
 ix

Preface and acknowledgments

This book is about capitalism and its economic performance. Capitalism is the 
only system in recorded history that has been successful in pulling the average 
person above the subsistence level and sustaining a steady, if cyclical, rate of 
economic development. Yet, from the very beginning, capitalism has had numer-
ous critics.
 The twentieth century witnessed the rise and failure of two major anti-capital-
ist movements: National Socialism and Marxism–Leninism. These movements 
shared many basic premises of socialist doctrine. They advocated a command 
economy, despised private property rights, and pursued the objectives of the 
ruling elite at the expense of the right of individuals to pursue their own ends. 
The demise of command economies in the late 1980s did not discourage the 
critics of capitalism. Without missing a beat, they aligned themselves with the 
welfare state and social democracies. As we enter the twenty-first century, en-
vironmentalism, multiculturalism, welfarism and EU bureaucracy have become 
the homes for the critics of capitalism.
 In addition to the systems that have been tried to replace capitalism, many 
critics find capitalism, as it exists, inferior to blackboard models that have never 
existed. Karl Brunner summarized the contribution of this group of critics as 
follows: ‘The sacrifice of cognition is particularly easy to detect in objections 
to the market system introduced by discrepancies between one’s desires, glori-
fied as social values, and the results of market processes. However, our ability 
to visualize ‘better’ states more closely reflecting our preferences yields no evi-
dence that this state can be realized.’
 Notwithstanding the multitude of its critics, capitalism has passed the most 
important test: the test of time. Capitalism has not only outlived its critics but 
is spreading, albeit unevenly, throughout the world; from China to Chile, the 
standard of living is rising in countries that have adopted or are adopting its basic 
institutions.
 The purpose of this book is not to advocate capitalism on philosophical or 
ideological grounds or to claim that its system of values is superior to those of 
other systems. In free societies, those decisions should be made by individuals 
in accordance with their values and beliefs. My key purpose is to explain why 
the system has done so well. Toward that end, the analysis follows two interre-
lated paths. The first is analysis of the incentive effects of the formal and 
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informal institutions of capitalism on the economic behavior of individuals; or, 
to phrase this another way, analysis of the effects of capitalist rules on the game 
itself. The second is the examination of adjustments in the rules over time. The 
success of capitalism since its birth some time in the sixteenth century suggests 
that the system has been able to create new institutions continuously in response 
to changes in technology. That is, the system has been effective in adjusting the 
rules to the changing requirements of the game. Hence, an important purpose 
of this book is to explore how and why the incentive effects of the basic institu-
tions of capitalism have been successful in responding to changes in the 
economic conditions of life.
 In pursuing those objectives, I identify two major types of capitalism – Anglo-
American capitalism and Continental capitalism – and the two legal systems 
upon which the two types depend, so as to explain how and why different ver-
sions of capitalism have led to different socioeconomic results.
 Part I discusses some basic economic concepts, the importance of transaction 
costs, the role of institutions and, very importantly, the meaning of economic 
efficiency based on the Austrian and Public Choice schools (Chapters 1–2). The 
definition of economic efficiency is consistently used throughout the book. 
Readers familiar with mainstream neoclassical economics need not agree with 
this definition of efficiency; it suffices to understand the context in which the 
term economic efficiency is used.
 After brief discussion of the birth of capitalism and its dependence on the 
rule of law, Part II is an analysis of the incentive effects of four basic institutions 
of capitalism embodied in the rule of law (Chapters 3–9). Chapter 8 relates the 
incentive effects of the institutions of capitalism to economic performance.
 In Part III I propose and develop a theory of efficiency-friendly institutional 
changes that are consistent with both the culture of capitalism and sustainable 
economic development (Chapters 10–15). This theory of efficiency-friendly 
institutional changes rests on three major factors: the rule of law, the carriers of 
change, and the interaction between formal and informal institutions. By arguing 
that the rule of law provides incentives for the carriers of change to narrow the 
gap between the culture of capitalism and the prevailing culture in the commu-
nity, the proposed theory introduces culture into the model.

While I am fully responsible for the analysis, ideas and concepts expressed, I 
owe thanks to a number of friends and colleagues. My greatest gratitude goes 
to Enrico Colombatto, Professor of Economics at the University of Turin, with 
whom I discussed at great length many of the ideas put forward in these pages, 
especially in Part II. In addition, Professor Colombatto authored the sections 
on the Italian and Swiss constitutions in Chapter 6.
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 Others who provided important suggestions and criticism are Ljubo Madzar, 
professor at Braca Karic University in Belgrade; John Moore, president-emeritus 
of Grove City College; William Murchison, a syndicated columnist and profes-
sor of journalism at Baylor University; and Dallas attorney Gary Short. Eric 
Weede of the University of Colon has influenced my views on the contribution 
of Max Weber to the rise of capitalism.
 Gerald O’Driscoll’s Liberty Find conference on ‘Law, Liberty and Trading 
States’ (Santa Fe, New Mexico on 9–12 March 2006), helped me to appreciate 
the development of private laws in the Middle Ages as well as the supremacy 
of common law over civil law. Discussions with colleagues and students at the 
University of Freiburg and Max Planck Institute in Jena sharpened my under-
standing of the relationship between formal institutions and culture. I am 
grateful to the Liberty Fund for the opportunity to attend several conferences 
in Europe and the United States to discuss the role of law and culture in eco-
nomic development.
 As always, Sally Antrobus of Seabrook, Texas, provided excellent editorial 
assistance.
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