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THIS MONTH’S FEATURES

DOES IBC WORK FOR
OLDER PEOPLE?
PART 2 OF 2

BY ROBERT P. MURPHY

Murphy builds on last month’s article to
make the analysis closer to real-world
policies, showing the effect of age and
different funding approaches on policy

behavior.

UPHEAVAL SIGNS
EVERYWHERE

BY L. CARLOS LARA

Lara takes a snapshot of our current
economic mess. If only there were a
way out...

SETTING THE RECORD
STRAIGHT

INTERVIEW

Phil Magness is an economic historian
who overturns conventional wisdom
wherever he turns his eye.
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'The adage is right: Free your mind and
the rest will follow.
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Learn more in person from Lara,
Murphy, and other Austrian economists,
at these upcoming appearances.
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“Freedom from servitude comes not from violent action, but from the
refusal to serve. Tyrants fall when the people withdraw their support.”

— Etienne de La Boétie
The Politics of Obedience: The Discourse of Voluntary Servitude, 1553

—_— A e——— —

There is one aspect of our strategy that we believe is not fully understood, or
has still not been fully grasped by those helping to build the 10%. It merits close
scrutiny and may explain our lack of impetus in selling our ideas with conviction.
Without the benefits of this unique insight, the ability to visualize the tipping
point can seem difficult and far-fetched. With it, the embers burn brighter and
converting others to our beliefs becomes more feasible.

What we speak of is the answer to this question: “why do people, in all times and
Pplaces, obey the commands of the government, which always constitutes a small minority
of the total population?” This single axiom—that we willingly give our general
consent to this small minority and allow them to continue their despotism—is

both puzzling and appalling.

'This question is thought provoking. It can open the closed mind to sound thinking,
perhaps for the very first time in a person’s life. In fact, Austrian economist Murray
Rothbard considered this question and its answer crucial to our freedom message.
To validate his sentiments he discovered a long forgotten 16th century document
known as The Politics of Obedience: The Discourse of Voluntary Servitude by Etienne

de La Boétie. It is a masterful revelation of brilliant thinking. The summation of
the question, the answer and the solution can be quickly examined and grasped in
the document’s table of contents outlined below. But, it is La Boétie’s own style

of writing and the coherency of his argument that bestows upon us his percipient
insight.

LARA-MURPHY REPORT



Part I—"The fundamental political question is—why do people obey the government? The
answer is that they tend to enslave themselves, to let themselves be governed by tyrants.
Freedom from servitude comes not from violent action, but from the refusal to serve.

Yj/mm‘s fal[ when the people withdraw their support.

Part II—Liberty is the natural condition of the people. Servitude, however, is fostered
when people are raised in subjection. People are trained to adore rulers. While many
forget freedom—there are always some who will never submit.

Part III—If things are to change, one must realize the extent to which the foundations
of tyranny lies in the vast networks of corrupted people with an interest in maintaining
tymnny.

'The special class of people who will never submit to tyranny has always existed.
‘They are the remnant, the people of the 10%. La Boétie goes on to describe them:

‘Ewven if liberty had entirely perished from the earth, such people would invent it.

Because of the danger these educated people represent, tyrants often attempt to suppress
education in their realms, and in that way those who have preserved their love of
freedom, still remain ineffective because however numerous they may be, they are not
known to one another; under the tyrant they have lost freedom of action, of speech, and
almost of thought; they are alone in their aspiration.

Nevertheless. .. heroic leaders can arise who will not fail to deliver their country from evil
hands when they set about their task with a firm, whole hearted and sincere intention.”

Our intentions are sincere. Privatized Banking, as best described by Nelson Nash’s
Infinite Banking Concept (IBC), allows us to secede from this corrupt monetary
system one household at a time. In modern times that’s our route to freedom.
'That’s our “build the 10%” message and we thank you for being a part of it!

Yours truly,

Carlos and Bob

LARA-MURPHY REPORT
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VENEZUELA GOLD FROZEN

According to Bloomberg, the Bank of England has blocked the Venezuelan government—under its
disputed leader, Nicolas Maduro—from withdrawing $1.2 billion worth of gold held by the BoE.
Officially, the UK government is following the U.S.’s lead in implementing economic sanctions and
other measures on Maduro, claiming that his regime needs to hold fair elections that satisfy the
international community.

Of course, the U.S. and U.K. governments have no problem working with non-democratic regimes
when it serves their interests. Amidst the turmoil caused by Venezuela’s hyperinflation and
price controls—partially the legacy of Hugo Chavez’s celebrated socialist policies—the Western
governments apparently saw their opportunity to push for a “friendlier” government in Venezuela.
Americans should be suspicious when all of a sudden, NPR and other media outlets begin running
non-stop coverage of how bad some foreign government is.

In any event, the Bank of England’s move shows that even major governments have difhiculty finding

a safe warehouse for their wealth. Maybe Maduro should have considered IBC?

.....................................................................................

FED REMITTANCES DOWN

According to the Wall Street Journal, in 2018 the Federal Reserve’s “remittances”™—i.e., how much
of its profit it sends to the U.S. Treasury for use by the federal government—were $65.4 billion, a
drop of 18% compared to 2017, and a fall of 44% compared to the $117 billion peak in 2015. As the
Fed raises the interest rate that it pays on reserves, more of the income it earns on its assets must
be given to the banks keeping their reserves parked at the Fed. This collapse in the Fed’s earnings
reinforces our view that the Fed has painted itself into a corner.

PULSE ON THE MARKET
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Newly-elected progressive rockstar Alexandria Ocasio-Cortez has reportedly secured a seat on the
House Financial Services Committee. As the self-described socialist gives interviews calling for a
top income tax rate of 70 percent, this appointment does not bode well for economic liberty.

.....................................................................................

POWELL BACKING OFF?

To illustrate the Fed’s predicament, Powell and other Fed officials—according to January 25
reports—are seriously considering ending the Fed’s bond runoft program sooner than originally
expected. In other words, the large price drops in asset markets may have spooked the Fed into
stabilizing its balance sheet at a larger size than it originally indicated.

Besides the larger issue of the central bank propping up asset bubbles, the specific problem here is
that—as we explained above—as the Fed continues to raise rates, it will pay more and more interest
on the existing reserves in the banking system. The only way to reduce the Fed’s outgoing interest
payments while continuing to raise rates, is if the Fed lets more of its bond holdings mature and
disappear, thereby sucking those reserves out of the system.

(For example, if the Fed is holding $10 million in bonds that mature, then the bonds disappear from
the Fed’s balance sheet when the issuer writes the Fed a check for $10 million. If the Fed refrains
from buying any more bonds with that money, then that $10 million is effectively extinguished
from the financial system. The entity writing the check doesn’t have it anymore, and the Fed itself
doesn’t need to keep track of “how much money it has”—the Fed has an infinite amount of potential
dollars at its disposal. Because of the perversity of our monetary system, the Fed effectively creates
money when it spends it, and the Fed likewise destroys money when it receives it. Note that these
are electronic operations, involving numbers on computer screens, rather than a literal printing press
or shredding of paper currency.)

If Powell et al. choose to carry a larger balance sheet, that might postpone the day of reckoning in

the stock and bond markets. But the day of reckoning is still coming, and it will just be that much
worse if the Fed prolongs the period of artificially low interest rates.

PULSE ON THE MARKET
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Something is
FUNDAMENTALLY WRONG
with our financial system.

R. Nelson Nash’s Infinite
Banking Concept (IBC) is a

THE

CASE for IBC

How To Secede Froen Oue Cuteent Mosetary Reglme

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

In The Case for IBC, Nash is
joined by business consultant L.
Carlos Lara and economist

Robert P. Murphy to provide

FC Nelson Nush # L. Carlos Lara » Boberr P Murphy WD

4 the most succinct explanation to
- opiT P
date of why IBC works.

www.thecaseforibc.com


https://www.amazon.com/Case-Nelson-Carlos-Robert-Murphy/dp/0999778609/
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LAsT MONTH, I BEGAN THIS SERIES, WHICH
tackles the question: Does IBC “work” for
people who are older and/or in poor health?
Many people are concerned that the “pure
cost of insurance” will be so high in such cas-
es, that practicing IBC will be too expensive,
or will have “too much drag,” to be sensible.

In order to explore this important ques-
tion, I presented a table showing theoretical
calculations of the Cash Surrender Value for
whole life insurance policies for individuals
who were either very healthy or very sick. I
concluded that anybody can “do IBC,” and
that the admittedly lower internal rate of
growth on the cash value for a sick person
was exactly counterbalanced by a sooner ex-
pected payout from the death benefit. (We’ll

review the specific results below.)

However, to keep things simple for that
opening article, I assumed the whole life
policies in question were “single premium” or
“one-pay” policies, meaning that the owners
of the policies simply wrote one big check to
the insurance company at the start, and then
the policies would run on autopilot. In the
real world, for various reasons, actual IBC
policies usually feature a combination of
repeating premium payments and what we
might call “upfront loading” of extra contri-
butions from the policyholder.

Consequently, in this follow-up article I
will extend my analysis from last month, in
order to show the (theoretical) values of var-
ious whole life policies for individuals with
different mortality rates, when the policies
involve recurring annual premium payments

(rather than one large upfront payment).
But because the concepts are complex, I will
devote a large portion of the current article
summarizing and elaborating on what I pre-
sented last month.

NOTE: The material in this article is
advanced. There are many listeners to the
Lara-Murphy Show—which is a free podcast
available to the public—who email us with
very intricate questions, but which would be
too technical or difficult to discuss verbally
on the show. For those who subscribe to the

| concluded that anybody can “do
IBC,” and that the admittedly lower
internal rate of growth on the cash
value for a sick person was exactly
counterbalanced by a sooner
expected payout from the death
benefit.

Lara-Murphy Reporz (i.e. the present publi-
cation you are now reading), I want to occa-
sionally do a “deep dive” into some advanced
topics because this is the only forum for such
explorations. In addition, we sometimes learn
of doubts about IBC coming from CPAs or
other conventional financial advisors, and so
I want our readers to feel confident that IBC
is rigorous and can withstand even a micro-
scopic inspection of its inner parts.

Having said all this, if you find the present
article to be over your head, don’t worry—
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you don't need to understand how your en-
gine works in order to use a car. Likewise,
you can still benefit from practicing IBC
even if you don’t need to master all the intri-
cacies in the present article.

Remember: You Can Take Out a Whole
Life Policy On Someone Else

Before reviewing the results from last
month’s article, let me stress something that
is critical for this topic: Even people who are
literally uninsurable (because of a medical
condition) can still practice IBC. They just
need to take out a properly structured whole
life policy on someone e/se (in whom they
have an insurable interest). You can still own
a whole life insurance policy, reaping its ad-
vantages as a cashflow management vehicle,
even if your own life is not the one being
insured.

Consequently, even if I fail to convince you
that “IBC still works even if you're older,”
you can still comfortably practice IBC, just
using policies taken out on other individu-

als. So we see, the purpose of this two-part
article series isn't to convince a skeptic to do
IBC, but rather to give a framework to help
readers think about IBC at a deeper level of
understanding. Even if it were true that it’s
“wasteful” to take out life insurance on older
people—which it’s notl—that s#i// wouldn't
be a valid reason for an older person to ig-
nore Nelson Nash’s brilliant insights.

'The last caveat I'll give is that Nelson Nash
always says: IBC isn't about interest rates.
'The reason I'm focusing so much on them in
the present article, is to reassure readers that
they aren’t being suckers, and also to provide
general education on how whole life policies
tick.

A Review of Single-Pay Whole Life

Policies

First, let’s review my main result from last
month’s article. Obviously, if you missed it,
you should go read that article first, as the
current article builds upon its foundation.

Theoretical (Not Stotulory) Cash Surrender Value at Start of Year, When Turning Age...
Assumes Annual Discount Rate = 5% 116 117 118 119 120 121
Sickly Sam (S0% yearly moctality rate) $555 658 S5 83 5959454 $564,853 576,150 $1,000,000
yearfyear interndd groath rate: 0.15% 027% 0.56% 115% 2.00%
Healthy Hank (10% mortalty rate) SRR T sa61.5M SRR 921 $520,408 $5487,11% $1,000,000
year/year internsl growth rate: 2.8% 31% 35% A% L5%
Zero-Coupon Bond [pays S1m in S yrs) $783,526 $822,702 5853533 $907,029 $952,3481 $1,000,000
pRarfyear internal growth rate: 5.00% 5.00% 5.00% 5.00% 5.00%

Table 1. Hypothetical Single-Premium (“One-Pay”) Whole Life Policies and Bond Values, With
Death Benefit of $1 Million
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Just to be clear, all of the calculations in
this article are done in a simple Excel work-
sheet. This is to keep things relatively simple,
to isolate the specific “moving parts” we are
discussing, but also so that the reader can
reproduce the analysis at home, and tweak

things if desired.

'The key to understanding the tables in this
article is to work backwards. At the start of
Year 121, the whole life policies mature or
endow, and the owner gets the $1 million
“death”benefit whether or not he is still alive.
Therefore, the Cash Surrender Value (CSV
for short) is obviously $1 million when the
owner turns 121.

At the start of Year 120, we assume that
there is “dice roll” to determine if the indi-
vidual dies. If he does, his estate immediately
gets the full death benefit of $1 million. If he
lives, his whole life policy is now a financial
asset that we know will be worth $1 million
in one year’s time. Because we assume a 5%
discount rate, that prospect of being worth
$1 million a year from now, right now is only

worth $1 million / 1.05 = $952,381.

As we just saw, the CSV of a whole life
policy at the start of Year 120 (right before
the “dice roll”) is partly dependent on the
likelihood of death. In Table 1, we see that
Sickly Sam has a 50% chance of dying each
year. Consequently, his CSV at the start of
Year 120 is (50% x $1,000,000) + (50% x
$952,381) = $976,190 (with rounding).

In contrast, Healthy Hank only has a 10%
chance of dying each year. As Table 1 in-

dicates, at the start of Year 120 the whole
life policy’s theoretical market value will be
(10% x $1,000,000) + (90% x $952,381) =
$957,143.

Using a similar procedure, the reader can
“work backwards” through the earlier years,
filling in each of the theoretical Cash Sur-
render Values of these respective whole life
policies. If either Sickly Sam or Healthy
Hank wanted to actually take out a poli-
cy in any particular year, he would have to
pay—as an upfront, single premium—the
Cash Surrender Value for that year. For ex-
ample, Sickly Sam would need to hand over

Nelson Nash always says: IBC isn’t
about interest rates.

$955,658 as the single premium payment to
have a fully paid-up whole life policy (with a
million dollar death benefit) if he wanted to
take out such a policy at age 116.

In contrast, Healthy Hank would only need
to hand over $838,799 for “the same” whole
life policy at age 116. This is what people
have in mind when they worry that IBC is
“too expensive” or has “too much drag” for
older and/or sicker individuals. Indeed, just
to formally express this worry, I've included
in Table 1 calculations of the “internal rate of

return” (IRR) on the Cash Surrender Value
for these policies. I also included the IRR of
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a zero-coupon bond that pays out $1 million
when the individuals would turn 121 (if they

are still alive).

When we put things like this, it sure Jooks
like a whole life policy is a “terrible invest-
ment” for Sickly Sam, doesn't it? Isn't Table
1 showing us that Sickly Sam gets a much
worse rate of return than he could get from
putting his money in a bond? And though
the situation is better for Hank, here again
some of the growth in his policy’s cash value
seems to be “eaten up” by the pure cost of
insurance, doesn’t it?

I deliberately included the rate of return
calculations in Table 1, just so readers would
trust me that I'm not hiding anything from
them. Yes, those figures are what they are,
and this is definitely what’s behind the lay-
person’s vague worry that “IBC is too expen-
sive for older people.”

Yet hold on. Everything in my analysis last
month and this month, assumes friction-
less markets where the insurance companies
charge actuarially fair premiums, with no
premium payment being devoted to over-
head, agent commissions, or other miscella-
neous items. So it can’t be that the insurance
company is “ripping off” the customer, or
that the policyholder is buying a “bad prod-
uct.” The theoretical market values in Table 1
reflect the fundamentals.

What the doubters are overlooking is that
a person who is older and/or in poor health
is more likely to get the death benefit soon-
er rather than later. After all, that’s why the

CSVsin Table 1 grow more slowly for Sickly

Sam.

Let me show you what I mean. Suppose
that Sickly Sam is currently age 120 and is
deciding how to allocate his wealth. He can
either plunk down $952,381 in a zero-cou-
pon one-year bond that has a face value of
$1 million. Or, he can plunk down $976,190
in a whole life policy with a $1 million death
benefit.

If Sickly Sam survives another year, then
there is a sense in which he would have re-

| deliberately included the rate of
return calculations in Table 1, just so
readers would trust me that I’m not
hiding anything from them.

gretted buying the life insurance policy. He
will effectively only earn a 2.44% return on
the single premium he paid to take out the
policy, whereas he could have earned a 5%
return had he invested in the bond instead.

However, we can turn the tables. Suppose
Sickly Sam dies right after taking out his
whole life policy. Then the executor of his
estate would have $1 million that he could
invest in bonds that matured into a value
of $1,050,000 at the start of year 121. That
means Sam’s estate would have earned a re-

turn of (81,050,000 / $976,190) — 1 = 7.6%
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return (with rounding). So if Sam had in-
stead invested in the bond originally, and
then died at the start of Year 120, the execu-
tor of his estate would be kicking the now-
dead Sam, thinking, “If only you would have
had the foresight to buy life insurance, I'd
have more money to give to your heirs right

»

now.

Now notice something interesting about
those two numbers: If Sickly Sam takes
out a whole life policy at age 120, there’s a
50% chance his estate earns a 2.4% return
that year, and a 50% chance that his estate
earns a 7.6% return. In other words, when
we weight the outcomes by their likelihood
of happening, then the expected rate of return
is...drumroll please...exactly 5%, which is
what Sam would earn if he instead invested
in bonds.

This isn’t a coincidence, but instead pops
out of the assumptions we built into the
analysis underlying Table 1. To keep things
apples to apples, we assume the life insurance
company invests in the same assets avail-
able to others, so everyone is using the same
benchmark of a “safe return” (or discount
rate). Since the life insurance charges the ac-
tuarially fair premiums, given our assumed
mortality rates, neither party to a transaction
is taking advantage of the other. So it’s not a
surprise that—a// things considered, including
the possibility of dying—putting money into
a life insurance policy has the exact same
expected financial rate of return as putting
money into a bond fund.

And here ends the extended review of last

month’s material. In the remainder of the
article, let me extend the above analysis by
making the premium payments and mortal-
ity rates more realistic.

Keepin’ It Real: Annual Premiums,
Earlier Start Date, Actual Mortality Rates

‘There were many features of last month’s
analysis—which we summarized in Table 1
above—that were very unrealistic. So let’s
make three changes in this section:

1. We will switch from a one-pay policy to
one with a fixed, recurring annual pre-
mium.

2. We will have the individual take out the
policy at the more relevant age of 50,
rather than the extremely old 116.

3. We will now use acfual mortality rates,
which increase over time, rather than the
unrealistic fixed rates of death that we
used in Table 1.

We these three changes in mind, consider
Table 2. Because we are now showing more
years, note that we've switched the view from
horizontal to vertical. But the logic of the
calculations is still the same.

Although understanding Table 2 is more
difficult than Table 1, the principles are the
same, and to calculate the Cash Surrender
Values, we once again start at the end and
work backwards.
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Age Premium boy CSV boy Annual IRR Cum Prem
50 $14,859 $14,859 $14,859
51 $14,859 $27,147 -17.3% $29,717
52 $14,859 $39,785 -8.2% $44,576
53 $14,859 §52,786 -4.7% $59,435
54 $14,859 $66,170 -2.8% $74,294
55 514,859 §79,955 -1.6% $89,152
56 $14,859 $94,140 -0.8% $104,011
57 $14,859 $108,733 -0.3% $118,870
58 $14,859 $123,774 0.2% $133,728
59 $14,859 $139,312 0.5% $148,587
60 $14,859 $155,384 0.9% $163,446
61 $14,859 $171,986 1.1% $178,304
62 $14,859 $189,106 1.3% $193,163
63 $14,859 $206,747 1.5% $208,022
64 $14,859 $224,914 1.6% $222,881
65 $14,859 $243,601 1.7% $237,739
66 $14,859 $262,784 1.8% $252,598
67 $14,859 $282,431 1.8% $267,457
68 $14,859 $302,511 1.8% $282,315
69 $14,859 $322,988 1.9% $297,174
70 $14,859 $343,826 1.9% $312,033
71 $14,859 $364,946 1.8% $326,891
116 $14,859 $983,460 -1.1%  $995,533
117 $14,859 $986,929 -1.2% $1,010,392
118 $14,859 $990,269 -1.2% $1,025,250
119 $14,859 $993,504 -1.2% $1,040,109
120 $14,859 $996,900 -1.2% 51,054,968
121 $14,859 $1,000,000 -1.2% $1,069,826

Table 2. Theoretical Cash Surrender Values for Whole Life Policy With Lifetime Annual Premiums

and $1 Million Death Benefit, Using Official Mortality Rates for U.S. Males in 2015"
(boy = “beginning of year”)
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There are just two complications: First, the
probability of death isn't a constant number
as it was for Sickly Sam or Healthy Hank,
but instead are the actual real-world annual
mortality rates for a U.S. male (2015) as pub-
lished by the Social Security Administra-
tion. Because of space constraints we haven't
included the numbers in the table, but they
start out at 0.32% at age 50, reach 1.07% by

age 66,and by age 109 have reached 52.2%—
a little worse than Sickly Sam.

'The other complication is that at the be-
ginning of each year, a constant premium
must be paid to keep the policy in force. This
obviously reduces the Cash Surrender Value
at any given point, compared to a paid-up
policy, because it’s not as valuable to the pol-
icyholder to be holding an asset (i.e. a life
insurance policy) that requires an influx of
tuture dollars to keep it operational.

We can illustrate what happens by walking
through the Year 120 calculation. The an-
nual mortality rate this year is a whopping
94.98%?2. However, on the small chance that
the insured survives, next year he will have
to pay the premium of $14,859 to keep the
policy in force, in order to then have access
to the face value of $1 million. Therefore, in
the event that the individual survives, the
net value of the policy to him in Year 120 is
($1,000,000 - $14,859) / 1.05 = $938,230.
Therefore, taking the weighted average of
the two possible scenarios (i.e. die or live
in Year 120), the value of the policy at the
start of Year 120 is (94.98% x $1 million)
+ (5.02% x $938,230) = $996,900 (with

rounding), which is the value shown for Year

120 in Table 2.

As the reader can see in Table 2, the implied
“internal rate of return (IRR)” on the Cash
Surrender Value starts out negative and then
rises. Note that these are annual figures and
not cumulative ones. I have marked in green
the year when the Cash Surrender Value fi-
nally overtakes the cumulative premiums
paid inj; it’s at that moment when the cumu-
lative return on the policy is positive.

Jumping down to the last few rows of Ta-

The calculation of “rate of return”
was extremely misleading. From a
purely financial viewpoint, in the
world described in Table 1, buying
life insurance was no better or
worse than buying bonds.

ble 2, we see that the annual (not cumula-
tive) internal rates of return eventually go
negative again, which reflects the very high
mortality rates for individuals who reach
these ages. If a person were to find himself
still alive at age 121, he would calculate that
since the start of his policy at age 50, he paid
in more in premiums than the current value

of the policy, i.e. $1 million.

I am showing these results for two reasons.
First, I want to remind the reader of what we
went through in the previous section, based
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on Table 1’s values. The calculation of “rate
of return” was extremely misleading. From a
purely financial viewpoint, in the world de-
scribed in Table 1, buying life insurance was
no better or worse than buying bonds.

'There is a similar lesson here, though I will
omit the formal calculations. The negative
“annual IRR” for the very late years doesn’t
show that someone would be foolish to own
life insurance at this point. Think of it this
way: What are the chances that someone
who is still alive at age 115 is still going to
be around in six more years? If 10,000 peo-
ple were alive at age 115, then—according to
the SSA’s official mortality rates—only one
guy from that group would still be left alive
by age 120. And then that guy would only
have about a 6% chance of surviving one
more year to reach the finish line.

My point here is that it would be extremely
unlikely for an individual to actually expe-
rience the “Annual IRR” numbers shown at
the bottom of Table 2. The vast majority of
people would’ve died and gotten their full
million dollar death benefit, much earlier.
And when you take this into account, the
overall expected financial rate of return on
this life insurance policy is...5%, just as be-
fore.

'The second reason I wanted to show the
reader the numbers in Table 2 is that they
should reassure doubters that real-world life
insurance policy illustrations aren’t zerely re-
flecting agent commissions or other “front-
loaded” expenses. The typical whole life pol-

icy illustration has a pattern similar to that

shown in Table 2, where the internal rate of
return on the CSV is very bad early on, but
gently rises over time. Since Table 2 does the
same thing, even though we have no com-
missions or other real-world expenses in the
calculation, it should reassure us that there
are legitimate reasons based on “fundamen-
tals” for the patterns in real-world illustra-
tions.

Front-Loading a Policy Rather Than
Relying on Perpetual Premiums

Finally, in this last section I'll show the
theoretical values for a seven-pay whole life
policy, in other words a policy where the
owner only makes seven premium payments
before it is fully funded. As we’ll see, this
approach changes the IRR numbers signifi-
cantly.

'This article is already long, so let me just
point out the obvious: When a policy is
front-loaded, the implied annual (and cumu-
lative, though that’s not shown) internal rate
of return is much higher. This doesn’t mean
one structure is a “better deal” than another,
but I'm just pointing out that the funding
approach affects these types of calculations.

These facts are relevant especially for IBC,
where the typical policy will combine a con-
tractual base premium for the entire length
of the policy, along with a significant amount
of Paid-Up Additions early in the policy. To
be clear, it’s not the same thing as a contrac-

tual 7-pay policy, but real-world IBC poli-
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Age Premiumboy CSVboy AnnuallRR Cum Prem
50 $40,004 $40,004 $40,004
51 $40,004 $78,779 -3.1% $80,007
52 $40,004 $119,332 0.7% $120,011
53 $40,004 $161,774 2.0% $160,014
54 $40,004 $206,226 2.7% $200,018
55 $40,004 $252,816 3.2% $240,021
56 $40,004 $301,666 3.5% $280,025
57 SO $312,916 3.7% $280,025
58 SO $324,512 3.7% $280,025
59 SO $336,490 3.7% $280,025
60 S0 $348,880 3.7% $280,025
61 S0 $361,679 3.7% $280,025
62 SO $374,876 3.6% $280,025
117 SO $989,923 0.3% $280,025
118 SO $992,498 0.3% $280,025
119 S0 $994,993 0.3% $280,025
120 S0 $997,610 0.3% $280,025
121 S0  $1,000,000 0.2% $280,025

Table 3. Theoretical Cash Surrender Values for Whole Life Policy With Seven Annual Premiums and
$1 Million Death Benefit, Using Official Mortality Rates for U.S. Males in 20153
(boy = “beginning of year”)

cies typically blend both features of what

we’ve shown in Tables 2 and 3.

Conclusion

'The calculations in last month and this
month’s articles were theoretical, meaning
that I derived them in Excel using simplify-
ing assumptions. The purpose of this exercise

was to shed light on how whole life policies
actually work, and also to demonstrate that
IBC still “works” even for older people or
those in poor health.

As we saw, even for those with a high mor-
tality rate, life insurance is still a legitimate
“investment” because the higher annual pre-
mium is matched by a greater likelihood of
getting the death benefit sooner. I also re-
mind the reader that Nelson Nash isn’t tell-
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ing people to “invest in life insurance,” rather
he recommends using life insurance policies
as a vehicle to “become your own banker,”
i.e. to manage cashflows. Still, I thought
it worthwhile to show why the cynics are
wrong when they smugly declare that “whole
life insurance is a terrible investment.”

Naturally, no reader should make finan-
cial decisions based merely on hypothetical
tables. The examples I used in these last two
articles were intended to teach principles, to
help the reader make sense of real-world il-

lustrations. There are many other complicat-
ing factors, such as the excellent tax advan-
tages from a properly structured IBC policy,
that my simplistic analysis had to ignore.

Anyone who wants to actually apply the
theory of IBC to his or her real-life house-
hold or business should consult with a grad-
uate from the IBC Practitioner Program

that Carlos Lara, Nelson Nash, David Stea-
rns, and I designed. These graduates can be

found at: www.InfiniteBanking.org/finder.
2 22 2
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CHRISTMAS IS OVER, COMPANY PROFIT-
ability has been assessed, and now a long
string of retailers are heading straight to
bankruptcy court. Many of these are na-
tional chains with thousands of stores that
are located in shopping centers through-
out the country while others such as Sears,
who recently filed for Chapter XI, serve as
anchors in major shopping
malls. Thousands of employ-
ees have already lost their jobs
in 2018 as many retailers, fac-
ing an uncertain future, shut-
tered hundreds of their stores
in an attempt to rectify declin-
ing profits caused by declining

sales.

Sears with 425 stores still
remaining and over 50,000
employees is attempting to re-
structure its operations while
in bankruptcy to try and keep
itself alive. Other retail com-
panies, many of them high pro-
file names such as Macy’s, J.C.
Penney, and even the famous
Texas retailer, Neiman Marcus,
are reported to be struggling
and carrying huge debt that
is soon coming due. Neiman’s' for example,
with a $4.7 billion debt load of which $2.8
billion comes due in two years, is attempt-
ing to negotiate with creditors right now in
order to keep from filing its own bankruptcy
petition. What’s thought provoking about
this depressing trend is that many of these
companies are over 100 years old. But that’s

not the only dismal revelation that’s coming

to light in 2019.

'The U.S. auto industry has hit a wall too!
Sales have been down three years in a row
for the biggest automakers and let’s not for-
get that Ford is the only U.S. automaker that
has not yet filed for bankruptcy. I spotlight

High profile names such as Macy’s, J.C.

Penney, and even the famous Texas

retailer, Neiman Marcus, are reported to
be struggling and carrying huge debt.

this industry because it too, like many brick
and mortar retail establishments, is con-
tracting by closing factories, cutting shifts,
and laying off thousands of workers. Gen-
eral Motors? recently announced that it was
planning on shutting down 8 plants and let-
ting go of 15% of its workforce. It currently
employs over 50,000 individuals.

UPHEAVAL SIGNS EVERYWHERE
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One noticeable component in this tight-
ening economic equation is how expensive
vehicles have become with cars, trucks, and
SUVs having nearly doubled in price just
since the 2008 crisis, causing consumers to
rethink this big-ticket purchase. It’s almost
as though the recession has already started in

There are now plenty of
early signs everywhere of an
economic slowdown here in the
U.S., Japan and other countries,
including China.

this particular industry, but unfortunately it’s
not just this industry that’s showing signs of
decline. There are now plenty of early signs
everywhere of an economic slowdown here
in the U.S,, Japan and other countries, in-
cluding China. But as LMR readers know,
Bob and I have repeatedly stated that the
economy was not as healthy as advertised by
mainstream media and government reports.

To substantiate our stance here is yet another
area of concern that’s now coming into the

light in the New Year.

Bankers are genuinely worried about sky-
high commercial real estate prices. The asset
class is overpriced relative to rents, and this is
according to former Fed Chair Janet Yellen
who pointed this out in a televised interview
shortly after leaving office in February of
2018. Fed Chairman Jerome Powell flagged
the same concern in March 2018 in one of
his live commentaries, but neither Yellen nor
Powell would dare call it a bubble. Yet it’s
no surprise that a decade of low interest rates
has been the primary culprit for inflating
this and all other asset classes where we now
have just about everything in an immensely

fragile bubble.

'The same holds true in the U.S. housing
market. The difference here is that in the res-
idential market increasing home prices have
already begun to lose air as mortgage rates
continue to increase. Now, home sellers in
the more expensive cities are being forced to
lower their prices and the slowdown in this
area has become uncomfortably apparent.
But the most severe reality check that rose
to a fever pitch just three short months ago
in October 2018, and then ending the year
with a hard thud, was the stock market.

Stocks Post Worst Year In A Decade

Wall Street ended its last trading day of
2018 with a wild and rough ride. Basically it

UPHEAVAL SIGNS EVERYWHERE
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went loco. “The S&P 500 and Dow Jones In-
dustrial Average were down 6.2% and 5.6%
respectively, for 2018. Both indexes logged in
their biggest annual losses since 2008, when
they plunged 38.5% and 33.8% respectively.
'The Nasdaq Composite lost 3.9% in 2018,
its worst in a decade, when it dropped 40%.
It was the worst December performance
for the Dow and the S&P
500 since 1931.” These wild
up and down gyrations at the
end of the year after a long
period of a highly publicized
non-stop raging bull market
gives us just a snippet of what’s
coming down the pike as the
year unfolds.

From an investor’s point of
view it was a rollercoaster ride
especially when the S&P was
down 20% on Christmas Eve
and then jumping 1,000 points
(its biggest gain in history) the
very next trading day! Even so,
there is no mistaking that there
is a great deal of uncertainty in
the air that varies from the es-
calating China-U.S. trade war,
to the political circus in Washington D.C,,
to whether or not Fed Chairman Powell will
continue to raise rates or finally back off.

The Leveraged Loan Funds Debacle

One of the more recent and sudden fi-
nancial investment reversals occurred in the

“leveraged loans” arena. This is another one
of the investment classes the Federal Re-
serve has been concerned about and high-
lighted its worry in its November 2018 Fi-
nancial Stability Report.* One reason why
I pointed them out in my October 2018
LMR article entitled “The Wealth Effect” is
because they are indeed froth with poten-

One of the more recent and sudden

financial investment reversals occurred

in the “leveraged loans” arena.

tial trouble. For starters these are very risky
bonds with many of them near junk status,
but they carry a very desirable floating inter-
est rate (usually tied to Libor), which makes
them difterent from regular bonds that pay a
fixed rate and lose value in a rising interest
rate environment. But with these leveraged
loan bonds the opposite occurs—yields go
up with rising interest rates. This is great for
the investor, but not that great for the issuer.

UPHEAVAL SIGNS EVERYWHERE



249 LMR JANUARY 2019

The more the Fed increases interest rates the
higher the yields these bonds pay investors.
Consequently, they have been the hottest in-
vestment going.

With investors starved for higher yields
since the 2008 crisis, these investment in-
struments soared in demand with individu-
als and institutions such as pension funds

and hedge funds gobbling them up as soon

If credit markets were to
suddenly seize up and tighten
these giant corporations will
lose access to capital and
wind up in bankruptcy court
themselves.

as they became available by issuing U.S. cor-
porations. Once President Trump removed,
by Executive Order, some of the restrictions
in the Dodd-Frank Act these debt instru-
ments were permitted to be securitized by
banks into Collateralized Loan Obligations

(CLOs), which helped drive and expand this
investment space to where it is today. (Read
my June 2018 LMR article, “Trump’s Playbook
For The Economy.”)

It is a huge $1.1 trillion market that is now
as big as the corporate high-yield debt mar-
ket. Originally fueled by the decade-long
low interest rate environment that made it
possible for corporations to borrow at cheap
rates by issuing their own bonds, this asset
class now commands a formidable, but un-
predictable presence. Obviously, the more
demand there is for these type of invest-
ments the more competition there will be
to issue them. However, the Fed’s worry as
pointed out in its Financial Stability Re-
port in November 2018 is that the issuing
standards have gotten loose and many of the
companies issuing theses bonds are them-
selves overleveraged and straining their cash
flows to pay the floating interest rates to in-
vestors. If credit markets were to suddenly
seize up and tighten these giant corpora-
tions will lose access to capital and wind up
in bankruptcy court themselves.

'The bigger the market grows and the loos-
er the standards get, the greater the potential
for a problem that can turn systemic very
quickly. This is why the closer you look into
the potential risks associated with these in-
vestments the more it reminds me of a bad
movie we've all seen before. The problem with
these risky “floaters,” as they are commonly
called, is that they have wound up in, of all
places, mutual funds and ETFs. As of Janu-
ary 11, 2019 mutual funds have purchased
and are currently managing “$90.5 billion of

UPHEAVAL SIGNS EVERYWHERE
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which $10.7 billion come via ETFs.”™ Not
huge numbers comparatively speaking to the
size of the overall leveraged loan market, but
even small numbers can ignite big problems
and that’s exactly what happened just before
Christmas.

'The surprise came during the 2018 Holi-
day season starting in October and ending
in December when over $10 billion was sud-
denly sucked out from mutual fund coffers
according to Lipper, a source that tracks all
mutual funds. Bloomberg reported that it
was “the longest consecutive outflows ex-
ceeding $1 billion on record... $3.3 billion of
net outflows in the week ended December
19, 2018.”'The biggest single month outflow

ever recorded.®

On the surface this may not appear as a
catastrophic event, but the markets were
quite spooked by it all because the bond in-
vestments in question were not even in de-
fault. Investors just yanked their money and
ran in record numbers primarily based on
market fears. The problem with these lev-
eraged loan investments and them being in
mutual funds and ETFs is that as an inves-
tor in the fund you can get out of them very
quickly—actually way faster than the fund
can sell the asset. This is a terrible mismatch
for the mutual fund in an investment that is
both risky and illiquid. Consequently, these
fund managers have to keep cash on hand to
deal with the redemptions.

But with the kind of redemption onslaught
these mutual funds were suddenly faced with
what amounted to a run on the fund, forcing

the fund to fire sale the asset at a loss. Obvi-
ously, an unstoppable rout of this caliber can
easily destroy the mutual fund altogether. If
you are asking what specifically caused the
panic it most likely was Fed Chairman Pow-
ell's wavering on what to do with interest
rates and leaning toward pulling back after
assessing the stock market’s immense vola-
tility in the very same months of October
through December.
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This is a terrible mismatch
for the mutual fund in an
investment that is both risky and
illiquid.

‘We've got to jump!” Powell tells Bernanke

I have written before on the panic aspect
inherent in financial markets and that these
anxious feelings tend to increase when you
have an “everything bubble® financial envi-
ronment. Hindsight and understanding the

UPHEAVAL SIGNS EVERYWHERE
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Austrian Business Cycle Theory is what has
given Bob and me the confidence to state
quite boldly that the Federal Reserve, main-
ly through the actions of Ben Bernanke, has
done nothing more than set us up for an even
bigger crash that is due to hit us soon. In ef-
fect the Fed has painted itself into a corner
with no way out. No matter which way Fed

The Federal Reserve, mainly through
the actions of Ben Bernanke, has done
nothing more than set us up for an even
bigger crash that is due to hit us soon.

Chairman Jerome Powell attempts a soft
landing for the economy, something like the
stock market, the real estate market, or some
other exotic investment asset class, such as

the leveraged loan funds that we have just
described, will come unglued and can stir
enough panic throughout the markets to
bring the whole financial house down.

The fact is that asset prices are bound to
fall because liquidity is being pulled out of

the economy as the QE unwind continues.

Please realize that the Fed has
now shed approximately $400
billion off its balance sheet
since October 2017 when this
program officially started. And
just as Bob and I anticipated
it has roiled the markets even
though Fed Chairwoman Yel-
len kept insisting there were no
such connections and nothing
to be concerned about. She in-
sisted on referring to the bal-
ance sheet unwind as nothing
more than a boring bookkeep-
ing entry. Well, no way that’s
what it is!

The Fed knew exactly what
QE 1, 2, & 3 would do to as-
set prices, which was to cre-
ate what Bernanke called a
“wealth effect.” But they (Ber-
nanke, Yellen and Powell) have
always known that reversing
course, that is, unwinding the
Fed’s balance sheet was anoth-
er matter entirely, a very concerning matter,
regardless of what or how they communicate
this to the public.

UPHEAVAL SIGNS EVERYWHERE
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In a recent news flash from Market Watch,
written by Senior Economist Reporter
Gregg Robb, the article quotes sections of a
2013 transcript from a Federal Reserve meet-
ing just now released, after their customary
five-year delay, where Jerome Powell is tell-
ing Federal Reserve Chair-
man Ben Bernanke, “we%e got
to jump. 'The only question is,
to which roof are we going to
jump— across which alley? So
there is no risk free path. This
is the best path, and I am hap-
py that we've landed on it. 'm
not concerned about a little
volatility, but I have to say I
am concerned that there may
be more than that here.”” Ber-
nanke, in response to Powell,
assured him that there would
most definitely be volatility;
nevertheless, he took Powell’s
advice.

This documented discus-
sion was in regards to Ber-
nanke’s QE3 and Powell was
urging Bernanke to pull back
and onto an ‘off ramp.”™ Pow-
ell, expressing concern, want-
ed Bernanke to mention in a
press conference that the Fed
would be reducing its asset purchases, which
were running at $85 billion a month dur-
ing this time in 2013. However, after Ber-
nanke’s press conference the news hit the
market like a bolt of lightning and it went
haywire. The event so spooked the markets
that it became famously known as the “Zaper

tantrum” and has definitely colored how the
Federal Reserve communicates to the public
on monetary policy from now on.

The event so spooked the markets that
it became famously known as the
“taper tantrum” and has definitely

colored how the Federal Reserve
communicates to the public on
monetary policy from now on.

Conclusion

Nothing can burst a bubble more quickly
than reality and 2019 has already begun as a
year of reckoning. As the slowdown in the
U.S. economy and that of other countries
including China becomes apparent mar-

UPHEAVAL SIGNS EVERYWHERE
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kets will embrace it across all spectrums. A
sobering view of the future will take hold.
'The financial edifices that have been built
on extreme speculation and risk in the last
decade of near-zero interest rates will all at
once become dangerously vulnerable. Their
unsustainability will become known. Since it
was all artificially created by Federal Reserve
policy in 2008, everyone will now look to
the Federal Reserve to see what actions they
take next. Every mannerism, every word,
every phrase spoken by the Federal Reserve
Chairman will be closely scrutinized and
analyzed and then subjective emotions will
take over.

That Federal Reserve meeting that took
place five years ago between the then Fed-
eral Reserve Chairman, Ben Bernanke, and
FOMC member, Jerome Powell, describes
quite literally the dicey reality of the situa-
tion. The manner of their description of the
situation seems almost comical when read-
ing the main points of the transcripts, but

the truth is that it’s not funny. There is a lot
at stake for millions of Americans in what
will happen next.

So we continue to urge you to make plans
to insulate yourself now from the financial
storms that are heading our way. It’s time to
take all of this very seriously. Start by watch-
ing the video on our website, “How 7o Weath-
er The Coming Financial Storms.” https://
lara-murphy.com/video0916/ Listen to our
podcasts: https://lara-murphy.com/podcast/
Read our recommended books, The Case for
IBC: https://thecaseforibc.com How Priva-
tized Banking Really Works and Becoming
Your Own Banker: https://infinitebanking.
org/ Subscribe to the Lara-Murphy Report
(LMR). When you are ready to act contact
an Authorized IBC Practitioner, a graduate of
our training program https://infinitebank-
ing.org/finder/ and get properly set up to
withstand the gale force financial turbulence
coming our way. ¢¢¢
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Lara-Murphy Report: How did you discover Austrian economics?

Phil Magness: My first encounter with the Austrians was probably read-
ing [Hayek’s] Road to Serfdom in high school, although I was drawn to it
primarily for its analysis of the interwar political collapse in Europe. That
sparked an interest in reading more material by Hayek, which led me to
Mises, and the rest is history.

LMR: You've written on a wide variety of topics, so we'll try to give our
readers a sampling. Back in 2015, you and one of us (Murphy) co-authored
a pretty popular article in the Journal of Private Enterprise,' which criti-

“The biggest problem is
that on all 3 of Piketty’s
metrics, which supposedly C A P I TA L
demonstrate the U-curve
pattern, he cuts corners on
data assembly and does so in THOMAS
ways that seem to put a finger
on the scale in favor of his PIKETTY
arguments.”

o the Twenmiy - Flrst Century

cized the bestselling book by Thomas Piketty, Capital in the Twenty-First
Century. Before that paper came out, the standard view among economists
was along the lines of, “Well, there are some logical problems with Piketty’s
conceptual framework, but we can all agree he has made important con-
tributions to our understanding of income and wealth inequality.” Yet that
was precisely what your paper challenged. Can you summarize some of the
problems for our readers?

PM: Piketty’s argument is premised upon there being a century-long
U-shaped pattern in which inequality first declines in the wake of World
War II, and then rebounds after 1980 with the Reagan tax cuts. He argues

SETTING THE RECORD STRAIGHT
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that this rebound coincides with the rise and decline of progressive income
taxation, and notes that similar patterns occur in other developed countries
(e.g. the UK under Thatcher). He then attempts to “measure” the long-
term patterns in inequality through a couple of routes in ways that sup-
posedly illustrate this thesis. The simplest measures are to take the income
and wealth shares of the top of the distribution, e.g. the top “1 percent” of
Occupy Wall Street ire. But he also attempts to measure the U.S. and world
capital stock as a ratio to national or world income, which also produces a

U.

'The biggest problem is that on all 3 of Piketty’s metrics, which suppos-
edly demonstrate the U-curve pattern, he cuts corners on data assembly
and does so in ways that seem to put a finger on the scale in favor of his ar-
guments. So for example, when constructing his wealth distribution series,
he actually swaps out different data sources across the 20th century and
does so at points in history that are very convenient to his argument. When
constructing his capital-to-income ratios for the world, he similarly brings
in suspect data assumptions from the Soviet Union and other parts of the
communist world at the mid-century mark (even though his book is alleg-
edly about laws of “capitalism”). These in turn augment the magnitude of
the mid-century trough. And most recently, I've been looking at Piketty’s
income inequality series for the U.S. as taken from income tax records. It
turns out that he also makes a number of suspect “adjustments” here that
cause him to overstate inequality at the two ends of the U-curve, and prob-
ably understate it at the mid-century trough.

LMR: Another one of your passions has been to defend the reputation
of James Buchanan from the charges leveled by Nancy MacLean in her
book, Democracy in Chains. Again, can you summarize the controversy for
our readers?

PM: MacLean wrote a book entitled Democracy in Chains, which pur-
ports to trace the deep history of 1986 Nobel laureate James M. Buchanan
and tie him into a massive conspiracy theory invoking the Koch Broth-
ers, which she now asserts to be a threat to American democracy. A key
part of her argument is an attempt to link Buchanan’s formative work on
Public Choice theory in the 1950s-60s to racial segregation. To this end,
MacLean contended that Buchanan collaborated with the segregationist
“Massive Resistance” movement in Virginia, and that he “learned the les-
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sons” that would inform Public Choice theory from this experience of try-
ing to fight school desegregation.

To bolster her case, MacLean also tries to claim that Buchanan drew in-
tellectual inspiration from the 19th century pro-slavery politician John C.
Calhoun (she calls Calhoun his “intellectual lodestar”), from the segrega-
tionist Agrarian Poet movement of the 1930s, and a host of other unsavory
characters with serious baggage on issues of race. While she stops just short
of calling Buchanan himself a racist, she draws on all these claimed ties to
poison the well against him and to portray his economic ideas as being in-
formed by and derivative of segregationist and pro-slavery political theory.
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As a result, a number of intellectuals on the political left have credulously
accepted and repeated her narrative as if it provided “proot” of these same
racial motives.

'The problem with MacLean’s book however is that practically none of
these claims has any truth to them. Some of them she simply makes up
out of whole cloth. For example, John C. Calhoun—whom MacLean de-
votes most of her opening chapter to discussing—played exactly zero role
in Buchanan’s intellectual formation (a point that was confirmed over 40
years ago by Buchanan’s co-author Gordon Tullock, who when asked about
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Calhoun stated that neither he nor Buchanan had ever read him). The same
is true of the Agrarian Poets—there’s no evidence Buchanan drew upon or
was meaningfully informed by any of their work.

To make her case that Buchanan allied with segregationists, MacLean
grossly distorts a paper he wrote with Warren Nutter in 1959 advocating
a school voucher system in Virginia. While MacLean depicts this paper
as being in service to segregationist newspaper editor James J. Kilpatrick,
it turns out her claimed link is premised upon a typo in another scholar’s
work that misidentified the location where Nutter and Buchanan’s article
was published. MacLean, unfortunately, takes this thesis and runs with it

“So my work in this area has
consisted of digging into the
same archives as well as
others that MaclLean missed,
and reconstructing what
actually happened. It turns out
the opposite of her narrative is
true.”

though, even offering imaginary conversations between Buchanan and the
president of UVA in the 1950s to suggest that they were supposedly dis-

cussed strategies to resist Brown v. Board of Education.

It’s all specious nonsense with little in the way of archival support, even
though she claims otherwise in the book. So my work in this area has con-
sisted of digging into the same archives as well as others that MacLean
missed, and reconstructing what actually happened. It turns out the op-
posite of her narrative is true. Although Buchanan did not wade very deep
into the desegregation issue at the time, he left several clues indicating
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that he actually opposed school segregation, such as an addendum to his
school voucher paper from 1964 that stated that segregated schools should
be barred from receiving voucher money. MacLean completely missed
these clues, and instead created an imaginary counternarrative that thrusts
Buchanan into the midst of segregationist politics. Unfortunately, she has
responded to these corrections to her narrative by digging in, refusing to
engage her critics, and spreading even wilder conspiracy theories about
us. The whole mess has reflected poorly on the state of the history profes-
sion at the moment, though my strategy in response has been to research
and document what actually happened in the hope that neutral parties can
differentiate an evidence-based analysis from MacLean’s partisan talking
points.

“[T]he 1950s tax system had
several large and intentional
deductions, exemptions,
and legal loopholes that
allowed the wealthy to shelter
their incomes from the high
statutory tax burden.”

LMR: As an economic historian, you have had plenty to say about the
proposal from newly-elected Alexandria Ocasio-Cortez, calling for ~70%
top marginal income tax rates. People like Paul Krugman defended her,
saying that the best economic research supports such a high rate, and that
anyway, we had even higher top income tax rates during the 1950s and
1960s, without the economy imploding. Are the right-wing critics just en-
gaged in fear-mongering?

PM: I view the 70% tax rate endorsements from Krugman and the like
as an indulgence in confirmation biases around their own political aspira-
tions. Ocasio-Cortez is essentially trying to link her 70% tax proposal to
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the top marginal rates of the 1950s and 60s (which exceeded 70% and even
90% on the top earners at times) in order to make it politically palatable.
Her claim is that the United States experienced prosperity in these years
even though we had a highly progressive tax rate structure, and therefore
we can repeat the experiment without succumbing to the obvious risks of
a fiscal contraction caused by massive tax hikes.

'The problem with this narrative is that it ignores a crucial fact of the
mid-century tax system. Although the top marginal rates were extremely
high (and also kicked in well below what we would consider “rich” income

“We examine the moral
failings of how universities
operate, such as deceptive

advertising to their students,
over-promising benefits
from degrees, permitting/
encouraging cheating,
diverting tuition resources
to expenditures with
questionable value, and of
course the mess of academic
hiring and PhD production.”

levels—e.g. the 50% rate took eftect at only $16,000 in the 1950s, which
would be considered an upper middle class income today), nobody actually
paid these rates or anywhere close to them in their overall tax burdens. The
reason is that the 1950s tax system had several large and intentional deduc-
tions, exemptions, and legal loopholes that allowed the wealthy to shelter
their incomes from the high statutory tax burden. As a result, a rich person
might face a statutory total tax burden in excess of 80% but only pay an
effective tax rate on all income of about 40% due to the loopholes. Ocasio-
Cortez completely omits this crucial fact from her analysis, and economists
like Krugman—who should know better—seem content to pretend it isn't
an issue.
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LLMR: Finally, your forthcoming book is Cracks in the Ivory Tower, due
out in April. What do you have in store for us?

PM: Cracks in the Ivory Tower, which I co-authored with Georgetown
philosopher Jason Brennan, is essentially a business ethics and economic
analysis of the modern university system. We examine the moral failings
of how universities operate, such as deceptive advertising to their students,
over-promising benefits from degrees, permitting/encouraging cheating,
diverting tuition resources to expenditures with questionable value, and of
course the mess of academic hiring and PhD production.

Our overall argument is quite simple. Most higher ed commentators at-
tribute these known problems to nefarious exogenous factors—to budget
cuts, to the “corporatization” of universities, to “neoliberalism” and a host
of similar bogeymen that are supposedly ruining higher ed. We illustrate
instead that most of the problems being described are endogenous features
of how higher ed operates due to perfectly mundane features of human
self-interest responding to the incentives and institutional structures of
university life.

For example, many faculty want to maximize their time for research, of-
ten on extremely niche subjects that interest them but few other people.
'This perfectly rational desire is often in tension though with their teaching
obligations or with their department’s ability to attract new majors. Ad-
ministrators similarly want to maximize their own contributions to campus
life, their own comforts, and their own legacies, which often means misal-
locating university resources to bureaucratic bloat in largely superfluous
administrative offices, or to flashy building projects such as rock climbing
walls, stadium scoreboards, and the notorious example of the “lazy river”
pool complex on campus. The problem we highlight is that many of these
rational but also economically and ethically questionable responses to the
university incentive structure also transfer the bulk of their costs onto stu-
dents and the taxpayers at large.

L 44 4

1. Phil Magness and Robert P. Murphy, “Challenging the Empirical Contribution of Thomas
Piketty’s Capital in the Twenty-First Century,” Journal of Private Enterprise, Spring 2015,
available at: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2543012.
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