6% $61,856
$10,000 7% $13,800 7% $77.320

 In 1959 SC median family income = $3,821 so in 3% bracket.

« Almost all SC taxpayers are now in the top tax bracket due to inflation.
« Median family income now $53,850 so in the top 7% bracket.
» Virtually only state were a family in poverty would be in top tax bracket.

« If adjusted for inflation, average family would be in 5% bracket.
« Essentially SC has highest flat-rate income tax in US (others 3% - 5%).
« Most other state’s top brackets begin around $80,000.
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2. Discourage “Unproductive” Uses of Resources

« “Crony Capitalism” is when business winners and losers are determined by
political connections rather than private market forces

— The Case of Serious Materials

« Baumol's Theory of Productive and Unproductive Entrepreneurship
— “Too Many Lobbyists & Lawyers and Too Few Scientists and Engineers”

— SC Ranks: 19" in Unproductive Entrepreneurship and only 29t in
Productive Entrepreneurship

« Examples:
— Quit Playing Favorites: Avoid targeted taxes, credits, & subsidies - they
encourage lobbying
« Eliminate Targeted Tax Credits & Subsidies in Favor of Broad Based Tax Cuts

— Enact legal reforms that reduce the reward to lawsuit abuse

« Bad policies lead creative people to invest their talents unproductively & limit
their ability to create wealth
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The Case of Romania
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The Case of Romania
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The Case of Romanla
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The Case of Romnia
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3. Rely on Entrepreneurial Discovery, Not “Central
Planning,” to Guide the State Economy

* An economy undergoes continuous change — some
industries fail, others are born (“Creative Destruction”)

« Entrepreneurs search for new combinations of resources

« Capitalism critically relies on entrepreneurship and the
profit and loss system to direct this process

« Policy makers often say things like “it's a shame half of
all new businesses fail in their first year, we need to do
something about this”

« A state’s economic future cannot be centrally planned or
directed effectively - it must be discovered by a state’s
citizens within the marketplace



COIFPEGED
CHARLESTON

SCHOOL OF BUSINESS

The Reason ...Because Nobody Knows

Ken Olson, chairman/founder of Digital Equipment Corp., 1977:
"There is no reason anyone would want a computer in their home."

Fred Smith’s (FedEx) Yale University Senior Project Grade Remark:
"The concepit is interesting and well-formed, but in order to earn better than a
'C,' the idea must be feasible." - e

Would You Have Invested?
Microsoft Corporation, 1978

Governments can’t PLAN this ..
but the way they can PROMOTE
it is by staying out of the way of

these crazy individuals
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Barriers to Entrepreneurship
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« Secondary effects / Unintended consequences of regulation
« Gives advantage to big national firms over small businesses
« No natural profit/loss mechanism to get bad regulations repealed

« Regulations should be subject to cost-benefit analysis and include
sunset provisions based on proof of effectiveness
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4. Reduce Government Size, Growth,
and Centralization

 Increase the share of the economy’s resources available to
private entrepreneurs by reducing the size of government
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4. Reduce Government Size, Growth,
and Centralization

 Increase the share of the economy’s resources available to
private entrepreneurs by reducing the size of government

« Big government as % of economy hurts economic growth
— In 1980s when growth was 2.2% SC government shrank by 5%
of the economy, it has grown by 12% of economy since
— Economics literature estimates for every 10% increase in
government as share of economy, economic growth falls by
1% - almost exactly what happened in SC

« Government can also be made more effective by
decentralizing spending and power to local governments
(SC is the 14" most centralized state)
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5. Increase the Security of Property Rights

« Secure property rights are a cornerstone of investment
& economic growth

« Restrict the use of eminent domain for private

redevelopment (post-Kelo) and avoid government land
takings that make property rights insecure
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Thank You / Q&A
Russell S. Sobel

School of Business, College of Charleston
& South Carolina Policy Council

A free PDF copy of the book “Unleashing Capitalism: A
Prescription for Economic Prosperity in South Carolina” is
available at:

http://www.unleashingcapitalismsc.org/
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