Session 6: Maximize Your Human Capital
Author: Yujin Han
Date: 10/25/2007



Session 6
Maximize Your Human Capital 


I. Finance Review


A. What are the four obstacles to wealth?

1. Procrastination

2. Overspending

3. Inflation

4. Taxes

B. What are the two essential components of Compound Interest?

1. Time

2. Interest Rate


C.  What is a four-word summary of finding money and getting out of debt? 
Spend Less! Save More!


D. What some differences between a Stock and a Bond?

1. Stock – Owner, profit from company profits, riskier, also called “Equity, Growth”

2. Bond – Lender, profit from interest payments, less risky, also called “Debt, Income”

E. What is the basic principle regarding risk? 
More Risk = Higher Returns

F. Four reasons to Invest in a Mutual Fund as opposed to individual stocks?

1. Affordable

2. Liquid

3. Diversified

4. Professionally managed


G. Rank Mutual Funds in terms of risk and return from lowest risk/return to highest risk/return.

1. Lowest risk/return: Bond Funds, Balance Funds

2. Highest risk/return: Stocks Funds, International Funds, Sector Funds


H. What are the basic expenses associated with Mutual Funds?

1. Annual Expense Ratio

2. Loads (Broker Commissions)


I. What is the only reason you should purchase a “loaded” fund? You need lots of hand-holding kind of service.

J. Does a load have anything to do with performance or return on a fund? NO

K. What are the criteria for the best mutual funds?

1. Best long-term performance (10+ years)

2. Lowest Expense (no load, low expense ratio)


II. Biblical Principles Review

A. What is the priority of a Christian Millionaire? Glorify God! (This is the priority of a Christian. So the amount of money you have makes no difference.) (Luke 12:13-21)

B. What kind of treasures should you store up and why? Spiritual treasures because they will last. (Matt 6:19-21)


C. What is it that Jesus teaches us to seek first and foremost? God’s Kingdom and Righteousness. (Matt 6:25-34)


D. What is the promise if we seek these? God will provide us with what we need (and also remove our need for anxiety)

E. What does the parable about talents and minas teach? If you are faithful with a little, you will be entrusted with much. (Matt 25:14-30; Luke 19:11-27)


F. What can we learn from the parable of the shrewd manager? Use worldly wealth to do God’s will, not to satisfy yourself. (A good analogy is the use of dung as fertilizer – it’s a detestable but it can serve a good purpose.) (Luke 16:1-16)


G. Lessons from Ecclesiastes 11

1. What can we learn from Ecclesiastes 11:1? Invest
2. What can we learn from Ecclesiastes 11:2? Diversify
3. What can we learn from Ecclesiastes 11:3? Take action! Start with what you know
4. What can we learn from Ecclesiastes 11:4? Take action! Don’t be paralyzed by what-ifs
5. What can we learn from Ecclesiastes 11:5? Take action! There will always be things you don’t know or understand.
6. What can we learn from Ecclesiastes 11:6? Be Diligent! Work hard! Be resourceful with your time.
7. What can we learn from Ecclesiastes 11:7-10? Enjoy life fully with a right perspective. (This life is meaningless. Don’t be anxious as it serves no purpose. Remember that there will be many bad days as good days. Most importantly, perhaps the only thing that is not meaningless, remember that God will judge your heart.)



III. Productivity and Human Capital – Why is Bill Gates so much richer than you are?

A. Situation/Question – Why the inequality? A Matter of Human Capital.

What does 1835 73rd Ave NE, Medina, WA 98039 say to you? Perhaps a neat place to go visit. Perhaps cutting-edge technology applied to the home. Perhaps simply wealth. This is the address of the home of Bill Gates. It is presently valued at $200 million. The property tax alone is $991,000 per year. It’s 50,000 square feet on 5.15 acres of prime waterfront Washington real estate, purchased in 1988 for $2 million. It has a 27-seat theater, a reception hall, parking for 28 cars, an indoor trampoline pit, and all kinds of gadgetry, such as phones that ring only when the person being called is nearby and music that plays in each room according to a particular person’s preference. Charles Wheelan, in the chapter on “Productivity and Human Capital” in  Naked Economics, observes “The world is a fascinating playground when you have $50 billion or so…”

One might ponder, “Why do some people have indoor trampolines and private jets while others sleep in bus station bathrooms?” The latter was the case for Chris Garner in the movie with Will Smith called “Pursuit of Happyness.” How is it that at the end of the longest economic boom in American history, many Americans lack the basic necessities? Nine years of continuous economic growth only dented the poverty rate. Roughly 13 percent of Americans are poor, which is an improvement from a recent peak of 15 percent in 1993 but not significantly better than it was during any year in the 1970s. However, Texas still lags the nation with a poverty rate of 17.6%. Meanwhile, one in five American children – and a staggering 40 percent of black children – live in poverty. And according to the National Center for Children in Poverty, they indicate that the current standard of what constitutes poverty is outdated. A better assessment for 2007 is to count a family of 4 making under $41,300 per year, which is twice the federal poverty level amount, as a low-income household. Using this updated standard, 60% of Black children and 61% of Latino children would be considered poor (http://www.nccp.org/profiles/US_profile_6.html). Even so, America is still the rich guy on the block. Vast swathes of the world’s population – some three billion people – are desperately poor.

Why this inequality? Why is Bill Gates so much richer than the men and women sleeping in steam tunnels? The answer may be in large part addressed by a concept economists call “human capital.” 

B. What is Human Capital?

Human capital is the sum total of skills embodied within an individual: education, intelligence, charisma, creativity, work experience, entrepreneurial vigor, even the ability to throw a baseball fast. It is what you would be left with if someone stripped away all of your assets – your job, your money, your home, your possessions – and left you on a street corner with only the clothes on your back. 

Bill Gates, Steve Jobs, and Tiger Woods

How would Bill Gates fare in such a situation? Very well. Even if Microsoft perished and his wealth were confiscated, other companies would snap him up as a consultant, a board member, a CEO, a motivational speaker. When Steve Jobs was fired from Apple, the company that he founded, he turned around and founded Pixar; only later did Apple invite him back. If you followed Apple’s company and stock, without him, Apple suffered badly, and now with him, look how well they are doing, hitting new highs ($180/share when last I looked) all the time and being at the crest of even changing the culture of technology. How would Tiger Woods do? Just fine. If someone let him golf clubs, he could be winning tournaments by the weekend. 

Bubba High-School Drop-out

How would Bubba, who dropped out of school in tenth grade and has a methamphetamine addiction, fare? Not so well. The difference is human capital; Bubba doesn’t have much. (Ironically, some very rich individuals, such as the sultan of Brunei, might not do particularly well in this exercise either; the sultan is rich because his kingdom sits atop an enormous oil reserve.) The labor market is no different from the market for anything else; some kinds of talent are in greater demand than others. The more nearly unique a set of skills, the better compensated their owner will be. Alex Rodriguez (A-Rod) earned $252 million over ten years (ending this year) playing for the Rangers, and now Yankees because he can hit a round ball traveling ninety-plus miles an hour harder and more often than other people can – at least during the regular season (. “A-Rod” helps his team win games, which will fill stadiums, sell merchandise, and earn television revenues. Virtually no one else on the planet can do that as well as he can.

The Difference of Education

Who is wealthy in America, or at least comfortable? Software programmers, hand surgeons, nuclear engineers, writers, accountants, bankers, teachers. Sometimes these individuals have natural talent; more often they have acquired their skills through specialized training and education. In other words, they have made significant investments in human capital. Like any other kind of investment – from building a manufacturing plant to buying a mutual fund – money invested today in human capital will yield a return in the future. A very good return. A college education is reckoned to yield about 10 percent, meaning that if you put down money today for college tuition, you can expect to earn that money back plus about 10 percent a year in higher earnings. Few people on Wall Street make better investments than that on a regular basis.

The Fate of the Unskilled/Uneducated

The opposite is true at the other end of the labor pool. The skills necessary to ask, “Would you like fries with that?” are not scarce. There are probably 150 million people in this country capable of selling value meals at McDonald’s. Fast-food restaurants need only pay a wage high enough to put warm bodies behind all of their cash registers. That may be $5.85 (2007 Federal/Texas min wage) an hour when the economy is slow or $9 an hour when the labor market is especially tight; it will never be $400 an hour, which is the kind of fee that a top trial lawyer can command. The most insightful way to think about poverty, in this country or anywhere else in the world, is as a dearth of human capital. True, people are poor in America because they cannot find good jobs. But that is the symptom, not the illness. The underlying problem is a lack of skills, or human capital. The poverty rate for high school dropouts in America is twelve times the poverty rate for college graduates. Why is India one of the poorest countries in the world? Primarily because 35 percent of the population is illiterate (down from almost 50 percent a decade ago). Or individuals may suffer from conditions that render their human capital less useful. A high proportion of America’s homeless population suffer from substance abuse, disability, or mental illness. 

The Impact of a Healthy Economy

A healthy economy matters, too. It was easier to find a job in 2001 than it was in 1975 or 1932. A rising tide does indeed lift all boats; economic growth is a very good thing for poor people. Period. Conversely, a bad economy is usually most devastating for workers at the shallow end of the labor pool. But even at high tide, low-skilled workers are clinging on to driftwood while their better-skilled peers are having cocktails on their yachts. A robust economy does not transform valet parking attendants into college professors. Investments in human capital do that. Macro factors control the tides; human capital determines the quality of the boat.

Experiment with High-School Drop-out Saturation of a City

Consider this thought experiment. Imagine that on some Monday morning we dropped off 100,000 high school dropouts on the corner of Commerce Street and Ervay Street in Dallas. It would be a social calamity. Government services would be stretched to capacity or beyond; crime would go up. Businesses would be deterred from locating in downtown Dallas. Politicians would plead for help from the state or the federal government: Either give us enough money to support these people or help us get rid of them. When business leaders in Sacramento, California, decided to crack down on the homeless, one strategy was offering them one-way bus tickets out of town. (Atlanta reportedly did the same before the 1996 Olympics).

Experiment with Highly-skilled Workers Saturation of a City

Now imagine the same corner and let’s drop off 100,000 graduates from America’s top universities. The buses arrive at the corner of State and Madison and begin unloading lawyers, doctors, artists, geneticists, software engineers, and a lot of smart, motivated people with general skills. Many of these individuals would find jobs immediately. (Remember, human capital embodies not only classroom training but also perseverance, honesty, creativity – virtues that lend themselves to finding work.) Some of these highly skilled graduates would start their own businesses; entrepreneurial flair is certainly an important component of human capital. Some of them would leave for other places; highly skilled workers are more mobile than their low-skilled peers. In some cases, firms would relocate to Dallas or open up offices and plants in Dallas to take advantage of this temporary glut in talent. Economic pundits would later describe this freak unloading of buses as a boon for Dallas’s economic development, much as waves immigration helped America to develop.

Something like this actually happened in the late 1990s when the Naval Air Warfare Center downsized a facility of 2,600 highly-skilled workers, most of whom were scientists and engineers. Just as soon as this occurred, a private firm, Hughes Electronics, grabbed them up. On a Friday in January 1997, the NAWC employees went home as government employees; the following Monday, 98 percent of them came to work as Hughes employees. In an interview, the Hughes executives said that the value of the acquisition lay in the people, not just the bricks and mortar. Hughes was buying a massive amount of human capital that it could not easily find anywhere else. This is in sharp contrast to what Bruce Springsteen sings about, where workers with limited education finds that their narrow sets of skills have no value once the mill/mine/factory/plant is gone. The difference is human capital. Labor economist Robert Topel provides empirical evidence, estimating that experienced workers lose 25 percent of their earnings capacity in the long run when they are forced to change jobs by a plant closing.

Two Greatness of America Produced by Increasing Human Capital

This assessment is strongly affirmed in one of the most influential and best-selling studies on why companies are successful and remain successful. They argue for the all-importance of high human capital. These studies have been published by Jim Collins as two books: Built to Last and Good to Great. 

In fact it is the rise of human capital that has made America as great as it is. Rising levels of human capital enabled an agrarian economy to evolve into places as rich and complex as Manhattan and Silicon Valley. Not all is rosy along the way, of course. Educated workers who design machines and processes that produce better yields may displace obsolete skills and put many out of jobs – this is called creative destruction in Economics. However, technological breakthroughs may eliminate one job in the short run; the country is better off in the long run. The society becomes richer; the unemployed may be hired into new fields in the new economy. Of course, educated workers fare much better than uneducated workers in this process. They are more versatile in a fast-changing economy, making them more likely to be left standing after a bout of creative destruction.

Human Capital Improves Our Whole Way of Life 

Human capital is about much more than earning more money. It makes us better parents, more informed voters, more appreciative of art and culture, more able to enjoy the fruits of life. It can make us healthier because we eat better and exercise more. Educated parents are more likely to put their children in car seats and teach them about colors and letters before they begin school. In the developing world, the impact of human capital can be even more profound. Economists have found that a year of additional schooling for a woman in a low-income country is associated with 5 to 10 percent reduction in her child’s likelihood of dying in the first five years of life.

Human Capital is the Major Factor in Societal Prosperity

Similarly, our total stock of human capital – everything we know as a people – defines how well off we are as a society. We benefit from the fact that we know how to prevent polio or make stainless steel – even if no one here would be able to do either of those things if left stranded on a deserted island. Economist Gary Becker, who was awarded the Nobel Prize for his work in the field of human capital, reckons that the stock of education, training, skills, and even the health of people constitutes about 75 percent of the wealth of a modern economy. Not diamonds, buildings, oil, or fancy purses – but things that we carry around in our heads. “We should really call our economy a ‘human capitalist economy,’ for that is what it mainly is… While all forms of capital – physical capital, such as machinery and plants, financial capital, and human capital – are important, human capital is the most important. Indeed, in a modern economy, human capital is by far the most important form of capital in creating wealthy and growth.”

There is a striking correlation between a country’s level of human capital and its economic well-being. At the same time, there is a striking lack of correlation between natural resources and standard of living. Countries like Japan and Switzerland are among the richest in the world despite having relatively poor endowments of natural resources. Countries like Nigeria are just the opposite; enormous oil wealth has done relatively little for the nation’s standard of living. In some cases, the mineral wealth of Africa has financed bloody civil wars that would have otherwise died out. You may have seen this dramatized in some recent movies – Hotel Rwanda (2004) and Blood Diamond (2006). In the Middle East, Saudi Arabia has most of the oil while Israel, with no natural resources to speak of, has the highest per capita income.

Human Capital Improves Generational Development

High levels of human capital create a virtuous cycle; well-educated parents invest heavily in the human capital of their children. Low levels of human capital have just the opposite effect. Disadvantaged parents beget disadvantaged children, as any public school teacher will tell you. Mr. Becker points out, “Even small differences among children in the preparation provided by their families are frequently multiplied over time into large differences when they are teenagers. This is why the labor market cannot do much for school dropouts who can hardly read and never developed good work habits, and why it is so difficult to devise polices to help these groups.”

Why does human capital matter so much? To begin with, human capital is inextricably linked to one of the most important ideas in economics: productivity.


C. What is Productivity and Why is it Important?

Productivity is the efficiency with which we convert inputs into outputs. In other words, how good are we at making things? Does it take 2,000 hours for a Detroit autoworker to make a car or 210 hours? Can an Iowa corn farmer grow thirty bushels of corn on an acre of land or 210 bushels? The more productive we are, the richer we are. The reason is simple: The day will always be twenty-four hours long; the more we produce in those twenty-four hours, the more we consume. America is rich because Americans are productive. We are better off today than at any other point in the history of civilization because we are better at producing goods and services than we have ever been. 

Productivity Historically Improving in America

The bottom line is that we work less and produce more. In 1870, the typical household required 1,800 hours of labor just to acquire its annual food supply; today, it takes about 260 hours of work. Over the course of the twentieth century, the average work year has fallen from 3,100 hours to about 1,730 hours. All the while, real gross domestic product (GDP) per capita – an inflation adjusted measure of how much each of us produces, on average – has increased from $4.800 to $31,500. Even the poor are living extremely well by historical standards. The poverty line is now at a level of real income that was attained only by those in the top 10 percent of the income distribution a century ago. 

Productivity and Competitiveness Directly Related

Ross Perot heralded a concept called the “giant sucking sound” in his 1992 Presidential Campaign. In it he argued against the North American Free Trade Agreement (NAFTA), saying that opening our borders to free trade with Mexico would cause millions of jobs to flee south of the border. Why wouldn’t a firm relocate to Mexico when the average Mexican factory worker earns a fraction of the wages paid to American workers? The answer is productivity. Can American workers compete against foreign workers who earn half as much or less? Yes, most of us can. We produce more than Mexican workers – much more in many cases – because we are better-educated, because we are healthier, because we have better access to capital and technology, and because we have more efficient government institutions and better public infrastructure. Can a Vietnamese peasant with two years of education do your job? Probably not.

Of course, there are industries in which American workers are not productive enough to justify their relatively high wages, such as manufacturing textiles and shoes. These are industries that require relatively unskilled labor, which is more expensive in this country than in the developing world. Can a Vietnamese peasant sew basketball shoes together? Yes – and for a lot less than the American minimum wage.

While Ross Perot was warning that most of the U.S. economy would migrate to Guadalajara, mainstream economists predicted that NAFTA would have a modest but positive effect on American employment. Some jobs would be lost to Mexican competition; more jobs would be created as exports to Mexico increased. We are now over a decade into NAFTA, and that is exactly what happened. Economists reckon that the effect on overall employment was positive, albeit very small relative to the size of the U.S. economy.

Productivity Rate Has Direct Relationship to Country’s Wealth Growth Rate

Will our children be better off than we are? Yes, if they are more productive than we are, which has been the pattern throughout American history. Productivity growth is what improves our standard of living. If productivity grows at 2 percent a year, then we will become 2 percent richer every year. Why? Because we can take the same inputs and make 2 percent more stuff. (Or we could make the same amount of stuff with 2 percent fewer inputs.)

From 1947 to 1975, productivity grew at an annual rate of 2.7 percent a year. From 1975 until the mid-1990s, for reasons that are still not fully understood, productivity growth slowed to 1.4 percent a year. That may seem like a trivial difference; in fact, it has a profound effect on our standard of living. When we apply the rule of 72 [which basically says that when you divide 72 by a rate of growth (or interest rate), the answer will tell you roughly how long it will take for a growing quantity to double], productivity growing at 2.7 percent year means that our standard of living doubles every twenty-seven years while at 1.4 percent, it doubles every fifty-one years.

International Growth in Productivity Good for All Countries

Productivity growth makes us richer, regardless of what is going on in the rest of the world. If productivity grows at 4 percent in Japan and 2 percent in the U.S., then both countries are getting richer. In other words, productivity growth is not a zero-sum game, someone does not always benefit at the expense of another. What would be the effect on America if 500 million people in India became more productive and gradually moved from poverty to the middle class? We would become richer, too. Poor villagers currently subsisting on $1 a day cannot afford to buy our software, our cars, our music, our books, our agricultural exports. If they were wealthier, they could. Meanwhile, some of those 500 million people, whose potential is currently wasted for lack of education, would produce goods and services that are superior to what we have now, making us better off. One of those newly educated peasants might be the person who discovers an AIDS vaccine or a process for reversing global warming. 

D. What Impacts Productivity Growth?

Productivity Linked to Idea of Delayed Gratification

Productivity growth depends on investment – in physical capital, in human capital, in research and development, and even in things like more effective government institutions. These investments require that we give up consumption in the present in order to be able to consume more in the future. If you skip buying a BMW and invest in a college education instead, your future income will be higher. Similarly, a software company may forego paying its shareholders a dividend and plow its profits back into the development of a new, better product. The government may collect taxes (depriving us of some current consumption) to fund research in genetics that improves our health in the future. In each case, we spend resources now so that we will become more productive later.

Our legal, regulatory, and tax structures also affect productivity growth. High taxes, bad government, poorly defined property rights, or excessive regulation can diminish or eliminate the incentive to make productive investments.

Productivity Linked to Human Resourcefulness – Argument against Population Overflow

The study of human capital has profound implications for public policy. Most important, it can tell us why we haven’t all starved to death. The earth’s population has grown to six billion; how have we been able to feed so many mouths? In the 18th century, Thomas Malthus famously predicted a dim future for mankind because he believed that as society grew richer, it would continuously squander those gains through population growth – having more children. These additional mouths would gobble up the surplus. In his view, mankind was destined to live on the brink of subsistence, recklessly procreating during the good times and then starving during the bad. As Paul Krugman has pointed out, for fifty-five of the last fifty-seven centuries, Malthus was right. The world population grew, but the human condition did not change significantly. 

Only with the advent of the Industrial Revolution did humans begin to grow steadily richer. The large productivity gains made parents’ time more expensive. As the advantages of having more children declined, modern humans began investing their rising incomes in the quality or their children, not merely the quantity.

One of the fallacies of poverty is that developing countries are poor because they have rapid population growth. In fact, the causal relationship is best understood going the other direction: Poor people have many children because the cost of bearing and raising children is low. Birth control, no matter how dependable, works only to the extent that families prefer fewer children. As a result, one of the most potent weapons for fighting population growth is creating better economic opportunities for women, which starts by educating girls. Taiwan doubled the number of girls graduating from high school between 1966 and 1975. Meanwhile, the fertility rate dropped by half. In the developing world, where women have enjoyed extraordinary range of new opportunities over the last half century, fertility rates have fallen near or below replacement level, which is 2.1 births per woman. In fact, as many of you may be aware, South Korea has experienced an economic boom of recent years and this may be a factor in their low birth rate such that they have to now give financial incentives for women to have children out of concern for the future growth of the population.

E. The Reality of Inequality and Its Effects

Is America growing more unequal? Yes! Between 1979 and 1997, the average income of the richest fifth of the population jumped from nine times the income of the poorest fifth to around fifteen times. As American’s longest economic boom in history unfolded, the rich got richer while the poor ran in place, or even got poorer. Average income (adjusted for inflation) for the poorest fifth of American actually fell 3 percent between 1979 and 1997 before turning up sharply at the end of the 1990s. Why the inequality?

Inequality linked to Disparities in Human Capital – The Predicament of Unskilled Workers; the Prosperity of Skilled Workers

Human capital offers the most insight into this social phenomenon. Skilled workers in America have always earned higher wages than unskilled workers; that difference has started to grow at a remarkable rate. In short, human capital has become more important, and therefore better rewarded, than ever before. One simple measure of the importance of human capital is the gap between the wages paid to high school graduates and the wages paid to college graduates. College graduates earned an average of 40 percent more than high school graduates at the beginning of the 1980s; now they earn 80 percent more. Individuals with graduate degrees do even better than that. 

Our economy is evolving in ways that favor skilled workers. For example, the shift toward computers in nearly every industry favors workers who either have computer skills or are smart enough to learn them on the job. Technology makes smart workers more productive while making low-skilled workers redundant. ATMs replaced bank tellers; self-serve pumps replaced gas station attendants; automated assembly lines replaced workers doing mindless, repetitive tasks. Indeed, the assembly line at General Motors encapsulates the major trend in the American economy. Computers and sophisticated robots now assemble the major components of a car – which creates high-paying jobs for people who write software and design robots while reducing the demand for workers with no specialized skills other than a willingness to do an honest day’s work. 

Meanwhile, international trade puts low-skilled workers in greater competition with other low-skilled workers around the globe. In the long run, international trade is a powerful force for good; in the short run, it has victims. Trade, like technology, makes high-skilled workers better off because it provides new markets for our high-tech exports. Boeing sells aircraft to Singapore, Microsoft sells software and Apple sells iPhones to Europe, McKinsey & Company sells consulting services to Latin America. Again, this is more good news for people who know how to design a fuel-efficient jet engine or explain total quality management in Spanish. On the other hand, it puts our low-tech workers in competition with low-priced laborers in Vietnam. Nike can pay workers $1 a day to make shoes in a Vietnamese sweat shop. You can’t make Boeing airplanes this way.

Inequality as Incentive for Improvement and Increasing Human Capital

What causes these inequalities? This is hotly debated among economists. Are these inequalities good or bad? Surprisingly, this too is debated. Unions have grown less powerful, giving blue-collar workers less clout at the bargaining table. This can be seen in the recent strikes with the major car companies. All the news stations reported the continuing decline in the size of the Auto Worker unions. Meanwhile, high-wage workers are logging more hours on the job than the their low-wage counterparts, which exacerbates the total earnings gap. Is this something to be concerned about? Many economists say “No” because they feel that this will provide more incentive for students to get college and graduate degrees and encourage entrepreneurs to take the risks necessary for leaps in innovation with the prospect of getting rich. They also argue that as long as every is living better, the gap is not that important. In other words, we should care how much pie the poor are getting, not how much pie they are getting relative to Bill Gates. In his 1999 presidential address to the American Economics Association, Robert Fogel, a Nobel Prize-winning economic historian, pointed out that our poorest citizens have amenities unknown even to royalty a hundred years ago. (Over 90 percent of public housing residents have a color television, for example.) Envy is not considered much by economists. In their assessment, my utility should depend on how much I like my car, not on whether or not my neighbor is driving a Jaguar.

Relative Inequality as a Potential Disincentive to an Envious Population

However, Cornell economist Robert Frank, author of Luxury Fever, has made a persuasive case that relative wealth – the size of my pie compared to my neighbor’s – is an important determinant of our utility (productivity). He offered survey respondents a choice between two worlds: (A) You earn $110,000 and everyone else earns $200,000, or (b) You earn $100,000 and everyone else earns $85,000. He explains, “Your income in World A would command a house 10 percent larger than the one you could afford in World B, 10 percent more restaurant dinners and so on. By choosing World B, you’d give up a small amount of absolute income in return for a large increase in relative income.” You would be richer in World A; you would be less wealthy in World B but richer than everyone else. Which scenario would make you happier? Mr. Frank found that a majority of Americans would choose World B. In other words, relative income does matter. Envy may be a part of the explanation.

The Risks of Excessive Inequality – Lawless Revolution and Self-destruction

There is a second, more pragmatic concern about rising income inequality. Might the gap between rich and poor – ethics aside – become large enough that it begins to inhibit economic growth? Is there a point at which income inequality stops motivating us to work harder and become counterproductive? This might happen for all kinds of reasons. The poor might become disenfranchised to the point that they reject important political and economic institutions, such as property rights or the rule of law. A lopsided distribution of income may cause the rich to squander resources on increasingly frivolous luxuries (e.g. doggy birthday cakes) when other kinds of investments, such as human capital for the poor, would yield a higher return. Or class warfare may lead to measures that punish the rich without making the poor any better off. 

What practical difference does this make for you and me? Simply put, we should do everything we can to increase our human capital. Part of that involves our functional education – this Christian money management course is part of that effort. The measure of our progress will be whether we are becoming more productive people. On the one hand, are we working less and earning more (by being smart with our money and letting our money work for us)? On the other hand, are we wisely using our time and resources for maximum productivity? 
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