
THE DEATH OF HORATIO ALGER

Horatio Alger was a rather mediocre writer. Yet his inspiring rags-to-
riches novels have become inextricably linked with American capitalism.
His tales recount their protagonists’ journeys from poverty to respectabil-
ity, celebrating American capitalism and suggesting that the American
Dream is within everyone’s reach. The novels were idealized, of course;
even in America, virtue alone never guaranteed success, and American
capitalism during Alger’s time was far from perfect. Nevertheless, the
stories were close enough to the truth that they became best sellers,
while America became known as a land of opportunity—a place whose
capitalist system benefited the hard-working and the virtuous.

For a long time, people believed, despite the obstacles they faced,
that either they or their children would better their positions one day. In-
deed, according to a recent survey conducted by the Pew Economic Mo-
bility Project, 72 percent of Americans today think that their economic
circumstances will be better in the next ten years and 62 percent think
that their children will have a better standard of living than they have.17
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Figure 1. Productivity and Average Real Earnings

Source: US Bureau of Labor Statistics.
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not our job—that we are scientists who should stay above the fray. But
the fact is that most economists consult, sit on boards, fill important pol-
icy roles, testify in Congress, and opine in newspapers. Nevertheless,
the economics profession had remarkably seldom warned the public
about the risks at hand.

Take the housing bubble. Figure 2 shows an index of real house
prices from 1905 to the peak of the housing bubble in the first quarter
of 2006.2 It does not take an economist to notice the spike. Yet one
would be hard-pressed to find any article in the main economic jour-
nals pointing out the danger that this picture posed to the economy. In
fact, one article published in 2005 dismissed the possibility of a bubble.
“As of the end of 2004, our analysis reveals little evidence of a housing
bubble,” read the article. “Recent price growth is supported by basic
economic factors.”3 This benign view was quickly broadcast in the
 financial press.

Of course, there are notable exceptions. Yale economist Robert
Shiller had long talked about the existence of a real-estate bubble, and a
chart similar to this one was published in the 2005 edition of his book
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Figure 2. Real Home Price Index

Source: Robert Shiller; see http://www.econ.yale.edu/~shiller/books.htm.
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Source: US Bureau of Labor Statistics.

rising health insurance premiums have been swallowing up most (if not
all) of their real wage increases in recent years. Between 2003 and 2010,
premiums for family coverage rose 50 percent.2 Workers don’t feel the
benefit of health insurance in their biweekly check—they feel them-
selves struggling harder to keep up.

A second reason for the difference between rising productivity and
falling pay is technical. As economists explain, productivity is adjusted by
nonfarm business output price—the price of goods and services produced
by businesses in the United States—while the wage data are adjusted by
the better-known consumer price index.3 The grey line on the graph re-
flects productivity adjusted by the consumer price  index, and that closely
matches compensation, at least until the new millennium.

Behind this dry technicality lies a real problem. As it turns out, one
of the major differences between the two series is that the nonfarm
business output does not include nonprofit institutions, such as univer-
sities and nonprofit hospitals. Between 1977 and 2009, the real average
cost of university tuition more than doubled,4 and at top colleges, the
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Figure 3. Productivity and Average Real Earnings
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