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Shy of the Character Limit:
“Twitter Mood Predicts the
Stock Market” Revisited
Michael Lachanski and Steven Pav1
LINK TO ABSTRACT

Derwent Capital Markets, a family-owned hedge fund, will offer investors the chance to use
Twitter Inc. posts to gauge the mood of the stockmarket [sic], said co-owner Paul Hawtin.
… A paper by the University of Manchester and Indiana University published in October
said the number of emotional words on Twitter could be used to predict daily moves in the
Dow Jones Industrial Average. A change in emotions expressed online would be followed
between two and six days later by a move in the index, the researchers said, and this
information let them predict its movements with 87.6 percent accuracy.
—Bloomberg News (Jordan 2010)
The only dedicated “Twitter” hedge fund has shut down after deciding to offer its social media
indicators to day traders instead.
—Financial Times (Mackintosh 2012)

The 2011 article “Twitter Mood Predicts the Stock Market” by Johan Bollen,
Huina Mao, and Xiaojun Zeng, published in Journal of Computational Science, claims
to use a proprietary algorithm’s estimates of collective ‘calm’-ness from Twitter
1. The authors would like to thank for helpful comments Frank Fabozzi, Burton Malkiel, René
Carmona, Mark TenPas, Paul Schepel, Ani Deshmukh, Jonathan Godbey, Yuliy Sannikov, Jim Liew,
Andrew Sun, Jianqing Fan, Drew Griffen, Justine Yu, and participants in the 2014 and 2015 Financial
Management Association conferences. Responsibility for error resides with the authors. The authors
gratefully acknowledge financial support from Princeton University’s Economics Department, the Fred
Fox ’39 Fund, the Eugene Wong ’55 Fund for Policy and Engineering, and the PIIRS Global Systemic
Risk Initiative.
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to achieve 86.7 percent accuracy in predicting the up-down sequence of the Dow
Jones Industrial Average, a price-weighted stock market index of 30 large U.S.
stocks. To exploit the finding, the authors teamed up with the hedge fund Derwent
Capital Markets and raised tens of millions of dollars in capital. Less than one
year after being founded, the hedge fund shut down and auctioned off its assets
for approximately GBP 120,000, far below the reported break-even point of GBP
350,000 and the guidance price of GBP 5 million (Mackintosh 2012).2 Still, the
work of Bollen, Mao, and Zeng has led to a cottage industry of trying to use mood
and other measures derived from text data for financial analysis.3 The 2011 paper
has garnered great attention from scholars, accumulating 2,514 Google Scholar
citations and 678 Web of Science (Core Collection) citations as of April 24, 2017.
The piece that would become Bollen, Mao, and Zeng (2011) initially appeared in 2010 on arXiv, an open-source archive for papers in their prepublication
form. It then received media coverage from Huffington Post (link), Wired (link), MIT
Technology Review (link), Time (link 1, 2), USA Today (link), The Atlantic (link), The
Telegraph (link), The Daily Mail (link), NPR (link), CNN (link), CNBC (link), and
Fox Business Channel (link), among others. Perhaps the media hype resulted in a
relaxation of normal quality-control practices.
The published article appeared not in a finance or economics journal but in
Elsevier’s Journal of Computational Science, which started in 2010. The article is not
merely that journal’s most highly cited paper: The article’s Web of Science citation
count exceeds that of the journal’s next most-cited paper by more than 12-fold, and
its Google citation count exceeds the same by more than 30-fold.4 In many respects
the article is an outlier.
2. After shutting down its own trading operations, Derwent Capital Markets attempted to rebrand itself as
a “trading platform” that sold Twitter mood time series to market participants. The fact that both ventures
were called Derwent Capital Markets makes it difficult to know precisely when the hedge fund, typically
referred to in news media as the “Derwent Capital Absolute Return Fund”, failed. It appears that both
ventures collectively lasted a total of less than one year from the start of operations. For more details, see
Dew-Jones 2013; Milnes 2014.
3. Logunov (2011), Logunov and Panchenko (2011), Chen and Lazer (2011), and Karabulut (2013) provide
examples of more recent research that uses aggregated measures of public mood to predict market
movements. Our literature review finds two similar studies for mood analysis that may predate Bollen,
Mao, and Zeng (2011). Zhang et al. (2011) released their preliminary findings and published results at
roughly the same time as Bollen, Mao, and Zeng (2011), and Gilbert and Karahalios (2010) released their
results, based upon LiveJournal entries rather than Twitter, a few months prior. But neither of those has
achieved as much fanfare as Bollen, Mao, and Zeng (2011), likely because neither makes such strong claims
to be able to predict the Dow Jones’s up-down sequence. Recent work in Twitter text mining for stock
market prediction (e.g., Han 2012; Sprenger et al. 2014a; 2014b; Mao et al. 2015) has moved away from the
approaches pioneered by Bollen, Mao, and Zeng.
4. Using the Web of Science Core Collection on April 24, 2017, we tallied 678 citations to TMP. The next
most-cited Journal of Computational Science article is Knyazkov et al. (2012) with 53 citations. As for Google
citations, the comparison between those two papers is 2,514 versus 79.
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The present paper is a critique of Bollen, Mao, and Zeng (2011). Our analysis
sometimes becomes intricate, and we introduce abbreviations. Here we provide
some primary abbreviations:
• BMZ stands for the set of authors Bollen, Mao, and Zeng.
• TMP, for “Twitter Mood Predicts…,” stands for BMZ’s paper published in 2011.
• DJIA, for Dow Jones Industrial Average.
• SR stands for Sharpe Ratio, a standard measure of portfolio performance.
No previous research, to our knowledge, has attempted to replicate the TMP
findings in-sample. Here we attempt to replicate the results in TMP. Using a set
of off-the-shelf content analysis algorithms on a subsample of tweets that includes
90 percent of BMZ’s data, we fail to replicate TMP’s “mood” effect. We suggest
that BMZ’s in-sample results stem from idiosyncratic features of the particular
proprietary algorithm they used to fit noise in their dataset. BMZ throw out all
Twitter data from 2007 and early 2008 without explanation. When we include the
discarded data in our statistical analysis, we are unable to recover any statistically
significant relationship between Twitter mood and the stock market, a result
consistent with data snooping. We contend that the sophisticated mood analysis
of the general micro-blogging public pioneered in TMP is not useful for predicting
market returns at the daily frequency, and that the semblance of in-sample
predictive power is driven not by their validity as risk-premia or even any behavioral
relation but by a set of statistical biases.5 We conclude that the appearance of
predictive power is the result of a combination of three factors: (1) multiplecomparison bias driven by the high dimensionality of text data, (2) data snooping
bias enabled both by sophisticated natural language processing algorithms and a
long sample window,6 and (3) publication bias.7

5. While this essay focuses on TMP as an example of these biases, our criticisms apply with only slightly
less force to most of the works profiled in Nassirtoussi et al. (2014); on the other hand, while we may be
skeptical of the findings of Karabulut (2013), which echo those in TMP, few if any of our criticisms in
this essay apply to his work, which uses a single measure of Gross National Happiness derived from text
analysis of Facebook posts to anticipate next-day market changes.
6. O’Connor (2014), especially in the third chapter of his dissertation, suggests that the heterogeneity of the
results given by natural language processing techniques can give researchers an additional free parameter
when conducting statistical analysis of text data, biasing their parameters toward statistically significant
results.
7. We cannot estimate the relative contributions of (2) and (3) to the final results presented in TMP because
we do not have access to the underlying algorithm used by BMZ to construct their mood time series. For a
quantitative evaluation of (1) see Lachanski (2016).
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Spiritual followers of Eugene Fama (1970), we are skeptical of studies like
TMP that claim to be able to use publicly available data to obtain Sharpe Ratios
over 3 (see Lachanski 2016). We would not claim that mood and text analyses can
never be profitably used.8 But neither of the present authors has ever observed
market participants successfully using Twitter text analysis to estimate collective
mood states of the public for the purposes of predicting market indices, and we
have seen no credible published studies since TMP suggesting it can be done.9
This essay includes the first attempt to replicate TMP in-sample. A number
of failed out-of-sample attempts to replicate exist, but none use BMZ’s 2008 data
and so they leave open the possibility that the Twitter mood effect BMZ found
was arbitraged away after TMP was uploaded to arXiv.10 We avoid the problem
by studying the same period of time, which should mean we have the same data
as BMZ save for since-deleted tweets. We also extend BMZ’s sample using tweets
from before the sample window used in TMP, which allows us to evaluate the
robustness of the Twitter mood effect. Conducting our statistical analysis on the
extended window provides a natural check for possible selection bias. If selection
bias on the sample window explains the statistically significant results found by
BMZ in whole or in part, then we should find a much weaker Twitter mood effect
in the extended sample of tweets than we do in BMZ’s sub-sample.
Among the things we do in the present paper are the following:
1. We place BMZ’s findings in the wider world of text-mining applications for empirical asset pricing.
2. We attempt to provide a complete documentation of the methods used
in TMP.
3. Using a sample of Twitter data purchased from Twitter, we construct
our own mood time series, including the time period covered in TMP:
February 28, 2008 to November 3, 2008 (Eastern Standard Time) and
using exactly the same search terms. Our sample should thus match
that used in TMP, less the since-deleted and hence unavailable tweets.
We provide enough detail to ensure reproducibility, and we perform
the same hypothesis tests as in TMP. In Appendix II, we show that

8. Tetlock (2007) provides evidence that the mood of journalists in contact with market participants can
predict the DJIA.
9. Derwent Capital Markets is neither the first nor the last failed hedge fund relying on collective mood
data. Journalist Jonathan Yates (2011) quotes a MarketPsych manager saying that a combination of
sentiment and collective mood analysis “was a viable strategy for us.” Yates adds, “Revealed preference
evinces that his firm abandoned it. No one does this because they are making too much money.”
10. At the time TMP was published, Twitter gave full access to all publicly available tweets for free. But it
was difficult to collect, store, and then analyze a year’s worth of tweets.

305

VOLUME 14, NUMBER 3, SEPTEMBER 2017

SHY OF THE CHARACTER LIMIT

our time series replicates the visual characteristics of the time series
presented in TMP.11
4. We present results from our own statistical analysis of BMZ’s data.
We use nonparametric, non-linear forecasting methods to attempt to
capture any non-linear features of the effect of Twitter mood on the
DJIA. We do not find statistically significant evidence of non-linear
outperformance.
The reader might wonder how we got started on the present investigation.
One of the present authors, Michael Lachanski, while doing a junior paper in
finance at Princeton University, noticed that BMZ provided no motivation for
using only tweets from February 28 to November 3, 2008, even though they had
access to all 2006–2008 tweets. Lachanski (2014) conducted a Granger-causality
analysis using data from November and December 2008 and found no significant
effect of Twitter mood on changes in the DJIA. Independently, Steven Pav (2012a;
b; 2013) had written publicly about methodological problems with BMZ (multiple
comparisons, a putative predictive ability that would violate the efficient market
hypothesis, etc.). Lachanski contacted Pav after completing his senior thesis on
the same topic for the purpose of collaborating. That collaboration has yielded the
present paper.

The danger zone
Although BMZ cite several empirical results in behavioral finance on sentiments (such as Edmans et al. 2007), in both TMP and in their public appearances,
they do not attempt to relate their findings to equilibrium theories of investor
sentiment (as is done, e.g., by DeLong et al. 1990). BMZ do not note that their
results do not accord with other results in the behavioral finance literature; they
compare their work to research that used Twitter buzz to predict box office
receipts.12
11. Appendix II explains the derivation of the framework in Table 2.1. In the literature review provided
in Appendix II, we describe the methodology and findings of TMP in detail, taking care to document
the ambiguities in TMP that prevent complete replication. Appendix II also discusses the theoretical
framework, drawn from psychology, underlying TMP. For a picture of the text mining for finance
and accounting literature from an empirical finance, machine learning, accounting, or interdisciplinary
perspective, the interested reader is referred to four recent survey articles (Kearney and Liu 2014;
Nassirtoussi et al. 2014; Loughran and McDonald 2016; Das 2014), and the review of investor sentiment
theory by Baker and Wurgler (2007). Our appendices, code, and additional materials are available here.
12. As it happens, the research on box office prediction using Twitter, namely Huberman and Sitar (2010),
was subsequently discredited by Wong et al. (2012).
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Figure 1.1. This figure corresponds to Figure 1 in Conway (2010).

TMP might be taken to be part of a trend of interdisciplinary research
utilizing complex statistical tools. Such research, particularly when done in the
private sector, has come to be called “data science” (Porter and Rafols 2009). We
like the characterization given by Drew Conway (2010), who defines data science
as any work in a particular field requiring “hacking skills,”13 “math & statistics
knowledge,” and “substantive expertise” of that field. In Conway’s typology,
“traditional research” is the work in a particular field requiring math and statistics
knowledge and domain expertise without hacking skills while “machine learning”
tasks make use of math and statistics and hacking skills but do not require
substantive expertise in the field being investigated. We believe that TMP makes
a good example of work from what Conway calls the “Danger Zone” of data
science (see Figure 1.1) because while BMZ have substantive expertise in the study
of collective psychology, as well as considerable hacking skills, they make several
statistical errors, as documented in Lachanski (2016). In fact, one academic re-

13. Conway (2010) characterizes “hacking skills” in the following way: “For better or worse, data is a
commodity traded electronically; therefore, in order to be in this market you need to speak hacker. This,
however, does not require a background in computer science—in fact—many of the most impressive
hackers I have met never took a single CS course. Being able to manipulate text files at the command-line,
understanding vectorized operations, thinking algorithmically; these are the hacking skills that make for a
successful data hacker.”
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searcher has incorporated a close reading of TMP, as an example of the dangers
of multiple-comparison bias when conducting inference on high-dimensional data,
into his students’ coursework.14

Animal spirits or statistical ghosts?
Even apart from the instability due to speculation, there is the instability due
to the characteristic of human nature that a large proportion of our positive
activities depend on spontaneous optimism rather than on a mathematical
expectation, whether moral or hedonistic or economic. Most, probably, of
our decisions to do something positive, the full consequences of which will
be drawn out over many days to come, can only be taken as the result of
animal spirits—a spontaneous urge to action rather than inaction, and not
as the outcome of a weighted average of quantitative benefits multiplied by
quantitative probabilities. (Keynes 1936, 161)

TMP claims to provide evidence in favor of what we call the ‘empirical
animal spirits hypothesis.’15 The empirical animal spirits hypothesis is that current
collective mood contains information about future asset prices not currently
embedded in asset prices. The test of this hypothesis typically involves the scoring
of text (usually news, as in Mitra and Mitra 2011, rather than tweets) with a single
unipolar (e.g., is the text very subjective/emotional?) or bipolar measure (e.g., does
the author feel positively or negatively about something?).
TMP scores tweet text according to seven bipolar dimensions of mood and
finds that the “CALM” scores of tweets have more predictive power than traditional positive-negative measures. If true, it would suggest that current work in
textual analysis for stock market prediction could be improved by incorporating
measures that account for calmness or lack thereof rather than just positivity or
negativity.
TMP found that only a single mood, CALM, was found to outperform
traditional positive-negative measures of the emotional content of text when it
comes to predicting the stock market. Four of the six mood measures tested
exhibited no statistical significance and the sixth mood, “HAPPY,” had a single
model exhibiting statistical significance out of seven models estimated. Even
without accounting for the multiple-comparison bias, given the correlation be-

14. The researcher is Jacob Eisenstein of Georgia Tech (link).
15. Not to be confused with the ‘animal spirits hypothesis’ in macroeconomics (e.g., Farmer and Guo
1994).

VOLUME 14, NUMBER 3, SEPTEMBER 2017

308

LACHANSKI AND PAV

tween HAPPY and traditional positive-negative sentiment measure presented in
TMP, this result is likely to be spurious.
BMZ frame their work as an attack on the efficient market hypothesis, which
they imply is equivalent to the random walk hypothesis. As discussed in Lachanski
(2016), such equivalence is incorrect; no adjustment for risk is conducted in TMP
and so no explicit evidence is presented against the efficient market hypothesis.16
TMP claims to provide evidence against the random walk hypothesis as a valid
approximation to return series at the daily time horizon. Because well-cited
evidence against the random walk hypothesis typically takes the form of highfrequency statistical tests (as in Niederhoffer and Osborne 1966, which uses tick
data), or weekly (or longer) frequencies (as in Lo and MacKinlay 1988), we believe
that it is valuable to assess BMZ’s claim that data from online social media predicts
changes in the stock market.

The methods of
“Twitter Mood Predicts the Stock Market”
Brendan O’Connor (2014) defines text data as a “linear sequence of highdimensional discrete variables (words).” Simple mean-variance investor models
yield only two theoretical justifications for believing text data can forecast the stock
market. The first justification is that information contained in soft variables like
the tone of analyst reports or financial news enters asset prices only slowly. In this
case, fundamental analysis of soft variables embedded in text data can allow us
to forecast asset price changes. The second justification comes from noise-trader
models (such as DeLong et al. 1990). Even media containing no new fundamental
information can still be worth analyzing because of the effect that such media has
on noise traders. The information and investor-sentiment theories make different
predictions about the joint distribution of text-derived time series and asset prices.
In Table 2.1, we compare BMZ’s findings with the theoretical predictions made
by the information and investor-sentiment theories, and we find that they do not
appear to be compatible with either theory.
BMZ do not utilize a microfounded model to motivate their research.
Instead, they characterize their work as an attempt to evaluate how psychological
factors like mood impact equity prices. To do this, they conduct mood analysis
on a sample of tweets. BMZ write: “We obtained a collection of public tweets

16. However, Lachanski (2015) finds that the Sharpe Ratio obtainable by such a strategy would almost
certainly violate no-arbitrage bounds on SR, given that the marginal investor has bounded risk aversion.
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that was recorded from February 28 to December 19th, 2008 (9,853,498 tweets
posted by approximately 2.7M users).” To do what they propose, they must devise
a method for classifying and quantifying moods. To do so, BMZ create their own
mood-state measures, which they say “are derived from an existing and well-vetted
psychometric instrument, namely the Profile of Mood States (POMS-bi)” (BMZ
2011, 2).
The “POMS-bi” refers to the psychometric instrument developed by
Maurice Lorr and Douglas McNair (1984). Lorr and McNair called it “bipolar”
because it identifies six mood spectra, each comprised of two bipolar mood states,
as visualized in Figure 2.1. We will call the mood states on the left hand side of
Figure 2.1 negative mood states and the mood states on the right hand side of
Figure 2.1 positive mood states. Unlike what a straightforward reading of TMP
might lead one to think, the spectra labels CALM, ALERT, SURE, VITAL, KIND
and HAPPY do not come from the POMS-Bi; those labels are the invention of
BMZ.

Figure 2.1. BMZ test for the presence of six mood effects. Only “CALM”-ness (framed in green
and highlighted in red above) was found to Granger-cause DJIA increases.

The POMS-Bi associates each positive and negative mood state with six
terms. For example, the POMS-Bi positive mood state “Composed” is associated
with the word list: composed, untroubled, peaceful, serene, calm, and relaxed. The POMSBi negative mood “Anxious” is associated with the word list: tense, nervous, jittery,
shaky, anxious, and uneasy. The Composed-Anxious spectrum consists of the twelveword union of the Composed and Anxious word lists. Since BMZ find that only
CALM, their construct based on the Composed-Anxious spectrum, has reasonable
predictive power for changes in the DJIA, we only concern ourselves with tests
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of the effects of this particular mood. We will refer to that mood in general as
Twitter mood, ‘calm’-ness, Twitter calmness, collective mood, or the ComposedAnxious spectrum—i.e., all those terms are used synonymously in this paper from
this point forward. When we are referring specifically to BMZ’s mood time series
as presented in TMP, we will call this CALM or the CALM time series.
Because of the small number of words in the POMS-Bi, BMZ might
reasonably be concerned about covariate misclassification and data sparsity. If the
language used to express mood on the internet differs from people’s mental
conceptions of their mood, then using the POMS-Bi terms will lead to systematic
misclassification.
Consider the tweet: “I’m going to need to see Fleury’s therapist after this.
He’s more composed than I am and I’m sitting at home eating spaghetti.” A unigram bag-of-words system, using only the POMS-Bi terms, would have classified
the tweet as more Composed than Anxious because it uses the word composed.
However, in context the author appears to express anxiety relative to Fleury.
Furthermore, because the POMS-Bi assigns only six words to the Composed word
list, many tweets with terms expressing calmness (e.g., undisturbed, unflappable, or
placid) will be missed by a system relying on word counts of POMS-Bi terms in
tweets. Incorrectly assigning tweets to the calm category or neutral category are
both forms of the misclassification problem. One way to decrease misclassification
might be to add more unigrams to the model. For instance, the presence of the
word therapist in the tweet might be taken as a sign of anxiety on the part of the
Twitter user and mapped to the anxious half-scale. If all terms are term-weighted
(i.e., we simply count the number of matches between our lexicon and the tweet),
this would assign the whole tweet a Composed-Anxious score of 0, closer to the
ground truth than our original classification. Another way to reduce
misclassification might be to increase the complexity of the model by using a
higher-order n-gram bag-of-words model. For instance, a mapping of the 4-gram
“more composed than I” to the Anxious mood state would correctly classify the
tweet above.
A subtler problem is that the use of a small lexicon on small documents like
tweets we expect to obtain only a small number of term-matches per document.
For our Twitter data, the modal number of a tweet’s term matches, using any of
the lexicons developed in the present paper, is zero. In fact, this sparsity of matches
is common in many applications. Tim Loughran and Bill McDonald (2016) point
out that with large lexicons much of the variance in word-count frequencies often
comes from a small subset of words in the dictionary.17 If such high-variance terms
are included in a small lexicon, their variability will dominate the other words
17. This empirical finding results from Zipf’s law, discussed extensively in Manning and Schutze (2000).
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in our lexicon; if they are excluded, we will have little variance in our sentiment
series and consequently the estimators of the effect of sentiment on a variable of
interest will be biased towards zero. These considerations suggest that the biasvariance tradeoff is best managed by including many high-variance terms. Since we
cannot know which terms will have high-variance word counts before observing
the documents, Loughran and McDonald (2016) suggest that one should err
towards larger rather than smaller lexicons. For comparison, the Anxious lexicon
of the POMS-Bi contains six words whereas the dictionary of Elaine Henry (2008),
currently the smallest dictionary used in the text analysis for finance literature
(Kearney and Liu 2014; Loughran and McDonald 2016), contains 85 negative
terms.
Concerns about tweet misclassification and covariate sparsity motivate BMZ
to use a lexicon with both more terms and higher-order n-grams than the POMSBi. BMZ write that:
To make it [the POMS-Bi] applicable to Twitter mood analysis we expanded
the original 72 terms of the POMS questionnaire to a lexicon of 964 associated
terms by analyzing word co-occurrences in a collection of 4- and 5-grams
computed by Google in 2006 from approximately 1 trillion word tokens
observed in publicly accessible Webpages. … We match the terms used in each
tweet against this lexicon. Each tweet term that matches an n-gram term is
mapped back to its original POMS terms (in accordance with its co-occurrence
weight) and via the POMS scoring table to its respective POMS dimension.
(BMZ 2011, 2–3)

By expanding the POMS-Bi, BMZ can “capture a much wider variety of naturally
occurring mood terms in Tweets and map them to their respective POMS mood
dimensions” while also minimizing the misclassification and covariate concerns
above. They multiply each tweet’s set of matches by a weight derived from term cooccurrences18 before summing across mood states.
Since mood time series have no natural units, BMZ normalize them to enable
comparison of the effects of changes in two different moods on stock prices in
terms of changes in standard deviation in the moods. They write:
[W]e normalize them to z-scores on the basis of a local mean and standard
deviation within a sliding window of k days before and after the particular date.
For example, the z-score of the time series Xt denoted ℤX , is defined as:
t

18. A co-occurrence typically refers to the above-chance frequent occurrence of two terms in a text corpus
in a certain order.
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ℤX =
t

(

_
Xt − x Xt ± k

(

σ Xt ± k

)

(1)

)

_
where x (Xt±k) and σ(Xt±k) represent the mean and standard deviation of
the time series within the period [t−k, t+k]. This normalization causes all
time series to fluctuate around a zero mean and be expressed on a scale of 1
standard deviation.
The mentioned z-score normalization is intended to provide a common
scale for comparisons of the [OpinionFinder] and GPOMS time series.
However, to avoid so-called “in-sample” bias, we do not apply z-score
normalization to the mood and DJIA time series that are used to test the
prediction accuracy of our Self-Organizing Fuzzy Neural Network in Section
2.5. This analysis and our prediction results rest on the raw values for both time
series and the DJIA. (BMZ 2011, 3)
GPOMS and OpinionFinder time series were produced for 342,255 tweets in
that period, and the daily Dow Jones Industrial Average (DJIA) was retrieved
from Yahoo! Finance for each day. (ibid., 4)

We will generically refer to the technique expressed in expression (1) as ‘local
normalization.’

Ambiguities in
“Twitter Mood Predicts the Stock Market”
As part of efforts to resolve ambiguities found in TMP, we have beginning
in 2012 repeatedly reached out to BMZ for assistance but have not received any
meaningful response.
One ambiguity is: On what time series was the linear time series analysis
performed on? Was it performed on the normalized mood time series? BMZ
specifically claim that they do not normalize their time series for the analysis
presented in Section 2.5 of their paper, the non-linear models section. BMZ do
not say whether or not they conducted their Granger causality analysis on the
normalized mood time series.
Another ambiguity concerns their “scoring table.” In their description of
how they calculated the daily mood scores, BMZ refer to a “POMS scoring table.”
Our copy of the POMS-Bi exam does not contain anything labeled a “scoring
table.” Mood analysis, as described in Appendix II, provides many ways to adapt
psychometric surveys to text data. One solution to this ambiguity might be
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provided by Bollen, Mao, and Alberto Pepe (2011, 451), who refer to a POMSscoring function ℘(t) and define it as follows:
The POMS-scoring function ℘(t) maps each tweet to a six-dimensional mood
vector m ∈ ℝ6. The entries of m represent the following six dimensions of
mood: Tension, Depression, Anger, Vigour, Fatigue, and Confusion.
The POMS-scoring function denoted ℘(t) simply matches the terms
extracted from each tweet to the set of POMS mood adjectives for each of
POMS’ 6 mood dimensions. Each tweet t is represented as the set w of n terms.
The particular set of k POMS mood adjectives for dimension i is denoted as
the set pi. The POMS-scoring function, denoted ℘, can be defined as follows:

() →

℘t

[

m ∈ ℝ6 = ∥w ∩ p1∥, ∥w ∩ p2∥, ⋯ , ∥w ∩ p6∥

]

If the POMS-scoring function defined above is the “POMS scoring table” (a
simple count of term matches), then BMZ follow the procedure we use in our
empirical replication.19
Another ambiguity concerns the defining of the sample. At the start of TMP,
BMZ say they collected a sample of 9,853,498 tweets, but the sample BMZ analyze
in Section 2.4 of their paper consists of 342,255 tweets.20 BMZ do not describe
how this subset of tweets was selected. One possibility is that the tweets selected
for the analysis are those containing mood terms in the GPOMS lexicon. But
that is unlikely to be the case, as we found 787,715 tweets classified as containing
significant mood content using the sentimentr package (link) and our mood
dictionaries over the timeframe analyzed in Section 2.4. One possibility is that they
have a much smaller number of 3- and 4-gram matches. While we are unable to test
this possibility, this would strongly suggest that BMZ discard the vast majority of
mood variation in the data.

TMP’s findings contra the literature
TMP purports to measure stock prices’ sensitivity to mood changes with a
finer granularity than do previous studies.21 BMZ write:
19. The

() →

℘t

POMS-scoring

function

as

shown

in

[

Bollen,

Mao,

and

Pepe

(2011)

is:

]

m ∈ ℝ6 = ∥w ∩ p1∥, ∥w ∩ p2∥, …, w ∩ p6∥ , which we believe contains a typo; we have

corrected it in our quote.
20. BMZ do not describe any subsampling procedure in Section 2.5 either; it seems reasonable to assume
that they used their entire sample.
21. This section substantially recapitulates Lachanski 2014.
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Behavioral finance has provided further proof that financial decisions are
significantly driven by emotion and mood. … if it is our goal to study how
public mood influences the stock markets, we need reliable, scalable and early
assessments of the public mood at a time-scale and resolution appropriate
for practical stock market prediction. Large surveys of public mood over
representative samples of the population are generally expensive and timeconsuming to conduct…. Some have therefore proposed indirect assessment
of public mood or sentiment from the results of soccer games and from
weather conditions. (BMZ 2011, 1–2)

Because BMZ do not provide the coefficients of their estimated autoregressive
distributed lag (ARDL) models, we can only conduct a qualitative robustness check
of their results. In all of their public appearances22 and interviews BMZ suggest that
Twitter ‘calm’-ness has a positive effect on stock prices and stock price changes,
as seemingly implied by graphics they supply (e.g., see Figure 3 in TMP, however
see pages 331–334 of the present paper, showing that these graphics may be
misleading).
To answer the question of whether Twitter mood predicts the stock market,
BMZ follow a procedure presented by Mark Watson and James Stock (2010). BMZ
obtain DJIA data from Yahoo! Finance and fit ARDL models to changes in stock
prices from February 28, 2008 to November 3, 2008, removing weekends from
their data. BMZ write:
[W]e are concerned with the question whether other variations of the public’s
mood state correlate with changes in the stock market, in particular DJIA
closing values. To answer this question, we apply the econometric technique
of Granger causality analysis to the daily time series produced by GPOMS
and OpinionFinder vs. the DJIA. Granger causality analysis rests on the
assumption that if a variable X causes Y then changes in X will systematically
occur before changes in Y. We will thus find that the lagged values of X will
exhibit a statistically significant correlation with Y. … we are not testing actual
causation but whether one time series has predictive information about the
other or not.
Our DJIA time series, denoted Dt, is defined to reflect daily changes
in stock market value, i.e. its values are the delta between day t and day t−1:
Dt = DJIAt−DJIAt−1. To test whether our mood time series predicts changes
in stock market values we compare the variance explained by two linear
models…
We perform the Granger causality analysis according to model [sic] L1
and L2 … for the period of time between February 28 to November 3, 2008 to

22. See, for example, Bollen’s presentation on December 17, 2012 (link).
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exclude the exceptional public mood response to the Presidential Election and
Thanksgiving from the comparison. (BMZ 2011, 4)

BMZ use two models L1 and L2, with the following structures, to evaluate the effect
of mood at time t, denoted here by Xt, on equity price changes:
L1 : Dt = α + ∑ni = 1 βiDt − 1 + ϵt

(2)

L2 : Dt = α + ∑ni = 1 βiDt − 1 + ∑ni = 1 γiXt − i + ϵt

(3)

In these models, α, βi, i ∈ {1, …, n}, and γi, i ∈ {1, …, n} are parameters estimated from
the data, Dt is as defined above by BMZ, and ϵt only requires the property that:
Et[ϵt

| Dt − 1, Dt − 2, …] = 0 for L1 and
Et[ϵt | Dt − 1, Dt − 2, …, Xt − 1, Xt − 2, …] = 0 for L2

(4)

The equations expressed in (3) are ‘nested’ ARDL models. We say that a linear
model M1 is nested in another linear model M2 if all the terms in M1 are also
found in M2. Since all the terms of the model L1 are found in model L2, we say
that model L1 is nested in model L2. The nested structure allows us to conduct
likelihood ratio tests. Furthermore, since our likelihood ratio tests are evaluating
the statistical significance of past mood vector (Xt−1, Xt−2, …) on current DJIA
changes Dt, we say that these likelihood ratio tests are testing for Granger causality.
Watson and Stock (2010) define a Granger causality statistic as “the F-statistic
testing the hypothesis that the coefficients on all the values of one of the variables”
Xt−1, Xt−2, …, Xt−q are zero, and they state, “This null hypothesis implies that these
regressors have no predictive content for Yt beyond that contained in the other
regressors, and the test of this null hypothesis is called the Granger causality test.”
BMZ evaluate the predictive power of Twitter mood using Granger causality for
lags n ∈ { 1, … , 7 }. For each n, the null and alternative hypotheses for the
Granger causality tests are given by:
H 0: γ1 = γ2 = … = γn = 0
H A: γ 1 ≠ 0 ∨ γ 2 ≠ 0 ∨ … ∨ γ n ≠ 0

(5)
(6)

BMZ’s null hypothesis is that Twitter moods do not Granger-cause (i.e., do
not predict) changes in DJIA values and the alternative hypothesis is that one or
more of the lagged Twitter mood variables does Granger-cause (i.e., does predict)
the stock market. BMZ deem F-statistics results to be statistically significant when
p-values are less than 10 percent.
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Figure 2.2. This figure corresponds with Figure 1 in TMP. Standard cross-validation of the models
BMZ fit for their Granger-causality analysis would have tested their models, fitted using data from
February 28 to November 3, with data from November and December 2008. BMZ conduct no such
out-of-sample validation of their ARDL models in TMP. They do cross-validate their non-linear
SOFNN model.

BMZ also want to check for non-linear relationships between mood and
equity market behavior. First, they normalize all of their mood and equity market
data to a [0,1] interval. We will refer to this type of normalization as a ‘global
normalization.’ Next, they train a Self-Organizing Fuzzy Neural Net (SOFNN
hereafter) from February 28, 2008 to November 28, 2008. They evaluate the
SOFNN by testing its ability to predict the up-down sequence of DJIA prices from
December 1 to December 19, 2008 (see Figure 2.2 above).
BMZ’s results for their Granger causality test for nested models L1 and L2 are
shown in Figure 2.3. BMZ find statistical significance at the 10th percentile for lags
2 through 6 of their ARDL model using a time series of Twitter ‘calm’-ness. They
also find that the first lag of the time series derived from the OpinionFinder tool,
a standard text analysis tool, is statistically significant at the 10th percentile. Their
SOFNN tool predicted correctly 13 out of 15 days tested or 86.7 percent accuracy;
the probability of this occurring under the random walk hypothesis is 0.37 percent.
BMZ interpret this finding as evidence that moods have non-linear effects on stock
prices.
As a first pass at evaluating TMP’s findings we can adapt the identification
technique used by Paul Tetlock (2007) and schematized in Table 2.1.23 In the wellcited literatures on news analytics and investor sentiment, the effects associated
with information or high levels of linguistic sentiments in Twitter mood should
appear immediately. The work on collective mood shocks cited in our Appendix
II all suggest that changes in investor sentiments impact the stock market
instantaneously. If Twitter mood predicts investor sentiment or information then
high returns (positive changes in the DJIA) should occur the day after a high
Twitter mood reading. TMP finds no next-day effect. What the p-values in Figure

23. Like Tetlock (2007), who rules out the possibility that his pessimism time series forecasts positive
sentiment, in Table 2.1 we do not present the possibility that TMP’s CALM series forecasts negative
sentiment.
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2.3 suggest that it takes two days for changes in Twitter ‘calm’-ness to have a
statistically significant impact on equity prices. That suggests that, if the findings are
not spurious, that the Twitter ‘calm’-ness effect is not analogous to that found in
previous financial economics research on collective mood changes.

Figure 2.3. This figure is a reproduction of Table 2 in TMP: “Statistical significance (p-values) of
bivariate Granger-causality correlation between moods and DJIA in period February 28, 2008 to
November 3, 2008.” We have added the blue and red boxes around the results of interest. OF is an
abbreviation BMZ use for the “OpinionFinder” tool.
TABLE 2.1.

Notes: R−1 corresponds with returns from the period before a high calmness reading is recorded. R0 corresponds with
returns immediately after a high calmness reading is recorded and R1 corresponds with a subsequent period. The →, ↑,
and ↓ symbols signify average, high, and low returns respectively. Because the time series evaluated in TMP is so short,
the statistical difference between differenced DJIA values Dt and returns Rt is not likely to explain the disagreements

between TMP and the asset pricing literature. Notice that, in contrast with Twitter calmness, the OF-derived time
series is consistent with the information interpretation of linguistic sentiment effects on asset prices given in Tetlock
(2007).

The second major difference between TMP and the financial economics
literature is that the statistically significant effects of collective mood shifts identified in TMP persist for several days. All research in the event study framework
(reviewed in Appendix II) suggests that the effects of changes in collective mood
effects on the aggregate market should vanish quickly, usually within 24 hours. In
the news analytics literature, Tetlock et al. (2008), whose findings are representative
of the literature, shows that the effect of new, firm-specific information on asset
prices rapidly decays to zero and virtually all of the information in news reports
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is incorporated into asset prices within two days. Although Tetlock (2007) cannot
reject the hypothesis that the effect of investor sentiment, at the weekly frequency,
is zero, BMZ reject this hypothesis for their Twitter time series with p-value 0.036.
In fact, the results BMZ obtain using their OpinionFinder tool (in the blue box in
Figure 2.3) to measure Twitter sentiment, in both time-to-appear and persistence,
are qualitatively more similar to those found in the financial economics literature
for linguistic sentiment time series containing fundamental information than to the
time series obtained with the GPOMS tool.
Overall, we find that in time-to-appear and persistence characteristics,
Twitter mood’s effects on asset prices as given by TMP are inconsistent with both
the information interpretation of Twitter mood and the investor-sentiment
interpretation of Twitter mood.24

BMZ’s findings contra machine learning
Up-down sequence of the stock market indices is a benchmark rarely used
to evaluate statistical models in financial econometrics, yet it is fairly common in
the literature on textual analysis and machine learning as tools for stock market
prediction.25 Lachanski (2015) uses the survey of text mining for market prediction
by Arman Nassirtoussi et al. (2014) to compile a list of the maximal predictive
ability reported in several dozen studies. Lachanski (2015) finds that TMP’s result
implies higher price predictability than any published result in the news analytics
or investor sentiment literatures (Loughran and McDonald 2016; Kearney and
Liu 2014; Das 2014). Surprisingly, TMP also reports the highest level of stock
market predictability of any study found in the literature on predicting the stock
market using text analytics-based machine learning. There is no compelling reason
to believe that the DJIA is especially predictable relative to the other financial
instruments in these studies. The wide variety of financial instruments and methods
used in the studies surveyed by Nassirtoussi et al. (2014) prevent us from conducting a formal meta-analysis, but the rank ordering of market predictability by
study highlights TMP as the candidate most likely to be a statistical outlier.

24. Curiously, Mao et al.’s follow-up work in 2015 recovers the co-movement pattern found in the standard
investor sentiment-text analysis literature.
25. Not without justification, much of the machine-learning work in text analytics for stock-market
prediction is meant to be deployed in high-frequency trading strategies in which the primary criterion of
success is the ability to predict the up-down tick sequence over a short time frame.
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Persuasive critiques from
the blogosphere and unpublished notes
BMZ’s findings have generated controversy in the blogosphere. Zhichao
Han (2012) points out that the mood normalization procedure in equation (1)
takes in data from the future. BMZ appear to be aware that the forward-looking
normalization procedure in equation (1) will introduce what they call “in-sample
bias,”26 writing that: “To avoid so-called ‘in-sample’ bias we do not apply z-score
normalization to the mood and DJIA time series that are used to test the prediction
accuracy of our Self-Organizing Fuzzy Neural Network in Section 2.5” (BMZ
2011, 3). Because of the ambiguity in the choice of k, we are unable to estimate
the size of the bias that formula (1) induces. The normalization can be fatal for
correct inference (as shown in Lachanski 2016 and below). There exist a number
of available alternative formulas that would enable the interpretability of the raw
mood time series without potentially inducing in-sample bias. Tetlock et al. (2008),
wanting to ensure the stationarity of their sentiment time series, suggested the
following normalization:
neg =

Xt − Xprevious year

(

σ Xprevious year

)

where Xt is the output of a text-analysis algorithm applied to the news content for
articles about a particular firm. This normalization would enable mood time series
to be compared in terms of standard deviations above the previous year’s mean for
each mood. Instead of the problematic formula actually used in their paper, BMZ
could simply have removed all future terms from ℤXt. Doing so would give the

26. BMZ’s meaning here of “in-sample” bias is unclear. We take their remark to refer to the fact that the
Granger causality p-values are biased downward because BMZ’s normalization procedure takes in data
from the future, but this is not the standard use of the term. In-sample bias, or data snooping, typically
occurs when the same sample is used for testing different models: Even if the null hypothesis is true, the
probability of finding a significant p-value increases with the number of models tested. An alternative
interpretation of BMZ, using the standard definition of in-sample bias, is that they worry their neural net
tests and Granger causality tests will suffer from in-sample bias because they test a number of moods and
the neural net’s training period overlaps with the Granger-causality test period. But if this is what BMZ
are referring to, then simply using the raw mood scores for the neural net tests will not eliminate the insample bias. A more appropriate solution to both problems would be to validate both the neural net and
the ARDL models out-of-sample using the raw mood time series or, if those time series contain unit roots,
the normalization proposed in Tetlock (2008).
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following formula:
ℤ*X
t

=

(

_
Xt − x Xt, t − k
σ(Xt, t − k

)

(7)

)

_
where Xt − x (Xt, t − k) and σ(Xt, t − k) represent the mean and standard deviation of
the time series within the period [t−k,t] and k is arbitrary but fixed. This normalizes
the mood time series to be expressed on a scale of one standard deviation (away
from the current window’s k-days mean) without being contaminated by
information from after t. Volodymyr Kuleshov (2011) points out that, for Section
2.5 of TMP, normalizing both the training and test data to [0,1] before training the
SOFNN introduces information from the future, but the size of the bias that this
normalization induces is unclear.
Another criticism suggests that the implied SR is inconsistent with performance of the hedge fund Derwent Capital Markets. Pav (2012a) uses a Monte Carlo
simulation to show that if the 86.7 percent accuracy in predicting the DJIA held for
all time periods, then the strategy of timing the market using the techniques in TMP
would have an SR greater than eight, far outside the range of published market
timing strategies (Shen 2002). Lachanski (2015) shows that for realistic risk-free
rates and transaction costs, the minimal SR obtained by such a strategy is greater
than 5. Pav (2012b) points out that, given that Derwent Capital Markets—which
had hired Bollen and Mao as consultants—shut down less than a year into operation, the market-predictability results in TMP are likely to have been misstated.
Another criticism suggests that BMZ draw incorrect conclusions from their
non-linear statistics. In addition to the up-down accuracy, BMZ evaluate their
SOFNN according to mean absolute percentage error (MAPE) defined as:
1

MAPE = T ∑Tt = 1

|

At − F t
At

|

(8)

where T is the length of the time series, Ft is the forecast and At is the realized
value. BMZ point out that using two time series, CALM and HAPPY, achieves
the minimum MAPE (1.79 percent versus 1.83 percent for the CALM time series).
Using the F-test, BMZ reject the hypothesis that 3 lags of the HAPPY mood
time series contain additional information over just the 3 lags of the CALM time
series. BMZ argue that these two facts together show that moods have a nonlinear relationship with the DJIA.27 But such reasoning is incorrect. First, the right27. If TMP’s mood time series has a non-linear relationship with the DJIA, then it is not analogous to the
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hand side variables for both models are different (DJIA levels for the SOFNN
tests, Dt for the regression tests). Second, BMZ never present the MAPE or updown predictions for the linear models. Thus, the comparison is not a fair one
because the models being compared are trained in-sample and penalized out-ofsample according to different error criteria. Third, BMZ do not show statistically
significant improvements in MAPE for the HAPPY and CALM time series
together over just the CALM time series.28 BMZ cite the decrease in MAPE as
evidence of HAPPY adding net information, but the up-down forecast accuracy
using HAPPY and CALM decreases over just using CALM. Both small decreases
in MAPE and the decrease in up-down accuracy are consistent with the HAPPY
time series containing no information about stock prices. If the HAPPY time series
is noise, all that can be concluded from BMZ’s analysis is that the non-linear
method obscures that fact while the nested ARDL model’s F-statistic makes it
obvious.

Did Twitter ‘calm’-ness
really predict the stock market?
Constructing Twitter mood time series
Following BMZ, we are concerned with tweets likely to contain explicit
statements about the author’s mood. We purchased the universe of tweets not
containing URLs from Twitter matching the expressions ‘I feel,’ ‘I am feeling,’ ‘I
don’t feel,’ ‘I’m,’ ‘Im,’ ‘I am,’ and ‘makes me’ from January 1, 2007 to December
31, 2008. Server outages (and possibly user accounts and tweets deleted before
we acquired our sample) have resulted in several days for which no tweets having
these characteristics exist. For simplicity, we wish to work with a time series for
which no data is missing at the daily level of aggregation. We start our sample from
July 19, 2007, because it is the earliest that we can begin our time series analysis
such that every day in our sample has at least one tweet that would have been
investor sentiment time series presented in Tetlock (2007), which Tetlock, using a semiparametric lowess
method, finds to be approximately linear. This observation, by itself, does not rule out the information
interpretation of the Twitter mood.
28. BMZ put the MAPE of 1.79 percent in boldface and attach an asterisk, suggesting that this value is
statistically significant at the 10 percent level. They present no statistical test indicating why this MAPE
value is statistically significant (for comparison, BMZ do not bold the MAPE of 1.83 percent, suggesting
this value is not significant at the 10 percent level). We suspect they do this simply to highlight the fact that
this is the minimal MAPE achieved.
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in BMZ’s sample according to the filtering criterion above. Before this period,
there are several days in our dataset for which there are no term-matches, likely
because of both the small number of users at the time and Twitter server outages.
That choice was made before conducting any time series analysis on the extended
sample. It leaves us with 10,670,826 tweets in our dataset.
Our main objective in this section is to produce a plausible collective mood
time series for bivariate analysis. We start with a Composed-Anxious lexicon ℓ
that consists of a list of Composed and Anxious words. Our first Twitter mood
time series is constructed by scoring each tweet, preprocessed using procedures
described in Appendixes I and II, with the sentimentr R package. Our daily score is
the mean score taken across all tweets with our sentiment scoring package.29 Our
second approach is to simply count the number of Composed and Anxious word
matches from the dictionary and score each day’s tweet with the following ‘tone’
function:
Twitter_Tonei =

(

Ct − At
1 Ti
∑
Ti t = 1 Ct + At

)

(9)

where day i receives score Twitter_Tonei, and Ti is the number of tweets on day i. Ct
and At are the number of matches between our Composed and Anxious lexicons,
respectively, and tweet t ∈ {1,2, …, Ti}. The functional form was selected because, in addition to its plausibility and usage in other research in financial
applications using textual analysis, it produces a time series that appears to replicate
several stylized features of the visualizations of the CALM series presented in TMP.
We will call the mood time series generated via word count methods and the tone
s
kernel Xtone
t and the time series generated by the sentimentr algorithm Xt .
BMZ’s contention that their selection technique, and thus mood time series,
will contain little to no information about fundamentals appears correct. Hand
inspection of 3,000 tweets found no DJIA tickers, S&P 500 tickers, or anything
that might conceivably be related to the fundamental value of an equity or equity
mispricing. Our mood dictionary construction procedures and the characteristics
of the Twitter mood time series we construct are described in Appendix II. We
present both mood time series in Figure 3.1 and the summary statistics of these
time series in Table 3.1.

29. Our median and modal user each day uses zero mood terms from our lexicons. Thus, if we were to use
either of these as a measure of central tendency we would have no variation in our mood time series and
trivially reject the hypothesis that collective mood Granger-causes stock-market increases.
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Figure 3.1. This figure contains our proxy variables for BMZ’s CALM consisting of the tone (top
panel) and sentimentr (bottom panel) generated time series from July 19, 2007, to December 31, 2008.
There is no obvious unit root in either time series and they have a correlation of 0.61.
TABLE 3.1. Summary statistics for our mood time series reported to three decimal places
Xs
t

Xtone
t

ℤk = 1
Xt

ℤk = 10
Xt

Minimum

−0.018

−0.053

−1.155

−3.275

1st Quartile

−0.006

−0.015

−0.697

−0.657

Median

−0.005

−0.007

0.045

0.202

3rd Quartile

−0.004

−0.001

0.674

0.725

0.001

0.018

1.154

2.331
−0.001

Maximum
Mean

−0.005

−0.008

0.009

Standard Deviation

0.002

0.011

0.748

0.971

Augmented Dickey Fuller Test p-value

< 0.01

< 0.01

< 0.01

< 0.01

Notes: The local normalization is applied to the Xtone because this series looks most similar to
t
that presented in TMP. ℤk = n refers to the series Xt normalized accordingly with parameter k
Xt

set to n. k=1 is chosen to illustrate the effects of local normalization and k=10 is chosen because
this value yields a normalized DJIA difference series visually similar to that presented in TMP.
We have 532 observations in our sample. We find no evidence of a unit root in our mood time
series.

Like BMZ, we are interested in testing the ability of our collective mood
time series to forecast the DJIA. We take the DJIA series that corresponds to
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our Twitter mood time series from July 19, 2007 to December 31, 2008 as our
primitive, visualized in Figure 3.2.30 Our main statistical exercises will treat July 19,
2007 to November 3, 2008 as the training set with the remainder of the data as
our test set. We will see that, as usual, because of unit roots in our DJIA series,
we cannot obtain unbiased estimators from our ARDL models without first
differencing.31 In Table 3.2 we provide unit root tests, summary statistics, and other
univariate characterizations of the DJIA and DJIA difference distributions over
this time frame and the time frame used by BMZ.
TABLE 3.2. Summary statistics for DJIA levels and DJIA differences
Full sample
Series

TMP subsample

Test set

DJIAt

ΔDJIAt

DJIAt

ΔDJIAt

DJIAt

ΔDJIAt

Minimum

7552.29

−777.68

8175.77

−777.68

7552.29

−679.95

1st Quartile

11348.04

−129.07

11231.04

−127.28

8438.72

−216.43

Median

12391.57

−3.16

11724.75

−3.17

8585.40

5.10

3rd Quartile

13216.75

94.81

12531.26

91.27

8765.16

200.13

Maximum

14164.53

936.42

14164.53

936.42

9625.28

552.58

Mean

11941.73

−13.97

12350.91

−14.02

8586.47

−13.59

Standard Deviation

1657.88

211.24

1157.61

200.24

336.96

289.36

Augmented Dickey Fuller
Test p-value

0.64

< 0.01

0.59

< 0.01

0.23

0.07

# Observations

368

368

178

178

40

40

Note: Statistics are for our full sample (July 19, 2007 to December 31, 2008), BMZ’s linear test
subsample (February 28, 2008 to November 3, 2008), and the test set we will use for
comparing the predictive power of linear and non-linear models (November 4, 2008 to
December 31, 2008).

In Table 3.2, we present the relevant summary statistics for DJIA levels and
differences over the time period investigated. The Augmented Dickey-Fuller test
(ADF hereafter) p-values indicate that we have a unit root in DJIA levels. There
might be difficulties extrapolating from this time series to other time periods. For
one, the three greatest and two least ΔDJIAt values over the whole history of the
DJIA occur over the time period studied in TMP. Four of the top ten largest upor-down movements in DJIA history occur in TMP’s linear causality tests. More
importantly, one of the stylized facts of DJIA levels, positive trend, is rejected by
our statistical analysis over this time period.
30. We obtain the DJIA series from the quantmod package in R, which in turn, obtains the series from
Yahoo! Finance.
31. Our own preference for the functional form of the regression would be to take the first difference
of logged DJIA levels so that we could interpret our regressions’ left-hand sides as log-returns. This is
not the approach taken by BMZ, and so for simplicity we present Granger-causality results only for level
differences.
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Figure 3.2. This figure contains our DJIA and differenced DJIA time series, July 19, 2007, to
December 31, 2008. Our level and difference series contains 368 days (observations). The DJIA level
time series contains an obvious unit root. Our full sample training (in-sample) tests are conducted on
all the data points to the left of the red dotted line while our out-of-sample set consists of all the
points to the right of the red dotted line. For reference, our training set includes TMP’s training set
(February 28, 2008 to November 3, 2008) as a subsample while our test set includes TMP’s test set
(December 1, 2008 to December 19, 2008) as a subsample. Thus, if our collective mood time series
effectively approximates the CALM time series provided by the GPOMS tool, then our evaluation is
a more powerful test of the Twitter mood effect than the in-sample and out-of-sample tests
provided in TMP.

DJIA differences are heavy-tailed but predictable
BMZ write that they chose to use December 1, 2008 to December 19, 2008
as their test set for the SOFNN because “it was characterized by the stabilization
of DJIA values after considerable volatility in previous months and the absence of
any unusual or significant socio-cultural events” (p. 6). BMZ’s characterization of
the stock market over this 15-day period is accurate, but it is difficult to see how
their findings are supposed to generalize to other periods. We display the Q-Q plot
of the DJIA difference series analyzed in BMZ’s Granger causality analysis, the
DJIA difference series from July 31, 2000 to December 31, 2014, BMZ’s test set,
and our test set in Figure 3.3. Our Q-Q plot shows that BMZ’s Granger causality
analysis set, like the long-run DJIA difference series, covers a period with heavytailed DJIA differences, but that neither our test set nor BMZ’s test set has heavy
tails. The absence of heavy tails is important because it shows that:
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Figure 3.3. This Q-Q plot, clockwise from the top left panel, shows the ‘long-run’ DJIA difference
series from July 31, 2000 to December 31, 2014; the difference series on which BMZ conducted
their Granger causality analysis from February 28, 2008 to November 3, 2008; BMZ’s test set; and
our test set. Notice that the long-run DJIA series has heavy right and left tails (since the rightmost
points on the curve are above the line characterizing the normal quantiles and the leftmost points on
the curve are below the line characterizing the normal quantiles) but BMZ’s test set does not. This
can also be seen from Table 3.2 in which it is reported the DJIA difference series has negative excess
kurtosis over a timeframe including the test set used in TMP.

1. Heavy-tailed returns, one of the stylized facts of the equity market
return series, carry over to differenced prices as well and because:
2. BMZ’s test set findings, with regards to their reported MAPE, are
unlikely to generalize: As the daily movements of the stock market
grow large, the average incorrect guess of the direction of the market
adds more to the absolute prediction error. By selecting a period in
which the tails of the equity market are lighter than average, BMZ
minimize their reported MAPE.
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Figure 3.4. This figure shows the PACF plots for the first difference of the DJIA for the time
period studied in Section 2.4 of TMP and, as a sanity check, in our own training set for the full
sample. The blue dotted lines show 5 percent statistical significance bounds. Since the first and
fourth lags exceed these bounds, we have statistically significant evidence in both datasets that the
differenced DJIA time series is not i.i.d.

Several researchers have noted32 that if the DJIA differences are independent
and identically distributed (i.i.d.), then a single lower-order collective mood lag’s
significance can result in higher-order lags in TMP also appearing statistically
significant, but with p-values declining in the order of the lag. In fact, as shown
in Figure 3.4, the DJIA differences are not i.i.d. In Figure 3.4 we plot the partial
autocorrelation function (PACF) over TMP’s Granger causality analysis and our

32. The point made in this sentence was related to us during a presentation by Lachanski at the Financial
Management Association Annual Meeting in 2014.
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training sets. If the correct statistical model of ΔDJIAt is given by an AR model,
then the statistically significant values returned by the PACF will correspond with
statistically significant lags in that AR model. Even if the correct model is not in the
AR family, significant lags confirm that the DJIA differences are not independent.
Our plots show that the first two lags of the differenced DJIA series are statistically
significant at the 5 percent level and so we reject such explanations for the p-value
pattern found in TMP.

Parametric tests for the effect of collective mood on the
DJIA
s
We use two statistical models and the mood time series Xtone
t and Xt to answer
the questions originally posed by BMZ about the joint distribution of collective
mood and the DJIA. First, we use ARDL models to assess whether or not collective
mood changes linearly predict the stock market. We find no Twitter-mood effect
in our extended sample. Five was chosen as the maximum lag length for our tests
because TMP does not report statistically significant results for lag lengths greater
than five. In Table 3.3 we display the minimal p-values for each model across
different choices with respect to how moods were treated over weekends.
The lowest p-value occurs for an ARDL(5,5) model, i.e., the model with 5
ΔDJIAt lags and 5 Xtone
t lags (taking the minimum value across weekends, holidays,
and the last day of trading and assigning that to the last day of trading). This lowestp-value finding increases our suspicion that the start date was chosen to minimize
reported p-values. If our time series approximates their time series, then extending
their time series actually lowers their reported p-values.33 For the remainder of
this section we are concerned only with the predictive power of this raw mood
time series Xtone
t . None of the models we estimated reproduce the same p-value
pattern shown in TMP. Overall, our in-sample evidence suggests that our measure
of Twitter mood, constructed over the same time period as TMP’s measure of
Twitter mood and selected for its visual resemblance to the time series shown in
TMP, has little ability to predict the stock market outside of the sample chosen by
BMZ.

33. Of the 1,155 models estimated in this section, the Akaike Information Criterion, but not the Bayesian
Information Criterion, also selected the same lag length, the same data-cleaning procedure and the same
start date as we did using the minimal p-value.
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TABLE 3.3. P-values from t-tests and Granger-causality F-tests
Full sample: July 19, 2007 to November 3, 2008; Response variable: ΔDJIAt
Test statistic

t-test

F-test

F-test

F-test

F-test

ΔDJIAt

Xs
t

Xtone
t

Zk = 1
Xt

Zk = 10
Xt

1

0.005

0.52

0.196

0.122

0.367

2

0.024

0.542

0.161

0.171

0.071

3

0.392

0.606

0.204

0.294

0.132

4

0.321

0.727

0.294

0.379

0.161

5

0.328

0.277

0.126

0.362

0.097

Lag Length

TMP subsample: February 28, 2008 to November 3, 2008; Response variable: ΔDJIAt
Test statistic

t-test

F-test

F-test

F-test

F-test

Lag Length

ΔDJIAt

Xs
t

Xtone
t

Zk = 1
Xt

Zk = 10
Xt

1

0.027

0.327

0.078

0.49

0.5

2

0.013

0.381

0.084

0.694

0.658

3

0.389

0.069

0.054

0.549

0.343

4

0.561

0.107

0.075

0.694

0.399

5

0.205

0.113

0.029

0.699

0.156

Notes: Our first column of results consists of the p-values from t-tests performed on the
coefficients of a single ARDL(5,0) which contains no mood covariates and five ΔDJIAt lags.
The remaining columns present the p-values from Granger causality F-tests of ARDL(i,0)
models nested in ARDL(i,i) models where i is the lag length. This F-test corresponds to a test
of condition (5) versus (6) in the nested models (3) and (4). The p-values shown have not
been adjusted for multiple comparison bias. Each F-test’s cell reports the minimum p-values
across different ways of dealing utilizing mood time series data generated during non-trading
days like weekends and holidays (see Appendix II for details) so as to bias these results in
favor of lower p-values. Recall that we can (i) simply drop this additional mood data, (ii)
assign the maximum daily mood value across contiguous non-trading days and the last trading
day to the last trading day, or (iii) assign the minimum value across contiguous non-trading
days and the last trading day to the last trading day. In general, (iii) generates lower p-values
than (ii), which generates lower p-values than (i). Note that the missing data procedure for
our mood time series giving the minimum p-value overall, taking the minimum value for
mood across weekends, holidays, and the last day of trading before a weekend or holiday,
results in Xtone having insignificant p-values for the first two lags. Simply dropping weekend
t
mood values results in the first lagged p-value of Xtone being significant while the third lag is
t
not. Thus, no single explanatory variable can reproduce the p-value pattern presented in
TMP.

We produce the coefficients of Xtone
t for our model giving the lowest single
p-value in Table 3.4. The coefficients accord with BMZ’s description of the ‘calm’ness effect, but the equilibrium interpretation of this model is problematic for
reasons given in our literature review. Furthermore, the sign of the coefficients for
the models we estimate as significant in-sample contradicts the signs discovered
in models estimated out-of-sample (as in Lachanski 2014). Finally, the signs of the
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effect of Twitter mood switch with the order of the lag, making it difficult to give
any simple economic interpretation of the model.
TABLE 3.4. Coefficients of our ARDL model
with five lags estimated on BMZ’s subsample
Coefficient value

P-value (for
individual
coefficient)

1

1521.34

0.422

2

−693.83

0.719

Lag

3

4659.88

0.015

4

−877.50

0.652

5

4062.55

0.037

Notes: The p-value shows that collective significance is driven
entirely by the third and fifth lags, but not the second as in TMP.
An increase in ‘calm’-ness five days ago, according to this model,
will have a positive effect on the DJIA. According to this model,
decrease of two standard deviations in calmness five days ago, for
time periods matched on all other characteristics, forecasts a
73-point decrease in the DJIA today.

BMZ’s normalization revisited
BMZ’s detrending method pulls information from the future into present
CALM values; that means that detrended Twitter mood’s ability to forecast DJIA
differences on days t+1 and t+2 likely arises in part from the day t or t−1’s DJIA’s
ability to forecast Twitter mood on day t. Because the local normalization takes
in data from the future, using a linear time-series analysis on a locally normalized
mood time series may yield statistically significant results even when the underlying
mood time series does not forecast the stock market.
First, we consider the case where the DJIA differences ΔDJIAt are i.i.d.
standard normal and the daily CALM score Xt is linear in the DJIA difference with
some noise.
Xt = βΔDJIAt + ϵt,

(10)

where the ϵt are white noise. As in TMP, we then normalize each series with a
centered window of size k, defining:
ℤXt =

Xt −

√(

1
X
∑
2k + 1 |s − t| ≤ k s

))

2
1
1
∑
X −
X
∑
2k |u − t| ≤ k u 2k + 1 |s − t| ≤ k s

(

Let the numerator be the ‘locally centered’ mood:
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ℂ Xt = Xt −

1
∑
X
2k + 1 |s − t| ≤ k s

It turns out that analyzing the numerator will be sufficient to capture the reverse
causality we would like to describe. Consider the case where ℂXt appears to ‘predict’
ΔDJIAu for t < u ≤ t+k even though the causality is reversed between Xt and
ΔDJIAt. The correlation between these is:

(

)

ρ ℂXt, ΔDJIAu =

β
2k + 1
2k
β 2 + σ2
2k + 1
−

√(

)(

)

≈ −

1
2k
+1
2
2
β +σ
β

√

(11)

where σ2 is the variance of ϵt.

Figure 3.5. For β ranging from 1 to 10, and for k = 4, simulations consisting of one million realizations
of ΔDJIAt and Xt were drawn. The empirical correlation of ℤXt and ΔDJIAt+1 was computed, and is
plotted against the theoretical correlation between ℂXt and ΔDJIAt+1. The different lines represent
different values of β. We fix σ2 = 1.

To test whether the correlation between ℤXt and ΔDJIAu is equal to that
between ℂXt and ΔDJIAu, we perform Monte Carlo simulations. For β taking
integer values from 1 to 10, and for k taking values 4, 6, 8, 10, and 12, we compute
a series of normally distributed ΔDJIAt of length 1,000,000 and a dependent series
of Xt with σ2 = 1 and ϵt normally distributed. We compute the correlation
ρ(ℤXt, ΔDJIAt + 1) and compare it to the value of ρ(ℂXt, ΔDJIAu) given in
Equation 5. Correlations ρ(ℤXt, ΔDJIAt + 1) and ρ(ℂXt, ΔDJIAu) are plotted
against each other in Figure 3.5, with one line for each value of β. We see good
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agreement, and although the empirical correlation is somewhat higher (though still
negative) for small values of β than suggested by Equation 1, we still see significant
negative correlation for Z-scored values even though the causality is broken.

Figure 3.6. For ranging from 1 to 10, and for k = 4, simulations consisting of one million
realizations of ΔDJIAt and Xt were drawn, with innovations drawn from a t-distribution with 4
degrees of freedom. The empirical correlation of ℤXt and ΔDJIAt+1 was computed, and is plotted
against the theoretical correlation between ℂXt and ΔDJIAt+1. The different lines represent different
values of β. We fix σ2 = 1.

To test whether the quality of the approximation in Equation 11 is robust
to distributional shape, we repeat the experiment above but draw ϵt i.i.d. from
a t-distribution with 4 degrees of freedom, plotting the empirical correlation
ρ(ℤXt, ΔDJIAt + 1) against ρ(ℂXt, ΔDJIAt + 1), as given in Equation 11, in Figure
3.6. There is effectively little difference between this plot and Figure 3.5, indicating
the approximation is robust against mild kurtosis. This experiment shows how
BMZ’s local normalization procedure can reverse causality between the underlying
CALM series and DJIA differences, due entirely to it using leading data to define
the mean for centering Xt. We believe that this may have contaminated the linear
test results BMZ present in Section 2.4 of their paper, but our ℤXtone time series
t

did not Granger-cause DJIA differences. To test whether the DJIA contains
information about the future content of Twitter mood, we run the regression
suggested by equation (10) as well as the regression of Twitter mood on itself
and lagged DJIA variables and present the p-values of our coefficients in Table
3.5. While the results in column 1 suggest that the Granger-causality reversal
mechanism we present may explain the results in TMP, without access to the

333

VOLUME 14, NUMBER 3, SEPTEMBER 2017

SHY OF THE CHARACTER LIMIT

parameter k that BMZ used to normalize their underlying mood time series34 we
cannot further explore the possibility. Our last two columns’ p-values suggest that
(10) does not hold for our Composed-Anxious time series, and so any reverse
Granger-causality mechanism at work must necessary be more complex than those
we explore here.
TABLE 3.5. P-values from a series of regressions of Xtone
t
estimated on ΔDJIAmin in our full sample and BMZ’s subsample
t
Full sample: July 19, 2007 to November 3, 2008
ΔDJIAdrop
t

ΔDJIAmin
t

ΔDJIAdrop
t

ΔDJIAmin
t

1

0.599

0.941

0.908

0.908

2

0.144

0.564

0.346

0.347

3

0.098

0.703

0.580

0.581

4

0.279

0.851

0.974

0.974

5

0.343

0.378

0.177

0.177

Lag Length

TMP subsample: February 28, 2008 to November 3, 2008
ΔDJIAdrop
t

ΔDJIAmin
t

ΔDJIAdrop
t

ΔDJIAmin
t

1

0.911

0.972

0.228

0.466

2

0.026

0.911

0.401

0.674

3

0.016

0.888

0.018

0.147

4

0.031

0.968

0.511

0.377

5

0.043

0.519

0.151

0.444

Yes

Yes

No

No

Lag Length

Tone included

Notes: Our first two columns report the p-values of nested ARDL regressions tests with
response variable Xtone and including an equal number of lags of Xtone and ΔDJIAt so
t
t
that the p-values reflect the additional information content of ΔDJIAt. For ΔDJIAdrop, we
t
simply dropped weekends and holiday values of our mood series from the dataset. For
ΔDJIAmin, we assigned the last trading day’s mood series value before a weekend or
t
holiday to the minimum across that trading day, weekend, or holiday. Our second two
columns report the p-values of a t-test applied to a regression of Xtone on lagged DJIA
t
differences that does not include lagged Xtone tone terms. Thus, a lag length of 1 for these
t
columns corresponds to a test of specification (10). These regressions show that the joint
distribution of our DJIA differences and mood is sensitive to the researcher’s choice of
how missing data is handled.

34. In particular, we are worried that that parameter k used to normalize the CALM series may not take on
integer values, and so the visual comparison exercises we conducted for the DJIA would be prohibitively
time-consuming to apply to our mood time series.
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Nonparametric models for emotion-based stock prediction
To evaluate BMZ’s claim that the relationship between collective mood and
the DJIA is non-linear, we re-estimate our 5-lagged ARDL model using all available
training data.
To capture any non-linearities, we use projection pursuit regression to fit a
nonparametric model to our bivariate time series of DJIA differences and Xtone
t .
Then we conduct an out-of-sample experiment in which we compare the ability of
our fitted model and the best ARDL model to predict the up-down pattern of the
DJIA. We also compare the out-of-sample MAPE and root mean squared error
(RMSE) of each model.
We chose the projection pursuit regression for three reasons. First, our
ARDL regression chose eleven parameters and we have only 174 days in BMZ’s
training set. Kernel regression and even semi-parametric spline regression methods
can fall victim to the curse of dimensionality, in which our model gives poor
estimates for variable combinations that it has never seen before yet are likely
to occur in this context.35 Projection pursuit was designed to fight the curse of
dimensionality by first reducing a p-dimensional explanatory variable to a onedimensional space. It does so by estimating vectors aj and projecting our
explanatory variables onto the space spanned by these vectors, then fitting ridge
functions φj onto the projected explanatory variables. Specifically, projection
pursuit regression estimates the function

()

(

)

φ x = α + ∑mj = 1 ϕj aj ⋅ x ,

where we use bold to indicate that our explanatory variable x is a vector. At the
same time, like many nonparametric techniques, projection pursuit regression can
(in theory) fit arbitrary continuous functions. That makes it a natural choice to
discover any non-linearity or lack thereof in the joint distribution of Twitter mood
and DJIA differences.36
The second reason we chose projection pursuit regression is that it is well
understood. Since its development in 1974 it has been successfully used in a wide
range of financial econometric and asset pricing problems, including option pricing, high frequency trading, and risk analysis, though as far as we know it has not
35. We have eleven variables that correspond to five lagged DJIA differences, five mood scores, and a
constant. In financial settings, nonparametric methods not designed to address the curse of dimensionality
typically do very poorly out-of-sample (Carmona 2013).
36. In practice of course, projection pursuit regression is computationally limited to a much smaller class
of easily implemented ‘super smoother’ functions.

335

VOLUME 14, NUMBER 3, SEPTEMBER 2017

SHY OF THE CHARACTER LIMIT

yet been applied to text-derived variables in an asset pricing context. Projection
pursuit regressions are often used in these types of horseraces to test for nonlinearities in the joint distribution of equity market variables and potential predictors.
Third, unlike the SOFNN results presented in TMP, our findings are unlikely
to be caused by the optimal selection of hyperparameters. Projection pursuit, in
theory, has no hyperparameters and so there is no possibility of these hyperparameters being chosen to maximize test set performance. In practice, we must
specify a minimal number of ridge functions to be fit, but the selection process
is transparent and small changes in our ridge function parameters are unlikely to
significantly affect the outcome of tests performed using projection pursuit.

Figure 3.7. This figure gives our relative sum of squares, a measure analogous to the residual sum of
squares in linear regression. Inflection points near local minima are often recommended as choices
for the hyperparameter. We choose a value of 10 for our hyperparameter. Choosing 9 or 11 gave
similar results.

Fitting a projection pursuit regression involves choosing one hyperparameter that determines model complexity. In Figure 3.7, we produce the figure
of merit giving our ‘relative sum of squares’ as a function of the number of the
minimal number ridge functions in our projection pursuit regression trained over
the training set. It is typically recommended that one choose an inflection point
close to the minimum value of the relative sum of squares. The largest drops
in our relative sum of squares measure occur for 5, 7, 9, 10, and 14. Because
we are concerned with optimal out-of-sample predictive power, it is typically
recommended to err on the side of parsimony. Thus, we choose 10 as our
hyperparameter for this exercise. Qualitatively similar results are found for other
choices of our hyperparameter.
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While our ARDL models are estimated through least squares, our projection
pursuit regression is fit using a complex cost function not directly comparable to
least squares. Therefore, we compare the performance of our non-linear algorithm
to linear regression using three metrics: up-down predictability, MAPE, and
RMSE.37 In our case, the RMSE is defined as:
RMSE =

√

1 40
∑
40 t = 1

DJIA )
(ΔDJIA − Δ ^
t

2

t

^
where Δ DJIA t are the predictions made by one of our models. Better models
will have lower RMSE scores. The RMSE should favor the ARDL model because
it was trained under a least-squares criterion, but neither MAPE nor up-down
predictability should favor one model or the other a priori. To better identify the
marginal predictive power added by Twitter mood rather than our choice of
algorithm, for both simulations we fit a baseline five-lag ARDL and projection
pursuit model. Unlike BMZ’s test of non-linearity, we fit our models to the same
left-hand side variables. Specifically, we fit
ΔDJIAt = a0 +

(

T

)

∑mj=1 ϕj (ΔDJIAt−1, …, ΔDJIAt−5, Xt−1, …, Xt−5)(a1, …, a5, a6, …, a10) ,

(12)

where (a1, …, a10) must be estimated from our training set and ϕj is the ridge
function (defined in Carmona 2013). For our baseline function, we fit

(

ΔDJIAt = a0 + ∑mj = 1 ϕj (ΔDJIAt − 1, …, ΔDJIAt − 5)(a1, …, a5)

T

)

(13)

where all parameter values take on the usual meanings. Using a variety of metrics,
applied to both models out-of-sample in order to assess the linearity or nonlinearity of Twitter mood, addresses the critiques made on pages 321–322. In
Figures 3.8 and 3.9, we visualize the outcomes from our first simulation. In the first
simulation, which replicates the approach taken in TMP, our model is estimated
once using the full training set and parameters are fixed throughout the testing
period. We then plot the predictions made by our model against the realized DJIA
differences and use the RMSE, MAPE, and up-down forecast accuracy to assess
37. Our projection pursuit algorithm, in its typical presentation, does not come with a finite dimensional
likelihood and so we cannot effectively compare the in-sample performance. The residual sum of squares
for nonparametric, non-linear functions is generally lower than those obtained from linear models, and that
was also the case for our projection pursuit regression.
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our models in Table 3.6.

Twitter mood did not predict the stock market
The results in Table 3.6’s first four rows show that, using BMZ’s testing
strategy, we have no evidence that Twitter mood predicts the stock market. We
conduct two-sample nonparametric chi-squared tests38 on our up-down accuracy
scores to assess whether or not the proportion correctly predicted increased when
we incorporated Twitter mood into our models. Taking Twitter mood as our
treatment, we find that for none of the four paired samples is there outperformance
that is statistically significant at any standard level. Although there are no formal
hypothesis tests associated with our RMSE and MAPE criterion, both show the
kinds of ambiguities we might expect if our Twitter mood proxies were noise.
For our linear models estimated over the full sample, incorporating Twitter mood
improved all three metrics, but the improvements are not economically significant.
For our nonlinear fitted models and linear fitted models within TMP’s subsample,
different criteria give different results as to whether including Twitter mood
improves accuracy or not. Within BMZ’s subsample, Twitter mood improves both
our models unambiguously, but even with Twitter mood it is the poorest
performing model among those we test. For our linear parametric model, we
observe no improvement in the ability to forecast up-down accuracy and no
economically significant improvement in our RMSE or MAPE scores when
Twitter mood is incorporated into the forecast.
TABLE 3.6. Data corresponding to our simulation results shown in Figures 3.8 through 3.9
Model

Training set

RMSE

MAPE

Up-down accuracy

Linear parametric without collective mood

Full sample

273.50

106.21%

60.0%

Linear parametric with collective mood

Full sample

272.74

103.52%

62.5%

Non-linear nonparametric without collective mood

Full sample

331.13

145.87%

67.5%

Non-linear nonparametric with collective mood

Full sample

295.71

128.86%

57.5%

TMP subsample

273.25

112.49%

60.0%

Linear parametric without collective mood
Linear parametric with collective mood

TMP subsample

264.28

112.25%

60.0%

Non-linear nonparametric without collective mood

TMP subsample

440.53

243.22%

50.0%

Non-linear nonparametric with collective mood

TMP subsample

335.46

164.40%

55.0%

Notes: We have bolded up-down accuracy scores which violate the random walk hypothesis with 95 percent
confidence. While not a statistically significant violation of the random walk hypothesis, even the 60 percent
predictability result would violate good deal bounds by the reasoning in Lachanski (2015) if it held across all
time periods. Notice however, that none of our models effectively forecast the magnitude of market
movements. Even the best models’ accuracy is off by approximately the value of a daily market movement. The
TMP subsample models were estimated with 7 hyperparameters by the reasoning illustrated in in Figure 3.7.

38. Parametric Z-score tests give similar results.

VOLUME 14, NUMBER 3, SEPTEMBER 2017

338

LACHANSKI AND PAV

^
Figure 3.8. This plot shows Δ DJIA t as predicted each day by our ARDL(5,0) model, which does not
incorporate Twitter mood, against the realized ΔDJIAt in the top panel. The bottom panel shows
^
Δ DJIA t as predicted each day by our ARDL(5,5) model, which does incorporate Twitter mood,
against the realized ΔDJIAt. Both models were estimated using the full training set. Visually, there is no
compelling evidence of outperformance by the model incorporating Twitter mood.

^
Figure 3.9. This plot shows Δ DJIA t as predicted each day by the projection pursuit model described
in (13), which does not incorporate Twitter mood, against the realized ΔDJIAt in the top panel. The
^
bottom panel shows Δ DJIA t as predicted each day by the projection pursuit model described in (12),
which does incorporate Twitter mood, against the realized ΔDJIAt. Both models were estimated using
the full training set. Visually, there is no compelling evidence of outperformance by the model
incorporating Twitter mood. We can see that both projection pursuit models make large out-of-sample
errors.
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Concluding remarks
Given my results, the answer to the question of whether Twitter can predict
the stock market is currently “no.” … The methodology problems of Bollen et
al., and the fact that several groups were unable to replicate their accuracy raise
serious concerns about the validity of these authors’ results. (Kuleshov 2011)

The results reported by BMZ are compatible with neither the informationtheory justification nor the investor-sentiment justification for text mining. Even
in the machine-learning literature of which TMP is a part, it is an outlier. We
constructed a mood time series that shares five local extreme values with the time
series shown in TMP. Despite looking similar to the time series shown in TMP,
we found some in-sample but almost no out-of-sample evidence that this measure
contains information about the DJIA.
Throughout this study, we have been limited primarily by a lack of access to
deleted tweets. It is possible, but very unlikely, that the 10 percent of tweets deleted
since BMZ took their sample positively covary with the linguistic sentiment factors
that actually predict the stock market, but we have no means to investigate such a
hypothesis. At the same time, a lack of tweets extending beyond 2009 prevented us
from investigating the possibility that models fitted to linguistic sentiment variables
will generally perform worse outside of recessions. Diego García (2013) suggests
that most of the predictive power of linguistic sentiment comes from its ability to
forecast asset price movements during recessions. We were unable to investigate
whether his finding, conducted using measures on New York Times articles over the
past century, carries over to Twitter.
We show that the out-of-sample failures by other researchers to find a
Twitter-mood effect using off-the-shelf techniques also hold in the time frame
covered by BMZ’s original sample. By limiting our extended sample to that used by
BMZ, we were able to obtain statistically significant relationships between one of
our measures of Twitter mood and the stock market, but did not find any out-ofsample predictive power of this series. Given that the time series we select for in
our main empirical tests was selected for its visual similarity to the BMZ time series,
we believe that the deviations from our off-the-shelf techniques and BMZ’s mood
time series are small. Since BMZ obtain strong statistical relationships between the
DJIA difference series and their CALM time series while, outside of our subsample
matching theirs, we do not, we conclude that it is likely idiosyncratic features of
their mood construction algorithm and the use of particular windows for data
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analysis that explain the low p-values obtained in their linear tests and the high
predictive power in their non-linear tests. Perhaps it was data snooping that drove
BMZ’s in-sample results. Our opinion, based on our search of the literature and
practitioner experience, is that there exists no credible evidence that one can use
the collective mood content of raw Twitter text data from the universe of tweets to
forecast index activity at the daily time scale.
Given that Bollen and Mao (2011, slide 19) claim that the GPOMS tool has
gone through many versions, it is not inconceivable that, inadvertently, BMZ chose
algorithms giving rise to co-occurrence weights that led to the overfit we conjecture
exists in TMP. Indeed, given the large number of parameters that go into the
mood time series construction algorithm, it is surprising that BMZ did not report
more significant results. The issue of whether words should be unit-weighted or
weighted according to another procedure, like in TMP, is currently controversial in
text analysis for finance applications: Many researchers claim that these procedures
allow them to achieve more intuitive and reasonable sentiment and mood scores
while others claim that it gives researchers too many degrees of freedom to overfit
(Loughran and McDonald 2016).
Economics and finance have long profited from the importation of methods
and techniques from natural and computational sciences. Questions like whether
one should term weight and problems associated with linguistic sentiment analysis
in general cannot be resolved by strictly empirical work because even (reported)
out-of-sample performance in the big-data regime could be the result of data
snooping and publication bias. The taxonomy of the potential relationships
between linguistic sentiments and asset price movements provided by Tetlock
(2007) is, to us, a step in the right direction: It helped identify TMP as likely to be
fundamentally flawed.
In 2006, the U.S. financial services sector accounted for 8.3 percent of GDP
and has hovered around 8 percent into the 2010s. This represents an increase in
size of nearly 200 percent from 1950 according to Robin Greenwood and David
Scharfstein (2011), who point out that nearly a third of this increase comes from
asset management fees. The representative asset manager does not outperform
a low-cost cap-weighted index and the marginal asset manager is not likely to
contribute to market efficiency (Malkiel 2013). While Derwent Capital Markets,
no exception to the rule, only drew several million dollars of resources to itself,
TMP has been cited by many small financial-service startups as evidence of the
efficacy of specific kinds of large-scale mood analysis for stock market prediction,
and of sentiment analysis in general.39 If TMP’s results are incorrect, then, to the
extent that BMZ and their financial media enablers have drawn resources from
39. See, e.g., the now-defunct website SNTMNT.com (link).

341

VOLUME 14, NUMBER 3, SEPTEMBER 2017

SHY OF THE CHARACTER LIMIT

passive indices to actively managed funds searching for non-existent arbitrage
opportunities, TMP has contributed to a growing deadweight loss in finance.

Appendices and code
Extensive appendices providing details on the data used and the mood
analysis conducted for this article, as well as code files and the daily mood time
series used to conduct the analysis, can be downloaded from the journal website
here. The authors also make material related to the article available through
GitHub (link). The authors’ contract with Twitter prevents them from making
the raw Twitter data publicly available. Researchers interested in accessing the
aforementioned Twitter data for the purpose of reproducing results from this
article or for use in other projects are encouraged to email Michael Lachanski at the
address provided in his biography below.
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Who Knows What Willingness to
Pay Lurks in the Hearts of Men?
A Rejoinder to
Egan, Corrigan, and Dwyer
John C. Whitehead1
LINK TO ABSTRACT

The present article is the fourth piece in a sequence of articles, the three
previous having appeared in Journal of Environmental Economics and Management. In
JEEM, Kevin Egan, Jay Corrigan, and Daryl Dwyer (hereafter “ECD”) published
an article with findings from their survey of Ohio residents, collecting contingent
valuation data for a wetlands project (ECD 2015). They elicit willingness to pay
(WTP) with annual and one-time payment schedules in dichotomous choice contingent valuation method questions and compare these to consumer surplus
estimates derived from the travel cost method. Using a conservative nonparametric
estimator, they conclude that WTP from the annual payment schedule is a “better
match” with consumer surplus estimates. Dissatisfied with their strong claims, I
published a comment in JEEM (Whitehead 2017a). I showed that the contingent
valuation method data is of relatively low quality and, with an alternative nonparametric estimator, showed that WTP from the one-time payment schedule is a better
match with the consumer surplus estimates (Whitehead 2017a). The theme of my
comment in JEEM is that the range of WTP estimates from ECD (2015), resulting
from the low quality data, is too wide to draw any conclusions about the appropriate
payment schedule. In a reply to my comment, ECD (2017) defend the theoretical
validity of their data by appealing to the statistical significance of the entire bid
schedule. They conduct three sensitivity analyses, which they say “overwhelmingly
support our original conclusion in favor of using annual payments in” contingent
1. Appalachian State University, Boone, NC 28608.
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valuation surveys (ECD 2017, 1).2 I regard that to be an overly strong conclusion
about the dominance of annual payment schedules over one-time payment
schedules when eliciting WTP in such surveys.
In the present rejoinder, I use standard parametric approaches to measure
WTP and conduct more symmetric sensitivity analyses. ECD’s (2017, 1) conclusion that the annual payment results “better match” the consumer surplus
estimates is not supported by my analysis. This paper supports the argument made
in Whitehead (2017a) that ECD’s contingent valuation data is not useful for the
payment schedule issue. As I proceed in the paper, I do not provide a recapitulation
of ECD (2015), Whitehead (2017a), and ECD (2017). That is, I pick up the
conversation where it now stands, supposing familiarity with the prior discussion.

Testing the data’s conformance to
basic theoretical validity
In Whitehead (2017a) I made pairwise comparisons of ‘yes’ responses (yes =
1 if WTP ≥ Bid; 0 otherwise) from consecutive and non-consecutive bids within
each payment schedule using differences in proportions tests. A number of
comparisons have the incorrect sign. A majority of comparisons with correct sign
yield no statistically significant differences (one-tailed tests, p = .10). ECD (2017)
argue that the more appropriate statistical test considers differences over the entire
range of bids. Using a likelihood ratio test, they find that over the entire bid range
there is a statistically significant difference in proportions for the annual and onetime payment schedules. Given that the likelihood ratio test is not signed, it is not
clear whether the differences in proportions are due to positive or negative changes
in the ‘yes’ responses as the bid amount increases.3
I estimate linear probability models, π = α + βBid, and linear logit models,
log(π/1−π) = γ + δBid, where π = Pr(WTP ≥ Bid), and I test for the sign and significance of the slope of the bid curves. I estimate the models with annual and
one-time payment schedule data pooled with separately estimated constants and
slopes.4 The results are presented in Table 1. The linear probability model estimates
2. Whitehead (2017a) and ECD (2017) have not yet been assigned to an issue of JEEM. Page numbers cited
here for those articles refer to the “article in press” PDFs currently available from JEEM (link).
3. As pointed out by a referee, a more appropriate likelihood ratio test accounting for expected sign can be
found in Agresti and Coull (2002). As an alternative, I proceed directly to the parametric tests to facilitate
consideration of the economic, in addition to statistical, significance of the data.
4. The coefficient estimates are identical to those produced by separate regressions. The standard errors
are slightly smaller relative to separate models (and therefore more conservative when I conduct sensitivity
analyses below). I use the pooled models to facilitate estimation of the implicit discount rate and its
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an annual bid curve with a probability of a vote in favor of 66 percent when the bid
is zero and a decrease in the probability of 0.64 percent for each $1 increase in the
bid. For the one-time bid curve the probability at a zero bid is 47 percent, which
decreases by 0.1 percent for each $1 increase in the bid.
TABLE 1. Regression models
Linear Probability

Logit

Constant

Coeff.

s.e.

t-stat

Annual

0.6592

0.0528

12.49

0.6500

0.2217

2.93

One-time

0.4739

0.0532

8.92

−0.0894

0.2230

−0.40

Slope

Coeff.

s.e.

t-stat

Coeff.

s.e.

t-stat

Coeff.

s.e.

t-stat

Annual

−0.0064

0.0019

−3.35

−0.0260

0.0080

−3.24

One-time

−0.0010

0.0005

−2.00

−0.0042

0.0021

−2.00

R2

0.038

0.028

Sample size = 656

The logit models produce a positive and statistically significant constant with
the annual payment data but the constant in the one-time payment data is negative
and not statistically different from zero. Both of the slopes in the logit models are
statistically different from zero. The marginal effects of the logit slopes evaluated
at the means are identical to the slopes in the linear probability model. The bid
curves are downward sloping as theory would predict. But sloping downward is
only weak evidence of theoretical validity since such downwardness relies on the
contributions of only a few bids. For example, with the annual payment schedule
data, dropping the $5 (π = 0.70) and $40 (π = 0.36) bids and running a linear
regression on the remaining data produces a slope coefficient that is not statistically
different from zero in a one-tailed test at the p=.10 level (t = −1.16). Dropping
the $60 (π = 0.54) and $120 (π = 0.16) bids in the one-time payment schedule data
produces a slope coefficient that is not statistically different from zero in a onetailed test at the p=.10 level (t = −0.98). Statistical significance of both slopes relies
on two of the eight bids. In general, researchers using the contingent valuation
method should proceed cautiously when the statistical relationship is not robust to
this type of sensitivity analysis.
Theory suggests that WTP from the one-time payment schedule should be
larger than WTP from the annual payment schedule. For such result to hold, the
coefficient on the one-time constant should be greater than the coefficient on the
annual constant (with equal slopes, the gray line in Figure 1) or the absolute value
confidence interval. The WTP and discount rates are estimated using the Delta Method with Limdep
statistical software from Econometric Software, Inc. All data and code are provided among the appendixes
at the end of this paper.
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of the coefficient on the one-time slope should be less than the coefficient on
the annual slope (with equal constants, the orange line in Figure 1), or both (the
green line in Figure 1). An F-test rejects the hypothesis of equality between the two
constants (F[1, 652] = 6.12) in the linear model. A likelihood ratio test rejects the
hypothesis of equality between the two constants in the logit model (χ2=5.58[1]).
The regression results indicate that the difference in the constants has the wrong
sign, which suggests a lack of theoretical validity in the data. Tests for differences in
the slope also reject the equality hypothesis. But the differences in slopes are in the
expected direction.5
Figure 1. Theoretical restrictions on constants and slopes in annual and one-time
payment schedule bid curves

Parametric willingness to pay
Willingness to pay in the linear probability model is the triangle formed by
the regression line: WTP = .5 × α × (−α/β). This estimate is a parametric hybrid of
the Turnbull and Kriström estimators used by ECD (2015) and Whitehead (2017a),
5. Similar results are found in ECD’s (2015) bound probit model.
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respectively (see Figure 2).
Figure 2. Alternative bid curves with the annual payment schedule data

The linear probability model is one way to implement ECD’s suggestion
(2017, 5 n.3) of estimating the choke bid with the slope over the entire range of the
bid curve (instead of linear interpolation with the last two bids as in Kriström). The
choke bids (where (−α/β) is the bid amount that leads to π = 0) are $104 [56, 151]
and $485 [98, 873] from the annual and one-time data models (in the brackets are
given 95 percent confidence intervals). These choke bids are 108 percent and 143
percent larger than the highest bid in the annual and one-time payment schedules,
which suggests a relatively flat bid curve. The choke bids are 39 percent and 62
percent higher than the choke bids estimated using the Kriström approach, which
suggests the Kriström approach is conservative.
A negative constant in the logit model will lead to a negative mean
willingness-to-pay estimate when evaluated over the entire range of bids and
probabilities, WTP = (−γ/δ) (Hanemann 1984). Negative parametric WTP is one
of the rationales for estimating the WTP with the Turnbull approach (Haab and
McConnell 1997). Another approach to negative WTP is the conditional mean
WTP. Conditional mean WTP in the logit model is equal to WTP = (−1/δ) × ln(1
+ exp(γ)) when evaluated over the positive portion of the probability distribution
(Hanemann 1989). The linear probability WTP and logit conditional WTP esti-
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mates are presented in Table 2.
TABLE 2. Parametric willingness to pay estimates
Linear Probability
WTP

s.e.

Annual

34.22

6.20

95% confidence interval
22.06

46.38

One-time

115.00

37.56

41.37

188.62

WTP

s.e.

Annual

41.19

8.42

24.70

57.68

One-time

153.46

56.53

42.67

264.26

Logit
95% confidence interval

As ECD say, the Turnbull and Kriström nonparametric estimators generate
small standard errors. But excessive pooling over bids obscures the weakness of the
data, a weakness that is revealed when parametric estimation approaches are used
to estimate WTP. The 95 percent confidence intervals around WTP in the onetime payment schedule data are much wider relative to those in the nonparametric
WTP approaches. Such wideness reflects the low precision of the estimate of the
slope coefficient in both regression models. The low precision is due to the lack of
theoretical validity as described in Whitehead (2017a). Due to the wide confidence
intervals there are no statistically significant differences between WTP elicited with
annual and one-time payment schedules.
Another problem that is common with flat bid curves is the wide range of
WTP estimates from different estimation approaches. For WTP elicited with the
annual payment schedule the WTP estimates range from a low of $18 (Turnbull)
to $41 (logit). For WTP elicited with the one-time payment schedule the WTP
estimates range from a low of $47 (Turnbull) to $153 (logit). Again, the wide range
of possible WTP estimates that are candidates for benefit-cost analysis is due to the
low quality of the contingent valuation method data.6
Finally, the implicit discount rates from the linear and logit models are 0.30
[0.080, 0.52] and 0.26 [0.047, 0.50]. These rates are not statistically different from
the discount rate estimated in the ECD (2015) “non-hypothetical” lottery
experiment. In Whitehead (2017a) I use a discount rate of 21 percent as an
illustration which the parametric analysis suggests is not inappropriate.

6. See Appendix A for an example of a similar analysis with higher quality, but not textbook, dichotomous
choice data.

351

VOLUME 14, NUMBER 3, SEPTEMBER 2017

REJOINDER TO EGAN, CORRIGAN, AND DWYER

Sensitivity analysis
ECD (2017) say that their sensitivity tests “overwhelmingly support” using
the annual payment schedule. But the construction of the sensitivity analyses in
ECD (2017) is “asymmetric” in favor of that conclusion. An asymmetric sensitivity
analysis is similar to the concept of breakeven analysis. In a breakeven analysis
assumptions are logically relaxed in the direction of the intended effect. For
example, if B > C in a benefit-cost analysis, a breakeven analysis would consider
differences in the estimation of B that lowers B towards C. A symmetric, nonbreakeven, sensitivity analysis considers logical changes in assumptions that both
increase and decrease B.
In ECD (2015) the authors follow the travel cost method literature and use
an opportunity cost of time estimate of 33 percent. In their sensitivity analysis
they use 50 percent and 75 percent estimates of the opportunity cost of time. A
higher opportunity cost of time will increase consumer surplus estimates from the
travel cost method. When the opportunity cost of times rises from 33 percent to
50 percent the present value of the consumer surplus point estimate rises from $95
[70, 120] to $120 [85, 150] with the base case discount rate of 20 percent.
As ECD (2017) point out, a range of opportunity cost of time assumptions
from 0 percent to 100 percent can be found in the literature. So, the sensitivity
analysis is asymmetric towards favoring annual payment schedules by construction.7 A more symmetric sensitivity analysis would consider lower opportunity cost
of time assumptions. For example, if consumer surplus estimates are symmetric
with respect to the opportunity cost of time assumption, then an approximation
of the annual and present value of consumer surplus will be $14 [8, 21] and $70
[40, 105] with a 16 percent opportunity cost of time assumption (Table 3). In this
comparison, the Kriström WTP estimate from the annual payment schedule, $30
[26, 34], is statistically greater than the annual consumer surplus estimate with a 16
percent opportunity cost of time assumption. The Kriström WTP estimate from
the one-time payment schedule, $96 [80, 112], is not statistically different than
the present value of the consumer surplus estimate. Both of the Turnbull WTP
estimates are not statistically different from the consumer surplus estimates, so the
result of the test on competing payment schedules is ambiguous. In other words,

7. ECD use a unit cost for miles driven estimate of $0.25. This is greater than the variable cost of $0.17
estimate from the AAA and includes a portion of the depreciation costs ($0.22 per mile). Hang et al. (2016)
argue that depreciation costs should not be included in the travel cost estimate. Another sensitivity analysis
could adjust the travel cost estimate up and down so that it is strictly equal to the variable cost and total
(variable plus fixed) cost per mile. The former would favor the one-time payment schedule and the latter
would favor the annual payment schedule.
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when one considers symmetric movements away from the opportunity cost of time
assumption at the baseline discount rate, one sees that there is no clear preference
for annual or one-time payment schedules.
TABLE 3. Symmetric sensitivity analysis
Opp. cost of time
Turnbull

Kriström

20% discount rate

0.16

Both

0.33

Annual

0.5

Annual

0.16

One-time

0.33

One-time

0.5

Both

It is not clear which payment schedule would be favored with another 16
percent symmetric change in the opportunity cost of time (0 percent, 66 percent)
since the change in consumer surplus with the opportunity cost of time assumption
is nonlinear. Yet, considering this symmetric sensitivity analysis, the annual
payment schedule is not such an overwhelming favorite when the discount rate is
20 percent.
Similarly, ECD (2017) conduct a sensitivity analysis for the discount rate that
favors the annual payment schedule. From the baseline of 20 percent they assess
convergent validity at discount rates of 5 percent, 10 percent, 15 percent and 20
percent. The authors fail to conduct the sensitivity analysis for higher discount
rates, say 25 percent, which are not different from some market rates (e.g., credit
card interest rates, rent-to-own interest rates). Also, ECD (2017) conduct a
sensitivity analysis with Turnbull and Kriström WTP estimates with ‘yes’ responses
recoded to ‘no’ responses for uncertain respondents. Including these in the
sensitivity analysis, since it decreases WTP estimates, will increase the number
of times the annual payment schedule is preferred over the one-time payment
schedule, which creates the appearance that the analyses “overwhelmingly support” using the annual payment schedule.8

Symmetric sensitivity analysis
with parametric WTP estimates
I conducted additional sensitivity analysis with the parametric WTP esti8. ECD (2017) use the same choke bid from the unrecoded data to estimate the Kriström WTP with the
recoded responses. It is not clear what, if any, effect this ad-hoc assignment has on the WTP estimates.
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mates from Table 2 and linear and logit models estimated with the recoded data (see
the Appendix B to this article). These WTP estimates are compared to consumer
surplus estimates estimated with four different opportunity-cost-of-time assumptions over five discount rates. I conducted 160 convergent validity tests (2 payment
schedules, 16 WTP estimates, 5 discount rates) in Table 4.
TABLE 4. Sensitivity analysis with the WTP estimates from parametric models
Discount Rate
Model

Opp. cost of time

0.05

0.1

0.15

0.2

0.25

16%

One-time

One-time

One-time

One-time

One-time

Linear

33%

Annual

*

*

*

*

Raw

50%

Annual

*

*

*

*

75%

Annual

*

*

*

*

16%

Annual

*

*

*

*

Linear

33%

Annual

Annual

*

*

*

Recoded

50%

Annual

Annual

*

*

*

75%

Annual

Annual

Annual

*

*

16%

One-time

One-time

One-time

One-time

One-time

Logit

33%

Neither

One-time

One-time

One-time

One-time

Raw

50%

Annual

*

*

*

*

75%

Annual

Annual

*

*

*

16%

*

*

*

*

*

Logit

33%

Annual

*

*

*

*

Recoded

50%

Annual

*

*

*

*

75%

Annual

Annual

*

*

*

*Both present value of annual payment WTP and one-time pay WTP converge with the present value of
consumer surplus.

If both annual payment schedule and one-time payment schedule WTP
estimates are not statistically different from the present value of consumer surplus
then there is no preference over payment schedules.9 I find this result in 47 of
the 80 comparisons. In only one comparison do neither of the WTP estimates
converge with the consumer surplus estimate. Lack of convergence with WTP
from either payment schedule occurs with the raw (unrecoded) logit estimates, a
33 percent opportunity cost of time and a 5 percent discount rate. Fourteen of
the 80 comparisons result with the one-time payment schedule WTP estimates
converging with the consumer surplus estimates while the annual payment
schedule WTP estimates do not converge. Ten of these occur when the oppor-

9. It should not go unsaid that this is the preferred result, providing support to contingent valuation
method survey designers who need to tailor their scenarios to the most realistic payment circumstances.
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tunity cost of time assumption is 16 percent, lowering the consumer surplus
estimate. The other four occur when the opportunity cost of time estimate is 33
percent, the baseline. Eighteen of the 80 comparisons result with the annual
payment schedule WTP estimates converging with the consumer surplus estimates
while the one-time payment schedule WTP estimates do not converge. Twelve of
these occur when the discount rate is 5 percent, increasing the present value of
the annual consumer surplus estimate the greatest. Five comparisons that favor
the annual payment schedule occur when the discount rate is 10 percent. One
comparison favors the annual payment schedule when the discount rate is 15
percent and the opportunity cost of time estimate is 75 percent.

Conclusions
In Whitehead (2017a) I suggested that there was convergent validity between
one-time payment schedule WTP and the consumer surplus estimates at a discount
rate of 0.21, but I did so only to illustrate the sensitivity of the ECD results to
an alternative WTP estimation approach. My hope was that the authors would
reconsider their strong conclusion that the annual payment schedule is
unambiguously preferred. In hindsight, it is clear that I should have presented the
parametric models to bring home the notion that the poor contingent valuation
method data quality generates wide confidence intervals in parametric models.
In the parametric models estimated here, it cannot even be concluded that there
is divergent validity between WTP elicited with annual and one-time payment
schedules. The findings do not “overwhelmingly support” that either payment
schedule dominates the other in convergent validity tests.
The Turnbull nonparametric estimator is misused by ECD (2015). The
Turnbull is appropriate only in a limited context, in order to provide a lower bound
WTP estimate for sensitivity analysis in benefit-cost analysis or natural resource
damage assessment. It should never be used for hypothesis testing in isolation
from other nonparametric and parametric approaches, and especially not when
the data are not monotonically decreasing over the bid range.10 Whenever bids
are pooled using dichotomous choice data, the researcher implicitly acknowledges
that something went wrong with the execution of the study or with the contingent
valuation method itself. It might be that (a) bid subsamples are too low to generate
enough power to conduct the statistical test, (b) bids are poorly designed (too
close together, too far apart, or there is inadequate coverage of the range of WTP),
10. In future studies, journal referees should demand robustness checks with parametric models when
dichotomous choice data is not monotonically decreasing over the bid range (see also Whitehead 2017b).
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or (c) contingent valuation method respondents are highly inconsistent. There is
substantial evidence in the literature to reject reason (c). The nonparametric WTP
estimation approaches presented in ECD (2017) yield small standard errors, but
this is an artifact of pooling bids from non-monotonically decreasing bid curves
when there are problems such as (a) and (b). In other fields of economics this
might be negatively described as data cleaning when the data does not fit the theory.
This is legitimate practice when the goal is to produce lower and upper bound
nonparametric WTP estimates as conventionally practiced with the Turnbull and
Kriström approaches. Data cleaning and pooling bids should not be considered
a valid research method when the research goal is conducting validity tests over
payment schedules or any other issue in the contingent valuation method.11
Unfortunately, readers of the original article, comment, and reply are going
to be left with the erroneous conclusion that ECD’s findings “overwhelmingly
support” favoring annual payment schedules over one-time payment schedules
in the contingent valuation method. This could lead to policy mistakes. If future
studies use annual payments to elicit WTP and the present value is calculated with
discount rates below those used by contingent valuation method respondents, but
consistent with market rates, then aggregate benefits will be overestimated at
discount rates recommended for benefit-cost analysis. In the context of benefitcost analysis of environmental policy, use of annual payments instead of one-time
payments may bias environmental benefits upwards. When able, researchers
should use WTP elicited from both payment schedules for sensitivity analysis of
benefit estimates.

Appendix A.
A comparison with relatively high-quality data
In these comments I make assertions about low quality contingent valuation
method data without presenting a counterexample. So, here is a counterexample
with some unpublished dichotomous choice data with a similar sample size (n =
317) and identical bid range (to the annual payment schedule).12 There are four
bids, $5, $20, $35, and $50, and the data exhibits “fat tails” with very little difference

11. ECD (2017) also conduct their likelihood ratio tests with their pooled bid data. Given that the data has
been recoded/cleaned to avoid situations where the results are not what theory would predict, there is very
little information being provided by these tests.
12. The data are from a supplementary (Charleston Harbor and North Edisto River System) sample from
a contingent valuation mail survey conducted in 2004 (see the primary sample results in Whitehead and
Rhodes (forthcoming)).

VOLUME 14, NUMBER 3, SEPTEMBER 2017

356

WHITEHEAD

in percentage of ‘yes’ responses at bids of $35 and $50. Yet, there is a clear
difference in the percentage of ‘yes’ responses between bids $5 and $20 and $20 and
$35 (Figure A-1).
Figure A-1.

The Turnbull and Kriström (choke bid = $140 estimated from the slope of
the $20 and $50 bids) WTP estimates are $21 and $39. The linear probability model
and logit model produce coefficient estimates that are not very different from the
ECD annual payment schedule data. However, the coefficient of determination
and t-statistic on the slope are much higher relative to the ECD data. The choke
bid is estimated at $87 in the linear model (Figure A-2). Even with the fat tail, the
WTP estimate from the linear model, $29, has a tighter confidence interval [23, 35]
relative to the ECD data. The logit model produces a WTP equal to $34 [26, 43].
Figure A-2.

Unlike the ECD data, the model is not sensitive to dropping any single bid.
The biggest concern is when the $5 bid is dropped the slope coefficient is
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statistically significant at only the p=.05 level in a one-tailed test (t=−1.70). The
WTP estimates when one bid is dropped are sensitive to the fat tail but the 95
percent confidence intervals do not contain zero. From the linear model (logit
model results tell the same story):
Delete

WTP

95% confidence interval

5

33

15

50

20

30

36

36

35

32

23

41

50

23

17

29

In contrast, when the $120 bid is dropped from the one-time payment schedule
data in ECD the WTP estimate in the linear, $160 [−4, 323], and logit, $218 [−25,
461], models are estimated very imprecisely. The logit WTP estimate is 43 percent
larger when the $120 bid is dropped. The results are not so stark when the most
influential bids are dropped in the annual payment data. From the linear model
(relative to $34 [22, 46] with the full data):
Delete

WTP

95% confidence interval

5

42

17

67

40

39

16

61

Appendix B.
Analysis with uncertainty recoded data
TABLE B-1. Regression models with uncertainty recoded data
Linear Probability

Logit

Constant

Coeff.

s.e.

t-stat

Coeff.

s.e.

t-stat

Annual

0.516

0.049

10.62

0.095

0.222

0.430

One-time

0.284

0.049

5.80

−0.901

0.255

−3.540

Slope

Coeff.

s.e.

t-stat

Coeff.

s.e.

t-stat

Annual

−0.0057

0.0017

−3.27

−0.025

0.0084

−3.00

One-time

−0.00061

0.000045

−1.35

−0.0036

0.0025

−1.44

R2

0.038

0.037

Sample size = 656
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TABLE B-2. Parametric willingness to pay
estimates with recoded data
Linear Probability
WTP

s.e.

Annual

23.34

4.06

95% confidence interval
15.37

31.31

One-time

66.43

31.63

4.44

128.41

WTP

s.e.

Annual

29.42

6.37

16.94

41.90

One-time

95.44

49.61

−1.80

192.68

Logit
95% confidence interval

TABLE B-3. One-time
parametric willingness to
pay estimates
Linear

WTP

Raw

160 [30,290]

Recoded

121 [−23, 264]

Logit

WTP

Raw

153 [43, 264]

Recoded

95 [−2, 193]

TABLE B-4. Present value of parametric annual willingness to pay estimates
(WTPA/ii)
Discount Rate (i)
5%

10%

15%

20%

25%

Raw

684 [441, 928]

342 [221, 464]

228 [147, 309]

171 [110, 232]

137 [88, 186]

Recoded

467 [307, 626]

233 [154, 313]

156 [102, 209]

117 [77, 157]

93 [61, 125]

Raw

824 [494, 1154]

412 [247, 577]

274 [165, 385]

206 [123, 288]

165 [99, 288]

Recoded

588 [339, 838]

294 [169, 419]

196 [113, 279]

147 [85, 210]

118 [68, 168]

Linear

Logit

Note: Recoded = ‘yes’ responses recoded for respondent uncertainty.
TABLE B-5. Present value of consumer surplus estimates
(from ECD’s Table 6 with a 25 percent discount rate added)
Discount Rate (i)
Opp. cost of time

5%

10%

15%

20%

25%

16%

280 [160, 420]

140 [80, 210]

93 [53, 140]

70 [40, 105]

56 [32, 84]

33%

380 [280, 480]

190 [140, 240]

127 [93, 160]

95 [70, 120]

76 [56, 96]

50%

480 [340, 600]

240 [170, 300]

160 [113, 200]

120 [85, 150]

96 [68, 120]

75%

840 [560, 1080]

420 [280, 540]

280 [187, 360]

210 [140, 270]

168 [112, 216]

Note: Estimates with 16% opportunity cost of time are approximated from ECD (2017).
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Anti-Liberal Narratives
About Iceland, 1991–2017
Hannes H. Gissurarson1
LINK TO ABSTRACT

Iceland is a tiny country, with less than 330,000 inhabitants, so she can hardly
be expected to have made major contributions to economic liberalism.
Nevertheless, two original and relatively efficient institutions were developed in
this remote North Atlantic island, those being the system of private law
enforcement during the Commonwealth period, 930–1262, and the modern
system of individual transferable quotas in the fisheries. Moreover, as related in
my previous paper in this journal, in the 19th and 20th centuries Iceland saw a
liberal tradition develop (in the classical sense of the word ‘liberalism’), with Jon
Sigurdsson, Arnljotur Olafsson, Jon Thorlaksson, Benjamin Eiriksson, Olafur
Bjornsson, and others defending free trade and limited government (Gissurarson
2017). In the 1980s, a strong liberal movement arose in Iceland, influenced not
only by those native liberals, but also by Friedrich A. Hayek, Milton Friedman, and
James M. Buchanan, who made inspiring visits to the country. Many members of
this new liberal movement belonged to the Independence Party which had been
founded in 1929 to defend the tradition of Jon Sigurdsson against encroaching
socialism and interventionism. In 1991 the Independence Party leader David
Oddsson formed a coalition government with the Social Democrats which set
about opening up the economy and transferring power from politicians and
bureaucrats to taxpayers and consumers. This ambitious liberal programme was
continued in coalition governments of the Independence Party and the rural-based
Progressive Party in 1995–2007, with Oddsson stepping down as Prime Minister in
2004 and accepting a position as governor of the Central Bank of Iceland (CBI) a
1. University of Iceland, 101 Reykjavik, Iceland. An earlier version of this paper formed a part of the
author’s 2016 report for the think tank New Direction in Brussels on “The Nordic Models.”
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year later.
The liberal reforms were comprehensive: The system of individual
transferable quotas in the fisheries was not only maintained but reformed, by
removing various exemptions from it and facilitating quota transfers; the pension
funds were strengthened; inflation was tamed; public companies were privatised;
taxes were cut. The result was an unbroken period of economic growth from 1994
to 2007 (Statice 2017a). But for reasons that will be explained, Iceland became a
victim of her own success, and during the 2007–2008 international financial crisis
the Icelandic banking sector collapsed. This in turn gave some credence to antiliberal narratives in Iceland and abroad about both the 1991–2004 reforms and the
2008 collapse. A Nobel Laureate in economics wrote that Iceland’s economy “was
in effect hijacked by a combination of free-market ideology and crony capitalism”
and that thus it was brought down (Krugman 2010). In this paper, it will be argued
that these narratives are without sound basis in fact. Translations from Icelandic
sources are the author’s own.

Reforming the pension funds
While 1991 was certainly a turning point in Icelandic politics, in many ways
the Oddsson governments up to 2004 continued and reinforced reforms that had
already been initiated. This applied not only in the fisheries, but also to the pension
funds which were now however greatly strengthened. A public pension fund for all
had been established in 1936, and occupational pension funds in 1969, becoming
mandatory in 1974. The public pension, financed by taxes, was basic and low,
while a supplementary pension was paid to low-income pensioners, and payments
were reduced for those receiving adequate pensions from occupational pension
funds or other sources of income. A pensioner who had made no provisions for
old age and therefore with no other source of income than the basic pension
would receive roughly what amounted to the minimum wage. The occupational
pension funds were self-financed, by a contribution for each employee of at least
12 percent of his or her wage, 4 percent paid by the employee, and 8 percent by the
employer. In 1998, the pension system was reformed, replacing wherever possible
defined-benefit pension plans (pay-as-you-go schemes) with defined-contribution
benefit plans, to make the system sustainable in the long run. The reforms also
included facilitation of additional private pension schemes by exempting from
taxation payments of up to 6 percent of wages into special accounts with
recognised and registered pension funds. These accounts were heritable, unlike the
pension rights of the public fund and the occupational funds. The occupational
pension funds have become financially very strong. In 2005, pension payments
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from them for the first time exceeded payments from the state-financed public
fund (Jonasdottir 2007). The total assets of the non-government pension funds
(both mandatory and voluntary) amounted to more than GDP, and in 2004, at the
end of the Oddsson era, they had become the second-largest relative to GDP in
the OECD. Even after the 2008 bank collapse, they remain financially healthy, as
illustrated in Figure 1 with numbers from 2012.
Figure 1. Independent pension funds in 2012, assets as percent of GDP

Source: OECD (2013).

When pension funds are made sustainable, as happened in Iceland under
the leadership of Oddsson and the liberal Finance Minister Fridrik Sophusson, a
kind of invisible and involuntary taxation on future generations is abolished: The
burden of sustaining old people is not transferred any longer from present to future
taxpayers.

Taming inflation
During the 1960s, 1970s, and 1980s, Iceland had much more inflation than
did neighbouring countries. There are three main reasons for this: (1) an economy
based on fisheries and therefore prone to great fluctuations, both in harvests and
prices; (2) a militant labour movement, then dominated by radical leftists, receiving
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advice and financial support from Moscow and using force regularly to dictate
excessive wage increases (Gissurarson 2011); and (3) a relatively weak state which
was not able to finance all its obligations by taxes (especially indirect obligations like
full employment and cheap credit to businesses).
Circumstances changed in the 1980s and early 1990s. A general indexation
of credit, both bank loans and deposits, introduced in 1979, had removed many
of the incentives for excessive credit creation or money printing. The ITQ system
in the fisheries had a stabilising influence on the economy, as fish catches became
predictable. Even before the collapse of the Soviet Union the unions had
abandoned their former militancy. In 1990 they entered into a “National Pact”
with the employers and the government about moderate wage increases provided
inflation was kept down. With the formation of the first Oddsson government, the
old policies of providing generous subsidies to businesses, especially in rural areas,
were also abandoned. Several public investment funds (which had made enormous
losses) were abolished, and others were reined in by stricter rules on lending and
investing. It was said that one of Oddsson’s greatest achievements in his first few
years as prime minister had been to empty the waiting room at Government House:
There were no more favours to be handed out. It was also important that the
Treasury was not allowed to carry on having an overdraft at the Central Bank of
Iceland, as had been customary. In the 1990s, as a result of increased monetary and
fiscal discipline, inflation went down to what it was in the neighbouring countries,
as illustrated in Figure 2.
Figure 2. Inflation, in percent

Source: Statice (2017b).

365

VOLUME 14, NUMBER 3, SEPTEMBER 2017

ANTI-LIBERAL NARRATIVES ABOUT ICELAND

Privatisation and the public debt
When the first Oddsson government took power in 1991, the public deficit
was 3.3 percent of GDP (Statice 2017c). It was decided to try and bring it down
gradually, both by cautious cuts in expenditure and by reducing the public debt
and thus interest payments. By 1997, the deficit had disappeared. In the following
years deficits and surpluses interchanged roughly equally. The proceeds from the
extensive privatisation which started in 1992 were partly used to reduce the public
debt with the result that net public debt went down from 25.3 percent of GDP in
1992 to 3.9 percent in 2006 (Ministry of Finance 2006; 2012).
Privatisation took place in various stages. First, in 1992–1993 relatively small
firms, like the government printing, shipping, and publishing companies, and a
travel agency, were sold. Then, in 1993–1998 more important companies were
put on the market, such as a series of fishmeal factories, a share in a ferrosilicon
factory, and an investment bank, Fjarfestingarbanki atvinnulifsins (FBA) which
had been established by a merger of four public investment funds. Subsequently,
FBA merged with a bank which had been privatised already in 1990 on the initiative
of the Social Democrats, Islandsbanki (earlier called Utvegsbanki). The biggest
companies were however sold in 1998–2005, including two commercial banks,
Landsbanki and Bunadarbanki, a construction company which had mainly served
the U.S. military forces based in Iceland and the Icelandic Telephone Company.
In total, the proceeds of the 1992–2005 privatisations were 141.2 billion Icelandic
kronur, or €1,9 billion at the 2005 rate (Privatisation Committee 2007).
TABLE 1. Privatisation in Iceland, 1992–2005
Company

Year
sold

Percentage of shares sold by
government

Price (millions) for the holding
sold off

Gutenberg printing

1992

100

129.1

Alcohol production ATVR

1992

100

28.5

Shipping (asset sale)

1992

100

528

Travel agency

1992

33.3

28.1
140.3

Drilling

1992–95

50

Publishing

1992

100

39.2

Development company

1992

29

196.1

Reinsurance (Isl.
endurtrygging)

1992

36.5

244.4

Fishing firms surveyor (Ryni)

1993

100

5.8

Fishmeal factories (SR-Mjol)

1993

100

1,050.8

Fishing firm (Thormodur
rammi)

1994

16.6

127.7
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Year
sold

Percentage of shares sold by
government

Price (millions) for the holding
sold off

1994–95

100

574.1

1995

67

23.2

Computer services (Skyrr)

1997

28

109

Car inspection agency

1997

50

121.4

Ferrosilicon factory, 1st part

1998

26.5

1,370.6

Investment bank (FBA), 1st
part

1998

49

6,189.2

Computer services (Skyrr)

1998

22

186.8

Construction company (IA),
1st part

1998

10.7

353.3

Fish farms (Stofnfiskur, to
staff)

1999

19

16.2

Fertiliser factory

1999

100

1,612.4

School equipment shop

1999

100

46.8

Salmon farm (Holalax)

1999

33

11.5

Investment Bank (FBA), 2nd
part

1999

51

12,455

School Internet Web

1999

100

15.5

Bunadarbanki, 1st part

1999

13

2,865.6

Landsbanki, 1st part

1999

13

4,211.1

Internet registry (Intis)

2000

22

78.2

Diatomite factory

2001

51

71

Company
Medicine import and
production
Seaweed factory

Fish farms (Stofnfiskur)

2001

33

305.7

Icelandic Telephone

2001

2.69

1,244.6

Mineral fiber factory (Steinull)

2002

30.11

240.4

Landsbanki, 2nd part

2002

20

5,174.3

Ferrosilicon factory, 2nd part

2002

10.49

143.7

Landsbanki, 3rd part

2002

45.8

13,438.4

Bunadarbanki, 2nd part

2003

45.8

12,766.1

Landsbanki, 4th part

2003

2.5

723.1

Bunadarbanki, 3rd part

2003

9.11

2,672.3

Construction company (IA),
2nd part

2003

39.86

2,208.9

Cement factory

2003

100

72.9

Forestry (Barri)

2004

22.39

4.3

Icelandic Flight Academy

2005

21.9

7.1

Icelandic Telephone
(Landssimi)

2005

98.8

66,700

Agricultural Fund (loan
collection)

2005

100

2,654

Total
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The main purpose of privatisation was not, however, to improve the finances
of the Icelandic state, but rather to reform the economy by transferring resources
from politicians and bureaucrats to private owners. Many of the companies sold
had rarely or never shown profit but now became lucrative enterprises. Others
were wound up instead of being kept up with taxpayers’ money. The idea behind
the 1992–2005 privatisation in Iceland was that government should take on fewer
tasks, but perform them better, and that it should leave the production of private
goods to individuals and their associations. The idea was to create a strong private
sector, just as in other Nordic countries, where, for example, banks were privately
run. For some of the companies sold, listed in Table 1, it seems in retrospect
strange that they had ever been operated by government, such as fish farms, a
printing press, and a travel agency. There is also little doubt that the two measures
of abolishing all kinds of subsidies to business, mostly in the form of cheap and
easy credit, and of selling off all kinds of companies, small and large, changed
the outlook, expectations and even temperament of Icelandic businesspeople and
entrepreneurs. They realized that they had to stand on their own feet, and that they
could not seek government assistance whenever there was a problem.

Tax reform
At the same time as the Oddsson governments were reducing unfunded
public pension obligations, inflation and the accumulation of public debt, they
started to simplify and reduce taxation. A turnover tax on businesses and the wealth
tax were abolished. Both were considered to be inefficient and unjust: The turnover
tax was based on size, not profitability, and the wealth tax was double taxation,
since taxed income had been used to create the wealth then being taxed. A special
surcharge on houses used for trade or manufacturing was also abolished. The
only reason for that tax had been that merchants and manufacturers were not
as politically powerful as some other groups such as farmers and fishermen. The
inheritance tax was simplified and lowered so that in most cases it did not go
beyond 5 percent of the estate in question. A 10 percent capital income tax was
introduced: Before, some income from capital had not been taxed at all, such as
interest, while other such income, such as rent, had been taxed as ordinary income
and therefore at a much higher level. Most importantly, the corporate and personal
income taxes were significantly reduced. The corporate income tax, 50 percent in
1990 and 45 percent in 1991, was gradually lowered to 18 percent in 2001 and
finally to 15 percent in 2007.
Describing changes in the personal income tax is somewhat more
complicated. In the years after 1991 the personal income tax that went to the
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central government was lowered while that which went to municipalities was
raised, because some tasks were being transferred from central government to
municipalities. But these changes had been completed by 1997. In the next eleven
years, the personal income tax which went to central government was lowered
from 30.41 percent in 1997 to 22.75 percent in 2007. A special surcharge on high
incomes that was introduced in 1993 at the insistence of the Social Democrats was
gradually phased out and had disappeared by 2007. This meant that the marginal tax
rate for personal income tax (with both parts included, those of central government
and the municipalities) went from 46.84 percent in 1994 to 35.72 percent in 2007
(Gissurarson 2009).
The lower tax rate, both for corporate and personal income tax, generated
more tax revenue. In Figure 3 the corporate tax rate is plotted against corporate tax
revenue as a proportion of GDP, for the period 1985–2003 (and therefore before
the credit bubble preceding the 2008 bank collapse).2 The new capital income tax
also generated much additional tax revenue. In general, the tax structure changed
in such a way that the three kinds of income tax—corporate, personal, and capital
income taxes—became a much more important source of revenue than before,
while border taxes, such as customs, were abolished or greatly lowered and became
an insignificant source of revenue.
The abolition and reduction of border taxes was not least because in 1994
Iceland joined the European Economic Area (EEA), comprised of her, Norway,
Liechtenstein, and the European Union countries, with Switzerland making similar
arrangements without being formally a EEA member. EEA can best be characterised as a free-trade area, or a common market, but without Iceland, Norway, and
Liechtenstein having to accept the same political obligations as if they had been
inside the EU. For example, the EEA Treaty did not apply to natural resources like
the fertile Icelandic fishing grounds or to tax issues. But the EEA countries outside
the EU have to adopt many EU laws and regulations, for example concerning
financial markets. While undeniably EEA membership was important in transforming the Icelandic economy, especially with the introduction of the free movement
of capital, it should be emphasised that most of the economic reforms undertaken
by the Oddsson governments were not dependent on, or a result of, EEA
membership, such as tax reductions, privatisation, and the strengthening of the
ITQ system and the pension funds. Also, of course, if Iceland needed cheaper
goods from abroad, she could lower her customs unilaterally. Membership in the
2. The result is a striking confirmation of Arthur Laffer’s insight that tax revenue can sometimes actually
increase with a lower tax rate (Wanniski 1978; Laffer 1981). Incidentally, that insight was well-known to
the liberal Icelandic politician Jon Thorlaksson, who wrote in 1925: “It is a general principle, recognised by
taxation experts for more than a century, that there is a limit to how much taxes can be raised. When we
arrive at this limit, then a higher rater does not lead to an increase in tax revenue, but to a decrease.”
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EEA however opened up a lucrative market to the Icelandic export industries.
Figure 3. Corporate tax rate, in percent, and corporate tax revenue as percentage of
GDP

Source: OECD (2017).

The Oddsson reform years were contentious
In hindsight, it may seem as if the Oddsson governments of 1991–2004
were smoothly implementing a liberal master plan. This was however hardly the
case. Iceland suffered an economic recession until 1994, and each and every of
the measures undertaken met fierce resistance. Sometimes the liberals in the
government were forced to retreat, as when they accepted the special surcharge
on high income, even if that was later phased out, and when they had to postpone
the privatisation of some companies. Oddsson and his associates also put much
emphasis on good relations with the labour unions and often compromised
accordingly. Nevertheless, the Oddsson governments were successful in increasing
economic freedom in Iceland: In 1980, the internationally recognised index of
economic freedom showed 5.1 for Iceland, which then had the 64th-freest
economy in the world of the 105 economies measured; in 1990 the index showed
6.6; and in 2004 the index showed 7.9 for Iceland which then had the 9th-freest
economy in the world of the 130 economies measured. In 2004, Iceland had the
freest economy among the Nordic countries and it was one of the countries in the
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world where economic freedom had increased the most in the preceding ten years
(Gwartney and Lawson 2006).

Endeavors in liberal discourse
In my previous paper (Gissurarson 2017), Icelandic liberalism in the 19th
century and up to the late 1980s was described, including the activities of the
Locomotive Group, the Libertarian Alliance, and the Jon Thorlaksson Institute.
During the Oddsson era, Icelandic liberals were no less active in promoting their
ideas than before. The present writer published biographies of Jon Thorlaksson
and Benjamin Eiriksson, and books on political economy and political philosophy
(Gissurarson 1992; 1994; 1996; 1997; 2001). Professor Ragnar Arnason and other
liberals including myself held conferences and edited books on the ITQ system
and on taxation, usually working through the University of Iceland, where Arnason
and I were both based, rather than through the Jon Thorlaksson Institute, which
gradually became defunct. We were not only defending past or present achievements, but also discussing new reform ideas, such as that Iceland should further
simplify and lower her taxes in order to attract foreign corporations and capital
(Gissurarson and Herbertsson 2001; 2007) and that the ITQ system in the fisheries
should become self-governing by transferring both the authority to set TACs (total
allowable catches in each fishery over the season) and the responsibility for marine
research from government agencies to the association of fishing firm owners
(Arnason and Gissurarson 1999; Arnason and Runolfsson 2008). We also
encouraged translations, producing the first part of Adam Smith’s Wealth of Nations
(1997) and books by Henry Hazlitt (2000), Frédéric Bastiat (2001), and Hernando
de Soto (2005). In 2005 Reykjavik welcomed a regional meeting of the Mont Pelerin
Society.
David Oddsson was one of the speakers at the Mont Pelerin meeting. He had
formed a coalition government of his Independence Party and the Progressives in
1995, after the Social Democrats had split in 1994. The coalition government lasted
for 12 years, until 2007, but after the 2003 elections Oddsson and the leader of the
Progressives agreed that Oddsson would be Prime Minister until the autumn of
2004, and then the leader of the Progressives would take over and Oddsson would
become Foreign Minister.

Big trouble in little Iceland
The reader should recall that Iceland has a small population, mostly concen-
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trated in the capital region of Reykjavik. In such a tiny country, personalities and
factions can really drive events. In what follows my narrative naturally flows from
my personal interpretation of events. I try however to provide documentation for
its factual basis.
What made the last years of Oddsson’s governments somewhat troublesome
was that a group of powerful businessmen led by retail magnate Jon Asgeir
Johannesson was turning against the Prime Minister, even if they were flourishing
in the now much freer Icelandic economy. The origin, it seems, was that, in early
2002, Oddsson expressed his agreement with leading social democrats that increased concentration in the retail market was not desirable. Apparently,
Johannesson took great offence at this. When later in the year a disgruntled former
business associate of Johannesson’s reported him to the Icelandic police for
breaking bookkeeping rules, Johannesson blamed the action on Oddsson. Subsequently the police started an investigation into Johannesson’s business affairs.
Oddsson categorically denied any involvement in the case. Both Johannesson’s
original accuser and police investigators also rejected Johannesson’s allegations.3
Be that as it may, after a frantic and costly struggle for several years before the
courts, Johannesson was finally convicted on the original charge and given a
suspended prison sentence of three months.
While Johannesson was never a left-winger, and indeed supported
Oddsson’s early liberalisation efforts, in his battles he enlisted many of Oddsson’s
old opponents, including professed left-wingers. In 2002 he bought the newspaper
Frettabladid, which relied on advertisements (not least from his own numerous
companies) and was distributed free of charge to every home in Iceland.4 In the
2003 parliamentary election campaign Johannesson used his newspaper against
Oddsson, who thereupon publicly revealed that Johannesson had indirectly,
through one of his associates who had previously worked for Oddsson, broached
the possibility of transferring secretly a huge sum of money to Oddsson if he would
relent in what Johannesson saw as his fight against him. Oddsson commented
that he was not conducting any fight against Johannesson, but that he wondered
whether any other Icelandic politicians had been tempted in a similar way and
whether they had been able to resist it. Oddsson’s account of this incident was
furiously denied by Johannesson who in the autumn of 2003 bought the only
3. The whistleblower, Jon Gerald Sullenberger, insisted (2005) that he did not know David Oddsson at the
time. He made no secret of the fact that his reason for reporting Jon Asgeir Johannesson to the police was
personal as well as professional: He was convinced that Johannesson had made improper advances to his
wife (Thorvaldsson 2009, 75; Tryggvason 2010, 133, 150). Sullenberger also realized that he was accusing
himself as well as Johannesson, since he had participated in the bookkeeping irregularities of which he was
accusing Johannesson.
4. His ownership of the newspaper was not revealed until 2003 (Egilsson 2003).
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private television station in Iceland as well as a tabloid, DV, and some magazines.5
In 2003, then, Johannesson owned not only a retail empire (by Icelandic
standards) and several other companies, but also most of the private media in
Iceland. He used his media clout to the utmost against Oddsson and his other
critics, as former Justice Minister Bjorn Bjarnason documents in a book about
Johannesson’s various maneuvers during the police investigation and court case
against him (Bjarnason 2011). When Oddsson in 2004, shortly before stepping
down as Prime Minister, proposed a law against media concentration—a law that
would have limited the possibility of market-dominant enterprises in other
economic sectors, and of newspaper owners, to receive broadcasting licenses—it
was approved by parliament. Admittedly, such a law goes against the presumptions
of economic liberalism. But even many economic liberals, including myself, accepted Oddsson’s argument, that the usual remedies against market concentration—
open borders and free trade—did not apply to the Icelandic media market, since it
was confined to the tiny community of Icelandic-speaking consumers (Gissurarson
2004). Others however saw the proposal as a personal vendetta against
Johannesson. For the first time in Icelandic history, the president, Olafur R.
Grimsson (who had in 1984, as a left-wing intellectual, debated Milton Friedman
on Icelandic television), refused to put his signature to a law passed by parliament.
As Oddsson pointed out, Grimsson had close ties to Johannesson: Grimsson’s
1996 election manager was director of Johannesson’s television station, while
Grimsson’s daughter occupied a managerial position in one of Johannesson’s
companies.
Instead of holding a national referendum on the media law, the government
decided to withdraw it. Probably it expected the law to be voted down. But the
outcome was seen as a defeat for Oddsson and a victory for Johannesson, changing
in many ways the general attitude towards aggressive businessmen like him who
suddenly seemed invincible, going from one success to another. A factor in the
course of events in Iceland over the next four years, in my estimation, was a public
opinion favourable to businessmen like Johannesson, wheeling and dealing, tirelessly expanding and taking high risks. Television host Egill Helgason admiringly
spoke about “these adventurers of the marketplace, these men of opportunities,
exuding audacity and relentless drive. They are like circus acrobats when they jump
from one country to another with their treasures” (2004). Economics Professor
Thorvaldur Gylfason (2005) alleged that the police investigation of Johannesson’s

5. From various private accounts of the incident related to the author it is clear that such a secret transfer
was mentioned in a discussion between Johannesson and Oddsson’s former associate, who subsequently
told Oddsson about it. But Johannesson and the former associate both maintain that this was only a joke,
not a serious proposal. What is certain, however, is that Oddsson did not regard this as a joke.
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companies was politically motivated. Novelist Hallgrimur Helgason, then a fierce
defender of Johannesson against Oddsson, later wistfully observed: “Deep down
inside we idolised these titans, these money pop-stars. Awestruck we watched their
adventures” (2008).

The anti-liberal narrative
on the 1991–2004 reforms
By the year 2004, the two most active and vocal critics of David Oddsson’s
liberal reforms had become Professors Thorvaldur Gylfason and Stefan Olafsson.
Jointly they constructed an anti-liberal narrative which is widely accepted abroad,
at least by left-wing intellectuals. Paul Krugman, for example, has cited both of
them on his blog (2010; 2015). Both professors had connections to Johannesson:
Gylfason was a columnist for Johannesson’s newspaper Frettabladid, and Olafsson’s
wife was and is the anchorwoman of the evening news on Johannesson’s television
station. The two professors clearly disagreed with Oddsson’s political agenda. Also,
Oddsson seemed to provoke the hostility of left-wing intellectuals in somewhat the
same fashion as did Margaret Thatcher in the UK. Both Gylfason and Olafsson
criticized the ITQ system in the fisheries; they expressed dismay that owners of
fishing firms had made considerable gains from the initial allocation of quotas on
the basis of catch history, and suggested that government seize the quotas from
the fishing firms and then rent them back to the firms at public auctions (Gylfason
2000; Olafsson 2011).
In the years leading up to the 2008 Icelandic bank collapse, Professor
Olafsson mainly concentrated on the development of the Icelandic welfare state,
arguing that Oddsson and his “neoliberal” associates were transforming it from a
Scandinavian to an Anglo-Saxon model, such as that prevailing in the U.S. and the
UK. “Inequality and poverty levels seem to be slightly higher in Iceland than in
the Scandinavian welfare states,” Olafsson wrote (2005, 233). “On the whole, the
average Icelander enjoys as high a living standard as prevails in the more affluent
western societies, but the typical low-income groups and pensioners relying
primarily on the public social security system have worse living conditions than
similar groups in the Scandinavian welfare states.” His claims about poverty and
income distribution have been subjected to much scrutiny in Iceland. In the midst
of the campaign before the 2003 parliamentary elections, Olafsson had presented
his findings (and those of his students) that the poverty level was higher in Iceland
than in the Scandinavian states (Olafsson 2003a). Already then some economists
had raised objections, and in early 2007 Eurostat published a comprehensive report
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on poverty in Europe, using data from 2003 and 2004, according to which the
poverty level was lower in Iceland than in every other European country except
Sweden (Eurostat 2007; Statice 2007, Figure 1).6
Before the 2007 parliamentary elections, Olafsson had changed his focus
from poverty to income distribution, and he presented his calculations purporting
to show that during the latter part of the Oddsson years, in 1995–2004, inequality,
as measured by Gini coefficients, had significantly increased relative to the
Scandinavian countries (Olafsson 2006). Gylfason publicly concurred (2006). It
turned out, however, that the data were not accurate. In his calculations on income
distribution in Iceland in 2004, Olafsson had included capital gains from shares,
whereas they were excluded in data from other countries. If the Gini coefficients
for 2004 were calculated in the same way in Iceland as in other European countries,
then income distribution in Iceland did not significantly differ from that among
her Nordic cousins: It was less equal than in Sweden and Denmark, and more
equal than in Norway and Finland (Eurostat 2007; Statice 2007, Figure 3). Olafsson
did not publicly acknowledge the error, but quietly made the correction when
he later extended his frame of reference to the years 2007–2008 (Olafsson and
Kristjansson 2010). Thus he obtained the desired results, because inequality did
indeed increase somewhat in Iceland between 2004 and 2007, compared to the
other Nordic countries.
Olafsson’s claim that in Iceland low-income groups and pensioners faced
worse conditions than in the Scandinavian countries was also implausible, and
probably partly the result of a statistical illusion. First, Olafsson ignored that fact
that because unemployment was negligible in Iceland, the level of social exclusion
could be expected to be lower than in most European countries. In the second
place, there was an important difference in the arrangement of welfare benefits
in Iceland and the Scandinavian countries. In Iceland—whose population appears
tiny even compared to Sweden’s—they were means-tested, but relatively generous
to those in need. For example, in Sweden child benefits were regarded as rights of
the children and did not vary according to the means of parents. The rich received
the same payments per child as the poor. In Iceland, however, child benefits for
the rich were low, whereas they were higher for the poor than in Sweden. This is
illustrated in Table 2 which shows child benefits for a single parent in Iceland and
Sweden in 2006 in current U.S. dollars:

6. The original Eurostat report (2007) seems no longer to be available online. Statice (2007) summarizes
the Eurostat findings.
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TABLE 2. Child benefits in Iceland and Sweden in 2006
Annual parent
income

IS: 1 child younger
than 7

SE: 1 child younger
than 7

IS: 2 children, 1
younger than 7

SE: 2 children, 1
younger than 7

$13,281

$3,991

$1,823

$7,399

$3,819

$28,571

$3,532

$1,823

$6,329

$3,819

$57,143

$2,675

$1,823

$4,329

$3,819

$71,429

$2,246

$1,823

$3,329

$3,819

Source: Gissurarson (2009).

The statistical illusion was that on average, less was spent on child benefits in
Iceland than in Sweden (if the total amount spent on child benefits were divided
by the total number of children), but that which was spent went directly to those in
need, and not to all.
Similar considerations applied to Icelandic pensioners. If they received
significant pensions from private arrangements, then their government-funded
basic pension was reduced. Moreover, people usually retire rather late in Iceland,
often at age 70, so poverty and social exclusion in the ranks of the elderly are
at lower levels than in most other countries. In 2007, the Icelandic Ministry of
Finance proudly reported, referring to data from 2004, that in Iceland average
pension income was higher than in all the other Nordic countries. Olafsson was
quick to protest: “Pension outlays per pensioner were in 2004 the next but lowest
on average” in Iceland of the five Nordic countries (Arnason, O. Olafsson, and S.
Olafsson 2007). But what Olafsson had done to reach this conclusion, it emerged,
was to divide total pension outlays by the number of people of pension age,
disregarding the fact that in Iceland many people continued to work even if they
reached pension age and therefore did not take pensions. For example, in 2004
Icelanders of pension age were 31,000, whereas of them 26,000 took pension;
the rest, around 5,000 people, were working. What the Ministry of Finance had
originally reported was true: Average pension income in 2004, for pensioners, was
higher in Iceland than in the other Nordic countries (Nososco 2006). This was
unsurprising, given the strong pension funds and the late retirement age in Iceland.
In Figure 4, the average monthly pension income in the five Nordic countries in
2004 is shown.

VOLUME 14, NUMBER 3, SEPTEMBER 2017

376

GISSURARSON

Figure 4. Average pension income/month, in euros (PPP), in Nordic countries

Source: Nososco (2006).

Thus, Olafsson’s (and Gylfason’s) anti-liberal narrative about the 1991–2004
reforms in Iceland rested on statements that were not justified by the available
evidence: Poverty was not at a higher level in Iceland than in the Scandinavian
countries; and inequality in income distribution was not, until 2004, greater; the
Icelandic welfare system did not leave behind vulnerable groups, such as the
unemployed, single parents or the elderly; on the contrary, unemployment was
negligible, while child benefits were more generous to the poor than in the
Scandinavian countries, and average pension income was higher. In the Oddsson
years, the ‘Icelandic model’ of benefits generous but limited to those in need, was
maintained and indeed strengthened.
At the same time that Olafsson asserted that Oddsson was implementing
“neoliberal” reforms in Iceland he also claimed that Oddsson and colleagues were
in fact raising taxes while pretending to be reducing them. This was, he argued,
because “the government failed to let the tax-free bracket and the personal
allowance sum follow general price increases and hence the effective tax rate on the
lowest incomes was significantly raised.” He concluded that “the share of burdens
shifted from the higher end of the income ladder to the middle and lower end”
(Olafsson 2003b). But Olafsson had overlooked or ignored the fact that even if
the tax-free bracket had not, in this period, altogether followed the price level,
payments into occupational and private pension funds had been exempted from
taxation. If this was included in the calculations of the tax-free bracket, it turned
out that it remained almost the same in real terms during this period (Agnarsson
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et al. 2008). Olafsson had also omitted two facts: The tax-free bracket had actually
been lowered much more in real terms during the tenure of his old comrade-inarms Grimsson as Finance Minister in 1988–1991 than in the “neoliberal” era;
and the tax-free bracket was much higher in Iceland than in most other European
countries, including her Scandinavian neighbours (Gissurarson 2009).
Moreover, it is only true in a trivial sense that the tax burden of low-income
groups increased during the Oddsson years: It increased because the income of
these groups significantly increased. Consider a business enterprise which is
operated at a loss. It does not pay any corporate income tax. Now, in a sudden
turnaround it starts to make a profit. Consequently, it also starts to pay corporate
income tax. Thus, it is an undeniable fact that its tax burden has increased, but this
is a fact to be applauded, not lamented. The same applies to individuals. With the
range of tax-free income remaining more or less the same in Iceland, but income
increasing in real terms, relatively more of a person’s income was subjected to
taxation. Thus, it was an undeniable fact that the person’s tax burden had increased,
but, again, this should be welcomed rather than lamented. It should be noted, also,
that this may have tended to reduce social exclusion, as greater earnings tends to
reflect greater social involvement and contribution.

The anti-liberal narrative
on the 2008 Icelandic banking collapse
Before the 2008 Icelandic bank collapse, Professors Gylfason and Olafsson
did not find a large audience for their anti-liberal narrative. That suddenly changed
with the collapse. Economic liberals seemed discredited by events, and longtime
critics of the liberal reforms vindicated. The Economics Faculty at the University
of Iceland became radicalised.7 Olafsson helped organise a series of lectures at
the University of Iceland under the headline “Autopsy of Neoliberalism.” Now,

7. An example was the hitherto soft-spoken Economics Professor Gylfi Magnusson, who had been
sympathetic to economic liberalism, for example welcoming the publication in Icelandic of Henry Hazlitt’s
Economics in One Lesson (Magnusson 2000). After the collapse, Magnusson started speaking at street
manifestations, and reproduced on his personal website a speech he gave at one of them, where he said:
“Much has to change. First the mindset. The ideology which brought us into the present situation is
intellectually bankrupt. Those who were in its forefront have immediately to quit and leave the
reconstruction to others. Whether they are in politics, public administration, business, leading interest
groups, or just being part of the cheerleaders. The first step to forgiveness is that these people extend a hand
of reconciliation and accept their responsibility by quitting. Unfortunately, we have seen very little of this
hand of reconciliation yet. We have only been given the glimpse of the middle finger upright” (Magnusson
2009).
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Gylfason and Olafsson added to their old narrative a new one on the collapse.
“How did the Icelandic banks manage to sink so fast and so deep? The answer
lies not least in the corrupt manner of their privatization,” Gylfason writes (2014,
9). His main explanation of the collapse is “the massive failure of policy and
institutions in the absence of checks and balances” (Gylfason 2010, 51). His more
general observation is that Iceland is “a clan-based society more heavily permeated
by politics than any other in Northern or Western Europe” (Gylfason 2009). In the
same vein, Olafsson writes: “Clientelism and nepotism also characterized Icelandic
politics and political administration to a very large extent” (2011, 21). He adds:
“At the beginning of 2003, the former state banks were fully owned by private
interests, handpicked from the ranks of favorites of the reigning political parties
(the IP [Independence Party] and the PP [Progressive Party]). That privatization
process had all the hallmarks of a corrupt interlinking of politics and business”
(Olafsson 2016, 65). Gylfason and Olafsson describe David Oddsson as the main
culprit of the collapse, both by creating the conditions for it during his tenure as
Prime Minister in 1991–2004 and by not reining in the banks as CBI Governor
in 2005–2009. In support of their narrative on the bank collapse, Gylfason and
Olafsson frequently quote other intellectuals who previously had relied on the two
of them for information about the Icelandic bank collapse, and in turn the two of
them are quoted by others.8
In their narrative, Gylfason and Olafsson omit some important facts. First, as
Prime Minister (until 2004), Oddsson was the most prominent critic of the excesses
of the Icelandic banks. For example, in protest against generous share deals that the
Kaupthing managers had made with themselves, in the autumn of 2003 Oddsson
went to a branch of the bank and closed his private savings account there. On
that occasion, Oddsson publicly expressed dismay at the behaviour of the bankers,
quoting a famous passage on greed from a 17th-century religious poet. Oddsson’s
action sent shock waves through Icelandic society: Some depositors immediately
followed the prime minister in withdrawing money from the bank, while important
shareholders became uneasy. Subsequently, and grudgingly, the bank leadership
backed out of the share deals (Einarsson 2003).
Another important fact is that Oddsson, as CBI Governor 2005–2009,
repeatedly warned the government, and, more cautiously, given his position, the
public, against the recklessness of the Icelandic bankers, as is documented in the
2010 Report delivered by the Special Investigation Commission (SIC) into the bank
collapse (Hreinsson et al. 2010 vol. 6, 102, 117–124, 136–137, 143, 148, 152, 173).
According to the SIC, both Prime Minister Geir H. Haarde and Foreign Minister
8. Besides papers by Gylfason and Olafsson themselves, a striking example is Wade and Sigurgeirsdottir
(2009).
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Ingibjorg S. Gisladottir registered more uneasiness about Oddsson’s choice of
(unflattering) words about the bankers than about his warnings (Hreinsson et al.
2010 vol. 6, 118, 119, 137). The CBI did not however have any regulatory powers
over the banks, unlike the Icelandic Financial Supervisory Authority (IFSA). The
CBI could therefore only warn and advise. Indeed, Oddsson suggested that
Kaupthing should move its headquarters abroad, that Landsbanki should transfer
its so-called Icesave accounts from a branch to a subsidiary, and that Glitnir should
sell its Norwegian bank (Hreinsson et al. 2010 vol. 6, 122, 124, 256–257). But after
his defeat in the 2004 conflict with Johannesson, Oddsson’s words did not carry
the same weight as before. He had turned into an Icelandic Cassandra—doomed to
utter warnings that people did not heed.
Another fact that Gylfason and Olafsson omit is that before the bank
collapse Johannesson was not only Iceland’s greatest business mogul and her only
real media magnate, but that he was also, with his group, by far the biggest debtor
of the Icelandic banks, as is brought out in the SIC Report and illustrated in Figure
5. The SIC had identified three intricately linked business groups, accumulating
massive debts in the banks (which the groups partly controlled by owning shares in
them), and it had concluded that their various interrelationships had constituted a
major risk for the Icelandic economy.
Figure 5. Total debt of main business groups, in millions of euros

Source: Hreinsson et al. (2010 vol. 7, 6–8).

Johannesson’s dominance of Icelandic society in 2004–2008 cannot be
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ignored in an account of the prelude to the bank collapse. His group showed its
great influence, and its willingness to use it, in the primaries of the Independence
Party before the 2007 parliamentary elections when it conducted an advertisement
campaign against Justice Minister Bjorn Bjarnason, managing to bring him down
by one seat on the eventual list of candidates. Moreover, it has been disclosed, in
a report by the National Audit Office (2010), that Johannesson’s group was the
biggest single contributor to the Social Democrats in 2006, the last year when there
were no limits under Icelandic law on corporate donations. The second biggest
contributor to the Social Democrats that year was Kaupthing, Iceland’s biggest
bank.9 This was perhaps to be expected because the leader of the Social Democrats,
Ingibjorg S. Gisladottir, had alleged, just as Professor Gylfason had, that the police
investigation of Johannesson’s companies starting in 2002 was politically
motivated. She had also defended Kaupthing against Prime Minister Oddsson’s
criticisms (Gisladottir 2003). In her testimony before the SIC, Gisladottir noted
however that before the bank collapse she had often sought Gylfason’s advice
on economic policy and that he had never mentioned the possibilities of such a
collapse (Hreinsson et al. 2010 vol. 8, 140).
Besides omitting numerous important facts, the narrative presented by
Gylfason and Olafsson is based on some half-truths. It is true that in 2002–2003
a controlling share in Bunadarbanki was sold to the so-called S-Group, which
had close ties to the Progressive Party leadership: A member of the S-Group,
Finnur Ingolfsson, had even been government minister for the Party. Evidence
has since been produced that the S-Group misled the Privatisation Committee
about its financial position (Bjorgvinsson et al. 2016). Be that as it may, it is not
true that the Samson group which bought a controlling share in Landsbanki at the
same time had close ties to the Independence Party leadership. One of the three
members of the Samson group, Bjorgolfur Gudmundsson, certainly had been an
active member of the Party before he moved abroad in the early 1990s, but he had
then been a supporter of the popular former soccer player Albert Gudmundsson,
Oddsson’s main rival in Reykjavik. Indeed, in the hotly contested Independence
Party primaries before the 1982 municipal elections, when Albert Gudmundsson
and Oddsson fought for the first seat on the Party’s list, Bjorgolfur Gudmundsson
had been Albert Gudmundsson’s election manager and thus worked against
Oddsson, even if they were by no means personal enemies and certainly on talking
terms. Another member of the Samson group, Bjorgolfur Thor Bjorgolfsson,
9. As the only Icelandic political party defending free enterprise, the Independence Party normally received
much more in corporate donations than the parties to its left. But according to the aforementioned inquiry
conducted by the National Audit Office (2010), in 2006 the Social Democrats received almost the same
total amount of money from corporate donors as the Independence Party, 102 million kronur against 104
million.
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Gudmundsson’s son, did not belong to, nor did he want to associate himself with,
any political party; he had also been abroad for most of his adult life. The third
member of the group, Magnus Thorsteinsson, was actually a member of the
Progressive Party (Bjorgolfsson 2014, 100).
Yet two more relevant facts omitted by Gylfason and Olafsson should be
mentioned. First, the government’s main adviser in the bank privatisations was
HSBC, which had made attempts in 2001 to find buyers for the two banks in the
international market but had turned up little or no interest. HSBC had also advised
that the offers by the S-Group for Bunadarbanki and by the Samson group for
Landsbanki were on the whole preferable to other offers. In the second place, the
Icelandic National Audit Office conducted two thorough inquiries into the sale of
the banks, not finding any major flaws in them (National Audit Office 2002; 2003).
Gylfason’s and Olafsson’s allegations about the bank privatisations are, it seems
to me, targeted against HSBC, one of the largest and most-respected financial
companies in the world, and against the Icelandic National Audit Office.
Again, it is true, and generally acknowledged, that Iceland was, in the period
between 1930 and 1960, characterised by party patronage, clientelism, and
favouritism. The chief cause of this, I would surmise, was the politicisation of
society initiated by a minority government of the Progressive Party (supported
by the Social Democrats) in 1927–1932. That government nationalised a bank,
and in a series of political appointments it broke with the traditions of Danish
public administration, hitherto prevalent in Iceland.10 Furthermore, the left-wing
government of the Progressives and Social Democrats in 1934–1937 greatly
extended the economic controls which had been imposed in response to the Great
Depression. This begot greater opportunities for clientelism and favouritism, as
economic liberal Olafur Bjornsson tirelessly pointed out at the time (e.g.,
Bjornsson 1953; see Gissurarson 2016a). But it should be noted, though omitted by
Gylfason and Olafsson, that at the same time Social Democrats in the Scandinavian
countries practised extensive party patronage, leading a left-wing Norwegian
historian to speak of “the one party state” (Seip 1963). Indeed, so intertwined
did party and state become that the Swedish and Norwegian Social Democrats
even enlisted the secret services of their respective countries in the interest of
their parties (Lund Commission 1996; Lampers 2002). Iceland was therefore by
no means unique in the Nordic community. But with the abolition of most of
the economic controls in 1960, the opportunities for party patronage diminished
considerably. And with the liberal reforms of the Oddsson era, including the

10. The role played by the 1927–1932 government is recognised by Professor Gylfason (2008), although
he omits to mention that in 1927–1931 it had the support of the Social Democrats, while also mistakenly
saying that the Progressives then had a majority in parliament.
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abolition of special government investment funds, the sale of government
companies, and tax reductions, the opportunities for party patronage diminished
considerably further, while new laws on public administration and the right of
information created new constraints on politicians. Indeed, in the early 2000s
Iceland was perceived as one of the least corrupt countries in the world: According
to the corruption perceptions index of Transparency International (2003; 2004;
2005), she was at the top of the list: 2nd out of 133 in 2003, 3rd out of 145 in 2004,
and 1st out of 158 in 2005.
Olafsson quotes a survey made by his colleague at the University of Iceland,
Professor Gunnar H. Kristinsson (2006a; b), which shows, Olafsson claims, that
in 2001–2005, when a coalition government of the Independence Party and the
Progressives was in power, more than 40 percent of appointments of high officials
were political. The claim misinterprets the survey, however. The researchers
interviewed 17 people about 111 appointments of high officials in 2001–2005. The
real results were that 68 percent of the appointments were deemed compatible with
a professional model (based on merit), 57 percent with a bureaucratic model (based
on previous rank and other hierarchical considerations) and 44 percent with a
political model (based on party membership). Of the appointments that could have
been deemed partly political, only 16 percent were only political, or not explicable
also in terms of the professional or the bureaucratic model.
Moreover, even if Professor Olafsson misinterprets the survey, it seems itself
to have serious flaws. Its supervisor, Professor Kristinsson, is a strident opponent
of the Independence Party, publicly stating that it is controlled, or heavily
influenced, by “monsters” (Kristinsson 2009). Why was the particular period
2001–2005 selected and not others, when different political parties were in power,
at least for comparison? Which were the 18 appointments deemed to be solely
political? On what basis were the 17 interviewees selected? Kristinsson has not
answered such queries (Gissurarson 2016b). But perhaps these questions are moot,
because in a 2008 comparative survey of party patronage in 15 European countries
in which Kristinsson himself participated, the results were that Iceland was one of
the five countries where party patronage was at the lowest level, in a group with
the UK, the Netherlands, Denmark and Norway, whereas party patronage was at
a higher level in for example Greece, Italy and Hungary (Kopecký and Mair 2012,
367). There is no disagreement that ‘hard’ corruption such as bribery, extortion,
and embezzlement is practically nonexistent in Iceland (and in the other Nordic
countries as well). But it also turns out that ‘soft’ corruption such as party patronage
is also at a low level there, at least after the liberal reforms of 1991–2004.
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The real causes of the 2008 bank collapse
The problem with ascribing the 2008 Icelandic bank collapse to “free-market
ideology” or a decision to “liberalize” as Paul Krugman (2010), Ha-Joon Chang
(2010, 232–234), and some other prominent left-wing intellectuals do, echoing
Gylfason and Olafsson in Iceland, is that there is no causal connection between
the two. It is true that economic freedom significantly increased during Oddsson’s
tenure as Prime Minister. But with the Icelandic economy in 2004 being the 9thfreest in the world, eight other economies were freer. In 2007, the year before the
collapse, the Icelandic economy had in fact fallen to 15th place, because economic
freedom had decreased somewhat in Iceland while increasing in other countries
(Fraser Institute 2017). If the collapse was caused by economic freedom, then why
was there no banking-sector crash in the 14 countries ahead of Iceland? In 2007,
the Swiss economy, for example, was the 4th-freest in the world, and the Swiss
banking sector was as big or even bigger relatively than that of Iceland, with balance
sheets amounting to about tenfold GDP. Why did this huge banking sector not
crash?
It is also true that by joining the EEA in 1994, the first Oddsson government
(a coalition of the Independence Party and the Social Democrats) had created a
necessary precondition for the rapid growth and subsequent collapse of the banks.
But because Iceland was a member state of the EEA, financial firms operated
under the same laws and regulations as financial firms elsewhere in the EEA. The
legal framework of the financial market was no more and no less free than in
other EEA countries. It is therefore difficult to ascribe the collapse to the liberal
policies pursued between 1991 and 2004, although it is certainly true, as noted
earlier, that after Johannesson’s 2004 epic victory in the struggle with Oddsson,
public opinion in Iceland became remarkably uncritical of aggressive, risk-taking
businessmen and bankers. It is also true that by completing in 2003 the privatisation
of the banks which had been begun by the Social Democrats in 1990, the Oddsson
government (now a coalition of the Independence Party and the Progressives) had
created another precondition for the collapse of the banks. (If they had been small
government banks, confined to the domestic market, then they would presumably
not have crashed.) But what the Oddsson government did was simply to introduce
the same arrangements in Iceland as in other European countries where banks
were privately owned and did not collapse. Why did private banks in Denmark and
Scotland not collapse?
There is however one significant factor which contributed to the collapse:
During the Oddsson years, Iceland acquired a good reputation for fiscal and
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monetary stability which was reflected in the country’s good credit ratings, and
which in turn brought up the credit ratings of the Icelandic banks. Thus, ironically,
Oddsson helped to make Johannesson’s debt accumulation possible. Johannesson
and his associates were trading on Iceland’s good name, as was indeed recognised
by the SIC (Hreinsson et al. 2010 vol. 1, 1).
The crucial question remains: Why did the banks in Switzerland, Denmark,
and Scotland, such as UBS, Danske Bank, and RBS, and banks in many other
countries, not crash in 2008 like the Icelandic banks did? Many of them would
indeed have crashed, if they had not received liquidity, for example in Switzerland
and Denmark from the U.S. Fed (GAO 2011) and in Scotland from the Bank
of England.11 Thus we see the exceptional nature of the Icelandic bank collapse.
Certainly, one necessary precondition was the rapid growth of the banks, made
possible by their access to the EEA and Iceland’s good reputation. Another
precondition was the recklessness of the bankers. Partly it was a consequence of
the moral hazard that bankers everywhere face. In a boom, they expect to pocket
the profit, whereas in a bust they think they are able to pass some of the bill
on to taxpayers, because their banks are systemically important, “too big to fail”
(Sorkin 2009). In Iceland, the ubiquitous and almost inbuilt recklessness of bankers
was further exacerbated by a public opinion, promoted by Johannesson’s media
empire, strongly in favour of risk-takers.
While the rapid growth of the banks and the recklessness of the bankers
were perhaps necessary preconditions for the collapse, they were not sufficient to
explain it. Because of their rapid growth, the Icelandic banks were hit hard by the
credit crunch starting in late 2007: Like other banks, they had borrowed shortterm and lent long-term. Now they suddenly found themselves short of liquidity.
Into Iceland’s now vulnerable situation came a set of decisions made elsewhere.12
First, foreign hedge funds decided to go after Iceland, first the currency and then
the banks, with the consequence that the krona fell and the CDSs (credit default
swaps, or insurance on their possible failures) on the banks rose to unprecedented

11. UBS in Switzerland indeed had to be bailed out twice, before and during the financial crisis. The US
government, by providing liquidity to the Swiss National Bank, was able to force the Swiss authorities to
relent on their strict procedures of bank anonymity and secrecy (Hässig 2009; UBS AG 2010). Danske
Bank was near collapse when it received government assistance (Danish Broadcasting Corporation 2012;
Sandøe and Svaneborg 2013). The big Scottish banks, RBS and HBOS, would certainly have collapsed if
they had not received government assistance (Hancock and Zahawi 2011; Brummer 2014; Fraser 2014).
12. After the Icelandic bank collapse, some economists claimed to have foreseen and even predicted it, as
can be gathered from a collection of reports and papers published three years later (Aliber and Zoega 2011).
But the reports and papers collected there are basically about macroeconomic imbalances in the Icelandic
economy which would eventually have to be corrected, perhaps at a significant cost to the public. They are
not about the extraordinary sequence of events, brought about by a set of decisions made abroad, which
turned a foreseeable downturn or even depression in Iceland into a national disaster.
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levels (Jonsson 2009, 118–120). In the second place, after the strategic importance
of Iceland had almost disappeared at the end of the Cold War, the U.S.—which
had given more Marshall aid per capita to Iceland than to any other country, and
which quietly supported Iceland in her conflicts with the UK over fisheries limits
(Johannesson 2004)—had lost interest in the country. The U.S. Fed refused to
make the same dollar-swap deals with the CBI as it made with the central banks
of the Scandinavian countries, the UK, and Switzerland (Bernanke 2015, 349).
Thirdly, the European Central Bank and the Bank of England also refused to make
currency swap deals with the CBI, citing (as had the U.S. Fed) the excessive size of
the banking sector.
In addition, at the height of the crisis, the British Labour government made
two crucial decisions about Iceland. At the same time as it publicly presented a
£500 billion rescue package for all other British banks, it closed down the two
British banks owned by Icelanders, Landsbanki’s Heritable and Kaupthing’s KSF.
Because of stipulations in credit contracts, the close-down of KSF brought down
the parent company in Iceland, Kaupthing, while the two other major banks had
already been taken over by government. Also, the British government imposed an
anti-terrorist law on Landsbanki and some Icelandic institutions, including the CBI
(Treasury 2008). This was allegedly done to hinder illegal transfers of money from
the UK to Iceland, but in fact the British Financial Services Authority (FSA) had
already a few days earlier issued a Supervisory Notice to Landsbanki which made it
impossible for the bank to transfer money to Iceland (FSA 2008). The risk of illegal
money transfers from the UK was therefore an excuse, not a reason. Incidentally,
no evidence has been found of any such transfers, or attempts to make them.
Besides the possibility of illegal transfers from the UK to Iceland, the British
government claimed that a further reason for imposing an anti-terrorist law against
Iceland was that she had discriminated between domestic and foreign depositors
in the Icesave accounts of Landsbanki. The problem arose because in the UK
these accounts were kept in Landsbanki’s London branch and not in its British
subsidiary. This meant that they were insured by the Icelandic Depositors and
Investors Guarantee Fund, which was however tiny and clearly unable to fulfil
its obligations in the case of Landsbanki’s failure. When the British government
concluded that Landsbanki was about to fail, it decided to step in and fully to
compensate British depositors in the Icesave accounts, but it insisted that Iceland
should reimburse the UK Treasury, and it protested against the Emergency Act
which the Icelandic Parliament passed 6 October 2008 as the banks were falling.
The Act gave the Icelandic government power to take over the banks and to
establish new banks on their ruins, confined to domestic operations. At the same
time, the government announced that all domestic deposits were guaranteed.
The British government had however misread the Emergency Act: It gave
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the claims of all depositors, foreign as well as domestic, priority over the claims
of other creditors. The only difference in treatment between domestic and foreign
depositors was that all domestic accounts were smoothly transferred to the new
government banks, whereas foreign accounts became unavailable for a while. But
foreign depositors eventually received all their money back from Landsbanki’s
estate. The treatment of the Icelandic banks in the UK may be contrasted to that in
Sweden and Germany where the situation was identical: There, deposit collection
by Kaupthing had been, like that of Landsbanki in the UK, through a branch and
not a subsidiary. But the governments of Sweden and Germany quietly provided
loans to the estate of the fallen bank which enabled it to compensate all depositors,
and the two governments were in turn paid back quickly as the bank’s assets in
those two countries were sold off. The only real discrimination authorised by the
2008 Emergency Act was between all depositors, foreign and domestic, on the
one hand and other creditors, including most importantly the CBI and German
banks on the other hand. The justification offered by the government for such
discrimination was the urgent need to maintain a functioning banking sector in
Iceland and thus to avert a total collapse of the whole economy.
While the British government mistakenly complained of a discrimination
between foreign and domestic depositors in Landsbanki’s Icesave accounts, it was
itself guilty of discrimination between the banks within the UK and owned by the
Icelanders which were closed down and all other British banks (including banks
mainly owned by companies in Spain or the Middle East) which were rescued.
Moreover, it was brought out in the resolution process of the two Icelandic-owned
banks, Heritable and KSF, that they were both clearly solvent: Despite the
immense costs of lawyers and accountants, their recovery rates for unsecured
creditors were respectively 94 and 87 pence on the pound (Ernst & Young 2014;
2017). HM Treasury may however end up having lost considerable sums from its
rescue of other British banks, such as RBS. A further irony about the imposition of
the anti-terrorist law against Iceland, and Landsbanki in particular, was that some
of the banks which were rescued have later had to pay large fines to UK and U.S.
authorities for money laundering and violations of economic sanctions.
Be that as it may, Icelanders were shocked to find their CBI, Ministry of
Finance, and Landsbanki on the list which the British Treasury kept on its website
of terrorist organisations and rogue governments, such as Al-Qaida and the Taliban
and the governments of North Korea and Sudan. After a few days, and vehement
protests by the Icelandic government, the CBI and the Ministry of Finance were
removed from the list, and later Landsbanki was moved down to a special list. But
the imposition of the anti-terrorist law had an immediate effect on Iceland: Almost
all financial transactions, which usually went through London, were halted, and for
a while it seemed as if Iceland would also run out of essential medicine and food
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supplies. Under Governor Oddsson’s leadership, the CBI staff worked day and
night to keep the payments system up and going, and the bank was able to transfer
vital resources to and from the country with the assistance of the financial firm JP
Morgan. The present writer was member of the Board of Overseers of the CBI
2001–2009 and witnessed many of Oddsson’s strong warnings against the excesses
of the banks (some of which were also recorded by others; see Hreinsson et al.
2010 vol. 6, 102, 117–124, 136–137, 143, 148, 152, 173). I also watched the heroic
efforts of the CBI staff during and after the bank collapse. Despite all, the CBI staff
succeeded: The journalists who flocked to the country in search of drama found a
functioning society, even if the nation was shocked and bewildered over Iceland’s
isolation and its financial collapse.13
It is a matter of speculation what caused the United States and Europe to
be so unhelpful, and the British government to be downright brutal. One possible
cause was the widely shared conviction that the Icelandic banking sector was
unsustainable in the long run. This could not be because it simply was too big, as
the examples of Switzerland and Cyprus show, with their relatively big banking
sectors. It was rather because of its means of financing. Switzerland and Cyprus
were offshore financial centres whereas the Icelandic banks, borrowing short-term
and lending long-term, were bound to have grave difficulties in a credit crunch.
Possibly the Icelandic banks would have survived the 2007–2009 financial crisis if
the CBI had obtained liquidity abroad, but then most likely they would have had
to have been reorganised, somewhat in the same manner as Swedish banks were
during the financial crash in Sweden in the early 1990s. Another cause may have
been resistance to the idea that Iceland could become a financial centre on the
model of Switzerland, Cyprus, Ireland, the Isle of Man, and the Channel Islands;
this is suggested by recently released minutes of meetings in the Bank of England
(2008). A third possible cause was the competitive and sometimes aggressive
behaviour of the Icelandic bankers and businessmen abroad, offering higher prices
for companies and higher rates to depositors than others. While it can hardly have
been a crucial factor, Iceland’s good reputation acquired in 1991–2004 may have
been tarnished in the next few years by self-styled ‘modern vikings.’
As to the brutality of the British government, the Scottish Prime Minister
Gordon Brown and the Scottish Chancellor of the Exchequer Alistair Darling may
have wanted to divert attention away from their costly rescue of two large Scottish
banks, RBS and HBOS, at the same time as they could demonstrate to Scottish
voters the perils of independence. Indeed, in his memoirs Darling gleefully wrote:
“Iceland, along with Ireland, was part of what Scotland’s nationalist first minister,
13. Space does not permit a detailed rebuttal of the widely read but totally inaccurate description of postcollapse Iceland by Michael Lewis (2009), reprinted in a best-selling book (2011, 1–39).
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Alex Salmond, liked to refer to as an ‘arc of prosperity’, to which he yearned to
attach Scotland. It was now an arc of insolvency” (2011, 138).

The recovery of Iceland
Certainly, neither Iceland nor Ireland are now part of any “arc of insolvency.”
Both countries have recovered remarkably, as illustrated in Figure 6 where the
annual percentage changes in the growth of GDP in four countries since 2000 are
shown. In retrospect, the Irish and Icelandic crises were actually not as grave as
those in Estonia and Lithuania, whose economies grew much more rapidly before
the international crisis while they also contracted much more rapidly as a result
of the crisis. It is therefore somewhat surprising that Professor Gylfason (2014)
contrasts bank privatisation in Estonia, which he deems to be a success, to that in
Iceland, which he considers a clear failure. It is also clear that the Icelandic recovery
cannot be attributed to the IMF programme which the country was forced to adopt
at the end of 2008: The measures required by the IMF were the same which any
sensible government would have undertaken anyway, the only difference being that
Iceland was also required to take out an immense loan from the IMF, which lay idle
in a New York bank account, but bearing high interest. While the export sectors
of the Icelandic economy were greatly helped by the depreciation of the krona, the
data also suggest that other countries without monetary discretion, such as Ireland,
inside the Eurozone, can adjust to a recession and start to grow again.
The real reason for Iceland’s recovery is that she was never bankrupt. It
was not an economy that “was in effect hijacked by a combination of free-market
ideology and crony capitalism,” as Krugman (2010) asserted. Iceland recovered
quickly because she was never really sick. She was only temporarily left out in the
cold, and she survived it as she had done the many ravages of past centuries. The
economy was and is essentially sound, with four main pillars: the sustainable and
profitable ITQ system in the fisheries; ample energy resources, both hydroelectric
and geothermal, with previous investments in power plants being fully financed
and now starting to bear fruit; a tourist boom, caused both by the depreciation of
the currency and by an increased international awareness of Iceland as a unique,
strange, but also peaceful and safe country; and significant human capital, with a
relatively young, well-educated, and healthy population.
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Figure 6. Larger post-crisis GDP drops in Baltic states than in Iceland and Ireland

Source: World Bank (2017).

After the bank collapse, a minority government of the Social Democrats and
the Left Green was formed, winning a resounding victory in the 2009 parliamentary
elections, and continuing as a majority government. The most votes the two
leftwing parties combined had previously received was 44.9 percent; now they
got 51.5 percent. Instead of trying to unite the nation behind a programme of
reconstruction, the government drove Oddsson and his two colleagues out of the
CBI and indicted Geir H. Haarde for negligence. Haarde was eventually acquitted
of all charges except the minor, even trivial, one that he had not held enough
meetings with his ministers about the impending crisis (Landsdomur 2012). The
case has been referred to the European Court of Human Rights which has decided
to hear it, even if it has not yet delivered a decision. Perhaps the greatest cost
of the bank collapse consisted indeed in the erosion of social capital: Before the
collapse, Iceland had been a civilised country of trust and social cohesion, which
now however suddenly saw street manifestations and even occasionally violent
riots, abusive language in public discourse, and a marked loss of trust.14

14. For example, four of the left-wing intellectuals writing in English about the 2008 Icelandic bank
collapse have had to withdraw false or offensive statements. Professors Robert Wade and Sigurbjorg
Sigurgeirsdottir (2010) had invented a quotation from the present author. Professor Thorvaldur Gylfason
(2012) had made unsubstantiated allegations against Supreme Court judge Jon Steinar Gunnlaugsson.
Professor Gisli Palsson (2016) had made unsubstantiated allegations against Professor Ragnar Arnason.
After complaints by the targets, the statements have all been removed from online versions of their papers
or books. But unlike Wade, Sigurgeirsdottir, and Palsson, Gylfason did not apologise for his statement but
only had it removed.
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Strangely, the 2009–2013 left-wing government felt that Iceland’s old
constitution was somehow at least partly to blame for the bank collapse, so it
decided to hold elections in 2010 for a constitutional assembly. There was little
interest in the project: The turnout was only 36.8 percent. Several irregularities
were found in the election process which led the Supreme Court, responding to
complaints about it, unanimously to invalidate the elections. In unprecedented
defiance of the Supreme Court, the government decided to appoint the 25 people
who had received the most votes in the now invalidated elections, including
Professor Thorvaldur Gylfason, to a ‘constitutional council.’ This new body,
without any legal mandate, and starting each of its televised sessions by singing
together, drafted a bill for a constitution, with wide-ranging stipulations about
various aspects of life, essentially a wish list, as the European Commission for
Democracy through Law, the Venice Commission, declared (2013) in a blistering
critique of the proposals. The bill was put to the vote in 2012. Again the turnout
was small, only 48.4 percent. Of those who voted, 64.2 percent voted in favour
of the bill as a guideline for a new constitution while 31.7 percent rejected it. This
meant that only 31 percent of all eligible voters voted for the bill. After this obvious
lack of interest, the project was abandoned. By comparison, in the plebiscite on the
1944 constitution, when Iceland became a republic, the turnout was 98.4 percent,
and of those who voted, 98.5 percent were in favour of the constitution and only
1.5 percent against it. Gylfason however founded a party campaigning for the
constitutional bill and ran for parliament in 2013. His party received a little over 2
percent of the vote.
In the 2013 parliamentary elections the two left-wing parties suffered a heavy
defeat, only receiving 23.8 percent of the vote. Their government was replaced
by a centre-right coalition of the Progressives and the Independence Party. The
main reason for the 2013 debacle of the Icelandic left was however not the failed
constitutional project but that the government was seen as having been feeble
in negotiations with the British government, which had not only closed down
British banks owned by Icelanders and imposed an anti-terrorist law on Icelandic
institutions and enterprises, but which had also demanded that Iceland as a country
would take on the obligations of the failed Landsbanki in the UK, immense by
Icelandic standards, instead of doing what the Swedish and German governments
did, which was to lend the estates of the fallen Icelandic banks enough money to
compensate depositors, being repaid after the sale of bank assets. The Icelandic
government had twice made deals with the UK on this so-called Icesave dispute,
giving in to British demands, and both times the deals had been overwhelmingly
rejected in national referenda. Finally, after the deals had twice been rejected, the
dispute was brought before the EFTA Court, which found in early 2013, perhaps
unsurprisingly, that Iceland as a country was not under any obligation to compen-
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sate parties to a private transaction for their potential losses (EFTA Court 2013).
The 2013–2016 government took important steps to abolish the capital controls
introduced after the bank collapse and to resolve issues connected with the estates
of the failed banks. In the parliamentary elections of 2016, the Independence Party
won a victory, regaining some of its former strength, and its leader, Bjarni
Benediktsson, formed a coalition government with two small parties of the centre.

Renewed endeavors in liberal enlightenment
During the 2009–2013 left-wing resurgence, the government raised taxes
and re-regulated the economy. For a while after the bank collapse, economic
liberals were not vocal in Icelandic public discourse. In 2012, young entrepreneurs
who were creating a small research institute to counter the resurgence of statism
asked the present author to become its academic director. The institute is called
RNH (Rannsoknarsetur um nyskopun og hagvöxt, Icelandic Research Centre for
Innovation and Economic Growth). Professor Ragnar Arnason is chairman of the
Academic Council, of which Birgir Thor Runolfsson and I are also members. Asset
manager Gisli Hauksson is chairman of the board of the Institute, while Jonas
Sigurgeirsson is its manager. RNH collaborates with the Alliance of Conservatives
and Reformists in Europe. The Institute has organised many international
conferences and lectures in Iceland. The group behind RNH revived the Public
Book Club (Almenna bokafelagid), which has commissioned translations of
classical and timely works such as The Rational Optimist by Matt Ridley and
Civilisation by Niall Ferguson, and republished anti-totalitarian writings of Bertrand
Russell, Valentín González, Jan Valtin, Ants Oras, and others. RNH also works on
the feasibility of tax cuts and the private production of public goods.
Liberalism in Iceland is alive and kicking, building on the heritage of the
ancient settlers as well as that of Snorri Sturluson, Jon Sigurdsson, and Jon
Thorlaksson, and being stimulated and encouraged by liberal thinkers abroad.
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From Political Advocacy to
‘Alternative Facts’: A Comment on
Hannes Gissurarson’s Method
Stefán Ólafsson1
LINK TO ABSTRACT

Hannes H. Gissurarson has now given us, in this journal, two papers on
liberalism in Iceland (Gissurarson 2017a; b), the first telling of the nineteenth and
twentieth centuries up to about 1991, the second of times since 1991. The journal
invited me to comment on the second.
Gissurarson’s efforts in political advocacy in Iceland, spreading laissez-faire
libertarianism, started in the late 1970s and culminated during Davíð Oddsson’s
period as a prime minister, from 1991 to 2004, “when I was his informal adviser”
(Gissurarson 2017a, 268). In recent years Gissurarson has increasingly focused on
defending what happened during Oddsson’s reign and also during the years leading
up to the financial crash of 2008. His aim is always to glorify Oddsson’s supposed
achievements and to denigrate those who voice some doubts or criticisms.
Davíð Oddsson was a leader of Iceland’s largest political party from 1991
to 2005, the previously right-of-centre Independence Party (IP). He was a strong
political personality. He and his colleagues set themselves the goal of moving their
party further to the right, by importing libertarian policies into the Icelandic
context. Thus Oddson’s mission was also Gissurarson’s mission. Gissurarson was
the main ideological proponent of libertarianism while Oddsson was the practical
politician who tried to implement the ideas.
Hence it is only logical that Gissurarson feels compelled to defend
Oddsson’s political record—it is also his own political record. He was however not

1. University of Iceland, 101 Reykjavik, Iceland.
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just the ideologist behind the prime minister but also his personal friend—in fact
more than “an informal advisor.” This is all quite clear from Gissurarson’s paper
and other sources.
As regards Gissurarson’s account of his own political advocacy in the former
paper (2017a), I do not disagree with much of it, but I must note a reservation
about the title of both of these papers. They talk about “liberalism” as if the story
was primarily about spreading the tenets of general western liberalism when
Gissurarson’s aim has always been to promote the more restricted version of
laissez-faire libertarianism or market fundamentalism.
Now I turn mainly to the second paper, which picks up the story in 1991,
the paper I was invited to comment on and which is published in this issue of the
journal.

Who are the “anti-liberals”?
The title of Gissurarson’s paper is “Anti-Liberal Narratives About Iceland,
1991–2017.” While the thrust of the paper is about the supposedly glorious
“reform” program of Oddsson’s governments it is admitted that there were some
criticisms directed at Oddsson and his colleagues during his tenure as prime minister from 1991 to 2004 and as a governor of the Central Bank from 2005 to 2009.
Criticisms should of course have been expected. Some policies failed badly,
and others involved quite radical attempts to change Icelandic society in a direction
which in many ways should have been alien to people in an established egalitarian
Nordic welfare state.
Gissurarson’s paper honors me as one of two leading “anti-liberal” critics
of Oddsson’s “reform” program, along with economics professor Thorvaldur
Gylfason. We are practically the sole representatives of the “anti-liberal” critics in
Gissurarson’s account, which comes as something of a surprise to me at least. Why
is that surprising?
Firstly, there were many critics indeed and many of them more active than
me. Secondly, I have never seen myself as anti-liberal. While I, unlike Gissurarson,
have never been active in any political-party advocacy I have in debates and blogs
repeatedly defined my political and societal position as a proponent of the mixed
economy, with a thriving competitive market and a robust welfare state to temper
the tendency of unrestrained markets towards excessive inequality of conditions
and opportunities. I have also been interested in fostering societal conditions for
improved social capital, trust, and cooperation in the best Scandinavian tradition.
This is a political-economy position in the tradition of John Stuart Mill,
Jeremy Bentham, John Maynard Keynes, and William Beveridge—to name only
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a few. Were they anti-liberals? Can John Stuart Mill, one of the leading liberal
thinkers of 19th century England, be branded as an anti-liberal? That would be
strange, to say the least (cf. Macleod and Miller 2016; Baradat 2012).
Most Icelanders are liberal in their general societal and political attitudes, in
fact on the side of ‘social liberalism’ in Mill’s and Bentham’s tradition. Those that
can be classified as ‘libertarians,’ on the other hand, are a minority, perhaps 10–15
percent of the electorate. Therefore Gissurarson has to hide his radical teachings
under the more popular banner of general western liberalism—he is in that sense ‘a
wolf in sheep’s clothing,’ as the saying goes.
Gissurarson not only dresses up radical libertarianism as more attractive
mainstream liberalism-for-all, but he also freely recruits long-dead individuals from
history as his supposed allies, and in those endeavours he frequently oversteps
boundaries of fairness and facts.
Thus we find in his earlier paper (Gissurarson 2017a) Jón Sigurðsson, the
cherished leader of Iceland’s fight for independence in the 19th century,
championed as an ally of Gissurarson’s ideological struggle, on the ground that
he talked about the importance of free trade for Icelanders. Indeed he did, but
Sigurðsson’s concern was mainly to relieve Icelanders of the Danish trading
monopoly and to propound that Icelanders should be given the freedom to take
care of their own business. Recruiting the nationalist hero as an ally of contemporary libertarians is a bit like when socialists of the 20th century recruited Jesus
Christ as an ally of their socialist cause! Were Jón Sigurðsson to return and speak
for himself in our contemporary world, I doubt very much that his nationalism and
moral standard would place him in the camp of neoliberal globalists and promoters
of the use of foreign tax havens in the comtemporary world.
As regards the other representative of “anti-liberalism” according to
Gissurarson’s second paper, economics professor Thorvaldur Gylfason, he is a
staunch supporter and spokesman for competitive markets and healthy democracy
and a critic of cronyism, nepotism, and corruption in Iceland. For example the
main thrust of Gylfason’s critique of the quota system in Iceland’s profitable
fisheries (the ITQ system)—a criticism which annoys Oddsson, Gissurarson, and
the owners of the fishing fleet a lot—is that the system does not sufficiently comply
with the principles of competitive markets. Gylfason has also co-authored a widely
used textbook on the workings of the market economy (Isachsen, Hamilton, and
Gylfason 1993). His general liberalism is clearly beyond doubt.
In view of all this I suggest that Gissurarson’s second paper would be more
correctly titled as “Anti-Libertarian Narratives About Iceland, 1991–2017.” I would
certainly not object to being classified as an ‘anti-libertarian’ critic of most of
Gissurarson’s writings and some of Oddsson’s political undertakings.
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The strategy of smear campaigns
A prominent characteristic of Gissurarson’s political advocacy is the
tendency to negatively label and smear his adversaries, usually aiming to denigrate
and damage their personal reputation. Often he goes to extremes in his campaigns
and cares not at all for facts or fairness. An example of this in the present paper
is Gissurarson’s claim that Professor Gylfason and I are some special envoys of
one of the prominent businessmen of the bubble economy years, Jón Ásgeir
Jóhannesson, who fell into disgrace with Prime Minister Oddsson. The supposed
evidence for this is that Gylfason was a columnist for Jóhannesson’s daily newspaper, Fréttablaðið, and that my wife is an anchor newspresenter at Jóhannesson’s
TV station Stöð 2.2
I have never spoken to the businessman Jóhannesson, and I am in fact
known in Iceland as a critic of libertarian tendencies and greed amongst Icelandic
businessmen and financiers, not least for how they misused the laissez-faire
environment that Oddsson and his allies created for them. Such misuse was best
exemplified during the height of the economic bubble, when their excessive greed
and speculation drowned the economy in foreign debt, which led to the financial
collapse of 2008 (Ólafsson 2016a; Johnsen 2014; Bergmann 2014; Rannsóknarnefnd Alþingis 2010).
I have made no exemptions for Jóhannesson in my writings on these topics.
As regards Gylfason’s weekly columns in Fréttablaðið, he had complete freedom to
choose his topics and presentations—as did Gissurarson himself, who indeed was
also a paid columnist there for a long period when Jóhannesson was one of the
owners of that newspaper!
Neither I nor Gylfason have ever been apologists or cheerleaders for prominent businessmen or financiers in Iceland. The same cannot be said about
Gissurarson. He for example makes it quite clear towards the end of his paper
that he works closely with prominent businessmen and financiers, and lots more
evidence of that can be found on the websites of his neoliberal think tanks
(www.rhn.is; www.rse.is).3 These think tanks are primarily financed by private
2. It is of course unconventional to draw someone’s spouse into what should be an academic debate, but
that is common in Gissurarson’s propaganda works. Just for the record, I can state that my wife has no
relationship to the present owners of the TV station where she works. She was an anchor newspresenter
and journalist on State TV (RÚV) and the private Stöð 2 channel long before Jóhannesson and his wife
joined the group of owners at Stöð 2. My wife holds her position totally on her own merit.
3. See also Gissurarson’s own account of the Locomotive Group, the Libertarian Alliance, and the Jon
Thorláksson Institute in his earlier paper (Gissurarson 2017a).
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businesses, since their advocacy generally promotes their interests.
That Gissurarson seeks to connect Professor Gylfason and me to his crowd
is odd to say the least, but probably it serves his tendency for smearing his critics
with almost anything that might possibly sound negative, irrespective of factual
basis.

A compendium of ‘alternative facts’
Anyone who reads Gissurarson’s paper sees clearly that the main goal is to
defend the legacy of Davíð Oddsson in Icelandic politics and to fend off criticisms
that might cast some clouds over the leader’s victories. As indicated above, that has
been quite a task, even though I would say that Oddsson did some good things as
well, though mainly in his early political career.
Gissurarson is an exceptionally hardworking man and is firmly devoted to
Oddsson. No barriers are high enough to hold him back in his cheerleading and
advocacy, neither moral nor factual ones. Thus he frequently misrepresents others’
writings, takes comments out of context, ignores academic ethics in debates, and
bends statistics and other facts in his favour. The output does by now amount to an
extensive compendium of ‘alternative facts,’ which he repeats again and again with
his loud voice over long periods of time. The goal is always to drown the opponents
out and have the last word.
In what follows I will take issue with a few of his claims concerning my works
on inequality, poverty, taxation, and the financial collapse. But first I will correct a
few factual errors in his account of Oddsson’s reform program.
According to Gissurarson’s account, early in his paper, Oddsson’s reform
program involved the following: (1) maintaining and reforming the marketized
quota system in Iceland’s fisheries; (2) greatly strengthening the pension funds; (3)
taming inflation; (4) extensive privatization; and (5) cutting taxes for all. To make a
long story short, I would say that Oddsson had very little or nothing to do with (1),
(2), and (3) on the list. Item (4), privatization, was however very much Oddson’s
work—and not without strong criticisms from many quarters. The last item on the
list, tax cuts for all, turned out to be primarily cuts for the highest income groups,
financiers and owners of corporations, while lower- and middle-income groups
were treated to sizable increases in their income tax burden (Ólafsson 2007a;
Ólafsson and Kristjánsson 2012; Baldursson et al. 2008; ASÍ 2017). I broadly
follow Gissurarson’s paper in picking up points that I comment on.
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The marketized quota system in the fisheries
Gissurarson (2017b, 369) indicates that Oddsson had a significant role in
reforming the quota system in the fisheries. The system was however implemented
in 1983–1984 and the quotas became transferable in 1990. Oddsson became prime
minister in 1991, when the system was already fully implemented. Thus he did not
have much if anything to contribute to its construction, though he surely defended
it against massive public criticism, which has lasted up to the present.
The utilization rights to resources of the common fishing grounds around
the country had been more or less redefined as private property rights, which could
be traded, used as collateral, and inherited. These had been handed out to owners of
the fishing fleet in a way that was highly disputed. This system had decisive negative
effects on regional development, created an unprecedented wealth amongst the
owners of the fishing fleet, and was felt to be unjust by the majority of the citizens.

Reforming the pension system
Gissurarson goes way off track when he claims that Davíð Oddsson had
a large role in reforming the occupational pension funds during his premiership.
There was one general reform of occupational pensions in 1997 (effective from
January 1998) and another one in 2006. The latter reform—which came after
Oddsson had left politics—was significantly more consequential for strengthening
the pension system than the former one, even though neither of these reforms
made the system financially sustainable as Gissurarson claims.
Regarding the 1997 reforms Gissurarson claims the following: “In 1998,
the pension system was reformed, replacing wherever possible defined-benefit pension
plans (pay-as-you-go schemes) with defined-contribution benefit plans, to make
the system sustainable in the long run” (2017b, 363, my emphasis).
The occupational pension funds in the private sector were already in principle a defined-contribution system from their beginning in 1970, with a combined
contribution rate of 10 percent of wages (6 percent from employers and 4 percent
from employees). It remained so until 2006, when the contribution rate was
increased to 12 percent (8 percent and 4 percent). Gissurarson (2017b, 363)
indicates that the rate of 12 percent was in place earlier than it in fact was.
The main strengthening of pension funds that took place during Oddsson’s
reign was a change in 1997 of the occupational pension fund for public employees.
That was the only part of the pension funds that still had a defined-benefit system.
With this reform the public-employee pension fund was split into two divisions,
Fund A and Fund B. Fund B was the old one, which was closed to new entrants
from then on, but Fund A was supposed to be more financially sustainable. Fund B
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remained only partially funded onwards, with a full government guarantee, and in
fact Fund A continued as a defined-benefit fund with a government guarantee, but
a guarantee different from that for Fund B.
Fund A still had contribution rates too low for the benefits it promised. The
rate was later raised to 15.5 percent, and the fund is being adjusted in 2017 and 2018
to gain full sustainability at last, supposedly. That is to be achieved with a massive
government contribution to the fund, as a one-off payment, in exchange for ending
the government guarantee and with a contribution rate of 19.5 percent and a raising
of the pensionable age from 65 to 67. So, contrary to what Gissurarson claims
(2017b, 363–364), these funds were not at all made fully financially sustainable
during Oddsson’s reign. The reform that Gissurarson credits Oddsson with is in
fact being carried out right now—long after Oddsson‘s premiership.
Furthermore, Gissurarson’s account of the pension reforms is generally
superficial and marred with inaccuracies. He seems to lack a full understanding
of the workings of the three-pillar pension system of Iceland and the pillars’
interactions. For example, the following statement of his about the pre-reform
system is wrong: “A pensioner who had made no provisions for old age and
therefore with no other source of income than the basic pension would receive roughly
what amounted to the minimum wage” (2017b, 363, my emphasis). In fact, when the
general occupational pension funds were established (around 1970) the compensation rate from social security was much lower than minimum wages (Ólafsson
1999).
The 1997 reforms involved the introduction of individual pension accounts,
a voluntary insurance with up to 4 percent contribution rate from employees and
2 percent additional from their employers. Oddsson, to some extent, can claim
that reform as his own (after all it has some neoliberal characteristics), but most
reforms of the pension system tend to originate with the labour market partners
who actually manage the important occupational pension funds.
Hence the claim that Oddsson “greatly strengthened” (Gissurarson 2017b,
363) the pension funds and made them financially sustainable for the long run is
vastly overstated if not completely wrong. The overall accumulation of funds in the
occupational pension system would have progressed similarly without Oddsson’s
governments.

Taming inflation
Iceland had very high rates of inflation in the period between about 1960
and 1990. The high rates were due primarily to great fluctuations in the natural
economy of fishing (fluctuating harvests and prices), in conjunction with the
prevailing political-economy policies at the time, which typically met contractions
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in the fishing export sector with devaluations of the currency, which greatly reduced the real wages and earnings of the working population (Ísleifsson 2013;
Ólafsson 2011).
Iceland has long had strong labour unions, with a high rate of employee
membership and organizational structure, which constitute a formidable power
when fully applied. The unions typically came back one or two years after big
devaluations with demands for large wage increases, to regain the previously lost
real wages. Such demands were then met with renewed inflation of prices and
eventually with a new devaluation further on, thus feeding a wage-price spiral that
culminated in the early 1980s with about 80 percent inflation.
Gissurarson suggests that Oddsson had much to do with solving that problem. But he starts with a spin about the labour unions, indicating that they were
dominated by “radical leftists” in the period between 1960 and 1990, “receiving
advice and financial support from Moscow.” He also cites “a relatively weak state
which was not able to finance all its obligations by taxes” as a characteristic of the
same period (Gissurarson 2017b, 364–365).
This is all very implausible, to say the least.
The labour unions with between 80 percent and 90 percent membership
amongst employees were not in need of financial support from Moscow. The
membership dues were more than enough for their operations, and if in need of
extra support for funds to compensate workers on strikes they had access to sister
unions in the other Nordic countries, with whom they had strong cooperative
relationships. There is no need to invoke Moscow or left radicals to explain a
high strike frequency when real wages repeatedly experienced one-year declines
of 10–20 percent, with fluctuations in exports and government policies, as was
the case in Iceland between 1960 and 1990. There may possibly have been some
interventions from Moscow during the interwar period (that is contested, though),
but not at all from the 1960s onwards.
The Icelandic state was not weak during the period 1960–1990, as Gissurarson claims, and it could easily finance its obligations. The period was one of very
high growth rates, rising purchasing power, and increased tax revenues (Ólafsson
2011). The Icelandic state was not accumulating foreign debt more than other
Western countries at this time.
But what becomes rather funny in Gissurarson’s account of the taming of
inflation from 1990 onwards is when Gissurarson tries to credit Oddsson with that
achievement. The union leaders learned their lesson that high nominal wage rises
were too easily burned up in inflation spikes. Instead they settled on bargaining
for a longer term (three years at first) of modest real-wage increases in 1990, with
attached guarantees for lower inflation from government and employers. Under
this new form of agreement, called the ‘National Pact,’ if inflation went above the
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‘red marks,’ or reference figures, the unions would have a right to re-negotiate or
correct the wage rates, or get equal value of social rights and benefits from the
government instead. This was a new bargaining model that proved to work quite
well in containing inflation at much lower levels.
It would be too blatant for Gissurarson to claim directly that this new and
beneficial form of wage agreement was the achievement of Oddsson, so he says:
“Even before the collapse of the Soviet Union the unions had abandoned their
former militancy. In 1990 they entered into a ‘National Pact’ with the employers
and the government about moderate wage increases provided inflation was kept
down” (Gissurarson 2017b, 365). The National Pact was indeed implemented one
year before Oddsson came to power and he had nothing to do with it. Still
Gissurarson allows himself to count the taming of the inflation as an integral part
of Oddsson’s reform program on the second page of his paper!

Ending political favours to business?
Gissurarson (2017b, 365) tells a much repeated story of his about Oddsson’s
abandonment of old policies of providing generous subsidies to businesses,
especially in provincial areas. Some public investment funds were abolished and
others reformed or merged. That is actually true to some extent.
But then comes one of the most repeated messages from Gissurarson’s
propaganda factory: “It was said that one of Oddsson’s greatest achievements
in his first few years as prime minister had been to empty the waiting room at
Government House: There were no more favours to be handed out.”
This sounds good indeed. But it is totally wrong.
Regional policy may have been weakened with Oddsson’s merging of public
investment funds into an investment bank in Reykjavík (Fjárfestingabanki
atvinnulífsins, The Industry’s Investment Bank), but with pending privatisation
and changed tax policies, the handing out of really big government favours to
businesses was only starting. These new favours were by all measures much bigger
than ever before.
Gissurarson gives an account of the list of companies and banks sold during
Oddsson’s reign and claims that “many of the companies sold had rarely or never
shown profit” (2017b, 368). That does not apply to the State Telephone Company
(Landssíminn), which offered one of Europe’s lowest user fees and delivered a
handsome profit to the state coffers at least in the last decade before being sold. As
for the two state banks, they had a long history of reasonable service and sometimes
profits. At any rate their ratings and reputations with foreign banks were good.
Many of the privatized companies were solid operations and most of them were
sold at low prices, often with arguments that the price was not that important.
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Gissurarson says on that issue: “The main purpose of privatisation was not,
however, to improve the finances of the Icelandic state, but rather to reform the
economy by transferring resources from politicians and bureaucrats to private
owners” (ibid.). Such an attitude easily becomes a justification for too-low selling
prices—or ‘handouts.’
I cannot tell the whole story of the privatization here. Some sales of
government assets were probably in order, but it is telling for many of the
procedures that it became common amongst the public in Iceland to change the
word ‘privatization’ (einkavæðing) to ‘friendly privatization’ (einkavina
vinavæðing), referring to transfer of public firms and banks to chosen ‘private friends’ of the rulers.
The privatization of the public banks in 1998 to 2003 was the culmination
of favouritism and cronyism in the whole saga and in fact is more reminiscent
of similar undertakings in Russia after 1990 or in some African states than in a
decent democratic Nordic state (Rannsóknarnefnd Alþingis 2010; Bergmann 2014;
Rannsóknarnefnd Alþingis 2017). The two party leaders of Oddsson’s coalition
government (Oddsson and Ásgrímsson) decided between themselves to sell each
of the two largest banks to favoured businessmen from each of the two governmental parties. One bank to your party—one for mine!
Formal procedures in the Public Privatisation Committee (FnE) in preparing
the sale professionally were eventually abandoned and the two ministers then
decided to sell Landsbankinn (The National Bank of Iceland) to politically
favoured bidders from Oddsson’s party even though they did not give the best
offer. A prominent member of the FnE resigned from the committee in protest
(Rannsóknarnefnd Alþingis 2010 vol. 1, ch. 6). Then Ásgrímsson got the other
bank (Búnaðarbankinn) for his favoured businessmen, and that bank merged in
turn with Kaupþing brokerage firm to become Kaupthing Bank (Rannsóknarnefnd
Alþingis 2010; 2017; Johnsen 2014).
The new investment bank that had been established with Oddsson’s merging
of public investment funds in 1998 was partly privatized soon after that, and in
2000 it merged fully with the private bank Íslandsbanki, which eventually was
renamed Glitnir. Landsbankinn, Glitnir, and Kaupthing were the three main
players in the vulgar excesses of the bubble economy between 2003 and 2008,
and all ended in bankruptcy after having accumulated foreign debts amounting to
between 8 and 9 times the Icelandic GDP. It only took the new owners about five
years to run their banks into a gigantic bankruptcy. Taken together they made up
the third-largest bankruptcy in world history, which is quite a phenomenon coming
from such a tiny country (Aliber and Zoega 2011).
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From privatisation to financial collapse
It has been quite a task for Gissurarson and colleagues to face this mega
failure of Oddsson’s career, as both a prime minister (1991–2004) carrying out
the privatization of banks and the financial liberalization and then as the leading
Governor of the Central Bank (2005–2009), the most powerful administrator of
the monetary system of the country. His duties at the Central Bank included
preserving the financial stability of the country. On his watch the country was
drowned in foreign debt, which increased at unprecedented speed from 2003 to
2008 (Reinhart and Rogoff 2010; Ólafsson 2016a). When the three largest banks
could not refinance their short-term debts in the autumn of 2008 they all collapsed
in succession and the currency of the country fell by about 50 percent. Real
earnings of households fell by 20–30 percent, and unemployment and debt burden
increased drastically during the deep recession that followed. Public debt overall
went from some 50 percent of GDP before the crisis to more than 120 percent
when it peaked in 2011 (see data from oecd.org).
The financial collapse was of historic proportions. It is difficult to overlook
the fact that both the Central Bank and the Financial Surveillance Authority failed
completely to rein in the speculators in finance and business. They chanted
libertarian promises and the tenets of laissez-faire while the house burned down.
Oddsson was ousted from the Central Bank in early 2009 after a new government
had come to power. The independent investigative committee that thoroughly
studied the collapse of the banks concluded that the three governors of the Central
Bank and the governors of the Financial Surveillance Authority had seriously
neglected their duties (Rannsóknarnefnd Alþingis 2010).
Gissurarson tried for a while to define the collapse away on his blog, arguing
that the Icelandic banks were run just like any other banks and the only problem
was that foreigners were treating Icelanders badly, and he repeats that point in the
present paper. That did not go down well with the public, judging by reactions in
the blog sphere. Now in this paper he says that Oddsson “was the most prominent
critic of the excesses of the Icelandic banks” and that he “repeatedly warned the
government…against the recklessness of the Icelandic bankers” (Gissurarson
2017b, 379). This is clearly exaggerated by Gissurarson, and, beyond that, Oddsson
had duties as a governor of the Central Bank that went beyond voicing soft
warnings.4 Oddsson and his colleagues should have raised defenses against the
4. These supposed warnings from Oddsson were generally not noticeable in public, except briefly in the
autumn of 2007, and the warnings were, all the way up to September 2008, tempered with assurances of
secure foundations of the private banks, citing their large profits and the supposed capability of the state to
save them in case of serious problems. The latter statement, which Oddsson aired for the last time around
mid-September 2008, on national television, was clearly wrong, as emerged when, less than three weeks
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obvious threats to financial stability posed by excessive growth, massive speculation, and debt accumulation by the banks and prominent business corporations.
Instead they did nothing.
Gissurarson’s narrative, which blames only one of the business moguls for
everything that went wrong during the height of the bubble years (2003–2008)
and otherwise offers only incoherent apologetic ‘explanations,’ is marred with
contradictions and lack of clear evidence. That narrative culminates with the claim
that the Icelandic banks fell only because representatives of foreign taxpayers did
not show an interest in rescuing these banks. It was way beyond the capacity of
the Icelandic Central Bank and government to rescue the banks because of the
banks’ excessive size in relation to the national economy. Governors of Central
Banks of other countries (including the USA) clearly saw the Icelandic banks as in
too bad of a situation to be saved, and they recommended Iceland’s government
to seek assistance from the IMF (Jónsson and Sigurgeirsson 2016; Johnsen 2014).
The foreign players did not see the imminent fall of the Icelandic banks as a serious
threat to global financial stability.
This part of Gissurarson’s saga culminates with the following claim: “Iceland
recovered quickly because she was never really sick. She was only temporarily left out
in the cold” (2017b, 389, my emphasis). And this: “The real reason for Iceland’s
recovery is that she was never bankrupt” (ibid., my emphasis). These remarkable
statements have not been voiced before to my knowledge, and it is hard to imagine
that any serious independent commentator would ratify them.
For the Icelandic population and for the owners of the banks, the financial
collapse was very real indeed. The three largest banks as well as most savings
banks were of course seriously sick and then went into bankruptcy. This is clear to
everyone except perhaps Gissurarson. The two governments that came to power
after the collapse did a good job, however, in the reconstruction and recovering
process, first the government of the Social Democrats and the Left Greens, in
power between 2009 and 2013, and then the government of the Independence
Party and the Progressive Party from 2013 to 2016 (Jónsson and Sigurgeirsson
2016; Ólafsson 2016b).

Shifting the tax burden
Apart from the privatisation of the banks and the financial debacles that
followed, the changes that were done to the tax system are perhaps the biggest and
most consequential policy changes associated with Oddsson’s governments. Most
of those changes had strong hallmarks of neoliberal policy prescriptions.
later, the banks could not refinance their short-term obligations!
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The main elements of the reforms in taxation were the following: the
lowering of the income tax on corporations; the lowering of the marginal taxes on
higher personal incomes; the abolition of a wealth tax; the lowering of the estate
tax; tax reform on financial incomes (reducing greatly the taxation of capital gains,
dividends and rental income, but increasing the taxation of interest earnings, which
had been tax-free before that time); and lastly pension fund contributions became
exempt from taxation in order to end double taxing of pension savings (these are
taxed as any other income when paid out as pensions).
Meanwhile, it needs also to be noted that personal tax allowance lagged
continually behind prices and more so behind wages, particularly between 1995 and
2004. Likewise, child benefits and, to a greater extent, the tax subsidy of interest
cost of mortgages also lagged behind prices and wages.
The changes were hailed by Oddsson and Gissurarson and their political
allies as major reductions of the overall tax burden of the whole nation. In 2007
I published an article in the Icelandic Review of Politics and Administration on taxation
policy in Iceland (Ólafsson 2007a). There I showed with figures from the OECD
that the overall tax revenues had in fact increased more in Iceland from 1995 to
2005 than in any other OECD country, particularly the revenues from the personal
income tax. I also showed with statistics from Icelandic taxation authorities
(Ríkisskattstjóri) that a major shift had occurred in the proportional tax burden
of income groups, from the higher income groups to the middle and lower ones.
These and earlier articles in newspapers on the issue drew considerable attention
from the media.
This was inconvenient indeed for Oddsson’s crowd. Gissurarson told me,
in person, at the time (in February 2007) that, “in order to preserve Oddsson’s
reputation,” it had been decided to start a campaign against my writings on taxation
and inequality developments. Gissurarson was the main spokesman for that
campaign. He accumulated considerable funds for the task and tried to cook up
various spins to cast doubt on my conclusions, which were thoroughly supported
by both OECD and Icelandic official statistics. According to his telling, I had
done some miscalculations or omitted some factors that supposedly changed the
outcomes to the government’s favour. Gissurarson repeats a few of these spins in
the present paper, and these ‘alternative facts’ are just as misleading now as they
were at the time.5
5. My analysis of the changing tax burden was verified for example by the former director of the Inland
Revenue Services (Þorláksson 2007), by an independent commission that surveyed the workings of the
Icelandic taxation system for the Ministry of Finance (Baldursson et al. 2008), and at the time of writing by
a new report on the development of tax burden of different income groups from 1998 to 2016 (ASÍ 2017).
See also Kristjánsson 2011a. Out of Gissurarson’s efforts came a book (Gissurarson 2009), which is based
on Arthur Laffer’s thinking and is densely packed with errors and inaccuracies. It would take another article
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Here I publish two key figures showing the shifting direct tax burden between income groups (Figure 1) and a comparison of revenues from the personal
income tax in Iceland and the average for the OECD countries (Figure 2).
Figure 1. Net effective tax burden (taking account of all legal exemptions) in three
income groups: top incomes, middle incomes, and low incomes6

Source: Tax Authority Statistics (link)

Figure 1 shows a major shift in the personal income tax burden: From 1995 to
2007 the burden rises for the middle group and especially the lowest income groups
but declines for the top income group. The increased burden in the lower groups
occurred mainly because the personal tax allowance (as well as the child benefit
and the tax subsidy of interest cost of mortgages) lagged greatly behind wage
developments and even behind price developments. When a government lets that
happen it is making a decision to raise the real tax burden for such groups, through
‘fiscal drag’ or ‘bracket creep,’ which typically hits the lowest income groups the
hardest (Kristjánsson 2011a).
Gissurarson now accepts partly that this happened but then claims: “Olafsto deal with that compendium of ‘alternative facts.’
6. Since child benefits and subsidies on mortgage interest cost are subtracted from tax, the effective
income tax rate can become negative in the lowest income groups. The value of these subtractions was
larger in the earlier years but was gradually reduced after 1995 as the tax burden increased up to the
positive ranges. The personal tax allowance also played a large role in those developments.
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son had overlooked or ignored the fact that…payments into occupational and
private pension funds had been exempted from taxation” (2017b, 377); that is, that
I supposedly failed to take account of a countervailing effect of contributions to
occupational pension funds (4 percent of employees’ pay), which became exempt
from direct taxation in 1995–1996.
That is categorically wrong. Contributions to occupational pension funds
were never left out in the figures on tax burden. The data in Figure 1 is total direct
taxes paid as a proportion of total pre-tax earnings, taking account of all legal
exemptions including mandatory contributions to occupational pension funds,
personal tax allowance, child benefit, subsidies on interest cost of mortgages, and
more.
I and my colleague have published such data with full explanations, so
Gissurarson should know by now that he is advancing a totally false claim (see
Ólafsson and Kristjánsson 2012). I know that Gissurarson has read the article
in which this appears, because he wrote about it (see Gissurarson 2012). He has
repeated the claim many times in the last years and I have corrected him a number
of times—still he repeats this falsity in his present paper.
Apart from that, the tax exemption of pension fund contributions was not
intended to come in lieu of the personal tax allowance. Rather, the exemption was
intended to abolish double taxation of pension savings. The personal allowance is
a fixed sum with considerable redistributional effects, whereas the pension fund
contribution is a proportion of pay with no distributional effects on incomes. And
these effects were not of equal size. So Gissurarson’s claims about the matter are
completely unfounded.
One reason for the reduced tax burden amongst the highest income groups
is the lowering of the upper marginal tax rates. But even more consequential is
that from 1997 to 2007 top income earners experienced large increases in capital
income. With significantly lowered taxation of capital income (provided by the new
tax on capital incomes of 1997, with a taxation rate of 10 percent, one of the very
lowest amongst the OECD countries) the overall tax burden of the top groups was
greatly reduced, from about 32 percent of income in 1993 to about 17 percent in
2007, as shown in Figure 1. The extent of these shifts is unusually large by Western
standards.
It is then quite comical that Gissurarson says in his paper (2017b, 378) that
the higher tax burden for lower income groups “should be welcomed” since it
reflects their higher incomes, as if bracket creep should be taken as a natural
inevitability, which it of course is not. Hence the previous promise of tax cuts to all
suddenly does not apply to the lower income groups! But the even more hilarious
point in this context is that the incomes of the top income groups increased by far
the most, and yet they got major reductions of their overall direct tax burden up to
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2007! That was aided by their reduced marginal tax rates and the greatly lowered
taxation of capital incomes, which were making up an increasing share of the top
income group’s total earnings in these years.
Now, looking back at Figure 1, one sees that then, after 2008, during the
crisis, the development of the tax burden reversed, due to lower financial earnings
and increased redistribution of tax and benefit policies (ASÍ 2017; Ólafsson 2014;
2016b; Kristjánsson 2011a).
Overall revenues from personal income taxation are shown in Figure 2,
comparing Iceland and the average for all OECD countries, 1990 to 2015. It clearly
shows a massive increase in Iceland, from about 8 percent to almost 14 percent of
GDP, between 1993 and 2005. Then it came down in the advent of the financial
crisis after the personal tax allowance had been increased. And after the crisis hit it
came further down. Then from 2011 onward it increased again with increased pay
and insufficient increases of the personal tax allowance.
Figure 2. Revenues from personal income tax: Iceland compared to the OECD average
(percent of GDP), 1990 to 2015

Source: OECD Revenue Statistics (link)

Figure 2 also shows how unusual was the development of Iceland’s revenue from
personal income taxes. Most OECD countries were lowering their take from
income taxes over this period. So the increased tax burden for the lowest 60 percent
of taxpayers involved much higher sums than the lowered tax burden for the top
income groups, particularly the top ten percent (Kristjánsson 2011a).
Gissurarson also invokes Arthur Laffer’s voodoo economics when showing
a figure plotting corporate tax rates from 1990 to 2003 against revenues from

414

VOLUME 14, NUMBER 3, SEPTEMBER 2017

FROM POLITICAL ADVOCACY TO 'ALTERNATIVE FACTS'

corporate taxation as percent of GDP (Gissurarson 2017b, 369 n.2). On the face
of it one might conclude that there was a causal relationship there, with lower tax
rates producing increased revenues. But a much more realistic explanation lies in
the economic cycle.
In 1990 there was a recession with significantly lower profits of corporations
in Iceland (hence tax revenues from the corporate income tax were low then). By
1995 the economy had improved, returning increased revenues, and onwards to
about 2000. In addition to the economic cycle effects there was some broadening
of the tax base associated with the lowered tax rates, countering possible revenue
loss. Gissurarson’s diagram stops at 2003, perhaps because the semblance of a
relationship is much weaker or nonexistent after that. Reservations are clearly in
order regarding this supposed victory of Laffer’s voodoo economics in Iceland.

The debate on inequality
In 2005 I had discovered that disability pensioners in Iceland had lagged
behind working people in their income developments and that their direct tax
burden had increased significantly from 1995 to 2004 (Ólafsson 2005). I then
started to survey income and tax developments for other income groups and soon
discovered that the lower income groups were generally lagging behind in income
developments, while the highest groups were galloping way ahead of everyone else.
I wrote some newspaper pieces about the matter and an academic paper in
the autumn of 2006 (Ólafsson 2006). There I showed that income inequality had
increased quite significantly from 1995 to 2005. The increase in income inequality
was more intense when capital gains were included with all taxable incomes than
when they were left out. From 1995 to 2005 the Gini coefficients for all taxable
incomes increased by 74.8 percent, and when capital gains were excluded the
increase was 35.8 percent, still an unusually great increase in income inequality (cf.
OECD 2008).
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Figure 3. Income inequality development in Iceland from 1992 to 2015: Gini coefficients

Source: Tax Authority Statistics (link)

Figure 3 shows a recent update of these figures to 2015. The increase in inequality
starts from 1995, slowly at first but then gathering speed. The level of inequality
peaked in 2007, at the top of the bubble economy, with a Gini for all taxable
incomes at 0.44 (up from about 0.20 in 1993) and approaching 0.30 (up from
0.19) when capital gains are excluded. My colleague and I have surveyed income
inequality developments in other Western nations from the postwar period to the
present, and we have not found any case where income inequality increased equally
fast in such a short period as happened in Iceland between 1995 and 2007. We have
data from the tax authorities for all taxpayers, couples and singles separately, and
they all tell the same overall story.
Gissurarson has tried to cast doubts on these conclusions with various
spins.7 The one he refers to in the present paper (2017b, 375) is that a cross7. One of Gissurarson’s much-repeated spins stems from a newspaper article that I wrote about the
increase of inequality in Iceland in August 2006. There I included a comparison of Gini coefficients for
European countries which indicated that Iceland had entered the top rank of inequality amongst OECD
nations by 2003–2004. That comparison was taken from the website of Eurostat, and the figure for Iceland
was produced by Statistics Iceland. Unfortunately it included capital gains, which was not the case for the
other countries, hence the inequality level of Iceland was exaggerated in those figures (the extent of which
can be verified in Figure 3 above). Gissurarson keeps repeating that I did the wrong calculation. The fact is
that when this became clear I explained and corrected this issue in an article in the same paper in February
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sectional comparison of Gini coefficients for the Nordic countries in one year
(2004) indicated that inequality was at a similar level in Iceland as in the other
Nordic countries in that year. Previously Gissurarson interpreted that as indicating
that inequality had not at all increased during Oddsson’s premiership (Gissurarson
2012). But you should not draw a conclusion about a trend over time from a
one-year comparison across countries. The Gini coefficients of 2004 that he used
also excluded capital gains, which were particularly large in Iceland (Ólafsson and
Kristjánsson 2013). It is also rather embarrassing for Gissurarson that an economist, Axel Hall (2014a; b), details the increasing inequality and shifting taxation
burden from 1995 to 2005, very much in the way that I had done earlier, in a
chapter in a book on incomes and taxes published by RNH—Gissurarson’s own
think tank. The Ministry of Finance and Economy has also presented data on the
distribution of wealth and income to parliament, showing the same development
of inequality since 1992 as I and my colleague did (Fjármálaráðuneytið 2015).
No wonder that Gissurarson feels compelled to abandon his previous claim
of no increase in inequality. Now the claim is that income inequality did not
increase faster than in the other Nordic countries. While it is to be appreciated that
Gissurarson backs down with his previous claim, still the later one does not hold
water either (see Fritzell, Bäckman, and Ritakallio 2012).
The fact is that the other Nordic nations had increased income inequality
more than most other OECD countries from about 1995, albeit from positions
of greatest equality within the OECD (OECD 2011). Iceland did, too, but went
ahead of its Nordic neighbours already by 2001 (or a little later if capital gains are
excluded). Capital gains were particularly important for inequality developments
in Iceland since its excessive bubble economy produced massive capital gains and
other capital incomes for the top income groups (see Figure 3). The lowered tax
burden of top incomes of these years from 1996 to 2007 contributed also to the
increase of inequality in Iceland.
After the start of the financial crisis of 2008 Iceland returned again to a much
lower level of income inequality, due to both reduced financial incomes and more
redistributive tax and benefit policies of government. The period ends however at
a higher inequality level than prevailed in year 2000 and before.

2007 (Ólafsson 2007b). I have corrected it again later in response to repeated false claims about this by
Gissurarson. Now in his paper he backs down partly and says I only corrected it “quietly” (2017b, 375). But
there was nothing quiet about it, as can be verified in the reference above (2007b) and in later corrections
on my own blog.
The important thing is that neither this incident nor anything else that has been written about inequality
developments in Iceland supports the claims that Gissurarson has upheld, that inequality did not increase
during Oddsson’s time as prime minister (cf. Gissurarson 2012).
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Welfare and poverty
I have written extensively about welfare developments in Iceland (Ólafsson
1990; 1999; 2005; 2006; 2012; 2013; Eydal and Ólafsson 2012; Ólafsdóttir and
Ólafsson 2014). The research shows that in some significant ways Iceland’s welfare
state lagged behind the other Nordic welfare states. Iceland used income testing to
a greater extent than Denmark, Sweden, and Norway (Scandinavia), and benefits
were less generous. Hence welfare expenditures have been significantly lower in
Iceland. The difference was larger in the 1980s and 1990s; since 1990 there have
been trends towards increased convergence, with Icelandic standards improving
and Scandinavian ones becoming less generous (Eydal and Ólafsson 2012). One
factor explaining the later convergence has been the increasing maturity of
Iceland’s occupational pension funds (Ólafsson 1999; 2012). Still my assessment
from 1990 onwards was that, on the whole, the average Icelander enjoys as high
a living standard as prevails in the more affluent western societies, including the
Scandinavian ones. This was despite a less generous welfare state.
Icelanders however made up for that with a lower income-tax burden and by
working more: higher work participation rates, later retirement, and longer weekly
working hours. They had to put more work into their efforts to obtain comparable
economic levels of living to those of the other Nordic nations. The situation was
particularly difficult for those that could not put in the extra work effort, such
as disability pensioners, single parents, and the elderly, particularly single elderly
widows. Such special groups were more prone to experiencing financial hardship
or poverty in Iceland in these early decades.
The convergence developments have gradually reduced that difference between Iceland and the other Nordic nations. Icelanders do though still have more
difficulties in making ends meet in their daily living, difficulties associated with the
need for greater work efforts and higher costs of living, including very high interest
rates on mortgages, which have been prevalent for a long time (Ólafsson 2012).
Taxes nowadays are not as low as before the Oddsson period, especially for lowerand middle-income groups.
From about 1995 to 2004 the pensioners’ benefits from the public social
security system lagged significantly behind minimum wages in the labour market.
Pensioners and other low-income groups also suffered an increase in their tax
burden (see Figure 1, and Ólafsson 2005). Such trends led to repeated and at
times quite extensive conflicts between pensioner organizations and Oddsson’s
government, particularly after the year 2000.
In 1999 I published a book on the Icelandic welfare state in international
comparison. Amongst other things I showed figures on relative poverty levels
from 1985 to 1997, which were based on survey data where respondents were
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asked about their incomes. These were relatively weak data but consistent from
year to year. The trend indication was that relative poverty (based on a 50 percent
poverty line and the OECD equivalence scale for disposable earnings) was coming
down, most extensively for the elderly. This could be expected to continue, given
the gradually increasing maturity of the occupational pension funds and growing
pension payments from them. The indication from a comparison with other
Western nations for that time was that Iceland’s relative poverty level was
somewhat higher than in the other Nordic nations—but Iceland was clearly on a
converging trend towards the lower levels (Ólafsson 1999).
The main aims of Gissurarson’s forays into the welfare topic, again with
various spins using ‘alternative facts,’ were to discredit some of my works, which
were seen as critical of Oddsson’s record. The issues of poverty and pensioner
living standards were most prominent in Gissurarson’s undertakings in this area, in
addition to the already mentioned issues of inequality and taxation.
Approaching election in 2003 Oddsson and Gissurarson were not happy
with any talk about poverty in the society and, even though my figures were old
by then, they started to criticize them, as if they referred to 2003 instead of to the
period between 1985 and 1997.8 Then many years later when Eurostat published
its comparison of relative poverty rates for 2003 and 2004 on the basis of new
and better data, Gissurarson started claiming that I had concluded that relative
poverty was considerably larger in Iceland but now that was shown to be wrong
(Gissurarson 2014). That was cheap indeed, since my figures referred to an earlier
period; indeed, in my 1999 text I did not make much of this difference, and the
presentation had the important qualification of a converging trend.
The convergence trend has continued and there is no disagreement
nowadays on the issue that Iceland has one of the very lowest relative poverty rates
amongst OECD countries (OECD 2011; see also data from oecd.org). It has to
be stressed that these are relative poverty rates, measuring the size of the group
that has less than 60 percent of median earnings in the society. As such it has more
relevance as an indicator of the shape of the lower end of the income distribution
than as a measure of absolute poverty experiences (Atkinson, Guio, and Marlier
2017; Ólafsson and Eydal 2012; Atkinson and Marlier 2010).
This limitation of the relative poverty rate is for example well shown in the
rate’s development during the crisis in Iceland after 2008. Then it came down—at
a time when financial hardships increased greatly for all income groups. This
lowering of relative poverty rates clearly runs counter to the real poverty
development of these years and how most individuals experienced the deep crisis
(Ólafsson 2014; 2016b).
8. See a review of these arguments in Gissurarson 2014.
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But there are alternative measures of poverty or financial hardships other
than relative poverty rates, alternative measures that better reflect the poverty
experiences of people (Eydal and Ólafsson 2012). Consider data from Eurostat
from 2004 to the present about financial hardship in European countries, as
reflected for example in statistics on self-reported difficulty in making ends meet.
This is a much more comprehensive and direct measure of financial hardships
or economic level of living difficulties than is a relative poverty rate, since selfreported difficulty reflects a wider level of living contexts and not just the income
position in relation to the median as a relative poverty rate does.
These data on financial difficulties have consistently shown a significantly
higher level in Iceland than in the other Nordic countries, as can be seen in Figure
4.
Figure 4. Proportion of households making ends meet with great difficulty, 2004 to
2015: Iceland and other Nordic countries compared

Source: Eurostat (link)

This is one of the measures used nowadays to assess poverty experiences,
particularly in Europe and often as a part of multi-dimensional measures of poverty
(Nolan and Whelan 2011). The fact that Icelandic households have consistently
higher rates than other Nordic households of great difficulties in making ends meet
does not rhyme with claims that poverty or financial difficulties have been at a
lower level in Iceland than in the other Nordic countries, neither in 2004 nor in any
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other year up to 2015.
The proportion of those with great difficulties was about three times larger
in Iceland than on average for the other Nordic countries in 2004 (the last year of
Oddsson’s premiership). Then it came down during the height of the bubble years
and with the onset of the crisis the difficulties rose drastically to a maximum in
2010, when the crisis bottomed out. Iceland was of course much harder hit by the
financial crisis than the other Nordic countries, and the figure reflects that quite
realistically.
We can combine these two measures of poverty (relative poverty rates and
great difficulties in making ends meet) by looking specifically at great difficulties in
making ends meet only amongst households below the 60 percent poverty line, covering the
10–15 percent of households with the lowest disposable incomes. Then a similar
pattern of financial difficulties emerges (as in Figure 4), with Iceland significantly
higher than the others. The rate of great difficulties in making ends meet in Iceland
amongst those in the lowest income group was twice as high as the average for the
same group in other Nordic countries in 2004 (Ólafsson and Eydal 2012).
A level of living amongst the poor which, as in Iceland, relies on extensive
volumes of work, tends to be more vulnerable to periodic changes and more prone
to financial difficulties than that provided by a more stable and family-friendly
environment. Hence claiming on the basis of relative poverty rates alone that there
is less poverty in Iceland than in Scandinavia is hollow, and equally for 2004 as for
later years.
Another spin from Gissurarson is about what he claims is a vindication
of my conclusion that some Icelandic pensioners have in the past faced worse
living conditions than comparable groups in the other Nordic welfare states. He
publishes a figure in his paper which he says reflects “Average pension income/
month, in euros (PPP)” (Gissurarson 2017b, 377). These figures come from a
report from the Nordic Social-Statistical Committee (NOSOSKO 2006).
Gissurarson’s description of these figures is incorrect, however.
The table head in the NOSOSKO source says: “Average payment of
statutory retirement pensions per month, 2004” (NOSOSKO 2006, 142, Table
7.8). The explanatory note for the Icelandic figure says: “Expenditure on both
basic and employment pensions, divided by the number of recipients.” These are
assessed figures with weak assumptions about compositional proportions of basic
and occupational pension expenditures and not direct measures of pensioner
incomes at all, as Gissurarson however claims. The implication from his figure is
that Iceland had by far the highest level of pension expenditures per pensioner
amongst the Nordic countries in 2004.
In the same report there are however other figures about expenditures on
retirement pensions per pensioner, in Euros with PPPs (NOSOSKO 2006, 178,
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Table 7.23), which are better founded and more in line with other expenditure
figures (e.g., from oecd.org) than the figures Gissurarson refers to. These latter
figures indicate that Iceland was second lowest in the Nordic community.
I and two co-authors cited those latter figures at one stage, and on went
Gissurarson with a spin (see Gissurarson 2014) about my calculating these figures
wrongly, whereas we did not calculate anything but referred to these published
figures of NOSOSKO. Gissurarson repeats this spin in his present paper and calls
it now a “statistical illusion,” even though it has been corrected many times.
The bottom line is that all these figures for 2004 in the NOSOSKO report
lack validity and comparability, if the goal is to reflect pensioner incomes or their
living standards in general. This data that Gissurarson uses has been replaced in
later reports from NOSOSKO with direct income data from Eurostat.
Iceland in fact has high average pensioner earnings in international comparisons for recent years, despite the lower retirement pension expenditures per
pensioner. Recent figures from Eurostat on total disposable earnings amongst the
elderly (ages 65+) indicate that Iceland is generally second to Norway but higher
than Denmark, Finland, and Sweden in the period between 2004 and 2014. The
good outcome for Iceland is explained by the fact that Icelanders retire 4 to 7 years
later than the elderly of the other Nordic countries, and thus the total incomes of
the elderly in Iceland include significant employment earnings on top of pensions,
unlike in the other countries.
Here it applies as before, that those amongst the elderly that cannot
undertake work in higher ages while also receiving pensions must do with relatively
lower incomes. That is reflected in the fact that amongst the elderly it is about 3 to
6 times more common in Iceland that they experience great difficulties in making
ends meet as it is for the same group in the other Nordic countries.
My argument has been that the elderly in Iceland having to put in more work
effort to gain comparable incomes to the highest prevailing in the other Nordic
countries can be taken as an indicator of a somewhat lower level of living (see
Eydal and Ólafsson 2012). Even though income levels are quite high in Iceland,9
we need to look also at the effort that the population has to undertake to achieve
its economic living standard. A comprehensive account of well-being needs to take
account of broad indicators of social, economic, and political qualities of life (Social
Progress Imperative 2016; OECD 2015; Ólafsson 2013).
The last point from Gissurarson that I take issue with is his claim that child

9. Keep in mind though that direct income level comparisons between countries are affected by fluctuating
currency rates, which are at times quite extreme in the case of Iceland. Thus the income level in Iceland was
exaggerated by an overvalued currency during the 2003–2008 period and increasingly again in the very last
years as well.
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benefits for low-income single parents are much higher in Iceland than in Sweden.
From this he draws the conclusion that child benefits for all parents in Iceland are
more generous for the low-income groups, while less or nothing is given to higher
income groups (Gissurarson 2017b, 376, Table 2).10
To start with, you need to correct such a comparison with purchasing power
parities. Secondly, even if Gissurarson is aware of the fact that child benefits are
income-tested in Iceland and not in Sweden, he completely fails to take any account
of that in the conclusions that he draws from his comparison.
This omission is particularly important since the income-testing rules in
Iceland are such that reduction of the benefit due to the receiver’s income starts at a
very low income level. In 2004 the cuts began at close to a third of an unskilled worker’s
pay, and the cut-point is still low at present but not quite as low as in 2004. This
means that very few if any parents (single or couples) working full time get the full
official amount of the child benefit indicated in Gissurarson’s table.
It is mainly receivers of the ultimate poverty relief (Social Assistance) that
get the full child benefit, and they are a small group of people with extensive social
problems. Most single parents have full-time jobs, frequently in the public sector
where pay is higher than for unskilled manual workers (hence the income testing
bites more of their child benefit than it does for unskilled workers). Couples who
both work, even at fairly low pay, get quite large reductions in their child benefit,
and you do not have to go far up the income ladder to lose most of your child
benefit or to get only a nominal amount that makes very little difference to the
living standard of families with children. Hence many parents with relatively low
incomes, but that are above the poverty line, get very little or no child benefit,
unlike in the other Nordic countries.
Hence the comparison in Gissurarson’s Table 2 does not support his claim
(2017b, 375) that the child benefit is relatively generous to all parents in need in
Iceland, compared to the other Nordic countries. Serious comparative studies of
family benefits in Iceland and other Nordic countries conclude that, while there is
not a great difference in benefit generosity towards single parents in Iceland and
the other Nordic countries, couples with children, even at fairly low income levels,
have significantly less support in Iceland (Kristjánsson 2011b; 2012).
To take the point further we can point to Eurostat figures which show that
single parents with great difficulties in making ends meet were twice as large a group
in Iceland as in the other Nordic countries in 2004. That reflects on their overall

10. These figures in Gissurarson’s Table 1 actually indicate significantly higher benefits to single parents
in Iceland with one child even in the highest income group and quite high up the income scale for couples
with two children. That does not concur with the well-established fact that expenditures for these benefits
(per child aged 0–17) are close to twice as high in Sweden as in Iceland.
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economic living standard, taking account of income, welfare benefits, taxes, and
cost of living. This runs counter to Gissurarson’s poorly founded claims.
When assessing poverty or living standards in general it is important to
examine as many indicators as possible and draw conclusions from the overall
picture (Eydal and Ólafsson 2012; Ólafsson 2013; OECD 2015). I stand by my
conclusion that Icelanders in general, including the elderly and single parents, have
on the whole an economic living standard relatively comparable to that found in
the other Nordic countries, but the Icelanders have to work significantly more for
it. That produces some problem groups in Iceland—those that cannot put in the
extra work volume to the same extent—which are often more prone to financial
difficulties and poverty than are comparable groups in the other Nordic countries
(see also ASÍ 2006; 2013).
That is not a vast difference, and when we draw up the total picture we
can say that poverty or material deprivation in Iceland and in the other Nordic
countries is not that far apart. Together the Nordic nations as a whole have less
poverty problems nowadays than most nations on Earth. But Icelanders still have
to strive more than their Nordic friends to achieve that level.

Conclusions
As is evident from Gissurarson’s two papers on ‘liberalism in Iceland’ he has
been very active indeed in political advocacy, spreading laissez-faire libertarianism,
market fundamentalism, and Ayn Rand’s ideas. The titles of his articles should in
fact refer to ‘libertarianism’ rather than to the broader concept of ‘liberalism.’
Gissurarson’s aim in the second paper is to glorify the reform program that
his friend and ideological companion Davíð Oddsson embarked on during his
premiership in Iceland from 1991 to 2004. Gissurarson also directs his guns at only
two (of many) critics of the neoliberal experiment undertaken in Iceland during this
period in power.11 I am one of these two. Gissurarson repeats here a number of
spins and criticisms that he has directed at my empirical works in the last decade
11. See a particularly revealing piece that Gissurarson wrote about Oddsson’s (and his own) neoliberal
experiment in Iceland in the Wall Street Journal, called “Miracle on Iceland” (Gissurarson 2004). There
he equates Oddsson’s experiment with Thatcher’s and Pinochet’s neoliberal or libertarian experiments in
their respective countries, as well as the New Zealand experiment of the 1980s. Gissurarson claims that
Oddsson’s reform was the most successful of these, and he outlined further plans that Oddsson and his
allies had, such as privatising the natural reserves of the highlands of Iceland, its energy resources, the
pension funds (which are actually owned by working people and managed by the labour market partners!),
and privatising health care services and education. Their plan was also to turn Iceland into a tax haven for
foreign corporations and financiers (Gissurarson 2001), which would presumably require the abolition of
Iceland’s Nordic welfare state.
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and a half, works that seem to have been particularly inconvenient for Oddsson and
his allies.
Gissurarson is known to be very aggressive and reckless in his political advocacy. Thus he frequently misrepresents others’ writings, takes comments out of
context, ignores academic ethics in debates (even though he has a title and tenure
as a professor at the University of Iceland), and he bends statistics and other facts
in his favour, creating ‘alternative facts’ that have no base in reality—all to serve his
propaganda purposes.
He starts his paper by outlining what he calls Oddsson’s “reform” program,
identifying five major policy areas that he presents as shining successes. Unfortunately for Gissurarson, Oddsson had very little if anything to do with the first
three of these: the marketization of the quota system in fisheries, strengthening of
the pension funds, and the taming of Iceland’s excessive inflation. All three were
fully implemented before the start of Oddsson’s premiership or did not change
much at all during his time in government. The other two he can fully claim as
Oddsson’s major issues: privatization of public firms and banks and changing tax
policy. The privatization of the banks was however seriously flawed and ultimately
led to one of the largest financial collapses in world history. Oddsson’s taxation
policy transferred the direct tax burden in a big way from the wealthy to middleand lower-income groups, despite promises of tax cuts for all.
Radical political advocacy is predominant in most of Gissurarson’s writings,
and it is indeed sad to see how it frequently leads him to spin ‘alternative facts’
without a base in reality to serve his political purposes. Those who point to faults or
lack of data and logic in his writings are subjected to continuous smear campaigns
aiming to denigrate their reputation. This paper of his has many examples, on
which I have here commented with the aim of clarifying and correcting them.
Of course one cannot complain about Gissurarson’s taste for ideologies. But
one may ask what it says about the viability of libertarian ideas if they need to
be promoted with Gissurarson’s method. Perhaps the dismal track record of the
libertarian experiment in Iceland explains the need for ‘alternative facts’ to mask
the reality.
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What Adam Smith Told His
Teenagers About Domestic Policy
Foreword to “Lectures on Domestic Policy”
Daniel B. Klein1
…the first rudiments of pure ethics and of liberal politics taught in modern times. I need
scarcely add, that I allude to the systems of natural jurisprudence compiled by Grotius and
his successors…
—Dugald Stewart (1854, 26, his emphasis; see also 183)
The child of jurisprudence is liberalism…
—J. G. A. Pocock (1983, 249)

Today we see soul-searching about liberalism, and reexamination of its
original arc—ad fontes! Special attention is paid to Adam Smith, whose works, like
the Bible, appeal to differing persuasions. Each interpreter points up passages per
her persuasion.
A special window on Smith’s sensibilities is found in the record of what he
said about domestic policy to his students at the University of Glasgow, who were
mostly teenagers (Scott 1937, 28). The eminent professor seeks to edify them in a
basic outlook for domestic policy, a way of formulating and estimating the objects
of public policy. What does Smith put across?
In such context, Smith would not be much concerned about how his words
would have sounded to those beyond the immediately congregated. His words
might travel somewhat, as a student might scrawl a transcription, which might pass
hand to hand or be duplicated by hand. Still, the transcription reproduced here is
somewhat like a surreptitious recording of a private lecture. It provides a candor
and casualness that we do not have in the works composed and released by Smith
for publication.
The material derives from Smith’s 1763–1764 jurisprudence course and
1. George Mason University, Fairfax, VA 22030.
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represents most of the parts of the course devoted to domestic policy (“police”),
a part subsequent to Smith’s treating jurisprudence in the narrower sense. Today,
readers might be acquainted with the Lectures on Jurisprudence edited by R. L. Meek,
D. D. Raphael, and P. G. Stein (Smith 1978). The material reproduced here
corresponds to that volume’s second transcription, known as LJ(B). What is
reproduced here, however, is that transcription as it was first published by the
Clarendon Press at Oxford University in 1896, edited by Edwin Cannan. We use
Cannan’s version because it is not under copyright and because it is more readable,
thanks to his gentle cleaning and section headings. Cannan divided the work into
five main parts, and superimposed the headings “Of Justice,” “Of Police,” “Of
Revenue,” “Of Arms,” and “Of the Law of Nations.” Here we reproduce only
the “Of Police” part, omitting from it two sections.2 Cannan’s version is online at
Liberty Fund’s marvelous Online Library of Liberty (link), and we thank Liberty
Fund, as we lifted the text reproduced here from their site.
Here Smith uses “liberty” often enough, and in the same sense as in The
Wealth of Nations. But nowhere here (or anywhere in the jurisprudence transcriptions) does Smith use the expressions “natural liberty” or “perfect liberty,” as he
quite frequently does in WN. Nor do we find, as we do in WN, eloquent and
pregnant passages about liberty, nor signal passages about “the liberal plan” or “the
liberal system.”
But here, in the “police” part of the course, we also find, tax-supported nightwatchman functions aside, virtually no exceptions to the liberty principle.3 The
liberty principle is advanced less eloquently but more steadily than in WN. Smith
does not serenade his students; the tone, rather, tends towards one not unknown
to free-marketeer instructors of economic principles: benignant and mirthful
confidences about the world’s systematic illiberal follies and hypocrisies. He tells
the students time after time that, as far as policy goes, the best available option is
liberalization and freer enterprise. For example, he roundly endorses free banking,
mentioning none of the exceptions found in WN. At virtually every turn, the
answer to, And what is the best course for policy?, is freer enterprise, even for crime
prevention! The closest thing to an exception in the entire domestic-policy part
2. We have omitted only two portions of the “Of Police” material: (1) Some discussion of various authors
on money, prices, and international trade (506–508 in LJ(B) and 195–198 in the Cannan edition); (2) the
lengthy account of the scheme of John Law (515–519 in LJ(B) and 211–219 in Cannan). The two portions
were omitted simply to reduce tedium; their inclusion would not have dimmed the aspect to which we
call attention. Incidentally, I would say the choppy and incomplete LJ(A) and the brief Anderson Notes
(Meek 1976) also do not dim the aspect to which we call attention, but neither do they render that aspect so
engagingly.
3. By “liberty principle” I mean what Klein and Clark (2010) formulate as the direct-liberty principle,
as opposed to the overall-liberty principle. The distinction is particularly pertinent for reading Smith, as
several of WN’s exceptions to the direct-liberty principle are defended with overall-liberty considerations.
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comes in discussing disadvantages of a commercial spirit, where Smith merely
remarks: “To remedy these defects would be an object worthy of serious attention.” His recommendations for policy reform are devoid of restrictions on
voluntary affairs and of government as a more active player in social affairs. The
outlook that Smith imparted to his teenage students was one presumptively
opposed to the governmentalization of social affairs.
I do not mean to suggest that all of WN’s equivocations, exceptions, and
inconsistencies are to be regarded as rhetorical ploys and hence discounted. But I
do suggest that Smith believed that the liberty principle and “the liberal plan” are
challenging. They challenge not only entrenched interests and popular prejudices,
but primordial human instincts. He recognized and anticipated reactionary distaste
for liberal ideas. Yet he wanted the engagement of his works to be broad, longlived, and irenic. He assures us that he was no man of system, that he was not
proposing a rationalistic application of the liberty principle. His published works
not only taught Solonic political moderation, they practiced it.
In fact, in other parts of LJ(B) (and LJ(A)), Smith mounts arguments for
positions that he himself seems to consider contraventions of (commutative)
justice and therefore of the liberty principle. For example, Smith indicates that he
does not consider it a breach of (commutative) justice to decide not to raise, or
even to abandon, one’s child (LJ, 449, 172), and likewise to divorce or take multiple
wives (ibid., 442, 150f.), and yet he argues against both, invoking overall-liberty
arguments particularly for prohibiting polygamy. Nonetheless, when he turns to
the “inferior parts of government, viz:—cleanliness, security and cheapness or
plenty,” constituting “police,” the pro-liberalization aspect is remarkably steady.
In describing his editing of the text, Cannan writes: “In the present edition
the punctuation of the manuscript has been entirely disregarded, the spelling has
been modernized and sectional headings have been added. … So far as possible,
the new headings have been adapted from words used in the text…. The added
headings are distinguished from those which occur in the manuscript by being
enclosed in square brackets” (Cannan 1896, xx–xxi). All bracketed words and the
brackets themselves [like these], therefore, are directly reproduced from the
Cannan text.4 Cannan also introduced his own explanatory footnotes, but we have
omitted them here. The only other changes are insertions of alerts, in braces {like
these}, to mark and explain omissions we have made.

4. “No attempt has been made to amend the report itself, much less the lectures, but mere clerical errors
of the copyist have been amended wherever there appeared to be no reasonable doubt as to the correct
reading. In every such case, however trivial, the reading of the manuscript is placed on record, words left
out or altered being printed in the notes, and words added being enclosed in square brackets” (Cannan
1896, xxi).
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[Division I. Cleanliness and Security.]
Police is the second general division of jurisprudence. The name is French,
and is originally derived from the Greek πολιτεία, which properly signified the
policy of civil government, but now it only means the regulation of the inferior
parts of government, viz:—cleanliness, security and cheapness or plenty. The two
former, to wit, the proper method of carrying dirt from the streets, and the
execution of justice, so far as it regards regulations for preventing crimes or the
method of keeping a city guard, though useful, are too mean to be considered in
a general discourse of this kind. An observation or two before we proceed to the
third particular is all that is necessary.
We observe then, that in cities where there is most police and the greatest
number of regulations concerning it, there is not always the greatest security. In
Paris the regulations concerning police are so numerous as not to be comprehended in several volumes; in L ondon there are only two or three simple
regulations. Yet in Paris scarce a night passes without somebody being killed, while
in L ondon, which is a larger city, there are scarce three or four in a year. On
this account one would be apt to think, that the more police there is the less
security; but this is not the cause. In England as well as in France, during the time
of the feudal government, and as late as Queen Elizabeth’s reign, great numbers of
retainers were kept idle about the noblemen’s houses, to keep the tenants in awe.
These retainers, when turned out, had no other way of getting their subsistence
but by committing robberies, and living on plunder, which occasioned the greatest
disorder. A remain of the feudal manners, still preserved in France, gives occasion
to the difference. The nobility at Paris keep far more menial servants than ours,
who are often turned out on their own account or through the caprice of their
masters, and, being in the most indigent circumstances, are forced to commit the
most dreadful crimes. In Glasgow, where almost nobody has more than one
servant, there are fewer capital crimes than in Edinburgh. In Glasgow there is
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not one in several years; but not a year passes in Edinburgh without some such
disorders. Upon this principle, therefore, it is not so much the police that prevents
the commission of crimes as the having as few persons as possible to live upon
others. Nothing tends so much to corrupt mankind as dependency, while
independency still increases the honesty of the people.
The establishment of commerce and manufactures, which brings about this
independency, is the best police for preventing crimes. The common people have
better wages in this way than in any other, and in consequence of this a general
probity of manners takes place through the whole country. Nobody will be so mad
as to expose himself upon the highway, when he can make better bread in an honest
and industrious manner. The nobility of Paris and London are no doubt much
upon a level; but the common people of the former, being much more dependent,
are not to be compared with those of the latter: and for the same reason the
commonalty in Scotland differ from those in England, though the nobility too are
much upon a level.
Thus far for the two first particulars which come under the general division
of police.

[Division II. Cheapness or Plenty.]
[§ 1. Of the Natural Wants of Mankind.
Mankind.]
In the following part of this discourse we are to confine ourselves to the
consideration of cheapness or plenty, or, which is the same thing, the most proper
way of procuring wealth and abundance. Cheapness is in fact the same thing with
plenty. It is only on account of the plenty of water that it is so cheap as to be got for
the lifting; and on account of the scarcity of diamonds (for their real use seems not
yet to be discovered) that they are so dear. To ascertain the most proper method
of obtaining these conveniences it will be necessary to show first wherein opulence
consists, and still previous to this we must consider what are the natural wants of
mankind which are to be supplied; and if we differ from common opinions, we
shall at least give the reasons for our non-conformity.
Nature produces for every animal everything that is sufficient to support
it without having recourse to the improvement of the original production. Food,
clothes and lodging are all the wants of any animal whatever, and most of the animal
creation are sufficiently provided for by nature in all those wants to which their
condition is liable. Such is the delicacy of man alone, that no object is produced to
his liking. He finds that in everything there is need of improvement. Though the
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practice of savages shows that his food needs no preparation, yet being acquainted
with fire, he finds that it can be rendered more wholesome and easily digested, and
thereby may preserve him from many diseases which are very violent among them.
But it is not only his food that requires this improvement; his puny constitution
is hurt also by the intemperature of the air he breathes in, which, though not very
capable of improvement, must be brought to a proper temperament for his body,
and an artificial atmosphere prepared for this purpose. The human skin cannot
endure the inclemencies of the weather, and even in those countries where the air
is warmer than the natural warmth of the constitution, and where they have no
need of clothes, it must be stained and painted to be able to endure the hardships
of the sun and rain. In general, however, the necessities of man are not so great
but that they can be supplied by the unassisted labour of the individual. All the
above necessities everyone can provide for himself, such as animals and fruits for
his food, and skins for his clothing.
As the delicacy of a man’s body requires much greater provision than that of
any other animal, the same or rather the much greater delicacy of his mind requires
a still greater provision to which all the different arts [are] subservient. Man is the
only animal who is possessed of such a nicety that the very colour of an object hurts
him. Among different objects a different division or arrangement of them pleases.
The taste of beauty, which consists chiefly in the three following particulars, proper
variety, easy connexion, and simple order, is the cause of all this niceness. Nothing
without variety pleases us; a long uniform wall is a disagreeable object. Too much
variety, such as the crowded objects of a parterre, is also disagreeable. Uniformity
tires the mind; too much variety, too far increased, occasions an over-great
dissipation of it. Easy connexion also renders objects agreeable; when we see no
reason for the contiguity of the parts, when they are without any natural connexion,
when they have neither a proper resemblance nor contrast, they never fail of being
disagreeable. If simplicity of order be not observed, so as that the whole may
be easily comprehended, it hurts the delicacy of our taste. Again, imitation and
painting render objects more agreeable. To see upon a plain, trees, forests, and
other such representations, is an agreeable surprise to the mind. Variety of objects
also renders them agreeable. What we are every day accustomed to does but very
indifferently affect us. Gems and diamonds are on this account much esteemed by
us. In like manner our pinchbeck and many of our toys were so much valued by the
Indians, that in bartering their jewels and diamonds for them they thought they had
made by much the better bargain.

[§ 2. That all the Arts are subservient to the Natural Wants of Mankind.
Mankind.]
Those qualities, which are the ground of preference, and which give occasion
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to pleasure and pain, are the cause of many insignificant demands, which we by
no means stand in need of. The whole industry of human life is employed not in
procuring the supply of our three humble necessities, food, clothes and lodging,
but in procuring the conveniences of it according to the nicety and delicacy of our
taste. To improve and multiply the materials, which are the principal objects of our
necessities, gives occasion to all the variety of the arts.
Agriculture, of which the principal object is the supply of food, introduces
not only the tilling of the ground, but also the planting of trees, the producing
of flax, hemp, and innumerable other things of a similar kind. By these again are
introduced different manufactures, which are so very capable of improvement. The
metals dug from the bowels of the earth furnish materials for tools, by which many
of these arts are practised. Commerce and navigation are also subservient to the
same purposes by collecting the produce of these several arts. By these again other
subsidiary [arts] are occasioned. Writing, to record the multitude of transactions,
and geometry, which serves many useful purposes. Law and government, too, seem
to propose no other object but this; they secure the individual who has enlarged his
property, that he may peaceably enjoy the fruits of it. By law and government all the
different arts flourish, and that inequality of fortune to which they give occasion
is sufficiently preserved. By law and government domestic peace is enjoyed and
security from the foreign invader. Wisdom and virtue too derive their lustre from
supplying these necessities. For as the establishment of law and government is the
highest effort of human prudence and wisdom, the causes cannot have a different
influence from what the effects have. Besides, it is by the wisdom and probity of
those with whom we live that a propriety of conduct is pointed out to us, and the
proper means of attaining it. Their valour defends us, their benevolence supplies
us, the hungry is fed, the naked is clothed, by the exertion of these divine qualities.
Thus, according to the above representation, all things are subservient to supplying
our threefold necessities.

[§ 3. That Opulence arises from the Division of Labour.
Labour.]
In an uncivilized nation, and where labour is undivided, everything is
provided for that the natural wants of mankind require; yet, when the nation is
cultivated and labour divided, a more liberal provision is allotted them; and it is
on this account that a common day labourer in Britain has more luxury in his
way of living than an Indian sovereign. The woollen coat he wears requires very
considerable preparations—the wool-gatherer, the dresser, the spinster, the dyer,
the weaver, the tailor, and many more, must all be employed before the labourer is
clothed. The tools by which all this is effectuated employ a still greater number of
artists—the loom-maker, miln-wright, rope-maker, not to mention the bricklayer,
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the tree-feller, the miner, the smelter, the forger, the smith, &c. Besides his dress,
consider all his household furniture, his coarse linens, his shoes, his coals dug out
of the earth or brought by sea, his kitchen utensils and different plates, those that
are employed in providing his bread and beer, the sower, the brewer, the reaper,
the baker, his glass windows and the art required in preparing [them], without
which our northern climate could hardly be inhabited. When we examine the
conveniences of the day labourer, we find that even in his easy simple manner he
cannot be accommodated without the assistance of a great number, and yet this is
nothing compared with the luxury of the nobility. An European prince, however,
does not so far exceed a commoner, as the latter does the chief of a savage nation.
It is easy to conceive how the rich can be so well provided for, as they can direct
so many hands to serve their purposes. They are supported by the industry of the
peasant. In a savage nation every one enjoys the whole fruit of his own labour, yet
their indigence is greater than anywhere.
It is the division of labour which increases the opulence of a country.
In a civilized society, though there is a division of labour, there is no equal
division, for there are a good many who work none at all. The division of opulence
is not according to the work. The opulence of the merchant is greater than that
of all his clerks, though he works less; and they again have six times more than an
equal number of artisans, who are more employed. The artisan who works at his
ease within doors has far more than the poor labourer who trudges up and down
without intermission. Thus, he who as it were bears the burden of society, has the
fewest advantages.

[§ 4. How the Division of Labour multiplies the Product.
Product.]
We shall next show how this division of labour occasions a multiplication of
the product, or, which is the same thing, how opulence arises from it. In order to
this let us observe the effect of the division of labour in some manufactures. If all
the parts of a pin were made by one man, if the same person dug the ore, [s]melted
it, and split the wire, it would take him a whole year to make one pin, and this
pin must therefore be sold at the expense of his maintenance for that time, which,
taking [it] at a moderate computation, would at least be six pounds for a pin. If the
labour is so far divided that the wire is ready-made, he will not make above twenty
per day, which, allowing ten pence for wages, makes the pin a half-penny. The pinmaker therefore divides the labour among a great number of different persons; the
cutting, pointing, heading, and gilding are all separate professions. Two or three
are employed in making the head, one or two in putting it on, and so on, to the
putting them in the paper, being in all eighteen. By this division every one can
with great ease make 2000 a day. The same is the case in the linen and woollen
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manufactures. Some arts, however, there are which will not admit of this division,
and therefore they cannot keep pace with other manufactures and arts. Such are
farming and grazing. This is entirely owing to the return of the seasons, by which
one man can only be for a short time employed in any one operation. In countries
where the season[s] do not make such alterations it is otherwise. In France the corn
is better and cheaper than in England. But our toys, which have no dependence on
the climate, and in which labour can be divided, are far superior to those of France.
When labour is thus divided, and so much done by one man in proportion,
the surplus above their maintenance is considerable, which each man can exchange
for a fourth of what he could have done if he had finished it alone. By this means
the commodity becomes far cheaper, and the labour dearer. It is to be observed
that the price of labour by no means determines the opulence of society; it is only
when a little labour can procure abundance. On this account a rich nation, when
its manufactures are greatly improven, may have an advantage over a poor one by
underselling it. The cotton and other commodities from China would undersell any
made with us, were it not for the long carriage, and other taxes that are laid upon
them. We must not judge of the dearness of labour by the money or coin that is paid
for it. One penny in some places will purchase as much as eighteenpence in others.
In the country of the Mogul, where the day’s wages are only twopence, labour is
better rewarded than in some of our sugar islands, where men are almost starving
with four or five shillings a day. Coin, therefore, can be no proper estimate. Further,
though human labour be employed both in the multiplication of commodities and
of money, yet the chance of success is not equal. A farmer, by the proper cultivation
of an acre, is sure of increase; but the miner may work again and again without
success. Commodities must therefore multiply in greater proportion than gold and
silver.
But again, the quantity of work which is done by the division of labour is
much increased by the three following articles: first, increase of dexterity; secondly,
the saving of time lost in passing from one species of labour to another; and thirdly,
the invention of machinery. Of these in order:
First, when any kind of labour is reduced to a simple operation, a frequency
of action insensibly fits men to a dexterity in accomplishing it. A country smith
not accustomed to make nails will work very hard for three or four hundred a day,
and those too very bad; but a boy used to it will easily make two thousand, and
those incomparably better; yet the improvement of dexterity in this very complex
manufacture can never be equal to that in others. A nail-maker changes postures,
blows the bellows, changes tools, &c., and therefore the quantity produced cannot
be so great as in manufactures of pins and buttons, where the work is reduced to
simple operations.
Secondly, there is always some time lost in passing from one species of labour
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to another, even when they are pretty much connected. When a person has been
reading he must rest a little before he begin to write. This is still more the case
with the country weaver, who is possessed of a little farm; he must saunter a little
when he goes from one to the other. This in general is the case with the country
labourers, they are always the greatest saunterers; the country employments of
sowing, reaping, threshing being so different, they naturally acquire a habit of
indolence, and are seldom very dexterous. By fixing every man to his own operation, and preventing the shifting from one piece of labour to another, the quantity
of work must be greatly increased.
Thirdly, the quantity of work is greatly increased by the invention of
machines. Two men and three horses will do more in a day with the plough than
twenty men without it. The miller and his servant will do more with the water
miln than a dozen with the hand miln, though it, too, be a machine. The division
of labour no doubt first gave occasion to the invention of machines. If a man’s
business in life is the performance of two or three things, the bent of his mind
will be to find out the cleverest way of doing it; but when the force of his mind is
divided it cannot be expected that he should be so successful. We have not, nor
cannot have, any complete history of the invention of machines, because most
of them are at first imperfect, and receive gradual improvements and increase of
powers from those who use them. It was probably a farmer who made the original
plough, though the improvements might be owing to some other. Some miserable
slave who had perhaps been employed for a long time in grinding corn between
two stones, probably first found out the method of supporting the upper stone
by a spindle. A miln-wright perhaps found out the way of turning the spindle
with the hand, but he who contrived that the outer wheel should go by water was
a philosopher, whose business it is to do nothing, but observe everything. They
must have extensive views of things, who, as in this case, bring in the assistance
of new powers not formerly applied. Whether he was an artisan, or whatever he
was who first executed this, he must have been a philosopher. Fire machines,
wind and water-milns were the invention of philosophers, whose dexterity too
is increased by a division of labour. They all divide themselves, according to the
different branches, into the mechanical, moral, political, chemical philosophers.
Thus we have shown how the quantity of labour is increased by machines.

[§ 5. What gives Occasion to the Division of Labour.
Labour.]
We have already shown that the division of labour is the immediate cause
of opulence; we shall next consider what gives occasion to the division of labour,
or from what principles in our nature it can best be accounted for. We cannot
imagine this to be an effect of human prudence. It was indeed made a law by
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Sesostris that every man should follow the employment of his father, but this is
by no means suitable to the dispositions of human nature, and can never long take
place; every one is fond of being a gentleman, be his father what he would. They
who are strongest and, in the bustle of society, have got above the weak, must have
as many under as to defend them in their station. From necessary causes, therefore,
there must be as many in the lower stations as there is occasion for, there must
be as many up as down, and no division can be overstretched. But it is not this
which gives occasion to the division of labour; it flows from a direct propensity in
human nature for one man to barter with another, which is common to all men,
and known to no other animal. Nobody ever saw a dog, the most sagacious animal,
exchange a bone with his companion for another. Two greyhounds, indeed, in
running down a hare, seem to have something like compact or agreement betwixt
them, but this is nothing else but a concurrence of the same passions. If an animal
intends to truck, as it were, or gain anything from man, it is by its fondness and
kindness. Man, in the same manner, works on the self love of his fellows, by setting
before them a sufficient temptation to get what he wants. The language of this
disposition is, ‘Give me what I want, and you shall have what you want.’ It is not
from benevolence, as the dogs, but from self love that man expects anything. The
brewer and the baker serve us not from benevolence, but from self love. No man
but a beggar depends on benevolence, and even they would die in a week were their
entire dependence upon it.
By this disposition to barter and exchange the surplus of one’s labour for that
of other people, in a nation of hunters, if any one has a talent for making bows and
arrows better than his neighbours, he will at first make presents of them, and in
return get presents of their game. By continuing this practice he will live better than
before, and will have no occasion to provide for himself, as the surplus of his own
labour does it more effectually.
This disposition to barter is by no means founded upon different genius and
talents. It is doubtful if there be any such difference at all, at least it is far less
than we are aware of. Genius is more the effect of the division of labour than the
latter is of it. The difference between a porter and a philosopher in the first four
or five years of their life is, properly speaking, none at all. When they come to
be employed in different occupations, their views widen and differ by degrees. As
every one has this natural disposition to truck and barter, by which he provides for
himself, there is no need for such different endowments; and accordingly, among
savages there is always the greatest uniformity of character. In other animals of the
same species we find a much greater difference than betwixt the philosopher and
porter, antecedent to custom. The mastiff and spaniel have quite different powers,
but though these animals are possessed of talents they cannot, as it were, bring
them into the common stock and exchange their productions, and therefore their
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different talents are of no use to them. It is quite otherwise among mankind; they
can exchange their several productions according to their quantity or quality; the
philosopher and the porter are both of advantage to each other. The porter is of use
in carrying burdens for the philosopher, and in his turn he burns his coals cheaper
by the philosopher’s invention of the fire machine.
Thus we have shown that different genius is not the foundation of this
disposition to barter which is the cause of the division of labour. The real foundation of it is that principle to persuade which so much prevails in human nature.
When any arguments are offered to persuade, it is always expected that they should
have their proper effect. If a person asserts anything about the moon, though it
should not be true, he will feel a kind of uneasiness in being contradicted, and
would be very glad that the person he is endeavouring to persuade should be of the
same way of thinking with himself. We ought then mainly to cultivate the power of
persuasion, and indeed we do so without intending it. Since a whole life is spent in
the exercise of it, a ready method of bargaining with each other must undoubtedly
be attained. As was before observed, no animal can do this but by gaining the
favour of those whom they would persuade. Sometimes, indeed, animals seem to
act in concert, but there never is anything like bargain among them. Monkeys, when
they rob a garden, throw the fruit from one to another, till they deposit it in the
hoard, but there is always a scramble about the division of the booty, and usually
some of them are killed.

[§ 6. That the Division of Labour must be proportioned to the Extent of
Commerce.
Commerce.]
From all that has been said we may observe that the division of labour must
always be proportioned to the extent of commerce. If ten people only want a
certain commodity, the manufacture of it will never be so divided as if a thousand
wanted it. Again, the division of labour, in order to opulence, becomes always more
perfect by the easy method of conveyance in a country. If the road be infested
with robbers, if it be deep and conveyance not easy, the progress of commerce
must be stopped. Since the mending of roads in England forty or fifty years ago,
its opulence has increased extremely. Water carriage is another convenience, as by
it 300 ton can be conveyed at the expense of the tear and wear of the vessel, and
the wages of five or six men, and that too in a shorter time than by a hundred
wagons which will take six horses and a man each. Thus the division of labour is
the great cause of the increase of public opulence, which is always proportioned to
the industry of the people, and not to the quantity of gold and silver, as is foolishly
imagined, and the industry of the people is always proportioned to the division of
labour.
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Having thus shown what gives occasion to public opulence, in farther
considering this subject we propose to consider:
First, what circumstances regulate the price of commodities:
Secondly, money in two different views, first as the measure of value, and
then as the instrument of commerce:
Thirdly, the history of commerce, in which shall be taken notice of the causes
of the slow progress of opulence, both in ancient and modern times, which causes
shall be shown either to affect agriculture or arts and manufactures:
Lastly, the effects of a commercial spirit, on the government, temper, and
manners of a people, whether good or bad, and the proper remedies. Of these in
order.

[§ 7. What Circumstances regulate the Price of Commodities.
Commodities.]
Of every commodity there are two different prices, which though apparently
independent, will be found to have a necessary connexion, viz. the natural price and
the market price. Both of these are regulated by certain circumstances. When men
are induced to a certain species of industry, rather than any other, they must make
as much by the employment as will maintain them while they are employed. An
arrow-maker must be sure to exchange as much surplus product as will maintain
him during as long time as he took to make them. But upon this principle in the
different trades there must be a considerable difference, because some trades, such
as those of the tailor and weaver, are not learned by casual observation and a little
experience, like that of the day-labourer, but take a great deal of time and pains
before they are acquired. When a person begins them, for a considerable time his
work is of no use to his master or any other person, and therefore his master
must be compensated, both for what maintains him and for what he spoils. When
he comes to exercise his trade, he must be repaid what he has laid out, both of
expenses and of apprentice fee, and as his life is not worth above ten or twelve
years’ purchase at most, his wages must be high on account of the risk he runs
of not having the whole made up. But again, there are many arts which require
more extensive knowledge than is to be got during the time of an apprenticeship. A
blacksmith and weaver may learn their business well enough without any previous
knowledge of mathematics, but a watchmaker must be acquainted with several
sciences in order to undertake his business well, such as arithmetic, geometry, and
astronomy with regard to the equation of time, and their wages must be high in
order to compensate the additional expense. In general, this is the case in all the
liberal arts, because after they have spent a long time in their education, it is ten
to one if ever they make anything by it. Their wages therefore must be higher in
proportion to the expense they have been at, the risk of not living long enough,
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and the risk of not having dexterity enough to manage their business. Among the
lawyers there is not one among twenty that attains such knowledge and dexterity
in his business as enables him to get back the expenses of his education, and many
of them never make the price of their gown, as we say. The fees of lawyers are so
far from being extravagant, as they are generally thought, that they are rather low in
proportion. It is the eminence of the profession, and not the money made by it, that
is the temptation for applying to it, and the dignity of that rank is to be considered
as a part of what is made by it.
In the same manner we shall find that the price of gold and silver is not
extravagant, if we consider it in this view, for in a gold or silver mine there is a great
chance of missing it altogether. If we suppose an equal number of men employed in
raising corn and digging silver, the former will make more than the latter, because
perhaps of forty or fifty employed in a mine, only twenty make anything at all.
Some of the rest may indeed make fortunes, but every corn man succeeds in his
undertakings, so that upon the whole there is more made this way than the other. It
is the ideal acquisition which is the principal temptation in a mine.
A man then has the natural price of his labour, when it is sufficient to
maintain him during the time of labour, to defray the expense of education, and
to compensate the risk of not living long enough, and of not succeeding in the
business. When a man has this, there is sufficient encouragement to the labourer,
and the commodity will be cultivated in proportion to the demand.
The market price of goods is regulated by quite other circumstances. When a
buyer comes to the market, he never asks of the seller what expenses he has been
at in producing them. The regulation of the market price of goods depends on the
three following articles:—
First, the demand, or need for the commodity. There is no demand for a
thing of little use; it is not a rational object of desire.
Secondly, the abundance or scarcity of the commodity in proportion to the
need of it. If the commodity be scarce, the price is raised, but if the quantity be more
than is sufficient to supply the demand, the price falls. Thus it is that diamonds and
other precious stones are dear, while iron, which is much more useful, is so many
times cheaper, though this depends principally on the last cause, viz.:—
Thirdly, the riches or poverty of those who demand. When there is not
enough produced to serve everybody, the fortune of the bidders is the only
regulation of the price. The story which is told of the merchant and the carrier
in the deserts of Arabia is an evidence of this. The merchant gave 10,000 ducats
for a certain quantity of water. His fortune here regulated the price, for if he had
not had them, he could not have given them, and if his fortune had been less, the
water would have been cheaper. When the commodity is scarce, the seller must be
content with that degree of wealth which they have who buy it. The case is much
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the same as in an auction. If two persons have an equal fondness for a book, he
whose fortune is largest will carry it. Hence things that are very rare go always to
rich countries. The King of France only could purchase that large diamond of so
many thousand pounds value. Upon this principle, everything is dearer or cheaper
according as it is the purchase of a higher or lower set of people. Utensils of gold
are comeatable only by persons in certain circumstances. Those of silver fall to
another set of people, and their prices are regulated by what the majority can give.
The prices of corn and beer are regulated by what all the world can give, and on this
account the wages of the day-labourer have a great influence upon the price of corn.
When the price of corn rises, wages rise also, and vice versa; when the quantity of
corn falls short, as in a sea-voyage, it always occasions a famine, and then the price
becomes enormous. Corn then becomes the purchase of a higher set of people, and
the lower must live on turnips and potatoes.
Thus we have considered the two prices, the natural and the market price,
which every commodity is supposed to have. We observed before that however
seemingly independent they appear to be, they are necessarily connected. This will
appear from the following considerations. If the market price of any commodity is
very great, and the labour very highly rewarded, the market is prodigiously crowded
with it, greater quantities of it are produced, and it can be sold to the inferior ranks
of people. If for every ten diamonds there were ten thousand, they would become
the purchase of everybody, because they would become very cheap, and would
sink to their natural price. Again, when the market is overstocked, and there is
not enough got for the labour of the manufacture, nobody will bind to it, they
cannot have a subsistence by it, because the market price falls then below the
natural price. It is alleged that as the price of corn sink[s], the wages of the labourer
should sink, as he is then better rewarded. It is true that if provisions were long
cheap, as more people would flock to this labour where the wages are high, through
this concurrence of labour, the wages would come down, but we find that when
the price of corn is doubled, the wages continue the same as before, because the
labourers have no other way to turn themselves. The same is the case with menial
servants.
From the above we may observe that whatever police tends to raise the
market price above the natural, tends to diminish public opulence. Dearness and
scarcity are in effect the same thing. When commodities are in abundance, they can
be sold to the inferior ranks of people, who can afford to give less for them, but not
if they are scarce. So far, therefore, as goods are a conveniency to the society, the
society lives less happy when only the few can possess them. Whatever therefore
keeps goods above their natural price for a permanency, diminishes [a] nation’s
opulence. Such are
First, all taxes upon industry, upon leather, and upon shoes, which people
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grudge most, upon salt, beer, or whatever is the strong drink of the country, for no
country wants some kind of it. Man is an anxious animal, and must have his care
swept off by something that can exhilarate the spirits. It is alleged that this tax upon
beer is an artificial security against drunkenness, but if we attend to it, [we will find]
that it by no means prevents it. In countries where strong liquors are cheap, as in
France and Spain, the people are generally sober, but in northern countries, where
they are dear, they do not get drunk with beer, but with spirituous liquors; nobody
presses his friend to a glass of beer, unless he choose it.
Secondly, monopolies also destroy public opulence. The price of the
monopolized goods is raised above what is sufficient for encouraging the labour.
When only a certain person or persons have the liberty of importing a commodity,
there is less of it imported than would otherwise be; the price of it is therefore
higher, and fewer people supported by it. It is the concurrence of different
labourers which always brings down the price. In monopolies, such as the Hudson’s Bay and East India companies, the people engaged in them make the price
what they please.
Thirdly, exclusive privileges of corporations have the same effect. The
butchers and bakers raise the price of their goods as they please, because none but
their own corporation is allowed to sell in the market, and therefore their meat must
be taken, whether good or not. On this account there is always required a magistrate
to fix the prices. For any free commodity, such as broad cloth, there is no occasion
for this, but it is necessary with bakers, who may agree among themselves to make
the quantity and price what they please. Even a magistrate is not a good enough
expedient for this, as he must always settle the price at the outside, else the remedy
must be worse than the disease, for nobody would apply to these businesses, and
a famine would ensue. On this account bakers and brewers have always profitable
trades.
As what raises the market price above the natural one diminishes public
opulence, so what brings it down below it has the same effect.
It is only upon manufactures to be exported that this can usually be done by
any law or regulation, such as the bounty allowed by the government upon coarse
linen, by which it becomes exportable, when under twelve pence a yard. The public
paying a great part of the price, it can be sold cheaper to foreigners than what is
sufficient for encouraging the labour. In the same manner, by the bounty of five
shillings upon the quarter of corn when sold under forty shillings, as the public pays
an eighth part of the price, it can be sold just so much cheaper at a foreign market.
By this bounty the commodity is rendered more comeatable, and a greater quantity
of it produced, but then it breaks what may be called the natural balance of industry.
The disposition to apply to the production of that commodity is not proportioned
to the natural cause of the demand, but to both that and the annexed bounty. It has
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not only this effect with regard to the particular commodity, but likewise people are
called from other productions which are less encouraged, and thus the balance of
industry is broken.
Again, after the ages of hunting and fishing, in which provisions were the
immediate produce of their labour, when manufactures were introduced, nothing
could be produced without a great deal of time. It was a long time before the weaver
could carry to the market the cloth which he bought in flax. Every trade therefore
requires a stock of food, clothes, and lodging to carry it on. Suppose then, as is really
the case in every country, that there is in store a stock of food, clothes, and lodging,
the number of people that are employed must be in proportion to it. If the price
of one commodity is sunk below its natural price, while another is above it, there
is a smaller quantity of the stored stock left to support the whole. On account of
the natural connexion of all trades in the stock, by allowing bounties to one you
take away the stock from the rest. This has been the real consequence of the corn
bounty.
The price of corn being sunk, the rent of the farms sinks also, yet the bounty
upon corn, which was laid on at the time of the taxes, was intended to raise the
rent, and had the effect for some time, because the tenants were assured of a price
for their corn, both at home and abroad. But though the effects of the bounty
encouraging agriculture brought down the price of corn, yet it raised the grass
farms, for the more corn the less grass. The price of grass being raised, butchers’
meat, in consequence of its dependence upon it, must be raised also, so that if the
price of corn is diminished, the price of other commodities is necessarily raised.
The price of corn has indeed fallen from forty-two to thirty-five, but the price of
hay has risen from twenty-five to near fifty shillings. As the price of hay has risen,
horses are not so easily kept, and therefore the price of carriage has risen also. But
whatever increases the price of carriage diminishes plenty in the market. Upon the
whole, therefore, it is by far the best police to leave things to their natural course,
and allow no bounties, nor impose taxes on commodities.
Thus we have shown what circumstances regulate the price of commodities,
which was the first thing proposed.

[§ 8. Of Money as the Measure of Value and Medium of Exchange.
Exchange.]
We come now to the second particular, to consider money, first as the
measure of value and then as the medium of permutation or exchange. When
people deal in many species of goods, one of them must be considered as the
measure of value. Suppose there were only three commodities, sheep, corn, and
oxen, we can easily remember them comparatively, but if we have a hundred different commodities, there are ninety-nine values of each arising from a comparison
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with each of the rest. As these cannot easily be remembered, men naturally fall
upon one of them to be a common standard with which they compare all the rest.
This will naturally at first be the commodity with which they are best acquainted.
Accordingly we find that black cattle and sheep were the standard in Homer’s
time. The armour of one of his heroes was worth nine oxen, and that of another
worth an hundred. Black cattle was the common standard in ancient Greece. In
Italy, and particularly in Tuscany, everything was compared with sheep, as this
was their principal commodity. This is what may be called the natural measure of
value. In like manner there were natural measures of quantity, such as fathoms,
cubits, inches, taken from the proportion of the human body, once in use with
every nation. But by a little observation they found that one man’s arm was longer
or shorter than another’s, and that one was not to be compared with the other,
and therefore wise men who attended to these things would endeavour to fix
upon some more accurate measure, that equal quantities might be of equal values.
This method became absolutely necessary when people came to deal in many
commodities, and in great quantities of them. Though an inch was altogether
inconsiderable when their dealings were confined to a few yards, more accuracy
was required when they came to deal in some thousands. We find, in countries
where their dealings are small, the remains of this inaccuracy. The cast of the
balance is nothing thought of in their coarse commodities.
Since, then, there must of necessity be a common standard of which equal
quantities should be of equal values, metals in general seemed best to answer this
purpose, and of these the value of gold and silver could best be ascertained. The
temper of steel cannot be precisely known, but what degree of alloy is in gold and
silver can be exactly found out. Gold and silver were therefore fixed upon as the
most exact standard to compare goods with, and were therefore considered as the
most proper measure of value.
In consequence of gold and silver becoming the measure of value, it came
also to be the instrument of commerce. It soon became necessary that goods
should be carried to market, and they could never be cleverly exchanged unless the
measure of value was also the instrument of commerce. In the age of shepherds it
might be no great inconvenience that cattle should be the medium of exchange, as
the expense of maintaining them was nothing, the whole country being considered
as one great common; but when lands came to be divided, and the division of
labour introduced, this custom would be productive of very considerable
inconveniences. The butcher and shoemaker might at times have no use for one
another’s commodities. The farmer very often cannot maintain upon his ground a
cow more than he has. It would be a very great hardship on a Glasgow merchant to
give him a cow for one of his commodities. To remedy this, those materials which
were before considered as the measure of value, came also to be the instrument of
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exchange. Gold and silver had all advantages. They can be kept without expense,
they do not waste, and they are very portable. Gold and silver, however, do not
derive their whole utility from being the medium of exchange; though they never
had been used as money, they are more valuable than any other metals. They have
a superior beauty, are capable of a finer polish, and are more proper for making
any instrument, except those with an edge. For all these reasons, gold and silver
came to be the proper measure of value, and the instrument of exchange; but in
order to render them more proper for these purposes, it was necessary that both
their weight and their fineness should be ascertained. At first their balances were
not very accurate, and therefore frauds were easily committed. However, this was
remedied by degrees; but common business would not allow of the experiments
which are necessary to fix precisely the degree of fineness. Though with a great
quantity of alloy, they are to appearance good. It was necessary therefore, to
facilitate exchange, that they should fall upon some expedient to ascertain with
accuracy both weight and fineness. Coinage most effectually secures both these.
The public, finding how much it would tend to facilitate commerce, put a stamp
upon certain pieces that whoever saw them might have the public faith that they
were of a certain weight and fineness; and this would be what was at first marked
upon the coin, as being of most importance.
Accordingly, the coins of every country appear to have borne the names
of the weights corresponding to them, and they contained the denomination they
expressed. The British pound sterling seems originally to have been a pound weight
of pure silver.
As gold could be easily exchanged into silver, the latter came always to be the
standard or measure of value. As there cannot be two standards, and in the greater
part of purchases silver is necessary, we never say a man is worth so many guineas,
but always pounds.
It is to be observed that the measure of quantity has always increased, while
that of value has decreased. The British pound has now decreased to less than
a third of its original value, which was sixty-three shillings, while the measure of
quantity has considerably increased. The reason is that the interest of the
government requires this. It is the interest of the baker and the brewer to make
the measure of quantity as little as possible; and therefore there are inspectors
appointed who, when it is brought down, always settle it a little farther up. All our
measures, which were taken from the Roman foot, fathom, and inch, are now a
great deal more. In like manner what was called Troy weight, from Troy, a town
in Champaigne, where then the greatest commerce was carried on, gave rise to a
heavier weight, because there was usually given the cast of the balance along with
it, and as this rendered dealings inaccurate, it was necessary that this cast of the
balance should be determined. Accordingly, averdupois (avoir du poise), or heavy
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weight, was settled at thirteen ounces; but as this was a number not easily divided, it
was settled at sixteen, the ounces being made proportioned to it.
Thus the measure of quantity has been increasing; we shall next show how
the coin decreased. When the government takes the coinage into its own hands,
the expenses naturally fall upon it, and if any private man coins, he must lessen
the value or have nothing but his labour for his pains; and besides, as no man’s
authority can be so great as to make his coin pass in common payments, he must
forge the stamp of the government. As the government took the task upon themselves, they would endeavour, in order to prevent frauds, to prevent counterfeiting
the king’s coin, and encroaching on his prerogative; besides, as the public faith
was engaged, it was necessary to prevent all kinds of fraud, because it was likewise
necessary that people should be obliged to receive the coin according to its
denomination, and that if any refused it after a legal tender of payment was made,
the debtor should be free, and the creditor guilty of felony. In rude and barbarous
periods the government was laid under many temptations to debase the coin, or,
according to the mint language, to raise it; when, for instance, on any important
occasion, such as paying of debts, or of soldiers, it has occasion for two millions,
but has no more than one, it calls in the coin of the country, and, mixing with it a
greater quantity of alloy, makes it come out two millions, as like as possible to what
it was before. Many operations of this kind have been performed in every country;
but England, from the freedom which it has almost uninterruptedly enjoyed, has
been less troubled with this than any other nation. There it has only fallen to onethird, but in many other countries it is not a fiftieth of its original value.
The inconveniences of such practices are very great. The debasement of
the coin hinders commerce, or, at least, greatly embarrasses it. A new calculation
must be made how much of the new coin must be given for so much of the old.
People are disposed to keep their goods from the market, as they know not what
they will get for them. Thus, a stagnation of commerce is occasioned; besides, the
debasing of the coin takes away the public faith. Nobody will lend any sum to the
government, or bargain with it, as he perhaps may be paid with one half of it. As
there is a fraud committed by the government, every subject must be allowed to
do the same, and pay his debts with the new money, which is less than he owed.
This scheme, however, serves the purpose for some small time, on the following
account. The use of money is twofold: for the payment of debts, and the purchasing
of commodities. When the coin is debased, a debt of twenty shillings is then paid
with ten; but if the new coin be carried to a foreign market, it will give nothing but
the old value. All day-labourers are paid in the new coin. The necessities of life must
be sold at what the greater part of people can give, and consequently their price
will for some time be diminished. However, the king himself loses much, though
he gains in the meantime. His doubling it is no doubt a present advantage, but it
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necessarily diminishes his revenue, because all his taxes are paid in the new coin. To
prevent this loss the French, and indeed all other nations on a like occasion, when
they double the money by edict without re-coinage, make the augmentation after
the money is called in, and before it goes out, and a diminution is made before next
term of payment. A diminution has always a worse effect than an augmentation. An
augmentation injures the creditor, a diminution the debtor, who should always be
favoured. If I bind for ten pounds and be obliged to pay fifteen, common industry
must be excessively embarrassed.
The coins of most countries are either of copper, silver, or gold. We are
obliged even to receive payment in sixpences, which sometimes is the occasion of
confusion and loss of time. The different coins are regulated, not by the caprice of
the government, but by the market price of gold and silver, and according to this
the proportion of gold and silver [is] settled. This proportion sometimes varies a
little. The guineas some time ago were valued at twenty-two shillings, and at other
times they have been at twenty. The gold rises more in proportion in Britain than
anywhere else, and as it makes the silver of somewhat less value it is the cause of
a real inconvenience. As silver buys more gold abroad than at home, by sending
abroad silver they bring gold in return, which buys more silver here than it does
abroad. By this means a kind of trade is made of it, the gold coin increasing and the
silver diminishing. Some time ago a proposal was given in to remedy this, but it was
thought so complex a case that they resolved for that time not to meddle with it.

[§ 9. That National Opulence does not consist in Money.
Money.]
We have shown what rendered money the measure of value, but it is to be
observed that labour, not money, is the true measure of value. National opulence
consists therefore in the quantity of goods, and the facility of barter. This shall be
next considered.
The more money that is necessary to circulate the goods of any country, the
more is the quantity of goods diminished. Suppose that the whole stock of Scotland
in corn, cattle, money, &c. amounts to twenty millions, and if one million in cash
is necessary to carry on the circulation, there will be in the country only nineteen
millions of food, clothes, and lodging, and the people have less by one million
than they would have if there were no occasion for this expedient of money. It is
therefore evident that the poverty of any country increases as the money increases,
money being a dead stock in itself, supplying no convenience of life. Money in
this respect may be compared to the high roads of a country, which bear neither
corn nor grass themselves, but circulate all the corn and grass in the country. If we
could find any way to save the ground taken up by highways, we would increase
considerably the quantity of commodities, and have more to carry to the market.
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In the same manner as [the worth of] a piece of ground does not lie in the number
of highways that run through it, so the riches of a country does not consist in the
quantity of money employed to circulate commerce, but in the great abundance of
the necessaries of life. If we could therefore fall on a method to send the half of our
money abroad to be converted into goods, and at the same time supply the channel
of circulation at home, we would greatly increase the wealth of the country.
Hence the beneficial effects of the erection of banks and paper credit. It
is easy to show that the erection of banks is of advantage to the commerce of a
country. Suppose as above that the whole stock of Scotland amounted to twenty
millions, and that two millions are employed in the circulation of it, [and] the other
eighteen are in commodities. If then the banks in Scotland issued out notes to the
value of two millions, and reserved among them £300,000 to answer immediate
demands, there would be one million seven hundred thousand pounds circulating
in cash, and two millions of paper money besides. The natural circulation however
is two million and the channel will receive no more. What is over will be sent abroad
to bring home materials for food, clothes, and lodging. That this has a tendency to
enrich a nation may be seen at first sight, for whatever commodities are imported,
just so much is added to the opulence of the country. The only objection against
paper money is that it drains the country of gold and silver, that bank notes will
not circulate in a foreign market, and that foreign commodities must be paid in
specie. This is no doubt the case; but if we consider attentively we will find that
this is no real hurt to a country. The opulence of a nation does not consist in the
quantity of coin, but in the abundance of commodities which are necessary for life,
and whatever tends to increase these tends so far to increase the riches of a country.
Money is fit for none of the necessaries of life. It cannot of itself afford
either food, clothes, or lodging, but must be exchanged for commodities fit for
these purposes. If all the coin of the nation were exported, and our commodities
proportionably increased, it might be recalled on any sudden emergency sooner
than anyone could well imagine. Goods will always bring in money, and as long
as the stock of commodities in any nation increases, they have it in their power
to augment the quantity of coin, if thought necessary, by exporting their stock
to foreign countries. This reasoning is confirmed by matter of fact. We find that
the commerce of every nation in Europe has been prodigiously increased by the
erection of banks. In this country everybody is sensible of their good effects, and
our American colonies, where most of the commerce is carried on by paper
circulation, are in a most flourishing condition.
What first gave occasion to the establishment of banks was to facilitate the
transference of money. This at this day is the only design of the bank at Amsterdam.
When commerce is carried to a high pitch, the delivery of gold and silver consumes
a great deal of time. When a great merchant had ten or twenty thousand pounds to

452

VOLUME 14, NUMBER 3, SEPTEMBER 2017

LECTURES ON DOMESTIC POLICY

give away, he would take almost a week to count it out in guineas and shillings. A
bank bill prevents all this trouble. Before the erection of the bank at Amsterdam,
the method the merchants fell upon to lessen the trouble of counting out great
quantities of cash, was to keep certain sums put up in bags to answer immediate
demands. In this case you must either trust the honesty of the merchant, or you
must take the trouble of counting it over. If you trusted his fidelity, frequent frauds
would be committed, if not, your trouble was not lessened. The inconveniences
arising from this gave occasion to the erection of that bank, of which the whole
transaction is this: you deposit a certain sum of money there, and the bank gives
you a bill to that extent. This money is secure, and you never call for it, because
the bill will generally sell above par, and it is therefore an advantage to yourself to
let it lie; the bank has no office for payment, because there is seldom any payment
demanded. In this manner the bank of Amsterdam has a good effect in facilitating
commerce, and its notes circulate only there; the credit of that city is not in the
least endangered by the bank. In 1701, when the French army was at Utrecht, a
sudden demand was made upon it, and all Holland was alarmed with the expected
fatal consequences, but no danger ensued. Before this a suspicion prevailed that the
bankers had fallen into a custom of trading with the money, but at that time it was
found that a great quantity of the money had been scorched by a fire that happened
in the neighbourhood about fifty years before that. This plainly showed that there
was no ground for the suspicion, and the credit of the bank remained unhurt. It
has been affirmed by some that the bank of Amsterdam has always money in its
stores to the amount of eighty or ninety millions; but this has lately been shown by
an ingenious gentleman to be false, from a comparison of the trade of London and
Amsterdam.
The constitution of the banks in Britain differs widely from that in Amsterdam. Here there is only about a sixth part of the stock kept in readiness for
answering demands, and the rest is employed in trade. Originally they were on the
same footing with the Amsterdam bank, but the directors taking liberty to send out
money, they gradually came to their present situation. The ruin of a bank would
not be so dangerous as is commonly imagined. Suppose all the money in Scotland
was issued by one bank, and that it became bankrupt, a very few individuals would
be ruined by it, but not many; because the quantity of cash or paper that people
have in their hands bears no proportion to their wealth. Neither would the wealth
of the whole country be much hurt by it, because the hundredth part of the riches
of a country does not consist in money. The only method to prevent the bad
consequence arising from the ruin of banks, is to give monopolies to none, but to
encourage the erection of as many as possible. When several are established in a
country, a mutual jealousy prevails, they are continually making unexpected runs on
one another. This puts them on their guard and obliges them to provide themselves
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against such demands. Was there but one bank in Scotland it would perhaps be a
little more enterprising, as it would have no rival, and by mismanagement might
become bankrupt; but a number puts this beyond all danger: even though one
did break, every individual [would] have very few of its notes. From all these
considerations it is manifest that banks are beneficial to the commerce of a country,
and that it is a bad police to restrain them.
{Here we have omitted five paragraphs of the text, in which Smith discusses several authors on the
topics of money, prices, and international trade.}
Upon the whole we may observe on this subject, that the reason why our
riches do not consist in money but commodities is, that money cannot be used for
any of the purposes of life, but that commodities are fitted for our subsistence.
The consumptibility, if we may use the word, of goods, is the great cause of human
industry, and an industrious people will always produce more than they consume. It
is easy to show how small a proportion the cash in every country bears to the public
opulence. It is generally supposed that there are thirty millions of money circulating
in Britain, but the annual consumption amounts to much more than a hundred
millions, for, computing the inhabitants of the island at ten millions, and allowing
ten pounds per annum for the subsistence of each person, which is by much too
little, the whole annual consumption amounts to that sum. So it appears that the
circulating cash bears but a small proportion to the whole opulence of the country.
It is probable, however, that there are not thirty millions in Britain, and in that case
the proportion will be still less.
It is said by some who support the notion that the riches of a country consists
in money, that when a person retires from trade he turns his stock immediately into
cash. It is plain, however, that the reason of this is that as money is the instrument
of commerce, a man can change it for the necessaries and elegancies of life more
easily than anything else. Even the miser who locks up his gold in his chest has
this end in view. No man in his senses hoards up money for its own sake, but he
considers that by keeping money always by him, he has it in his power to supply at
once all the necessities of himself and his family.
This opinion that riches consist in money, as it is absurd in speculation, so
it has given occasion to many prejudicial errors in practice, some of which are the
following.

[§ 10. Of Prohibiting the Exportation of Coin.
Coin.]
It was owing to these tenets that the government prohibited the exportation
of coin, which prohibition has been extremely hurtful to the commerce of the
country, because whatever quantity of money there is in any country above what is
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sufficient for the circulation is merely a dead stock.
In King William’s time there were two species of coin, milled and unmilled.
The unmilled was frequently clipped by different persons in its circulation. This
occasioned frequent disorders among the people, and therefore the parliament
ordered all the clipped money to be brought into the mint, and the government
was at the expense of recoining it, which operation cost them about two millions.
As they had been at this expense, they thought it just and proper to prohibit the
exportation of money for the future. The merchants, however, complained of this
hardship, and were then allowed to export money to a small extent. The great
complaint, however, was always scarcity of money. In order to remedy this, the
government established a common office for coining money where every one
might get their gold and silver turned into coin without any expense. The
consequence of this was that as coin was of no more value than bullion, a great deal
of coin was melted down and exported. To prevent this it was rendered felony to
melt coin; but it is so simple an operation, and so easily gone about, that the law
was easily eluded. The immediate effect of this regulation was that more coin was
exported than ever. This might have been easily prevented by fixing a certain price
upon the coinage of bullion, or by ordaining the master of the mint to be paid by
the persons who brought their money to be coined; but such a regulation was never
thought of.
Any regulation of the above kind is very absurd, for there is no fear if things
be left to their free course that any nation will want money sufficient for the
circulation of their commodities, and every prohibition of exportation is always
ineffectual, and very often occasions the exportation of more than otherwise would
be. Suppose, for instance, the Portuguese prohibited from exporting their money
by a capital punishment. As they have few goods to give in exchange for ours, their
foreign trade must cease; or if they attempt to smuggle, the British merchant must
lay such a price upon his goods as will be sufficient to reward him for the risk
he runs of being detected, and the Portuguese merchant, being obliged to buy his
goods too dear, must be a loser. In general, every prohibition of this kind hurts the
commerce of a country. Every unnecessary accumulation of money is a dead stock
which might be employed in enriching the nation by foreign commerce. It likewise
raises the price of goods and makes the country undersold at foreign markets.
It is to be observed that prohibiting the exportation of money is really one
great cause of the poverty of Spain and Portugal. When they got possession of the
mines of Mexico and Peru, they thought they could command all Europe by the
continual supplies which they received from thence, if they could keep the money
among them, and therefore they prohibited the exportation of it. But this had a
quite contrary effect, for when money is, as it were, dammed up to an unnatural
height, and there is more than the circulation requires, the consequences are very
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unfavourable to the country. For it is impossible that the exportation of gold and
silver can be wholly stopped, as the balance of trade must be against them, that
is, they must buy more than they sell, and it is indispensably necessary that this
balance be paid in money. Every commodity rises to an extravagant height. The
Portuguese pay for English cloth, additional to the natural price of it, the expense
and risk of carrying it there, for nobody ever saw a Spanish or Portuguese ship in
a British harbour. All the goods sent to those countries are carried by ourselves
and consigned to the British factors, to be disposed of by them. But besides the
carriage and insurance, the British merchant must be paid for the risk of having his
money seized in Portugal, in consequence of the prohibition. All risk of forfeiture
or penalty must lie upon the goods. This has a miserable effect upon the domestic
industry of those countries, and has put a stop to their manufactures. Nobody
ever saw a piece of Spanish cloth in any other country, yet they have the best
materials in the world, and with the same art that we have, might monopolise the
trade of Europe. It drew the attention of the nations who trade with them in these
commodities, when a general, on a certain occasion, presented to his majesty the
regiment of which he had the command clothed in the manufactures of Spain. In
general they export no manufactured commodities, swords and armour excepted,
as they have confessedly the best steel in the world, but only the spontaneous
productions of the country, such as fruits and wines.
Regulations of a similar nature were made in Britain in King William’s time.
Money was thought to constitute opulence, and therefore the accumulation of it
commanded the whole of the public attention. They coined all money brought in
for nothing, and the expenses of coinage, which amounted to about £140,000, were
entirely thrown away; and, besides, great encouragement was given to exportation,
because, as gold and silver were coined for nothing, coined money could never be
dearer than bullion. As the exportation of bullion was free, they melted down the
coin and sent it abroad. At present there is a great temptation to such practices, for
an oz. of pure silver at mint price is exactly valued at 5s. 2d., but bullion is often
bought at 5s. 6d. As nothing is lost in melting, here is a profit of 4d. per oz. It is on
this account that we seldom or never see a new shilling, and it is one of the causes
that silver is so scarce in proportion to gold.

[§ 11. Of the Balance of Trade.
Trade.]
The idea of public opulence consisting in money has been productive of
other bad effects. Upon this principle most pernicious regulations have been
established. Those species of commerce which drain us of our money are thought
disadvantageous, and those which increase it beneficial, therefore the former are
prohibited and the latter encouraged. As France is thought to produce more of the
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elegancies of life than this country, and as we take much from them, and they need
little from us, the balance of trade is against us, and therefore almost all our trade
with France is prohibited by great taxes and duties on importation. On the other
hand, as Spain and Portugal take more of our commodities than we of theirs, the
balance is in our favours, and this trade is not only allowed, but encouraged. The
absurdity of these regulations will appear on the least reflection. All commerce that
is carried on betwixt any two countries must necessarily be advantageous to both.
The very intention of commerce is to exchange your own commodities for others
which you think will be more convenient for you. When two men trade between
themselves it is undoubtedly for the advantage of both. The one has perhaps more
of one species of commodities than he has occasion for, he therefore exchanges a
certain quantity of it with the other, for another commodity that will be more useful
to him. The other agrees to the bargain on the same account, and in this manner the
mutual commerce is advantageous to both. The case is exactly the same betwixt any
two nations. The goods which the English merchants want to import from France
are certainly more valuable to them than what they give for them. Our very desire
to purchase them shows that we have more use for them than either the money or
the commodities which we give for them. It may be said indeed that money lasts for
ever, but that claret and cambrics are soon consumed. This is true: but what is the
intention of industry if it be not to produce those things which are capable of being
used, and are conducive to the convenience and comfort of human life? Unless we
use the produce of our industry, unless we can subsist more people in a better way,
what avails it? Besides, if we have money to spend upon foreign commodities, what
purpose serves it to keep it in the country? If the circulation of commodities require
it, there will be none to spare; and if the channel of circulation be full, no more is
necessary. And if only a certain sum be necessary for that purpose, why throw more
into it?
Again, by prohibiting the exportation of goods to foreign markets, the
industry of the country is greatly discouraged. It is a very great motive to industry,
that people have it in their power to exchange the produce of their labour for what
they please, and wherever there is any restraint on people in this respect, they will
not be so vigorous in improving manufactures. If we be prohibited to send corn
and cloth to France, that industry is stopped which raises corn and prepares cloth
for the French market. It may be said indeed that if we were allowed to trade with
France we would not exchange our commodities with theirs, but our money, and
thus human industry is by no means discouraged; but if we attend to it, we shall
find that it comes to the same thing at last. By hindering people to dispose of
their money as they think proper, you discourage those manufactures by which this
money is gained. All jealousies therefore between different nations, and prejudices
of this kind, are extremely [hurtful] to commerce, and limit public opulence. This is
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always the case betwixt France and us in the time of war.
In general we may observe that these jealousies and prohibitions are most
hurtful to the richest nations, and that in proportion as a free commerce would be
advantageous. When a rich man and a poor man deal with one another, both of
them will increase their riches, if they deal prudently, but the rich man’s stock will
increase in a greater proportion than the poor man’s. In like manner when a rich
and a poor nation engage in trade, the rich nation will have the greatest advantage,
and therefore the prohibition of this commerce is most hurtful to it of the two. All
our trade with France is prohibited by the high duties imposed on every French
commodity imported. It would, however, have been better police to encourage our
trade with France. If any foreign commerce is to be prohibited, it ought to be that
with Spain and Portugal. This would have been most advantageous to England.
France is much more populous, a more extensive country, farther advanced in
arts and manufactures of every kind, and the industry which a commerce with
that country would have excited at home would have been much greater. Twenty
millions of people perhaps in a great society, working as it were to one another’s
hands, from the nature of the division of labour before explained, would produce
a thousand times more goods than another society consisting only of two or three
millions. It were happy therefore, both for this country and for France, that all
national prejudices were rooted out, and a free and uninterrupted commerce
established.
It may be observed in general that we never heard of any nation ruined by
this balance of trade. When Gee published his book, the balance with all nations
was against us, except Spain and Portugal. It was then thought that in a few years
we would be reduced to an absolute state of poverty. This indeed has been the
cry of all political writers since the time of Charles II; notwithstanding all this, we
find ourselves far richer than before, and, when there is occasion for it, we can
raise much more money than ever has been done. A late minister of state levied
in one year twenty-three millions with greater ease than Lord Godolphin could
levy six in Queen Anne’s time. The French and Dutch writers, embracing the same
principle, frequently alarmed their country with the same groundless terror, but
they still continue to flourish. It is to be observed that the poverty of a nation can
never proceed from foreign trade if carried on with wisdom and prudence. The
poverty of a nation proceeds from much the same causes with those which render
an individual poor. When a man consumes more than he gains by his industry,
he must impoverish himself unless he has some other way of subsistence. In the
same manner, if a nation consume more than it produces, poverty is inevitable; if
its annual produce be ninety millions and its annual consumption an hundred, then
it spends, eats, and drinks, tears, wears, ten millions more than it produces, and its
stock of opulence must gradually [go] to nothing.
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[§ 12. Of the Opinion that no Expense at Home can be hurtful.
hurtful.]
There is still another bad effect proceeding from that absurd notion, that
national opulence consists in money. It is commonly imagined that whatever
people spend in their own country cannot diminish public opulence, if you take
care of exports and imports. This is the foundation of Dr. Mandeville’s system
that private vices are public benefits: what is spent at home is all spent among
ourselves, none of it goes out of the country. But it is evident that when any man
tears, and wears, and spends his stock, without employing himself in any species
of industry, the nation is at the end of the year so much the poorer by it. If he
spend only the interest of the money he does no harm, as the capital still remains,
and is employed in promoting industry, but if he spend the capital, the whole is
gone. To illustrate this let us make a supposition, that my father at his death, instead
of a thousand pounds in cash, leaves me the necessaries and conveniences of life
to the same value, which is precisely the same as if he left it in money, because I
afterwards purchase them in money. I get a number of idle folks about me and
eat, drink, tear, and wear, till the whole is consumed. By this, I not only reduce
myself to want, but certainly rob the public stock of a thousand pounds, as it is
spent and nothing produced for it. As a farther illustration of the hurt which the
public receives from such practices, let us suppose that this island was invaded
by a numerous band of Tartars, a people who are still in the state of shepherds, a
people who lead a roving life, and have little or no idea of industry. Here they would
find all commodities for the taking, they would put on fine clothes, eat, drink, tear,
and wear everything they laid their hands upon. The consequence would be that
from the highest degree of opulence the whole country would be reduced to the
lowest pitch of misery, and brought back to its ancient state. The thirty millions of
money would probably remain for some time, but all the necessaries of life would
be consumed. This shows the absurdity of that opinion that no home consumption
can hurt the opulence of a country.
Upon this principle that no public expense employed at home can be hurtful,
a war in Germany is thought a dreadful calamity, as it drains the country of money,
and a land war is always thought more prejudicial than a sea one for the same
reason; but upon reflection, we will find that it is the same thing to the nation, how
or where its stock be spent. If I purchase a thousand pounds’ worth of French
wines, and drink them all when they come home, the country is two thousand
pounds poorer, because both the goods and money are gone; if I spend a thousand
pounds worth of goods at home upon myself the country is only deprived of one
thousand pounds, as the money still remains; but in maintaining an army in a distant
war it is the same thing whether we pay them in goods or money, because the
consumption is the same at any rate. Perhaps it is the better police to pay them in
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money, as goods are better fitted for the purposes of life at home. For the same
reason there is no difference between land and sea wars, as is commonly imagined.
From the above considerations it appears that Britain should by all means
be made a free port, that there should be no interruptions of any kind made to
foreign trade, that if it were possible to defray the expenses of government by any
other method, all duties, customs, and excise should be abolished, and that free
commerce and liberty of exchange should be allowed with all nations, and for all
things.
But still further, and on the same principles as above, an apology is made for
the public debt. Say they, though we [owe] at present above a hundred millions, we
owe it to ourselves, or at least very little of it to foreigners. It is just the right hand
owing the left, and on the whole can be little or no disadvantage. But [it] is to be
considered that the interest of this hundred millions is paid by industrious people,
and given to support idle people who are employed in gathering it. Thus industry
is taxed to support idleness. If the debt had not been contracted, by prudence and
economy the nation would have been much richer than at present. Their industry
would not be hurt by the oppression of those idle people who live upon it. Instead
of the brewer paying taxes which are often improper, the stock might have been
lent out to such industrious people as would have made six or seven per cent. by
it, and have given better interest than the government does: this stock would then
have been employed for the country[’s] welfare. When there are such heavy taxes
to pay, every merchant must carry on less trade than he would otherwise do; he has
his taxes to pay before he sell any of his commodities. This narrows, as it were, his
stock, and hinders his trade from being so extensive as it otherwise would be. To
stop this clamour, Sir Robert Walpole endeavoured to show that the public debt
was no inconvenience, though it is to be supposed that a man of his abilities saw the
contrary himself.
{Here we have omitted § 13. Of the Scheme of Mr. Law}

[§ 14. Of Interest.
Interest.]
We have only two things further to mention relating to the price of
commodities, to wit, interest and exchange.
It is commonly supposed that the premium of interest depends upon the
value of gold and silver. The value of these are regulated by their quantity, for
as the quantity increases, the value diminishes, and as the quantity decreases, the
value rises. If we attend to it, however, we shall find that the premium of interest
is regulated by the quantity of stock. About the time of the discovery of the West
Indies it is to be observed that common interest was at 10 or 12 per cent, and since
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that time it has gradually diminished. The plain reason is this. Under the feudal
constitution there could be very little accumulation of stock, which will appear
from considering the situation of those three orders of men, which made up the
whole body of the people: the peasants, the landlords, and the merchants. The
peasants had leases which depended upon the caprice of their masters; they could
never increase in wealth, because the landlord was ready to squeeze it all from
them, and therefore they had no motive to acquire it. As little could the landlords
increase their wealth, as they lived so indolent a life, and were involved in perpetual
wars. The merchants again were oppressed by all ranks, and were not able to secure
the produce of their industry from rapine and violence. Thus there could be little
accumulation of wealth at all; but after the fall of the feudal government these
obstacles to industry were removed, and the stock of commodities began gradually
to increase.
We may further observe that what one trade lends to another is not so much
to be considered as money, as commodities. No doubt it is generally money which
one man delivers another in loan, but then it is immediately turned into stock, and
thus the quantity of stock enables you to make a greater number of loans. The price
of interest is entirely regulated by this circumstance. If there be few who have it in
their power to lend money, and a great number of people who want to borrow it,
the price of interest must be high; but if the quantity of stock on hand be so great as
to enable a great number to lend, it must fall proportionably.

[§ 15. Of Exchange.
Exchange.]
Exchange is a method invented by merchants to facilitate the payment of
money at a distance. Suppose I owe £100 to a merchant at London, I apply to a
banker in Glasgow for a bill upon another merchant in London, payable to my
creditor. For this I must not only give the banker £100, but I must also reward him
for his trouble. This reward is called the price, or premium, of exchange. Between
Glasgow and London it is sometimes at 2 per cent., sometimes more, sometimes
less. Between London and Glasgow again it is sometimes 4 or 5 per cent. below
par; and between Glasgow and the West India colonies it is often at 50 per cent.
below par. The value of exchange is always regulated by the risk of sending money
between two places. It is often, however, greater than the risk can be supposed
to be, and this is owing to paper circulation. Between Glasgow and London one
can easily get £100 carried for fifteen or sixteen shillings; but as paper in Scotland
makes a great part of the currency, and as there is an inconveniency in getting bank
notes exchanged for gold and silver, a merchant chooses rather to pay 2 per cent.
than take the trouble of changing the notes for cash, and sending the money. This
too is the cause of the high price of exchange between Virginia and Glasgow. In
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the American colonies the currency is paper, and their notes are 40 or 50 per cent.
below par, because the funds are not sufficient. In every exchange you must pay
the price, the risk, some profit to the banker, and so much for the degradation of
money in notes. This is the cause of the rise of exchange. Whenever it rises beyond
the price of insurance it is owing to the money of one country being lower than
that of another. This was the cause of the high price of exchange between France
and Holland about the time of the Mississippi Company. It was then at 80 or 90
per cent. All the money had been expelled from France by the scheme of Mr. Law,
and the whole circulation was paper, and the credit of the bank had fallen. All these
reasons conspired to raise the exchange to such an enormous pitch.

[§ 16. Of the Causes of the slow Progress of Opulence.
Opulence.]
We come now to the next thing proposed, to examine the causes of the slow
progress of opulence. When one considers the effects of the division of labour,
what an immediate tendency it has to improve the arts, it appears somewhat
surprising that every nation should continue so long in a poor and indigent state as
we find it does. The causes of this may be considered under these two heads: first,
natural impediments; and secondly, the oppression of civil government.
A rude and barbarous people are ignorant of the effects of the division of
labour, and it is long before one person, by continually working at different things,
can produce any more than is necessary for his daily subsistence. Before labour can
be divided some accumulation of stock is necessary; a poor man with no stock can
never begin a manufacture. Before a man can commence farmer, he must at least
have laid in a year’s provision, because he does not receive the fruits of his labour
till the end of the season. Agreeably to this, in a nation of hunters or shepherds no
person can quit the common trade in which he is employed, and which affords him
daily subsistence, till he have some stock to maintain him, and begin the new trade.
Every one knows how difficult it is, even in a refined society, to raise one’s self to
moderate circumstances. It is still more difficult to raise one’s self by those trades
which require no art nor ingenuity. A porter or day-labourer must continue poor
for ever. In the beginnings of society this is still more difficult. Bare subsistence is
almost all that a savage can procure, and having no stock to begin upon, nothing
to maintain him but what is produced by the exertion of his own strength, it is no
wonder he continues long in an indigent state. The meanest labourer in a polished
society has in many respects an advantage over a savage: he has more assistance
in his labour; he has only one particular thing to do, which, by assiduity, he attains
a facility in performing; he has also machines and instruments which greatly assist
him. An Indian has not so much as a pick-axe, a spade, or a shovel, nor anything
else but his own labour. This is one great cause of the slow progress of opulence in
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every country; till some stock be produced there can be no division of labour, and
before a division of labour take place there can be very little accumulation of stock.
The other cause that was assigned was the nature of civil government. In
the infancy of society, as has been often observed, government must be weak and
feeble, and it is long before its authority can protect the industry of individuals from
the rapacity of their neighbours. When people find themselves every moment in
danger of being robbed of all they possess, they have no motive to be industrious.
There could be little accumulation of stock, because the indolent, which would be
the greatest number, would live upon the industrious, and spend whatever they
produced. When the power of government becomes so great as to defend the
produce of industry, another obstacle arises from a different quarter. Among
neighbouring nations in a barbarous state there are perpetual wars, one continually
invading and plundering the other, and though private property be secured from
the violence of neighbours, it is in danger from hostile invasions. In this manner it
is next to impossible that any accumulation of stock can be made. It is observable
that among savage nations there are always more violent convulsions than among
those farther advanced in refinement. Among the Tartars and Arabs, great bands
of barbarians are always roaming from one place to another in quest of plunder,
and they pillage every country as they go along. Thus large tracts of country are
often laid waste and all the effects carried away. Germany too was in the same
condition about the fall of the Roman Empire; nothing can be more an obstacle to
the progress of opulence.
We shall next consider the effect of oppressive measures, first, with regard to
agriculture, and then with regard to commerce.
Agriculture is of all other arts the most beneficent to society, and whatever
tends to retard its improvement is extremely prejudicial to the public interest. The
produce of agriculture is much greater than that of any other manufacture. The
rents of the whole lands in England amount to about 24 millions, and as the rent
is generally about a third of the produce, the whole annual produce of the lands
must be about 72 millions. This is much more than the produce of either the linen
or woollen manufactures, for, as the annual consumption is computed to be about
100 millions, if you deduce from this the 72 millions, the produce of agriculture,
there will remain only 28 millions for all the other manufactures of the nation.
Whatever measures therefore discourage the improvement of this art are extremely
prejudicial to the progress of opulence.
One great hindrance to the progress of agriculture is the throwing great tracts
of land into the hands of single persons. If any man’s estate be more than he is
able to cultivate, a part of it is in a manner lost. When a nation of savages takes
possession of a country, the great and powerful divide the whole lands among
them, and leave none for the lower ranks of people. In this manner the Celtae, and
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afterwards the Saxons, took possession of our own island. When land is divided
in great portions among the powerful, it is cultivated by slaves, which is a very
unprofitable method of cultivation. The labour of a slave proceeds from no other
motive but the dread of punishment, and if he could escape this, he would work
none at all. Should he exert himself in the most extraordinary manner, he cannot
have the least expectations of any reward; and as all the produce of his labour goes
to his master, he has no encouragement to industry. A young slave may perhaps
exert himself a little at first, in order to attain his master’s favour; but he soon finds
that it is all in vain, and that, be his behaviour what it will, he will always meet
with the same severe treatment. When lands, therefore, are cultivated by slaves,
they cannot be greatly improven, as they have no motive to industry. A cultivation
of the same kind is that by villains. The landlord gave a man a piece of ground
to cultivate, allowing him to maintain himself by it, and obliging him to restore
whatever was over his own maintenance. This was equally unfavourable to the
progress of agriculture, because the villains, who were a kind of slaves, had no
motive to industry but their own maintenance. This objection lies equally against all
cultivation by slaves. Some of the West India islands have indeed been cultivated
by slaves, and have been greatly improven, but they might have been cultivated
by freemen at less expense; and had not the profits of sugar been very great, the
planters could not have supported the expense of slaves, but their profits have been
so enormous, that all the extraordinary expense of slave cultivation has vanished
before it. In the northern colonies they employ few slaves, and, though they are in
a very flourishing condition in those colonies, the lands are generally cultivated by
the proprietors, which is the most favourable method to the progress of agriculture.
A tenant of the best kind has always a rent to pay, and therefore has much less to
lay out on improvements. When a country sends out a colony, it may hinder a large
tract of land to be occupied by a single person; but when savages take possession of
a country, they are subject to no laws, the strongest man takes possession of most
ground, and therefore among them agriculture cannot be quickly promoted.
After villains went out, as was explained before, tenants by steel bow
succeeded. The landlord gave a farm with a stock to a villain, which were restored
with half of the produce, at the end of the year, to the landlord; but as the tenant had
no stock, nor though he had, any encouragement to lay it out on improvements,
this method always was unfavourable to agriculture. For the same reason that
tithes, by depriving the farmer of a tenth of his produce, hinder improvement, this,
though in a higher degree, was a hindrance, because the tenant was deprived of onehalf of the produce. A great part of France is still cultivated by tenants of steel bow,
and it is said that it still remains in some parts of the Highlands of Scotland.
The next species of cultivation was that by tenants, such as we have at
present. Some of the tenants by steel bow, by extreme pinching and cunning, got
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a small stock laid up and offered their masters a fixed rent for the ground. Thus in
progress of time the present method of cultivation was introduced, though it was
long liable to inconveniences. If the landlord sold his land, the new proprietor was
not bound to the terms of agreement, and the tenant was often turned out of his
farm; the landlord too invented a method to get rid of the tenant when he pleased
by selling the estate to another, on whom he had a back bond to make him return
the estate whenever the tenants were turned out. As the tenants were continually in
danger of being turned out, they had no motive to improve the ground. This takes
place to this day in every country of Europe, except Britain. In Scotland, contracts
of this kind were rendered real rights in the reign of James III, and in England in
that of Henry VII.
Besides these there were several other impediments to the progress of agriculture. At first all rents were paid in kind, by which, in a dear year, the tenants were
in danger of being ruined. A diminution of produce seldom hurts the tenant who
pays his rent in money, because the price of corn rises in proportion to its scarcity.
Society, however, is considerably advanced before money comes to be the whole
instrument of commerce.
Another embarrassment was that the feudal lords sometimes allowed the
king to levy subsidies from their tenants, which greatly discouraged their industry.
Besides all, under the tyranny of the feudal aristocracy, the landlords had nothing to
stop them from squeezing their tenants and raising the rents of their lands as high
as they pleased. England is better secured in this respect than any country, because
everyone who hold[s] but 40s. a year for life has a vote for a member of parliament,
by which, if he rent a farm, he is secure from oppression.
Several circumstances concurred to continue the engrossment of lands. The
right of primogeniture was pretty early established, and hindered estates from being
divided. The institution of entails is to this day attended with the same bad
consequences. The embarrassment, too, of the feudal law in transferring property,
detarded the progress of agriculture. Any quantity of any other commodity may
be bought or sold in an instant, but in purchasing four or five acres of land a
great deal [of] time must be spent in examining the progress of writs, and getting
your right legally constituted. This tends greatly to the engrossment of lands, and
consequently stops their improvement. If all the forms in buying lands were
abolished, every person almost who had got a little money would be ready to lay it
out on land, and the land by passing through the different hands would be much
better improved. There is no natural reason why a thousand acres should not be as
easily purchased as a thousand yards of cloth. The keeping land out of the market
always hinders its improvement. A merchant who buys a little piece of land has it
in his eye to improve it, and make the most of it he can. Great and ancient families
have seldom either stock or inclination to improve their estates, except a small
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piece of pleasure-ground about their house.
There are many errors in the police of almost every country, which have
contributed greatly to stop the progress of agriculture. Our fathers, finding themselves once in every two or three years subject to the most grievous dearths, to
escape that calamity prohibited the exportation of corn. This is still the police of
the greater part of Europe, and it is the cause of all that dearth it is intended to
prevent. In a plentiful year the corn of Spain, though the most fertile country in
the world, is not worth the cutting down; they suffer it to lie rotting on the ground,
because they would get nothing for it. The cause of this is not the indolence of
the people, as is commonly imagined. The fact is, the farmer, finding he cannot
dispose of his corn this year, will not risk a crop next year, but turns his grounds
to grass. Next year a famine ensues, and he sows more than can be disposed of
for the following season. It is to be observed that this was one great cause of
the depopulation of ancient Italy. Exportation of corn was prohibited by severe
penalties, and the importation of it encouraged by high premiums, so that the
Italian farmers had no encouragement to industry, not being sure of a market. In
the latter times of the Republic the Emperors tried several methods of promoting
the cultivation of the country, but being ignorant that the real cause of their want
was the immense quantity of corn daily imported from Egypt, and other parts
of Africa, all their endeavours were ineffectual. Caligula and Claudius gave their
soldiers land for nothing, upon condition that they would cultivate it, but as the
soldiers had no other motive, very inconsiderable improvements were made. Virgil,
too, published his Georgics to bring the cultivation of land into fashion, but all
was in vain. Foreign corn was always sold cheaper than their own could be raised.
Agreeably to this we find Cato in the Third Book of Cicero’s Offices, preferring
pasturage of any kind to farming. The Kings of Spain have also done all in their
power to promote the improvement of land. Philip IV went to the plough himself
in order to set the fashion. He did everything for the farmers except bringing them
a good market; he conferred the titles of nobility upon several farmers; he very
absurdly endeavoured to oppress manufacturers with heavy taxes in order to force
them to the country; he thought that in proportion as the inhabitants of towns
became more numerous, those in the country decreased. This notion was highly
ridiculous; for the populousness of a town is the very cause of the populousness
of the country, because it gives greater encouragement to industry. Every man
in a town must be fed by another in the country, and it is always a sign that the
country is improving when men go to town. There are no parts of the country so
well inhabited nor so well cultivated as those which lie in the neighbourhood of
populous cities.
All these causes have hindered, and still hinder, the improvement of agriculture, the most important branch of industry. We may observe that the greater
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number of manufacturers there are in any country, agriculture is the more improved, and the causes which prevent the progress of these react, as it were, upon
agriculture. It is easy to show that the free export and import of corn is favourable
to agriculture. In England, the country has been better stored with corn, and the
price of it has gradually sunk, since the exportation of it was permitted. The bounty
on exportation does harm in other respects, but it increases the quantity of corn.
In Holland corn is cheaper and plentyer than anywhere else, and a dearth is there
unknown. That country is as it were the magazine of corn for a great part of
Europe: this is entirely owing to the free export and import they enjoy. If no
improper regulations took place, any country of Europe might do more than
maintain itself with all sorts of grain.
The slow progress of arts and commerce is owing to causes of a like kind. In
all places where slavery took place, the manufactures were carried on by slaves. It is
impossible that they can be so well carried on by slaves as by freemen, because they
can have no motive to labour but the dread of punishment, and can never invent
any machine for facilitating their business. Freemen who have a stock of their own,
can get anything accomplished which they think may be expedient for carrying on
labour. If a carpenter think that a plane will serve his purpose better than a knife, he
may go to a smith and get it made; but if a slave make any such proposal he is called
a lazy rascal, and no experiments are made to give him ease. At present the Turks
and Hungarians work mines of the same kind, situated upon opposite sides of the
same range of mountains, but the Hungarians make a great deal more of them than
the Turks, because they employ free men, while the Turks employ slaves. When the
Hungarians meet with any obstacle every invention is on work to find out some
easy way of surmounting it; but the Turks think of no other expedient but to set a
greater number of slaves to work. In the ancient world, as the arts were all carried
on by slaves, no machinery could be invented, because they had no stock; after the
fall of the Roman Empire, too, this was the case all over Europe.
In a rude society nothing is honourable but war. In the Odyssey, Ulysses is
sometimes asked, by way of affront, whether he be a pirate or a merchant. At that
time a merchant was reckoned odious and despicable; but a pirate or robber, as
he was a man of military bravery, was treated with honour. We may observe that
those principles of the human mind which are most beneficial to society, are by no
means marked by nature as the most honourable. Hunger, thirst, and the passion
for sex are the great supports of the human species, yet almost every expression
of these excites contempt. In the same manner, that principle in the mind which
prompts to truck, barter, and exchange, though it is the great foundation of arts,
commerce, and the division of labour, yet it is not marked with anything amiable.
To perform anything, or to give anything without a reward, is always generous and
noble, but to barter one thing for another is mean. The plain reason for this is that
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these principles are so strongly implanted by nature that they have no occasion for
that additional force which the weaker principles need. In rude ages this contempt
rises to the highest pitch, and even in a refined society it is not utterly extinguished.
In this country a small retailer is even in some degree odious at this day. When
the trade of a merchant or mechanic was thus depreciated in the beginnings of
society, no wonder that it was confined to the lowest ranks of people. Even when
emancipated slaves began to practice these trades, it was impossible that much
stock could accumulate in their hands, for the government oppressed them
severely, and they were obliged to pay licences for their liberty of trading. In
Doomsday-book we have an account of all the different traders in every county,
how many of them were under the king, and how many under such a bishop, and
what acknowledgments they were obliged to pay for their liberty of trading.
This mean and despicable idea which they had of merchants greatly
obstructed the progress of commerce. The merchant is, as it were, the mean
between the manufacturer and the consumer; the weaver must not go to the market
himself, there must be somebody to do this for him. This person must be possessed
of a considerable stock, to buy up the commodity and maintain the manufacturer;
but when merchants were so despicable and laid under so great taxations for liberty
of trade, they could never amass that degree of stock which is necessary for making
the division of labour, and improving manufactures. The only persons in those days
who made any money by trade were the Jews, who, as they were considered as
vagabonds, had no liberty of purchasing lands, and had no other way to dispose of
themselves but by becoming mechanics or merchants; their character could not be
spoiled by merchandise, because they could not be more odious than their religion
made them. Even they were grievously oppressed, and consequently the progress
of opulence [was] greatly retarded.
Another thing which greatly retarded commerce was the imperfection of the
law with regard to contracts, which were the last species of rights that sustained
action, for originally the law gave no redress for any but those concluded on the
spot. At present all considerable commerce is carried on by commissions, and
unless these sustained action, little could be done. The first action on contracts
extended only to the moveable goods of the contractor, neither his lands nor his
person could be touched; his goods were often very inconsiderable, and probity
is none of the most prevalent virtues among a rude people. It is commerce that
introduces probity and punctuality.
Another obstacle to the improvement of commerce was the difficulty of
conveyance from one place to another. The country was then filled with retainers,
a species of idle people who depended on the lords, whose violence and disorders
rendered the going from one place to another very difficult. Besides, there were
then no good highways. The want of navigable rivers in many places was also an
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inconvenience. This is still the case in Asia and other Eastern countries: all inland
commerce is carried on by great caravans, consisting of several thousands, for
mutual defence, with waggons, &c. In our own country a man made his testament
before he set out from Edinburgh to Aberdeen, and it was still more dangerous
to go to foreign countries. The laws of every country to aliens and strangers are
far from being favourable. It is difficult, or rather impossible, for them to obtain
satisfaction. After this was a little remedied still conveyance by sea remained difficult. Piracy was an honourable occupation. Men were ignorant of navigation, and
exposed to dangers on this account. The price of all these risks was laid upon the
goods, and by this means they were so much raised above the natural price that the
improvement of commerce was greatly retarded.
Another piece of police which was thought a wise institution by our
forefathers had the same effect. This was the fairs and markets all over Europe.
Till the sixteenth century all commerce was carried on by fairs. The fairs of
Bartholomew, of Leipzig, of Troy in Champaigne, and even of Glasgow, are much
talked of in antiquity. These were the most centrical places, and best fitted for
carrying on business. All linen and black cattle were brought in from the country
to these assignations or trysts, and, lest the purchaser should be disappointed, they
were all brought on a certain day, and were not allowed to be sold on any other
day. Forestallers, who went up and down the country buying up commodities, were
severely punished, as this was a temptation not to bring them to the market. This
might be necessary when it was not safe to go anywhere alone, but though you
make no fairs, buyers and sellers will find a way to each other. Easy conveyance
and other conveniences of trafficking will be of more advantage than the bringing
them to a fixed market and thereby confining buying and selling to a certain season.
All fairs, however necessary they then were, are now real nuisances. It is absurd
to preserve in people a regard for their old customs, when the causes of them are
removed.
Another obstacle to commerce was staple towns, which had the exclusive
privilege of selling a certain commodity within that district. Calais, when it belonged to the English, was long the staple for wool. As men were obliged to carry
their wool to such a distance, its price was very high. It was however a very great
advantage to any town to have the staple, and therefore the king gave it to that town
with which he was best pleased, and took it away whenever it disobliged him. Staple
towns had all the disadvantages of fairs and markets with this additional one, that
the staple commodity could be sold at no fair nor market except one. By this the
liberty of exchange, and consequently the division of labour, was diminished.
All taxes upon exportation and importation of goods also hinder commerce.
Merchants at first were in so contemptible a state that the law, as it were, abandoned
them, and it was no matter what they obliged them to pay. They, however, must
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lay the tax upon their goods, their price is raised, fewer of them are bought,
manufactures are discouraged, and the division of labour hindered.
All monopolies and exclusive privileges of corporations, for whatever good
ends they were at first instituted, have the same bad effect. In like manner the
statute of apprenticeship, which was originally an imposition on government, has
a bad tendency. It was imagined that the cause of so much bad cloth was that
the weaver had not been properly educated, and therefore they made a statute
that he should serve a seven years apprenticeship before he pretended to make
any. But this is by no means a sufficient security against bad cloth. You yourself
cannot inspect a large piece of cloth, this must be left to the stampmaster, whose
credit must be depended upon. Above all other causes the giving bounties for
one commodity, and the discouraging another, diminishes the concurrence of
opulence, and hurts the natural state of commerce.
Before we treat of the effects of police upon the manners of a people, we
propose to consider taxes or revenue, which is in reality one of the causes that the
progress of opulence has been so slow.
{At this point in the text “Part II: Of Police” is interrupted by the entirety of “Part III:
Of Revenue.” Here we omit “Of Revenue,” and resume with “Of Police,” of which only § 17
remains.}

[§ 17. Of the Influence of Commerce on Manners.
Manners.]
It remains now that we consider the last division of police, and show the
influence of commerce on the manners of a people. Whenever commerce is
introduced into any country probity and punctuality always accompany it. These
virtues in a rude and barbarous country are almost unknown. Of all the nations in
Europe, the Dutch, the most commercial, are the most faithful to their word. The
English are more so than the Scotch, but much inferior to the Dutch, and in the
remote parts of this country they [are] far less so than in the commercial parts of
it. This is not at all to be imputed to national character, as some pretend; there is
no natural reason why an Englishman or a Scotchman should not be as punctual
in performing agreements as a Dutchman. It is far more reducible to self-interest,
that general principle which regulates the actions of every man, and which leads
men to act in a certain manner from views of advantage, and is as deeply implanted
in an Englishman as a Dutchman. A dealer is afraid of losing his character, and is
scrupulous in observing every engagement. When a person makes perhaps twenty
contracts in a day, he cannot gain so much by endeavouring to impose on his
neighbours, as the very appearance of a cheat would make him lose. When people
seldom deal with one another, we find that they are somewhat disposed to cheat,
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because they can gain more by a smart trick than they can lose by the injury which
it does their character.
They whom we call politicians are not the most remarkable men in the world
for probity and punctuality. Ambassadors from different nations are still less so;
they are praised for any little advantage they can take, and pique themselves a good
deal on this degree of refinement. The reason of this is that nations treat with one
another not above twice or thrice in a century, and they may gain more by one piece
of fraud, than [lose] by having a bad character. France has had this character with us
ever since the reign of Lewis XIV, yet it has never in the least hurt either its interest
or splendour. But if states were obliged to treat once or twice a day, as merchants
do, it would be necessary to be more precise, in order to preserve their character.
Wherever dealings are frequent, a man does not expect to gain so much by any one
contract, as by probity and punctuality in the whole, and a prudent dealer, who is
sensible of his real interest, would rather choose to lose what he has a right to, than
give any ground for suspicion. Everything of this kind is odious as it is rare. When
the greater part of people are merchants, they always bring probity and punctuality
into fashion, and these, therefore, are the principal virtues of a commercial nation.
There are some inconveniences, however, arising from a commercial spirit.
The first we shall mention is that it confines the views of men. Where the division
of labour is brought to perfection, every man has only a simple operation to
perform; to this his whole attention is confined, and few ideas pass in his mind
but what have an immediate connexion with it. When the mind is employed about
a variety of objects, it is somehow expanded and enlarged, and on this account a
country artist is generally acknowledged to have a range of thoughts much above a
city one. The former is perhaps a joiner, a house carpenter, and a cabinet-maker, all
in one, and his attention must of course be employed about a number of objects of
very different kinds. The latter is perhaps only a cabinet-maker; that particular kind
of work employs all his thoughts, and as he had not an opportunity of comparing
a number of objects, his views of things beyond his own trade are by no means so
extensive as those of the former. This must be much more the case when a person’s
whole attention is bestowed on the seventeenth part of a pin or the eightieth part
of a button, so far divided are these manufactures. It is remarkable that in every
commercial nation the low people are exceedingly stupid. The Dutch vulgar are
eminently so, and the English are more so than the Scotch. The rule is general; in
towns they are not so intelligent as in the country, nor in a rich country as in a poor
one.
Another inconvenience attending commerce is that education is greatly
neglected. In rich and commercial nations the division of labour, having reduced all
trades to very simple operations, affords an opportunity of employing children very
young. In this country, indeed, where the division of labour is not far advanced,
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even the meanest porter can read and write, because the price of education is cheap,
and a parent can employ his child no other way at six or seven years of age. This,
however, is not the case in the commercial parts of England. A boy of six or
seven years of age at Birmingham can gain his threepence or sixpence a day, and
parents find it to be their interest to set them soon to work; thus their education is
neglected. The education which low people’s children receive is not, indeed, at any
rate considerable; however, it does them an immense deal of service, and the want
of it is certainly one of their greatest misfortunes. By it they learn to read, and this
gives them the benefit of religion, which is a great advantage, not only considered
in a pious sense, but as it affords them subject for thought and speculation. From
this we may observe the benefit of country schools, and, however much neglected,
must acknowledge them to be an excellent institution. But, besides this want of
education, there is another great loss which attends the putting boys too soon
to work. The boy begins to find that his father is obliged to him, and therefore
throws off his authority. When he is grown up he has no ideas with which he can
amuse himself. When he is away from his work he must therefore betake himself to
drunkenness and riot. Accordingly we find that in the commercial parts of England,
the tradesmen are for the most part in this despicable condition; their work through
half the week is sufficient to maintain them, and through want of education they
have no amusement for the other, but riot and debauchery. So it may very justly be
said that the people who clothe the whole world are in rags themselves.
Another bad effect of commerce is that it sinks the courage of mankind, and
tends to extinguish martial spirit. In all commercial countries the division of labour
is infinite, and every one’s thoughts are employed about one particular thing. In
great trading towns, for example, the linen merchants are of several kinds, for the
dealing in Hamburg and Irish linens are quite distinct professions. Some of the
lawyers attend at King’s Bench, some at the court of Common Pleas, and others at
the Chancery. Each of them is, in a great measure, unacquainted with the business
of his neighbour. In the same manner war comes to be a trade also. A man has then
time to study only one branch of business, and it would be a great disadvantage to
oblige every one to learn the military art and to keep himself in the practice of it.
The defence of the country is therefore committed to a certain set of men who have
nothing else ado, and among the bulk of the people military courage diminishes. By
having their minds constantly employed on the arts of luxury, they grow effeminate
and dastardly.
This is confirmed by universal experience.
In the year 1745 four or five thousand naked unarmed Highlanders took
possession of the improved parts of this country without any opposition from
the unwarlike inhabitants. They penetrated into England, and alarmed the whole
nation, and had they not been opposed by a standing army, they would have seized
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the throne with little difficulty. Two hundred years ago such an attempt would have
roused the spirit of the nation. Our ancestors were brave and warlike, their minds
were not enervated by cultivating arts and commerce, and they were all ready with
spirit and vigour to resist the most formidable foe. It is for the same reason, too,
that an army of four or five hundred Europeans have often penetrated into the
Mogul’s country, and that the most numerous armies of the Chinese have always
been overthrown by the Tartars. In those countries the division of labour and
luxury have arrived at a very high pitch, they have no standing army, and the people
are all intent on the arts of peace. Holland, were its barriers removed, would be
an easy prey. In the beginning of this century the standing army of the Dutch was
beat in the field, and the rest of the inhabitants, instead of rising in arms to defend
themselves, formed a design of deserting their country, and settling in the East
Indies. A commercial country may be formidable abroad, and may defend itself by
fleets and standing armies, but when they are overcome, and the enemy penetrates
into the country, the conquest is easy. The same observation may be made with
respect to Rome and Carthage. The Carthaginians were often victorious abroad,
but when the war was carried into their own country, they had no share with the
Romans. These are the disadvantages of a commercial spirit. The minds of men are
contracted, and rendered incapable of elevation. Education is despised, or at least
neglected, and heroic spirit is almost utterly extinguished. To remedy these defects
would be an object worthy of serious attention.
Thus we have finished the three first great objects of law, to wit, justice,
police, and revenue. We proceed now to treat of arms, the fourth part of the general
division of jurisprudence.
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Foreword to
“Glimpses of David Hume”
Here collected are anecdotes and miscellanea about David Hume. Most of
the 25 items presented here may also be found in James Fieser’s marvelous
10-volume compilation Early Responses to Hume (Thoemmes Press, 2nd revised
edition 2005), volumes 9 and 10 containing material about Hume’s life and
reputation. We are grateful for Professor Fieser’s useful and agreeable work.
Only three of the items are not contained in the Fieser volumes. Two of
them are from Hume himself. The item numbered XXIII is Hume’s disavowal of A
Treatise of Human Nature, which, I think, sometimes receives less consideration than
it deserves (though I do not mean to suggest that taking the disavowal seriously
would imply not taking the Treatise seriously and regarding it reverentially). The
other Hume passage constitutes the final item, a portion of Hume’s personal drama
in the Conclusion of Book I of the Treatise. A textual case has been made that it is
intimately paralleled by Adam Smith’s parable of the poor man’s son (Matson and
Doran 2017).
In reproducing material, we have sometimes inserted information in brackets
to provide context. Most notably, into the excerpt from Hume’s Conclusion we
have inserted four bracketed comments, to show how we think that that vital
passage should be understood. When, in introducing an item, we have given some
words to frame it, words immediately following the Roman numeral that
enumerates the item, those words of ours are not in brackets. We also caught and
corrected a few minor errors.
A reference list including all the original sources appears at the end of this
document, whereas the citations to sources of the 25 items follow immediately
below here.
Readers who enjoy these glimpses of David Hume may also enjoy the
glimpses of his best friend Adam Smith, contained in our selection from Ian
Simpson Ross (2016).
Daniel B. Klein
September 2017
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I.

He seems…to have been occasionally absent in his habits; but there is no
such collection of practical illustrations of this failing, as we possess in the case
of Smith and others. I only remember having heard of one trifling instance, of
which I had an account from an eyewitness. Hume had been dining with Dr.
[John] Jardine, and there had been much conversation about “internal light.” In
descending the stair leading from the Doctor’s “flat,” when he left the party, Hume
failed to observe that after so many flights which reached the street door, there
was, according to a not uncommon practice, another flight of stairs leading to the
cellars. He continued his descent, accordingly, till the very end, where some time
afterwards he was found in extreme darkness and perplexity, wondering how it
was that he could find no outlet. The circumstance bore rather curiously on some
opinions he had been maintaining, and Jardine said, shaking his head, “Oh David!
Where is your internal light?”
II.

The tone of his thoughts sometimes rose to enthusiasm. Thus the son of his
valued friend [Adam] Ferguson, remembers his father saying, that, one clear and
beautiful night, when they were walking home together, Hume suddenly stopped,
looked up to the starry sky, and said, more after the manner of “Hervey’s
Meditations” than the “Treatise of Human Nature,” “Oh, Adam, can any one
contemplate the wonders of that firmament, and not believe that there is a God!”
III.

This distinguished philosopher was one day passing along a narrow footpath
which formerly winded through a boggy piece of ground at the back of Edinburgh
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Castle, when he had the misfortune to tumble in, and stick fast in the mud.
Observing a woman approaching, he civilly requested her to lend him a helping
hand out of his disagreeable situation; but she, casting one hurried glance at his
abbreviated figure, passed on, without regarding his request. He then shouted
lustily after her; and she was at last prevailed upon by his cries to approach. “Are
na ye Hume the Deist?” inquired she, in a tone which implied that an answer in the
affirmative would decide her against lending him her assistance. “Well, well,” said
Mr Hume, “no matter: you know, good woman, Christian charity commands you
to do good, even to your enemies.” “Christian charity here, Christian charity there,”
replied the woman, “I’ll do naething for ye till ye turn a Christian yoursell: ye maun
first repeat baith the Lord’s Prayer and the Creed, or faith I’ll let ye groffle there as I
faund ye.” The sceptic was actually obliged to accede to the woman’s terms, ere she
would give him her help. He himself used to tell the story with great relish.
IV.

The first time that M. Hume found himself at the table of the Baron
[D’Holbach], he was seated beside him. I don’t know for what purpose the English
philosopher took it into his head to remark to the Baron that he did not believe in
atheists, that he had never seen any. The Baron said to him: “Count how many we
are here.” We are eighteen. The Baron added: “It isn’t too bad a showing to be able
to point out to you fifteen at once: the three others haven’t made up their minds.”
V.

Among the most distinguished speakers in the Select Society were Sir Gilbert
Elliott, Mr. Wedderburn, Mr. Andrew Pringle, Lord Kames, Mr. Walter Stewart,
Lord Elibank, and Dr. Robertson. The Honourable Charles Townshend spoke
once. David Hume and Adam Smith never opened their lips.
VI.

About this time (1755) was produced a periodical publication, which
attracted less notice at the time than it has since excited, when its principal authors
had attained such celebrity as to make the world anxious to know the smallest
of their productions,—I mean the Original Edinburgh Review, of which only two
numbers were published; the article by Adam Smith, a Criticism on Johnson’s
Dictionary, was very conspicuous.
David Hume was not among the number of the writers of the Review,
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though we should have thought he would have been the first person whose
cooperation they would have sought. But I think I have heard that they were afraid
both of his extreme good nature, and his extreme artlessness; that, from the one,
their criticisms would have been weakened, or suppressed, and, from the other,
their secret discovered. The merits of the work strongly attracted his attention, and
he expressed his surprise, to some of the gentlemen concerned in it, with whom
he was daily in the habit of meeting, at the excellence of a performance written,
as he presumed, from his ignorance on the subject, by some persons out of their
own literary circle. It was agreed to communicate the secret to him at a dinner,
which was shortly after given by one of their number. At that dinner he repeated his
wonder on the subject of the Edinburgh Review. One of the company said he knew
the authors, and would tell them to Mr Hume upon his giving an oath of secrecy.
“How is the oath to be taken,” said David, with his usual pleasantry, “of a man
accused of so much scepticism as I am? You would not trust my Bible Oath; but I
swear by the το καλον and the το πρεπον [the beautiful and the becoming] never to
reveal your secret.” He was then told the names of the authors and the plan of the
work, but it was not continued long enough to allow of his contributing any articles.
VII.

The Poker Club…seems to have had no other direct and Specific object but
the consumption of claret. The duty laid on that national wine, by “the English
statesman,” so pathetically commemorated by John Home, was a heavy blow and
great discouragement to the club; but it rallied, and returned to its old esteemed
beverage; and, indeed, it is a somewhat curious circumstance, that the national
taste, created by the early intercourse with France and the consequent cheapness
of French wines, still lingers in Scotland, where claret is much more generally
consumed than in England. The club met in Fortune’s tavern every Friday. It was
the practice, at each meeting, to name two to be, what were called, “attendant
members;” an arrangement, probably, designed to form a nucleus round those
whose attendance was uncertain, but who might drop in occasionally in the course
of the evening, could form themselves; and to prevent any general desertion of the
club, or, what might be, perhaps, more calamitous, the accident of any individual
finding himself, for the night, its sole and solitary representative. We find Hume
duly taking his turn in these attendances, and keeping the minutes according to
rotation. On the 20th January, 1775, there is this emphatic entry, in his handwriting,
“As Mr. Nairne was one of the attendant members, and neglected his duty, the club
sent him the bill.”
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VIII.

Such was the free and cordial communication of sentiments, the natural play
of fancy and good humour, which prevailed among the circle of [Scottish] men
whom I have described. It was very different from that display of learning—that
prize-fighting of wit, which distinguished a literary circle of our sister country, of
which we have some authentic and curious records. There all ease of intercourse
was changed for the pride of victory; and the victors, like some savage combatants,
gave no quarter to the vanquished. This may, perhaps, be accounted for more
from the situation than the dispositions of the principal members of that society.
The literary circle of London was a sort of sect, a caste separate from the ordinary
professions and habits of common life. They were traders in talent and learning,
and brought, like other traders, samples of their goods into company, with a
jealousy of competition which prevented their enjoying, as much as otherwise they
might, any excellence in their competitors.
IX.

Hume, Smith, and other literati of the last century, used to frequent a tavern
in a low street in Edinburgh called the Potterrow; where, if their accommodations
were not of the first order, they had at least no cause to complain of the scantiness
of their victuals. One day, as the landlady was bringing in a third supply of some
particularly good dish, she thus addressed them: – “They ca’ ye the literawti, I
believe; od, if they were to ca’ ye the eaterawti, they would be nearer the mark.”
X.

David Hume and Lady Wallace once passed the Firth from Kinghorn to
Leith together, when a violent storm rendered the passengers apprehensive of a
salt-water death; and her ladyship’s terrors induced her to seek consolation from
her friend, who, with infinite sang froid, assured her he thought there was great
probability of their becoming food for fishes. “And pray, my dear friend,” said
Lady Wallace, “which do you think they will eat first?” “Those that are gluttons,”
replied Hume, “will undoubtedly fall foul of me, but the epicures will attack your
ladyship.”
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XI.

One occasionally meets with venerable persons who remember having been
dandled on Hume’s knee, and the number of these reminiscences indicates that he
was fond of children. … In one instance, a vivid recollection was preserved of the
difficulty, from his fatness, of getting sufficient room on his knee, and the necessity
of keeping fast hold of the corner of his laced waistcoat.
XII.

A certain person, to shew his detestation of Hume’s infidel opinions, always
left any company where he happened to be, if Hume joined it. The latter, observing
this, took occasion one day to reprehend it as follows:—“Friend,” said he, “I am
surprised to find you display such a pointed aversion to me; I would wish to be
upon good terms with you here, as, upon your own system, it seems very probable
we shall be doomed to the same place hereafter. You hope I shall be damned for
want of faith, and I fear you will have the same fate for want of charity.”
XIII.

I [James Boswell] asked him if the thought of annihilation never gave him any
uneasiness. He said not the least; no more than the thought that he had not been, as
Lucretius observes. “Well,” said I, “Mr. Hume, I hope to triumph over you when I
meet you in a future state; and remember you are not to pretend that you was joking
with all this infidelity.” “No, no,” said he. “But I shall have been so long there
before you come that it will be nothing new.” In this style of good humour and
levity did I conduct the conversation. Perhaps it was wrong on so awful a subject.
But as nobody was present, I thought it could have no bad effect. I however felt
a degree of horror, mixed with a sort of wild, strange, hurrying recollection of my
excellent mother’s pious instructions, of Dr. Johnson’s noble lessons, and of my
religious sentiments and affections during the course of my life. I was like a man in
sudden danger eagerly seeking his defensive arms; and I could not but be assailed
by momentary doubts while I had actually before me a man of such strong abilities
and extensive inquiry dying in the persuasion of being annihilated. But I maintained
my faith. I told him that I believed the Christian religion as I believed history.
Said he: “You do not believe it as you believe the Revolution.” “Yes,” said I; “but
the difference is that I am not so much interested in the truth of the Revolution;
otherwise I should have anxious doubts concerning it. A man who is in love has
doubts of the affection of his mistress, without cause.”
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XIV.

He [Jean-Jacques Rousseau] was never perhaps in a situation before, where
he was so little liable to be molested; where he was so unnoticed, so altogether
left to his own will and humor. For the good people of England, after the first
stare was over, had (as their way is) entirely done with him. Far from continuing
to admire, they had ceased to mention him; and, if they had not totally forgot, they
cared no more about him, than if he had been in Swisserland. His misery increased:
your letter appeared: it became extreme. He fell into a paroxysm: he raged: and,
in short, as sometimes happeneth among wild beasts, he fell upon his Keeper. To
speak without a figure, he quarreled with his greatest friend and benefactor Mr.
Hume, by all accounts the most quiet, the most humane, the most amiable of men;
and who in the present case seems only faulty, in having condescended to humor
a man, whom it is not possible to oblige: and nothing doubtless but the exceeding
humanity of Mr. Hume, and his prejudices for Mr. Rousseau, could hinder one of his
vast penetration from discerning somewhat earlier, than he seems to have done,
that Rousseau was a savage, whom no offices of kindness could civilize and tame.
XV.

David Hume used to say that he did not find it an irksome task to him to go
through a great many dull books when writing history. “I then read,” said he, “not
for pleasure, but in order to find out facts.” He compared it to a sportsman seeking
hares, who does not mind what sort of ground it is that he goes over farther than as
he may find hares in it.
XVI.

Upon Mr. Skelton’s arrival in London, he brought his manuscript to Andrew
Millar the Bookseller, to know if he would purchase it, and have it printed at his
own expense. The Bookseller desired him, as is usual, to leave it with him for a
day or two, until he would get a certain gentleman of great abilities to examine it,
who could judge, if the sale would quit the cost of printing. These gentlemen who
examine manuscripts, in the Bookseller’s cant, are called triers. “Can you guess (he
[i.e., Skelton] said to me) who this gentleman was, that tried my Deism Revealed.”
“No, I cannot.” “Hume the infidel.” He came it seems to Andrew Millar’s, took the
manuscript to a room adjoining the shop, examined it here and there for about an
hour, and then said to Andrew, print.
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XVII.

He [David Hume] wanted a book out of the Advocates Library, of which
the learned antiquarian [Walter] Goodall, author of the first Vindication of Queen
Mary [of Scotland], was then acting Librarian. He was sitting in his elbow-chair
so fast asleep, that neither David nor a friend who accompanied him could wake
Goodall by any of the usual means. At last David said, “I think I have a method
of waking him,” and bawled into his ear, “Queen Mary was a strumpet and a
murtherer.” – “It’s a damned lie,” said Goodall, starting out of his sleep, and David
obtained the book he sought.
XVIII.

The celebrated Mr. Hume used to call Dr. Franklin “the first fruits of
America.” The American revolution has given elasticity and energy to the minds of
the inhabitants, has called forth talents and abilities of every kind, and produced a
more copious harvest than the solitary “first fruits” observed by Mr. Hume seemed
to indicate.
XIX.
of Hume at age 16

You know the Truthfulness of his Honest Nature…as a Boy he was a fat,
stupid, lumbering Clown, but full of sensibility and Justice,—one day at my house,
when he was about 16 a most unpleasant odour offended the Company before
dinner…“O the Dog…the Dog,” cried out everyone “put out the Dog; ’tis that vile
Beast Pod, kick him down stairs pray…pray.”—
Hume stood abashed, his heart smote him…“Oh do not hurt the Beast” he
said…“It is not Pod, it is Me!” …
How very few people would take the evil odour of a stinking Conduct from a
guiltless Pod to wear it on their own rightful Shoulders.
XX.

Once, I have been told, he was in a small degree ruffled by a witticism of
Mr John Home’s, who, though always pleasant, and often lively, seldom produced
what might be termed or repeated as wit. The clerk of an eminent banker in
Edinburgh, a young man of irreproachable conduct, and much in the confidence
of his master, eloped with a considerable sum with which he had been entrusted.
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The circumstance was mentioned at a dinner where the two Humes, the historian
and the poet, and several of their usual friendly circle, were present. David Hume
spoke of it as a kind of moral problem, and wondered what could induce a man
of such character and habits as this clerk was said to possess, thus to incur, for an
inconsiderable sum, the guilt and the infamy of such a transaction. “I can easily
account for it,” said his friend John Home, “from the nature of his studies, and the
kinds of books which he was in the habit of reading.” “What were they?” said the
philosopher. “Boston’s Fourfold State” rejoined the poet, “and Hume’s Essays.”
David was more hurt by the joke than was usual with him, probably from the
singular conjunction of the two works, which formed, according to his friend’s
account, the library of the unfortunate young man.
XXI.

David Hume was not at all the Jacobite or Tory which he was sometimes
accused of being, and as his History was supposed to evince. He had an indolent
gentleness in his nature which was averse to enthusiasm and perhaps unfriendly
to bold ideas and bold expression. He loved the moderate, the temperate in
everything, and from that disposition as well as his propensity to disbelief he had
an aversion to the fanatics and Cromwellian partisans of the Commonwealth. From
this inclination to mildness and moderation he was perhaps not so much an admirer
of Shakespeare as he ought to have been, and rather cautioned his friend John
Home against an over-admiration of that great dramatist, and desired him to read
constantly Corneille and Racine.
XXII.

Dr. [William] Robertson used frequently to say, that in Mr. Hume’s gaiety
there was something which approached to infantine; and that he had found the same
thing so often exemplified in the circle of his other friends, that he was almost
disposed to consider it as characteristical of genius.
XXIII.
In 1775 Hume wrote a brief Advertisement, which, after his death in 1776, was placed at the start of the
1777 volume containing the two enquiries, the dissertation on the passions, and the natural history of religion.
Here is the Advertisement in full.

Most of the principles, and reasonings, contained in this volume, were
published in a work in three volumes, called A Treatise of Human Nature: A work
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which the Author had projected before he left College, and which he wrote and
published not long after. But not finding it successful, he was sensible of his error
in going to the press too early, and he cast the whole anew in the following pieces,
where some negligences in his former reasoning and more in the expression, are, he
hopes, corrected. Yet several writers, who have honoured the Author’s Philosophy
with answers, have taken care to direct all their batteries against that juvenile work,
which the Author never acknowledged, and have affected to triumph in any
advantages, which, they imagined, they had obtained over it: A practice very
contrary to all rules of candour and fair-dealing, and a strong instance of those
polemical artifices, which a bigotted zeal thinks itself authorised to employ.
Henceforth, the Author desires, that the following Pieces may alone be regarded as
containing his philosophical sentiments and principles.
XXIV.

The full set of Hume’s reasons for the disavowal of THN may not be
recoverable, but it is probable that his ‘repenting’ of his early work was unfeigned…
XXV.
from the Conclusion of Book I of A Treatise of Human Nature

The intense view of these manifold contradictions and imperfections in
human reason has so wrought upon me, and heated my brain, that I am ready
to reject all belief and reasoning, and can look upon no opinion even as more
probable or likely than another. Where am I, or what? From what causes do I
derive my existence, and to what condition shall I return? Whose favour shall I
court, and whose anger must I dread? What beings surround me? and on whom
have I any influence, or who have any influence on me? I am confounded with
all these questions, and begin to fancy myself in the most deplorable condition
imaginable, inviron’d with the deepest darkness, and utterly depriv’d of the use of
every member and faculty.
Most fortunately it happens, that since reason is incapable of dispelling these
clouds, nature herself suffices to that purpose, and cures me of this philosophical
melancholy and delirium, either by relaxing this bent of mind, or by some
avocation, and lively impression of my senses, which obliterate all these chimeras. I
dine, I play a game of back-gammon, I converse, and am merry with my friends; and
when after three or four hours’ amusement, I wou’d return to these speculations,
they appear so cold, and strain’d, and ridiculous, that I cannot find in my heart to
enter into them any farther.
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Here then I find myself absolutely and necessarily determin’d to live, and
talk, and act like other people in the common affairs of life. But notwithstanding
that my natural propensity, and the course of my animal spirits and passions reduce
me to this indolent belief in the general maxims of the world, I still feel such
remains of my former disposition, that I am ready to throw all my books and papers
into the fire, and resolve never more to renounce the pleasures of life for the sake of
reasoning and philosophy. For those are my sentiments in that splenetic humour,
which governs me at present. I may, nay I must yield to the current of nature, in
submitting to my senses and understanding; and in this blind submission I show
most perfectly my sceptical disposition and principles. But does it follow, that [we
suggest that the preceding five words be read as: But, following such impulse to
submission, I then find that] I must strive against the current of nature, which leads
me to indolence and pleasure; that I must seclude myself, in some measure, from
the commerce and society of men, which is so agreeable; and that I must torture my
brain with subtilities and sophistries [for example, Hume’s subsequent writings on
morals, culture, politics, and history], at the very time that I cannot satisfy myself
concerning the reasonableness of so painful an application, nor have any tolerable
prospect of arriving by its means at truth and certainty. Under what obligation do
I lie of making such an abuse of time? And to what end can it serve either for the
service of mankind, or for my own private interest? No: If I must be a fool, as all
those who reason or believe any thing certainly are, my follies [again, for example,
Hume’s subsequent writings on morals, culture, politics, and history] shall at least
be natural and agreeable. Where I strive against my inclination, I shall have a good
reason for my resistance; and will no more be led a wandering into such dreary
solitudes, and rough passages, as I have hitherto met with [that is, the material in
Book I preceding the Conclusion].
These are the sentiments of my spleen and indolence; and indeed I must
confess, that philosophy has nothing to oppose to them, and expects a victory more
from the returns of a serious good-humour’d disposition, than from the force of
reason and conviction. In all the incidents of life we ought still to preserve our
scepticism. If we believe, that fire warms, or water refreshes, ’tis only because it
costs us too much pains to think otherwise. Nay if we are philosophers, it ought
only to be upon sceptical principles, and from an inclination, which we feel to the
employing ourselves after that manner. Where reason is lively, and mixes itself with
some propensity, it ought to be assented to. Where it does not, it never can have
any title to operate upon us.
At the time, therefore, that I am tir’d with amusement and company, and
have indulg’d a reverie in my chamber, or in a solitary walk by a river-side, I feel my
mind all collected within itself, and am naturally inclin’d to carry my view into all
those subjects, about which I have met with so many disputes in the course of my
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reading and conversation. I cannot forbear having a curiosity to be acquainted with
the principles of moral good and evil, the nature and foundation of government,
and the cause of those several passions and inclinations, which actuate and govern
me. I am uneasy to think I approve of one object, and disapprove of another; call
one thing beautiful, and another deform’d; decide concerning truth and falshood,
reason and folly, without knowing upon what principles I proceed. I am concern’d
for the condition of the learned world, which lies under such a deplorable
ignorance in all these particulars. I feel an ambition to arise in me of contributing
to the instruction of mankind, and of acquiring a name by my inventions and
discoveries. These sentiments spring up naturally in my present disposition; and
shou’d I endeavour to banish them, by attaching myself to any other business or
diversion, I feel I shou’d be a loser in point of pleasure; and this is the origin of my
philosophy.
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Once a rare occurrence, I have for some time now often dreamt. These
dreams are not usually disjointed and fantastical. On the contrary, they are distinguished by a logical context, which unfolds, seemingly autonomously, behind the
eyes of the dreamer. It is as if the machinery of the mind had of its own volition
crafted the subject.
Recently, this was economic and left the, perhaps rare, example of an
economic dream; therefore I wish to tell of it, briefly. It is a dream of national
economy, which may be added to the others.
The question concerned the influence of the natural features of a country on
its finances and the answering of it undertaken with respect to the fatherland.
In that connection it emerged that the expanse of Sweden, with all its natural
dissimilarities, could not avoid exerting a profound influence on the economies
of especial places in the fatherland. The different lives of the plainsman and the
mountain-dweller were displayed. The miner, the farmer, the manufacturer, the
merchant, the hunter, the fisherman stepped forward, all under the various conditions that the place and the distinct needs arising therefrom prescribed for their
activities. They gathered into groups accordingly. The various groups were scattered, separated by great distances, in that way isolated within themselves. It is
no wonder that each regarded itself as a whole unto itself! Different needs and
circumstances had shaped each one. The force of habit had cemented it and erected
a wall, as it were, around each domain, beyond whose horizon the gazes of the
1. “En ekonomisk dröm” (“An Economic Dream”) was published in Dagligt Allehanda on February
26, 1847. Its author Erik Gustaf Geijer (pronounced “yay-yer”), then 64 years old, died less than two
months later; “En ekonomisk dröm” was the last of his publications during his lifetime. The piece is
translated into English for the first time by Peter C. Hogg, and appears in Freedom in Sweden: Selected
Works of Erik Gustaf Geijer, edited by Björn Hasselgren (Stockholm: Timbro, 2017): 441–445. The text is
used by permission of Björn Hasselgren.
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inhabitants need not extend. I said to myself: behold the origins of corporative and
guild privileges! — These are the children first of need, second of habit and finally of
prejudice. As such, they exist long in the imagination, because their true validity has
dissipated long before this. The various domains, by reason of an omniprevalent
enterprise, are now drawn together. Their relationships to each other are utterly
changed. He whose gaze encompasses several such areas will see this at once. He
who lives by charity under the old conditions, however, does not see the change, or
considers it a disorder and thus cries out incessantly for order, the old order, that is;
even as the new is already, unnoticed by him, in full swing.
It is clear that he whose enterprise extends to several objects of human
industry will more easily arrive at this insight, than he who is confined to one.
For the insight is a comparative insight and arises through the comparison. So, it
manifests itself soonest to the merchant, the manufacturer; latest, most reluctantly
to the artisan, in whose life change usually comes before he notices it, much less has
any inkling of its causes. Therein, he is like an animal startled out of its hibernation,
which charges its enemy to its own destruction. Thereof the recently so common
uprisings of workers against their masters. It is a blind impulse, made yet blinder
and angrier of the unaccustomed light. And this usually turns out to the detriment
of those who surrender themselves in that direction and rush headlong into new
conditions, alien to them, which will soon take them further than they could have
imagined. What has been the result of all these assemblies? Improved working methods,
in which science replaces the shortage of reduced manual power many times over;
further, as a consequence thereof, reduced wages, and yet—oddly enough—increased
production and consumption to the extent that the freer distribution puts food in the
hands of many more than under the old, barbaric order. It is the leap into the
midst of the new order of things, to which each and every one must resign himself.
— Often, certainly, a hazardous endeavour. The transition reaps many victims.
All who live in such a transition period must then be prepared—happily if he
does not have eyes only for his losses, but also for the manifold and vital sources
of new enterprise that run to meet him. Because that which is happening in the
world now is: the liberation of labour—a true incarnation of the so-often odious
principle of personality, which is increasingly encroaching upon reality. Judgments vary
according to point of view! This liberty is tantamount with disorder, a thousand voices
shout. On the contrary, she is a new, self-evolving order; so do others comfort
themselves, the more industrious, the wiser. That liberty, even if she brings disorder
for a passing while, follows her own rules and develops from within, implanted
in her by the Creator, her own law: that is the full faith of liberalism and it leads
to salvation. What is a conservatism that rejects this gift of God? A holding on to
the corruptible in its corruption, no less fruitless than perfectly and immeasurably
absurd. This way of thinking may very well console itself with its own, higher
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wisdom, incomprehensible to most. This wisdom shuns the rising light. To the
degree this lowers itself from the heights to the vales, the faith of the many in
the same is lost, as the sunbeam vanishes in the fog; and thus is the supremely
unnatural alliance between the so-called conservative and popular interests severed,
whose loathsome delusion is still, on both sides, the so often invoked support for
the most ignorant superstition.
What is the new order of things? With each day, its law evolves more clearly;
its substance is already so apparent that one can thereof judge its nature and the
spirit of progress. This substance is the day-by-day, constantly evolving, all-encompassing
fellowship and interaction of human powers and needs. This new, but actually ancient law
of labour is that of intelligence, which works in expanding circles. From there comes
the dependency, from there the interaction in all occupations, equally familiar and
acknowledged, and which, to the extent of this increasingly ardent acknowledgement, communicates ever more directly with its own essence and from this new,
greater powers emerge, day-by-day and without surcease. Therefore, every seeming
defeat is a true victory for it. It needs hardly touch the earth to feel at home and rise
again with renewed vigour.
One needs only to regard this immortal principle in detail in its effects to
find oneself in the field of an infinite project that reaches in all directions and
returns from all directions to its centre. — How could any occupation, any area of
human enterprise, now be able to isolate itself? In so doing, it cuts itself off from
its very breath of life, withers and inevitably dies. It thrives, flourishes, feels happy
and promotes happiness utterly to the same extent that it both communicates and
receives based on an enlivening influence.
And so, the separated groups of industries and trades finally flowed together
before my eye. The artisan, not merely with his bodily strength, but with his
intelligence, was the foundation of it all, for an enterprise that the factory owner
used and distributed, that the merchant spread across the earth. I saw a new day
ascend above it. It was the rising sun; and the Dancing Hours moving around the
sun, in measured heavenly-harmonious orbits, were the beautiful performance at
which I wakened from my dream.
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