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American “culture” seems like a nebulous concept. Some say America doesn’t really have a 

“culture.” I disagree. Americans may not have many of the rich traditions of the old world, 

but we have something else: the American Dream. No matter who you are or where you come 

from, you can ¨make it¨ in America. Through hard work, you can create a better life for yourself 

and your family. If “America” had a dictionary definition, that would be it.

But many Americans no longer believe in this idea, and rightly so. For many, the American 

dream is an abstract fantasy, not a reachable goal. America has less socioeconomic mobility 

than our neighbor Canada, the United Kingdom - the nation we fought for independence from 

on the idea of liberty - and in fact most any other developed nation. Only four percent of the 

poorest Americans born in the bottom income quintile end up in the top income quintile. Just 

four percent. This is a tragedy, but it does not have to be so.

Many of the daunting challenges facing America and the American Dream, from ballooning 

national debt to climate change, are not insurmountable. With political will we can tackle these 

problems, and as citizens we can use our voices to steer the country in a different direction. This 

change does not just come from Washington; it also comes from our homes, our cities, and our 

state capitols. As a member of the next generation, I want the American Dream to be alive for all 

my peers. 

Achieving this requires understanding hard questions: how can we improve social mobility if 

a zip code determines the quality of a child’s education? How can we get Americans back to 

work if we do not understand how the regulatory and tax climate often drives businesses away 

or deters their creation? How can we address climate change without understanding how the 

energy market works? All of these questions will require hard-to-find but effective solutions. 

Fundamentally, if we want to create an America we want to live in, we have got to have a good 

grasp of economics. As James Carville, Bill Clinton’s Campaign Manager, famously coined, “It’s 

the economy, stupid!”

With high quality articles written for a young audience by high school students and current 

economic, business, and political leaders, the Andover Economic Review aims to help revitalize 

economics as a core issue for my generation. We hope economic ideas will become as much of a 

source of discourse on high school campuses as the most galvanizing social issues. Only then can 

we, the youth of our country, begin to prepare ourselves for leadership.
 

Enjoy the inaugural issue, 

Sincerely,

 

Editor in Chief

The Andover Economic Review seeks to cultivate a greater 
understanding of economic, investing, and political issues within 
the Andover community and high school students around the world. 
Through frequent online postings along with printed issues, the AER 
seeks to be both invigorating and informative. 

The Andover Economic Review is an editorially independent journal 
co-founded and edited by four Phillips Academy students: Tennyson 
Teece, Kailash Sundaram, Miles Neumann, and Eric Lawrence. AER 
articles are written by high school students, though we strive to attract 
experienced and high-profile leaders as well. The AER has three 
sections: business and investing, economics, and politics, which we 
bring to readers in print and online. Through our unique and sometimes 
controversial perspectives, we hope to reach a young audience more 
effectively than established economics publications. 

Please visit us at andovereconomicreview.com.

STATEMENT OF PURPOSE
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Introduction 

The world is at the dawn of a new era 
of investing, an age where the crowd, 

through online platforms, can fund brilliant 
ideas. Touted as the next big thing since 
the internet stock trading of the early 
nineties, online equity crowdfunding 
offers significant upside potential for 
investors around the world. What makes 
crowdfunding so special is its inherent 
capability to connect people internationally 
to invest in a single idea. This new industry 
lies at the crossroads of social networking 
and investing, which is ideal for the 
modern-day audience.

Brief Background Information

Although online crowdfunding platforms 
have only recently been implemented, the 
concept of crowdfunding is more than a 
century old.1 In fact, back in 1884, when 
the American Committee for the Statue 
of Liberty ran out of funds for Lady 
Liberty’s pedestal, newspaper publisher 
Joseph Pulitzer successfully crowdfunded 
the $100,000 required for the pedestal.2 In 

his cogent 1885 New York World article 
(below), Pulitzer successfully convinced 
roughly 125,000 people to donate to the 
pedestal fund:

“We must raise the money! The World is 
the people’s paper, and now it appeals to 
the people to come forward and raise the 
money. The $250,000 that the making  
of the Statue cost was paid in by the 
masses of the French people- by the 
working men, the tradesmen, the shop 
girls, the artisans- by all, irrespective 
of class or condition. Let us respond 
in like manner. Let us not wait for the 
millionaires to give us this money. It is  
not a gift from the millionaires of France 
to the millionaires of America, but a  
gift of the whole people of France to the 
whole people of America.3”

Pulitzer’s efforts in the late 1800s marked 
a revolution in the way capital is raised. 
His persuasive article also brings up an 
important concept that applies directly 
to modern day crowdfunding: you don’t 

A New Age 
of Investing: 
Crowdfunding 101 

 
Eric Lawrence, Managing Editor

BUSINESS & INVESTING

An alumnus of Phillips Academy, NOBUHISA ISHIZUKA is a partner 
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Advisory Board at Columbia Law School and is a past member of the Board of Directors of the 
Japanese American Association of New York.
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have to be a millionaire to invest. Thus, 
crowdfunding in the United States seemed 
like a viable option for raising capital—
until 1933.

Signed into law in the United States, 
the 1933 Securities Act imposed a ban 
on “general solicitation” (advertising 
an investment opportunity to the 
public).4 The Securities Act proved to be 
advantageous to investors. It protected 
them from fraud that had been a product 
of the popular but unsecure 1930s radio 
communication system; however, this ban 
brought on a new set of challenges for the 
small business owner. Mainly, they were 
no longer allowed to advertise investments 
to the crowd.5 Consequently, this slowed 
down the rate of growth during an already 
depressed economy.

Title II and III of The JOBS Act

On April 4th, 2012, the JOBS (Jumpstart 
Our Business Startups) Act was signed. 
The act includes two sections of particular 
importance—Title II and Title III—that 
aim to benefit the crowdfunding industry.6 
On September 23rd, 2013, Title II of the 
act went into effect, lifting the 1933 ban 
on general solicitation.7 Rule 506(c) of 
the JOBS act allows general solicitation, 
provided that the investor is accredited.8 
An accredited investor, as defined by the 
Securities & Exchange Commission (SEC), 
is a person who either has “individual net 
worth, or joint net worth with the person’s 
spouse, that exceeds $1 million at the time 
of the purchase, excluding the value of the 
primary residence of such person,” or a 

person “with income exceeding $200,000 
in each of the two most recent years or 
joint income with a spouse exceeding 
$300,000 for those years and a reasonable 
expectation of the same income level in the 
current year.”9 An unaccredited investor 
is someone who does not meet these 
requirements.

Title III of the JOBS act essentially allows 
non-accredited investors (the general 
public) access to similar investment 
opportunities as accredited investors; 
however, Title III is not yet in effect, as 
there is much controversy regarding the 
limitations that the SEC has proposed, 
namely the high fees that an issuer would 
need to spend in order to comply with the 
reporting requirements mandated by  
Title III.10

Crowdfunding Platforms

The JOBS Act is considered the critical 
component that kicked off the entire 
equity crowdfunding industry, but it’s 
important to understand that there 
are four main types of crowdfunding 
platforms: Donations-based, rewards-
based, lending-based, and equity-based.11 
Donations-based crowdfunding platforms, 
as the name implies, raise money to help 
people in need. For example, they may 
fund relief efforts after disaster or an 
individual’s costly medical treatment. The 
money is raised through the crowd, and 
the cause is usually posted to a platform or 
social media website with a brief summary 
of the person(s) in need. Charity-based 
crowdfunding has been around for years 

(the ban on general solicitation didn’t 
affect fundraising for charity)—think of 
the Red Cross and donating to political 
parties—but moving this online has been 
a major advancement in how money 
is raised for charity, by connecting the 
contributor directly to the recipient.12

Rewards-based crowdfunding platforms 
are the most popular, and they include 
companies like Kickstarter and Indiegogo. 
These companies attract an audience 
through the promise of “rewards” when 
“backers” support an idea or cause; for 
example, a supporter may receive free 
t-shirts by contributing to an up-and-
coming graphic design artist, or discounts 
at a crowdfunded restaurant.13 Rewards-
based crowdfunding does not offer return 
on capital.

Lending-based crowdfunding platforms, 
such as Lending Club, serve investors who 
are interesting in loaning money, with 
the intent that their money will be repaid 
with interest.14 Lending Club utilizes “peer 
lending”, which transfers the lender’s 
money to the borrower without the need 
for a middleman.15 This dramatically 
reduces interest rates and, according to 
Lending Club, can save borrowers an 
average of 29% on their loans.16

Lastly, equity-based crowdfunding serves 
investors who would like to invest in a 
company for a share in that business or 
asset. Unlike other types of crowdfunding, 
equity-based crowdfunding is more 
complex and could not exist without the 
JOBS act. It involves more due diligence, 

and until Title III is implemented, 
investors must be accredited. Platforms 
need to make sure that the deals they are 
presenting are credible and their clients 
are high quality issuers (businesses who 
want to raise money), as there is a lot of 
concern to protect investors from being 
scammed. Equity-based crowdfunding 
marries capital with the issuer, without 
the need for a middleman (broker).17 Since 
equity-based crowdfunding has the most 
potential for transforming capital markets, 
I conducted an interview with Joanna 
Schwartz, the CEO of Earlyshares.com, 
an equity-based crowdfunding platform, 
to give the Andover Economic Review 
insight into the rising crowdfunding 
market. n

Eric Lawrence is a three-year upper at 
Phillips Academy from Sands Point, New 
York. He is currently Managing Editor of 
the Andover Economic Review.
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Interview conducted  
by Eric Lawrence,  
Managing Editor 

Joanna Schwartz is currently the CEO of 
Miami-based EarlyShares. EarlyShares 

is an equity-based crowdfunding platform 
that connects accredited investors to 
private investing opportunities.19 Prior 
to EarlyShares, Schwartz served in 
numerous senior positions, including 
as the Executive Vice President of the 
North America Division for Corpac 
Steel Products and Managing Director 
of Silver Hill Financial, where she led the 
commercial lender from “inception to over 
$1 Billion in annual volume.̈ 20 Schwartz 
also served as Miami’s chapter chair 
for the Young Presidents’ Organization 
(YPO).21 YPO is a global organization 
that connects over 20,000 young chief 
executives around the shared mission of 
education and idea exchange.22 She has a 
BA in Political Science from the University 
of Vermont and an MBA from Harvard 
Business School.

Photo Courtesy of Joanna Schwartz

Q:  What is the business model for 
an online crowdfunding platform like 
Earlyshares?

A: In general, the business model is that 
we help issuers (anyone looking to raise 
money) use their offering materials to 
put a compelling story together and raise 

Interview with  
Joanna Schwartz,  
CEO of EarlyShares

money. After they pass a stringent due 
diligence and vetting process, we help 
them by marketing their offering, and 
sourcing and vetting the investors for 
their investment opportunity. We use the 
power of general solicitation to its fullest 
potential to facilitate the fundraising 
process for our issuers. We get paid in two 
different ways. Some of our issuers just 
want to use our technology or marketing 
services and pay us a flat fee for our 
services. Others don’t want to have so 
many different investors coming directly 
into their deal, so we create a separate 
legal entity that we call an “EarlyFund”, 
which we then use to gather and aggregate 
the investors, and then we make the 
investment for them into the issuer, and 
in those deals we actually get paid based 
upon the success of the transaction.

Q: What are the benefits of equity-based 
crowdfunding?

A: There are tremendous benefits for 
both issuers and investors. In a nutshell, 
for the issuers we simplify the fundraising 
process by providing them with tools and 
transaction management services, and 
we amplify their messaging by marketing 
their offer to our registered investors 
and to the broader market of interested 
potential accredited investors.

For accredited investors, we provide direct 
access to a curate collection of vetted 
investment opportunities that were never 
available to them before.

Q:  Why should investors feel comfortable  
investing online? How secure is it?

A: We take what we call a “compliance 
first approach,” and we have due diligence 
checks at every step of the process that 
protects both issuers and investors. Before 
a deal gets posted, the issuers must go 
through a lot of due diligence that focuses 
on regulatory compliance and the strength 
and quality of the investment opportunity. 
We contract with a 3rd party called 
CrowdCheck who completes this work 
on our behalf. In addition, we perform a 
lot of due diligence on the investors. We 
check them through the Terrorist Watch 
List and the Patriot Act, and we make 
sure that they meet the accredited investor 
qualifications that are needed in order 
to be an investor in these deals. All that 
said, we are very clear that all participants 
must do their own due diligence to 
make sure they are comfortable with 
their decision. As a platform we do not 
specifically endorse transactions as “good 
investments,” we simply present the 
information as accurately as possible. It’s 
up to the investors to make those decisions 
for themselves.

Q: What are the initial stages in creating a 
crowdfunding startup like Earlyshares?

A: It’s not that different from anyone 
starting any company. We have to have a 
business model, plan, goals and objectives. 
Then we have to put a team together that 
we think can fulfill that vision. Then, 
you just start building it—and you find 
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investors who are interested. Right now, 
starting a company like EarlyShares is 
harder to start than you would think. I 
always like to say that we’re much more 
than a pretty website. We are in a very 
regulated industry and we are dealing with 
financial transactions. So everything we 
do has to have a very high-bar for quality 
and compliance which by definition takes 
a lot of time and costs a lot of money—
two things that are challenging for  
new companies!

Q:  What are your biggest expenses? 

A: People, technology, and marketing.

Q:  What have you learned so far in your 
role at EarlyShares?  

A: How to navigate a brand new 
industry—which is very challenging—
and how to rise above all of the other 
platforms in an area that is extremely 
competitive. Dozens of people are entering 
every month. Staying on the top of the list 
and creating partnerships to enhance our 
credibility has been a great challenge and 
learning experience.

Q:  Last month, you explained in a CNBC 
Worldwide Exchange interview that many 
investors had doubts when online stock 
trading emerged twenty years ago, and now 
we have over four trillion dollars sitting 
in those self-managed accounts.23 What 
predictions do you have on the scope of the 
new, online crowdfunding industry, and how 
will it compare to that of the online stock 
trading industry? 

A: That’s a very good question. There 
are about $2 trillion of private capital 
raising transactions that close every year 
that happen outside of the stock market. 
Originally, people thought that $300 
billion of the $2 trillion could be the 
market size for our business. I actually 
think it could be bigger. As the law is 
being implemented and as people and 
companies like EarlyShares are getting 
more comfortable with our role in how 
we react and target the market, I think, 
over time, the market will be much bigger 
than that. How big I don’t know. At this 
point we’d be thrilled if it were $300 billion 
because it just started, but I think the 
opportunity is enormous.

Q: What industries will have the most 
upside potential for crowdfunding? 

A: For us, what we’re seeing is that the 
most opportunity is in real estate deals, 
and high-growth companies.

Q: How do you determine the value of a 
crowdfunding platform like EarlyShares? 

A: Every time we raise capital for our 
own growth, the valuation is set. It’s 
more art than science. Since all the other 
equity-based platforms are just getting 
started, at this stage it’s mostly about 
future potential. It’s about what you’ve 
done so far; the traction you’ve built; the 
market penetration; how successful you’ve 
been; what’s happening in the future; and, 
because of our market economy, what are 
investors willing to pay to own a piece of 
your company? It’s much more about all of 

that than it is the more traditional ‘here-
are-the-economic-numbers, so therefore 
put a multiple on that’. It doesn’t work 
like that. Financial technology companies 
in our sector are expensive to build—
particularly to do them right—and it’s 
really about building the right business 
model and going forward.

Q: What advice would you give to Andover 
students who would like to pursue a career 
in crowdfunding?  

A: I love that question because it’s a 
whole new industry, and the idea of 
pursuing a career in it is a brand new 
concept. I would say that the same would 
be for any career or industry: really 
research it, understand it, and understand 
why you’re passionate about it. Learn as 
much as you can. Maybe even come up 
with a project that you can crowdfund 
and see how it goes. Also, try to get an 
internship at a crowdfunding company. 
They’re dozens of platforms out there, and 
everyone needs a lot of help. n
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The Flaws 
of Popular 
Stock 
Indicators 
Part One 
Miles Neumann, Executive Editor 

To many, the world of investing seems 
like a vast jungle full of mystery and 

complexity; a world of infinite reward as 
well as total loss and failure. Still, there 

are those who decide to put aside these 
initial fears and dive in, trying to reap the 
rewards available in the market. Many of 
these amateur investors are misguided by 
easy-access information that they believe 
will tell them if a stock is going to go up 
or down. Most rely on the info found right 
under the stock’s symbol, or ticker, on 
Google or Yahoo Finance. While some 
of this information is indeed valuable, 
many metrics are heavily flawed. Even 
stock indicators as revered and common 
as Earnings, EPS, Dividends, Earnings 
Growth, Trading Volume, and Market 
Capital have significant limitations when 
it comes to gauging the value of a stock.

A company’s earnings are widely regarded 
as a critical factor in deciding the upward 

potential of a stock, but the reported 
earnings of many companies are plagued 
by accounting tricks that inflate the 
number. Three commonly used tricks 
include using FIFO instead of LIFO, not 
amortizing goodwill, and adding the value 
of various reserves to earnings.1 However, 
what is important to understand is that, 
even though they increase the earnings 
number, these tricks do not necessarily 
help the company. First, the artificially 
high number paints a false picture of the 
company by saying that it is performing 
far better than it really is. In other words, 
some investors, relying only on earnings, 
may be tricked into investing in this 
company believing that it is healthy even 
though its apparent health is only the 
result of an artificially inflated  
earnings number.

These accounting tricks used to increase 
earnings generally end up decreasing 
the free cash flow of the company 
(FCF=Operating Income—Capital 
Expenditures),2 which in turn decreases 
the share price.3 This decrease occurs 
because free cash flow is much less 
susceptible to accounting tricks (the 
reasons for this are also complicated) 
and is thus widely regarded as a better 
indicator of the company’s value.4 
Therefore, if a company chooses to 
abandon these accounting tricks to 
maximize the free cash flow while taking 
a slight hit to earnings, it will most likely 
see an increase in share price even though 
earnings are decreased.5  This example 
shows that a decrease in earnings, which 

is supposed to signal a downward trend in 
share prices, can sometimes result in an 
increased stock price, thereby illustrating 
the flaw of this stock metric. Of course, 
lower earnings do not always mean that 
a company is superior or that its cash 
flow is increasing, but this case stands as 
an important exception and shows why 
focusing purely on earnings can lead to 
investing mistakes and losses.

Despite its status as one of the most 
revered indicators, EPS is deeply flawed.6  
While it’s true that EPS is one of the most 
well known indicators, because of its 
relation to earnings, it too suffers from 
similar problems. Firstly, EPS stands for 
Earnings Per Share, so, to calculate it, 
one takes the earnings of the company 
and divides them by the number of 
outstanding shares. This means that 
EPS already suffers from the problems 
associated with the earnings number right 
off the bat (i.e. the accountings gimmicks 
to inflate earnings also inflate EPS). But 
the prepositional phrase, “per share,” 
ushers in a whole new dimension of error.

This phrase obviously implies that EPS 
is heavily dependent upon the number 
of outstanding shares of the company. 
To be more specific, EPS is inversely 
proportional to the number of outstanding 
shares, so if the number of shares 
increases, EPS decreases. Although the 
number of shares of companies fluctuates 
daily due to complex options trades, these 
small permutations are negligible with 
regard to EPS.7  But there are various 
cases where the most logical and beneficial 
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business decision for a company can 
end up causing a lower EPS. One such 
decision is a dilutive follow-on offering.8  
This is when a company that is already 
public issues more shares to raise equity 
capital. So, at the end of the follow-on 
offering, the number of outstanding shares 
is increased while the earnings have not 
changed, leading to a decrease in EPS.9  
While some may see this decreased EPS 
as a sign of bad management and a bad 
stock, they do not realize the long-term 
benefits of raising the equity capital.10  If 
this extra money, raised by the follow-on 
offering, is invested in a project with a 
high return, the company as a whole will 
benefit from increased free cash flow and, 
in turn, a higher share price.11  However, if 
one relied solely on the decreased EPS of 
the company, they might have sold their 
shares and missed out on this opportunity 
to make money on their investment.

The flaws of EPS are also made apparent 
when one company purchases another.12  
To illustrate the flaw, let’s envision two 
different companies, Company Hi and 
Company Lo.13  Company Hi and Lo 
each have 2000 shares outstanding and 
$2000 in earnings, but Company Hi has a 
share price of $4 whereas Company Lo’s 
shares are only worth $2. This means that 
the market value (share price multiplied 
by the number of outstanding shares) of 
Company Hi is twice that of Company 
Lo’s. Now, the problem arises when 
Company Lo decides to buy Company Hi 
to add value and increase its P/E (price 
to earnings) multiple.14  Initially adding 

value and increasing the premium that the 
market pays to earnings seem like valid 
reasons to purchase Company Hi, but 
many companies shy away from similar 
acquisitions because they fear the negative 
effect of a decreased EPS.15  This decrease 
is caused because when Lo buys Hi it 
must issue 4000 shares at $2 per share 
to retire all 2000 of Hi’s outstanding $4 
shares. This issuance of new shares would 
dilute the EPS and cause its value to 
decline by one-third before the acquisition 
took place. But the fallacy becomes 
apparent when one envisions Company 
Hi purchasing Company Lo. In this case, 
the EPS would actually increase while 
the final P/E multiple as well as the total 
market value would be identical to the 
values that would occur if Lo purchased 
Hi.16  The fact that the market value 
and P/E ratio stays the same regardless 
of the direction of the acquisition (i.e. 
Hi buys Lo or Lo buys Hi) while EPS 
fluctuates demonstrates that EPS can be 
meaningless.17  Obviously, the creation of 
value that would occur if Lo buys Hi will 
drive the stock price upwards despite the 
artificial dilution of EPS.18  Therefore, 
if one relied only on the decrease in 
EPS, they would be making the wrong 
investment decision in this case. These two 
examples, a dilutive follow-on offering19 

as well as Company Lo purchasing 
Company Hi20  clearly show the major 
flaw of EPS: if EPS was an adequate 
indicator of the health of a company, why 
would EPS decrease when the company 
makes investments that will increase its 

overall value as well as its share price?

Although changes in earnings and EPS 
have significant correlations with the 
share price of a company, there are many 
important exceptions to this trend. These 
exceptions may not occur often, but they 
represent instances where the value added 
to a company is inverse to the change in 
earnings or EPS. If one disregards value 
and focuses on EPS and earnings, then 
one could easily make incorrect investing 
decisions and thereby forfeit capital 
gains. In my next article, I reinforce the 
importance of focusing on the overall 
“value” of a company rather than 
concentrating on certain metrics when I 
demonstrate the problems with earnings 
growth percentages and dividends. n

Miles Neumann is a three-year senior 
at Phillips Academy from Point Clear, 
Alabama. He is Co-President of Andover 
Economics Society and an Executive 
Editor of the Andover Economic Review. 
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The Flaws 
of Popular 
Stock 
Indicators 
Part Two
Miles Neumann, Executive Editor

In my previous article, I discussed 
various flaws associated with two 

common stock metrics: Earnings and 
EPS. Unfortunately, these two indicators 
are not the only ones that suffer from 
weaknesses. Earnings Growth as well 
as Dividends also suffer from major 
shortcomings. Although their deficiencies 
come from different places, these two 
metrics can be just as ineffective as EPS 
and Earnings when it comes to deciding 
whether to invest in a company. 

Earnings growth is a popular indicator 
that has to do with how fast a company 
is expanding. More specifically, it is the 
percent change of the earnings number, 
positive or negative, that occurs over a 
given time period (typically a year or a 
quarter) when compared to the previous 
time period.1  For example if Company X 
has earnings of $100 million in Q3 2012 

and then has earnings of $150 million in 
Q4 2012, then it’s earnings growth is 50 
percent for Q4. While earnings growth 
is important for all companies, it does 
not correlate exactly with a high share 
price and still has significant flaws. The 
main problem with the earnings growth 
percentage is that it disregards the rate of 
return on capital.2  I will illustrate this issue 
using an example involving Company X 
and Company Y. Company X and Y both 
have identical growth rates, but Company 
X only invests 70 percent of its earnings in 
new capital while Company Y must invest 
110 percent of its earnings to sustain its 
growth rate. Because Company X does not 
have to invest as much money in capital 
while still achieving an equal rate of return 
as Company Y, it is achieving a higher 
rate of return on its capital investment 
(i.e. it makes more money off of its capital 
investments than Company Y. This is 
why it can sustain an equal earnings rate 
at a lower cost). Since Company X sees 
higher rates of return on capital, it is 
clearly a better managed company and will 
therefore sell for a higher P/E ratio than 
Company Y, meaning that investors are 
paying a higher “premium” for Company 
X’s shares.3  However, based on the two 
companies’ identical earnings growth 
rates, one would assume that they would 
sell for the same P/E multiples.4  Therefore 
comparing the earnings growth of different 
companies can lead to an inaccurate 
picture of the health of these companies, 
which can lead to bad investment decisions. 

In addition, the earnings growth 
percentage does not take into account 
the methods used to finance the capital 
investment that produces the earnings.5  
Some companies feel that earnings 
growth is so important that they must 
keep it steady at all costs. This can lead to 
companies taking on dangerous amounts 
debt in order to pay for new capital to 
sustain their earnings growth rates. This 
practice will make the company look 
healthy on the surface when in reality the 
company is digging its own grave. For 
example, the department store chain W.T. 
Grant began a rapid expansion program 
in the 1960s which caused them to increase 
their earnings growth rate.6  However, 
soon their return on invested capital 
decreased, so they had to spend more 
money on capital to sustain their earnings 
growth rate. Soon they had to finance 
this spending with debt which resulted in 
negative cash flows for seven years in a row. 
Finally in 1975, W.T. Grant had reached 
the end of the road, and it was liquidated 
because of its poor business decisions.7  G. 
Bennett Stewart masterfully summarizes 
the shortcomings of earnings growth 
rate in his book, The Quest for Value:

...rapid growth can be a misleading 
indicator of added value because it can be 
generated simply by pouring capital into 
a business. Earning an acceptable rate of 
return is essential to creating value. Growth 
adds to value only when it is accompanied 
by an adequate rate of return If returns 
are low, growth actually reduces value.8 

In other words, most successful companies 
that sell for high P/E ratios have high 
earnings growth rates because growth 
is undeniably important for businesses.9  
However, due to the simplicity of the 
earnings growth measurement, it does 
not take into account the amount of 
capital required to maintain the growth 
or the financing methods for the growth. 
Therefore, relying only on the earnings 
growth rate of a company without 
researching its return on capital or free 
cash flows can lead to making bad trades.10 

Now I am going to attack one of the 
most widely used stock indicators for 
many investors, amateur or experienced: 
dividends. First a disclaimer: dividends 
can be helpful for investors who need 
a guaranteed periodical cash payout 
during the course of their investment. 
But, although the above statement is true, 
dividends as well as the dividend yield are 
not good indicators of a company’s health.11  
Firstly, what are dividends? Dividends are 
payout that companies give to shareholders 
periodically, usually each quarter.12  
Dividends can be structured in a number 
of ways: they can be fixed at a percentage 
of earnings.13  share price, or vary based 
on a number of factors from quarter to 
quarter.14  The dividend yield is defined 
as the annual dividend payout divided 
by the share price multiplied by 100. 
Therefore it is expressed as a percentage 
of the company’s individual share price. 
However the very idea of periodically 
redistributing earnings to shareholders in 
a cash payout (i.e. dividends) highlights a 
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problem with the company: why isn’t the 
company instead investing this money in 
rewarding capital projects with high rates 
of return that will increase cash flows 
of the company as well as its intrinsic 
value? Paying out dividends implies that 
the company has no more rewarding 
capital projects to invest in, which, on 
the most basic and qualitative level, is 
a not the best sign for shareholders.15 

However, there is little concrete evidence 
to suggest that a company that pays a 
dividend will outperform a company that 
pays no dividend.16  In an article published 
in the Journal of Financial Economics in 
1974, Professors Fischer Black and Myron 
Scholes researched whether dividend 
payouts affected share price from the years 
1936 to 1966.17  In their study, they selected 
a very diverse portfolio of stocks, with 
differing levels of risk, price, and dividend 
payouts, but, in the end, they concluded 
that it was the risk of the investment that 
affected the share price, not the dividends.18  
Therefore, whether or not a company 
pays a dividend has no long term effect 
on its share price.19  What matters instead 
is the intrinsic value of the company as 
well as its rate of return on capital.20 

Another important, yet often overlooked, 
aspect with regard to dividends and 
dividend yield numbers is that these 
numbers do not tell the investor anything 
about where the company got the money 
to pay for the dividends.21  Sometimes 
these dividends are paid to shareholders 
only to make the company look healthy 

on the surface. Again I will use W.T. 
Grant as the scapegoat. As this company 
began hemorrhaging money in the late 
60s and early 70s on capital to sustain its 
high earnings growth rate, it maintained 
a dividend at 30 percent of earnings.22  
Therefore, it began losing more and more 
cash to dividend payments as it grew 
because it believed investors would see 
the company as healthy even though it 
was suffering internally.23  Essentially, 
just because a company is paying a 
dividend does not necessarily mean that 
it has an appropriate amount of excess 
cash to pay one.24  In W.T. Grant’s case 
its rapid growth sustainment as well 
as its high dividend payment forced it 
to take on more and more debt until 
everything came crashing down in 1975 
when the company was dissolved.25  

Dividends and dividend yield do not 
affect the company’s share price over the 
long term, and they as well as earnings 
growth are misleading indicators of a 
company’s health. Therefore, one should 
not rely on any one of these metrics 
individually when making an investment 
decision. Instead, one should focus on 
the risk of their investment, the cash 
flows of the company, its rate of return on 
capital, as well as its intrinsic value.26 n 
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How General 
Motors Got Away 
With Murder
Natalia Suarez, Writer

place have endlessly strove to accomplish 
this, but recently they have become so 
consumed with GM’s bottom line that 
they have lost sight of that dream. General 
Motors has recently undergone heavy 

 

W illiam Durant founded General  
 Motors (GM) because he had a 
dream of revolutionizing the automotive 
industry. The chief executive officers 
and board members that followed in his 
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public scrutiny for amassing a record 
recall in 2014 of 34 million cars totaling 
more than $2.5 billion in repair costs.1  
More worryingly, however, is the fact 
that GM kept the existence of faulty car 
parts hidden from the public’s eye.2  The 
most notable recall has been the faulty 
key ignition switch which required 14.7 
million vehicles to be repaired at a cost 
of $1 billion.3  The defective ignition 
triggers a loss of the vehicle’s electrical 
power, causing the air bags to fail in the 
event of an accident. In June 2014, GM 
acknowledged that 13 deaths were due 
to the defective switch.4  Since then, the 
number has increased to 30 fatalities and 
31 injuries but will likely keep climbing  
as to date a total of 1,580 claims have  
been filed.5  
 
The extensive media attention 
surrounding the ignition switch began 
because of the size of the recall, but a 
scandal ensued when the press learned 
that GM knew they were producing faulty 
cars. GM first discovered the fault in 
2001 and it appeared again in 2004, but 
no actions were believed necessary as the 
proposal to fix the defect was deemed too 
costly and time consuming.6  However, 
in December of 2005, they did send a 
bulletin to dealers stating, “If the driver 
is short and has a large and/or heavy key 
chain ... the customer should be advised 
of this potential and should ... [remove] 
unessential items from their key chain,” 
thus proving GM was aware of the 
defect.7  Information has now surfaced 

confirming that GM was aware of formal 
investigations linking at least two deaths to 
the switches, yet even with this knowledge 
and 29 other formal complaints no recall 
was made.8  In 2012, GM acknowledged 
ten crashes with four fatalities and six 
injuries attributable to the defective ignition 
switch, but never issued a recall because 
its executives calculated that the costs of 
a recall outweighed that of a few lives.9  
A GM engineer stated at a deposition 
that the company made a “business 
decision not to fix this problem.”10 

No one at GM has been held personally 
responsible for the deaths and cover up, 
and almost certainly no one will, but 
why does our society not perceive this as 
an issue? GM did pay a $35 million fine 
and a billion dollars in recall costs, but 
what does this say about our society: a 
world in which corporate executives can 
write off any crime, including murder, 
with the signing of a check.11  Ambrose 
Bierce, a famous journalist, once defined 
a coproration as, “Corporation: An 
ingenious device for obtaining profit 
without individual responsibility,” and 
Howard Scott, an American engineer and 
founder, once said, “A criminal is a person 
with predatory instincts who has not 
sufficient capital to form a corporation.” n

Natalia Suarez is a two-year lower 
at Phillips Academy from Andover, 
Massachusetts. She is an Associate Board 
member of the Andover Economic Society. 

There is a revolution happening in 
North American energy. Over the last 

several years, massive new reserves of oil 

and gas trapped in shale rock formations 
have been unleashed, thanks to the 
commercialization of a drilling technique 

The North American  
Energy Renaissance
This is part one of a two part series  
on North American competitiveness
Tennyson Teece, Editor in Chief
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called hydraulic fracturing or “fracking.” 
Oil sands in Canada are helping to ensure 
regional energy security, as billions of 
barrels of untapped oil are unearthed. 
And Mexico’s ambitious new President, 
Enrique Peña Nieto, has allowed foreign 
investment in the national oil company, 
Petróleos Mexicanos (PEMEX).1  This 
energy boom, accompanied by existing 
trade and geopolitical advantages, 
will drive growth in North American 
manufacturing and economic power.  

The shale gas bonanza in the United 
States has been as swift and far-reaching 
as it has been unexpected. Prior to 
the shale boom, which began in 2007, 
American companies invested $100 
billion in facilities designed to handle 
the importation of liquefied natural gas 
(LNG).2  Many of these plants, like the 
Sabine Pass LNG plant, have actually 
been converted into LNG export 
terminals, with ample access to the US 
pipeline system and geographic proximity 
to the massive unconventional gas sources, 
like the Eagle Ford shale formation 
in Texas. Since 2008, total US gas 
production has increased by 25 percent 
to an all time high, driven by a more than 
fourfold increase in shale gas production.3  
This has resulted in natural gas prices 
plummeting from $13 per million British 
thermal units (mmBtu) to around $4.50 
per mmBtu.4  American factories now 
pay roughly a third of the German gas 
price, and a quarter of the Korean and 
Japanese prices, with a similar energy 
price advantage over China. According 

to the International Energy Agency 
(IEA), the US has the second lowest 
natural gas prices for industry in the 
developed world, behind Canada.5  The 
petrochemicals industry, which supplies 
some of the raw materials necessary for 
the automobile industry, for agriculture, 
and in household goods and construction, 
will be one of the biggest beneficiaries, 
as will other energy intensive industries. 

Some companies are already reaping 
the advantages of cheap natural gas. 
Methanex, the world’s largest methanol 
producer, is moving a plant from Chile to 
Louisiana.6  In the gulf, Chevron Phillips, 
Dow Chemical, Formosa Plastics, 
Occidental Petroleum and Williams are 
all expanding existing chemical plants, 
moving them there, or building new ones.7  
Since 2011, 128 new energy intensive 
industrial plants have been announced 
in the Gulf, representing a combined 
value of $114 billion.8  Near the 600-mile 
long Marcellus shale formation in the 
Appalachians, investment in the steel 
industry has boomed. A French firm, 
Vallourec has just spent $650 million on a 
new mill to make steel pipes, creating 350 
jobs. Likewise, Allegheny Technologies 
recently invested $1.1 billion in a factory 
to produce specialty metals, like stainless 
steel.9  A total of 19 new or expanded 
metallurgy plants have been announced 
by US Steel, Alcoa, and ArcelorMittal.10 

Just as impressive has been the explosion 
in American oil output as a result of 
fracking. Massive reserves of oil that 

were previously unattainable are now 
being brought to the surface. The Bakken 
shale formation in North Dakota, for 
example, is now producing over a million 
barrels of oil per day.11  Just this year, 
the US leapfrogged Russia and Saudi 
Arabia to become the world’s largest oil 
producer, at 11 million barrels per day. 
US oil production will peak in 2019 at 
13.1 million barrels per day and plateau 
thereafter, ensuring America remains the 
top producer through 2030.12  This new 
oil supply has been a key factor the oil 
price tumbling by 50 percent since June’s 
price of $115 per barrel.13  Brent crude 
sold for just above $60 a barrel as of early 
December, the lowest since July 2009.14 

Total energy independence now 
seems within reach. According to The 
Economist, in 2008 America produced 
70 percent of the energy it consumed. In 
2013, that number was 89 percent,15  and 
will continue to rise to 96 percent by 
2040.16  The benefits are not limited to 
industry; the average American’s utility 
bill will drop by about $900 annually as 
a result of cheap natural gas17 while the 
typical motorist should save $800 per year 
at the pump.18  The energy boom will also 
add at least three percent to U.S. GDP 
over the next decade, as well as close to 
four million direct and indirect jobs, the 
majority of which will be high paying.19  
And that ignores the obvious benefits to 
the US trade balance. Shale oil and gas, 
along with growth in the manufacturing 
sector, has helped push the US’s current 
account deficit from a massive 6.2 percent 

to a much more sustainable 2.2 percent.20  
As domestic energy production rises, 
imports will continue to fall and the US 
may begin exporting oil and LNG, further 
improving our balance of payments. 

Canada and Mexico are also enjoying 
increasingly bountiful energy prospects. 
The oil sands in Alberta contain the 
world’s third largest proven reserves and 
pump millions of barrels of oil to North 
American and overseas markets daily.21  
Meanwhile, Mexico’s new president has 
pushed for reform in the Mexican oil 
industry. Mexico’s shale gas reserves 
are the fourth largest in the world. Yet 
the notoriously inefficient and corrupt 
national oil corporation (PEMEX) lacks 
that capital and expertise to properly 
develop Mexico’s bountiful energy 
resources. However, in December 2013, 
the legislature passed a bill allowing 
private investment in PEMEX for the first 
time in 75 years, a momentous decision 
which should result in greatly increased 
oil and gas production over the long run. 

However, many critics of fracking cite 
environmental risks, as rumors of 
earthquakes, methane emissions, and 
groundwater contamination abound. 
Many fear efforts to promote renewable 
energy resources will suffer as oil and gas 
production increase. But the critics fail 
to take into account the larger US energy 
context. While not as environmentally 
friendly as some sources, like nuclear 
power and renewable energy, natural gas 
is still far cleaner than coal. According 
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to the Energy Information Agency, 
in 2012, 40 percent of energy-related 
carbon dioxide emission resulted from 
electricity generation, and three quarters 
of electricity generation emissions were 
from coal power plants.22  But thanks 
to fracking, many power plants that ran 
on coal are switching over to natural 
gas. In 2013 coal power generation 
represented 36.7 percent of the US total, 
the smallest share since records began in 
1949, and is projected to fall to 32 percent 
by 2040. This steep decline has largely 
occurred amidst the shale boom of the 
last several years.23  Crucially, natural gas 
is not displacing renewables; electricity 
generation from renewable sources 
should grow by 69 percent between 
2012 and 2040, representing the highest 
annual growth rate of any energy source, 
including natural gas.24 The displacement 
of coal by natural gas, and, to a lesser 
extent, renewables, should help the 
US curb its carbon dioxide emissions. 
In fact, it has already begun to do so: 
between 2007 and 2012 the United States 
witnessed a fall in energy-related carbon 
emissions of more than 12.5 percent,25  a 
larger reduction than any other nation.26 

Fracking won’t just reduce carbon 
emissions; it should save lives. Pollution 
from coal fired power plants accounts for 
13,000 premature deaths and 20,000 heart 
attacks every year in the US. The total 
cost of these health impacts is a staggering 
$100 billion annually.27  The primary cause 
of these deaths are soot, which can cause 
lung damage, as well as nitrogen oxides 

and sulfur dioxide, which contribute to 
smog and acid rain.28 Burning natural gas 
produces no soot, negligible amounts of 
sulfur dioxide, and much lower amounts 
of nitrogen oxide than burning coal.29  
Thus, fracking is not only reducing the 
number of unnecessary deaths by helping 
to put coal out of business, it is taking 
pressure off our health system that’s 
forced to deal with the consequences. 

Furthermore, concerns over earthquakes, 
ground water contamination, and 
methane emissions seem to be overblown. 
A report by the National Research 
Council on energy and seismic activity, 
despite the fracking bonanza, recorded 
only one instance of an earthquake 
associated with fracking.30  Regulations 
have kept wells safe from groundwater 
contamination; a 2011 report for the 
Secretary of Energy could not confirm any 
instances of groundwater contamination 
from fracking.31 The EPA has reported 
one instance of contamination in 
Wyoming, at a depth of 7,000 feet below 
the ground, though the vast majority 
of drinking water suitable aquifers are 
hundreds of feet below the ground, not 
thousands where the shale formations 
reside. Though methane emissions are 
harder to measure, it is unlikely to cause 
significant environmental damage. A 
new method called “green completion” 
is now in place on most wells, which 
avoids venting or flaring methane.32  

Lastly, there will be very positive 
geopolitical ramifications from the North 

American oil and gas boom. North 
America will have a degree of insulation 
from global oil shocks and will be less 
inclined to have US military assets 
securing oil resources in the Middle East. 
Perhaps counties like Japan and China, 
the biggest benefactors of US protection of 
shipping lanes, will come to shoulder some 
of the costs of keeping Middle Eastern oil 
secure. Additionally, US LNG exports, 
though not likely to be massive, will also 
potentially improve the US’ geostrategic 
situation as East Asia becomes imports 
more US LNG and America is able to 
help wean Europe off of Russian gas. 

Despite receiving ardent criticism from 
environmentalists, the North American 
energy renaissance, powered by fracking, 
is a tremendously positive force. With 
unprecedented swiftness our economic, 
geopolitical, environmental prospects 
have been transformed. The dangers 
of not following this path are clear. 

European countries have steadfastly 
opposed fracking for environmental 
reasons, and ironically, they are now 
facing the consequences of increasing 
pollution thanks to a resilient coal 
industry. Europe’s industries are 
becoming less competitive in the face 
of high energy costs and its nations 
are being geopolitically undermined 
by dependence on Russian gas. North 
Americans, then, should applaud the 
energy renaissance, as it continues to 
be one of the key factors in boosting 
competitiveness and fighting pollution 
in an ever more globalized world. n

Tennyson Teece is a four-year senior 
at Phillips Academy from Berkeley, 
California. He is the CEO of Andover 
Economics Society and Editor in Chief of 
the Andover Economic Review.
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Factory 
North 
America 

This is part two of a two 
part series on North 
American competitiveness
Tennyson Teece, Editor in Chief

North America will see improving 
prospects as a manufacturing 

powerhouse moving forward, thanks to 
increasing economic competitiveness. 
This will stem not just from an ongoing 
energy boom, as I discussed in the first 

part of this article series, but also due 
to an unparalleled level of economic 
integration thanks to the North American 
Free Trade Agreement (NAFTA), strong 
intellectual property protections, favorable 
demographics, and increasing efficiencies 
and productivity gains in manufacturing. 
Furthermore, opportunities for economic 
integration with countries outside the 
continent present potential for added 
economic benefits amidst the backdrop of 
increasingly expensive Chinese labor. 

While NAFTA has no shortage of critics, 
all the evidence points to a history of 
strong economic gains for North America. 
NAFTA eliminated all duties on goods 
flowing between the United States, 
Canada, and Mexico, allows free flow 
of investment between those countries, 
and ensures effective protection of 

intellectual property rights. NAFTA is 
the world’s largest free trade area creating 
a unified $19 trillion market and 470 
million consumers.1  According to the 
US Department of Commerce, last year 
about thirty four percent of US exports 
went to Canada and Mexico, more than 
twice the value that went to all the BRIC 
countries combined. Intraregional trade 
has increased fourfold since NAFTA’s 
introduction in 1994. NAFTA has also 
boosted cross border investment. Since the 
signing of the treaty, the US has invested 
over $300 billion in Canada, and Canada 
has returned the favor to the tune of $200 
billion. Mexico has also invested in major 
US industries, like cement, bread, dairy, 
and retail sectors while US companies 
have poured money into Mexican 
manufacturing.2  Perhaps even more 
impressive than the growth in the outright 
value of goods is the level of integration. 
When we read “made in Mexico” on a 
product, we tend to think that it means 
none of the benefits accrue to the US. 
Because of the level of integration 
afforded by NAFTA, this is not the case. 
According to the Council on Foreign 
Relations, for every dollar of goods that 
Mexico or Canada exports to the United 
States, there are 40 cents of American 
inputs on the Mexican made good and 
25 cents worth on the Canadian good. 
For Chinese goods, there are just four 
cents of American inputs and two cents 
for Japanese goods. Better yet, for every 
dollar Mexico earns on its exports abroad, 
it spends 50 cents on US goods.  All of 

NAFTA’s provisions make doing business 
in North America more appealing, as 
proved by the economic dividends reaped 
by all countries involved.

Demographics and intellectual property 
rules also point to stronger North 
American competitiveness going 
forward. Between 2000 and 2030, the 
Boston Consulting Group (BCG) 
predicts that Mexico’s workforce will 
grow by 58 percent and the US’ by 18 
percent, while China’s will decrease by 
three percent.4 Further, the respect for 
intellectual property rights in North 
American countries, partly ensured 
by NAFTA’s rules, makes investment 
appealing compared with countries that 
struggle with intellectual property theft, 
like China. However, this advantage has 
not held companies from shipping jobs 
overseas in the past, so it will need to be 
coupled with increasing productivity, 
efficiency, and more competitive wages.

Lastly, increasing efficiency and 
productivity in manufacturing will be 
necessary for North America to hold 
its own against East Asian countries. 
BCG calculates that Mexico is already 
becoming cheaper than China, something 
highly beneficial to the US remembering 
that for every dollar of Mexican goods we 
buy, there are 40 of US inputs compared 
with four cents for China. BCG found 
that if Mexico’s higher manufacturing 
productivity is factored in, this year 
Chinese labor costs were 13 percent higher 
than those of Mexico.5 By 2015, Mexico 
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should have a cost advantage of close to 30 
percent.6 The United States is also seeing 
a reinvigorated manufacturing sector, not 
just due to falling energy costs. The Great 
Recession has quietly spurred greater 
efficiencies in the US manufacturing 
sector, with unit production costs down 
eleven percent between 2002 and 2012, 
while many other developed countries 
saw their costs increase. US labor costs, 
again when factoring in productivity, are 
also increasingly competitive with those of 
China and other competitors; according 
to BCG’s manufacturing cost index, on 
average manufacturing in the United 
States is barely more expensive than in 
China, about the same cost as Russia 
and Poland, and a whopping 20 percent 
cheaper than Brazil.7  

More opportunities, especially in trade, 
would continue to boost North American 
economic prospects. Further integration 
of NAFTA countries infrastructure 
and more efficient border crossings, 
particularly between Mexico and the 
United States, would help. The NAFTA 
countries are already involved in trade 
negotiations for the Trans Pacific 
Partnership (TPP), which would also 
include Australia, New Zealand, Brunei, 
Malaysia, Singapore, Vietnam, Japan, 
Chile, and Peru, with South Korea and 
Taiwan also indicating interest in joining 
the agreement. It would be the largest 
Trade Agreement in history, that is if 
the Transatlantic Trade and Investment 
Partnership (TTIP) isn’t signed first. 
That trade agreement would be between 

the European Union nations and the 
United States, connecting the two biggest 
economies in the world. According to 
The Economist, together TTIP and 
TPP could increase global GDP by $600 
billion, equivalent to adding another 
Saudi Arabia. America would reap $200 
billion of that annual gain.8 In fact, TPP 
and TTIP may be even more ambitious 
than NAFTA in that they will strive to do 
more on labor standards, environmental 
safeguards, government procurement and 
the treatment of state-owned companies, 
and regulations (especially in the 
automotive sector). If even one of these 
deals were successful, it would represent 
a significant economic boost to North 
America and its trading partners.  

In 2007 as the world was entering a Great 
Recession, North American’s had little to 
be optimistic about. Just six years later, 
our energy prospects are transformed, a 
manufacturing revival is beginning, and 
new trade opportunities lie on the horizon. 
These, on top of existing advantages, 
like NAFTA and strong demographics, 
means North America has the potential 
to prosper more than ever before, but only 
if Washington is able to get its long term 
fiscal house in order. n

Tennyson Teece is a four-year senior at 
Phillips Academy from Berkeley, Califor-
nia. He is the CEO of Andover Economics 
Society and Editor in Chief of the Andover 
Economic Review.

Miles Neumann, Executive Editor

In 2008, the United States found itself 
in the midst of an economic crisis. 

The housing market had collapsed, 
unemployment rates soared, stock 
markets tanked, and two of the largest 
financial corporations on Wall Street, 
Bear Stearns and Lehman Brothers, had 

gone bankrupt. The economy could no 
longer rely on the invisible hand to repair 
itself quickly; someone had to intervene. 
Because of the lag-time associated with 
discretionary monetary policy, all eyes 
turned to the Federal Reserve and its 
chairman, Ben Bernanke. With interest 

The Federal Reserve 
and Quantitative 
Easing
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rates already at the lower bound, the 
Fed decided to conduct unconventional 
monetary policy in the form of a large-
scale buyback of various types of 
securities from across the market. This 
attempt to jumpstart the economy was 
collectively known as Quantitative Easing 
(QE), and it consisted of four major 
phases in which different strategies were 
implemented to combat the recession.1 
Although Quantitative Easing achieved 
many of its principal goals such as 
lowering long-term interest rates and 
reinvigorating the American economy, it 
also had many unpredicted and negative 
effects such as creating market bubbles 
and increasing income inequality. 

In order to understand the objectives and 
effectiveness of QE, it is necessary to be 
familiar with the structure and purpose 
of the United States Federal Reserve. The 
Fed was founded in 1913 after President 
Woodrow Wilson signed the eponymous 
Federal Reserve Act.2 It was formed in 
response to various “economic panics” 
of the 19th century where the U.S. 
government found itself relying on wealthy 
individuals and corporations to meet its 
debt obligations.3, 4  With the creation of 
the Fed, the United States was able to 
establish a stronger economy and did not 
have to worry as much about the financial 
collapses, which had devastated Europe in 
the late 19th and early 20th century.5 The 
Fed was first established as the “lender 
of last resort.” Acting as the central bank 
of the United States, it would lend money 
regardless of the economic situation of  

the company in need.6,7  This was meant  
to prevent bank runs and market  
collapses by allowing banks to receive 
emergency funds.8

The Fed still serves this function, but, 
over time, its structure and duties have 
changed. Today, the Fed operates 
under a “dual mandate”: to ensure full 
employment and reasonable inflation. 
To accomplish this task, the heads of 
five of the twelve Fed banks across the 
nation, along with the seven appointed 
members of the Fed’s Board of Governors 
(including the Chairman), meet at least 
eight times a year (known as the Federal 
Open Market Committee) to determine 
the Fed’s upcoming objectives regarding 
monetary policy.9 The implementation 
of this monetary policy usually takes 
three forms: changes to the discount rate, 
changes in reserve requirements of banks, 
or changes in the targeted Federal Funds 
Rate.10 The discount rate refers to the 
interest rate that the Fed charges when 
it acts as the “lender of last resort” to 
struggling financial institutions while the 
reserve requirement refers to the amount 
of cash that banks must have in reserve 
each day (this number is currently around 
10 percent of deposits).11 However, the 
most important tool of the Fed is arguably 
the Federal Funds Rate, which serves as 
the basis for all short-term interest rates in 
the United States. By manipulating these 
three different rates, the Fed can shift  
the supply of money in the economy  
and thus can shift interest rates and 
aggregate demand. 

Up until 2008, the Fed had been able 
to rely on these three tools to boost the 
economy during crises, and, just after the 
housing bubble burst, the Fed lowered 
the Fed Funds Rate all the way to the 
lower bound of 0-0.25 percent.12  However, 
this still did not have the desired effect 
of jumpstarting the economy, so Ben 
Bernanke and the other members of the 
Fed had to devise a new plan to boost 
employment and GDP. Thus, they turned 
to unconventional monetary policy: 
Quantitative Easing.13 

QE was a series of large-scale asset 
purchases made by the Fed in an attempt 
to lower long-term interest rates and 
thereby stimulate lending, which would 
in turn boost the economy.14, 15  The 
predecessor of the recent QE in the 
United States was the Bank of Japan’s 
program from 2001 to 2006.16  However, 
during a speech at the London School of 
Economics in 2009, Bernanke illustrated 
how American QE was very different 
from Japan’s.17  First, the Bank of Japan 
focused heavily on buying various assets 
with the goal of controlling the excess 
reserves of banks.18  Due to reserve 
requirements, the Bank of Japan hoped 
to free up capital for banks to lend by 
increasing banks’ reserves. The Bank of 
Japan, then, was less concerned about the 
types of securities they purchased than 
they were about these purchases’ effects 
on the banks’ reserves.19  On the other 
hand, the Fed’s QE policy was more of 
a “credit easing” method.20  Rather than 
worrying too much about bank reserves, 

the Fed would base the quantities of 
different assets purchased on the objective 
of increasing the demand for loanable 
funds.21  The U.S. program was more 
concerned with the interest rate that the 
borrower received rather than the amount 
of excess funds in the banks’ reserves. 
According to Bernanke, this contrast 
in ideology was a result of “differing 
financial and economic conditions 
between the two episodes,” but perhaps 
the Fed also realized that the banks did 
not necessarily “have” to loan out these 
extra reserves.22  Therefore, it would 
be futile to base asset purchases on the 
assumption that banks were going to lend 
some predetermined amount of money as 
a result of a specific reserve increase when, 
in reality, the banks’ lending habits were 
somewhat unpredictable.23, 24  

Nonetheless, the central idea behind QE 
was quite simple: as the Fed bought more 
long-term assets, it would pump more 
money into the banks, prompting them 
to lend at a lower long-term rate.  Other 
effects of these purchases included boosting 
the stock market, increasing consumer 
confidence, and returning more liquidity 
to other risky markets.26, 27  However, 
the complicated questions regarding the 
implementation of this policy were which 
assets to buy and how many. 

The answer to these questions actually 
changed somewhat during the different 
versions of QE, but, overall, the most 
important asset classes were U.S. Treasury 
notes, mortgage-backed securities (MBSs), 
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and agency debt.28  The purchase and sale 
of U.S. Treasury notes, government debt 
that pays an interest rate to the lender, 
had long been a popular tool of the Fed, 
but, during QE, rather than buying short-
term notes, it invested in long-term notes 
(i.e. 5 and 10 year notes) in order to lower 
long-term interest rates.29, 30  On the other 
hand, MBSs are far more complicated. 
This example illustrates the basic ideas 
behind these assets. If John Doe wanted 
to buy a house, he could take out a loan 
for $400,000 with an interest rate of 4 
percent.31  This loan could then be repaid 
over, perhaps 20 years. Before MBSs, the 
bank who lent John Doe the funds would 
have to keep this loan on its balance sheets 
for the next 20 years, which made the bank 
itself less liquid since its loans could not be 
easily converted into cash.32  However, in 
1968, regional banks were allowed to sell 
these loans to larger investment banks or 
government-associated corporations such 
as Fannie Mae and Freddie Mac.33 Thus, 
they were able to create a liquid asset from 
a loan, prompting them to make more 
loans and riskier loans over time since 
they could just continue to sell them to 
larger corporations in return for cash.34  
The investment banks then combined and 
repackaged these loans into assets called 
MBSs that paid a periodic interest rate 
and sold them to investors.35  The sharp 
drop in the value of many MBSs was 
a major factor in causing the financial 
crisis.36  Therefore, in order to help 
struggling corporations as well as the toxic 
MBS market, the Fed had to remove these 

MBSs from the companies’ books and 
replace them with cash.37, 38  Lastly, the Fed 
bought billions of dollars of agency debt. 
This debt is a type of government debt 
that is not issued by the U.S. Treasury 
but instead by other government agencies 
like Fannie Mae, Freddie Mac, and 
the Tennessee Valley Authority to raise 
money.39  These debts are generally issued 
in the form of bonds, and, since they are 
not “guaranteed” (they do not “have”  
to be paid back like Treasury Securities), 
they usually offer slightly higher rates 
of return.40  By purchasing this type of 
debt, the Fed pumped more funding 
into struggling government affiliated 
companies.41 

After the Fed finalized a plan of the 
distribution of asset purchases, Ben 
Bernanke, on November 25th 2008, 
announced the first round of Quantitative 
Easing. This amounted to purchases 
of $300 billion in long-term Treasury 
bonds, $1.25 trillion in MBSs, and $175 
billion in agency debt by the time QE1 
ended on March 31st 2010.42  Soon after 
came QE2, during which the Fed decided 
to buy $600 billion more of long-term 
U.S. Treasury notes in addition to using 
returns generated by QE1 to buy other 
securities.43  QE2 was smaller than QE1 
with regards to both its duration and 
the amount of assets purchased.44  After 
it was finished on June 31, 2011, there 
was a brief period where the Fed did 
not announce any new Quantitative 
Easing policies.45  However, in September 
of that year, they began “Operation 

Twist.”46  This policy’s objective was to 
help revive the housing market that had 
been decimated by the recession.47  To 
achieve this goal, the Fed changed two 
things. First, they reinvested the earnings 
from short-term Treasury notes that had 
reached maturity into long-term ones.48  
In addition they poured more funds into 
MBSs.49  Nearly a year after “Operation 
Twist” was started, on September 13, 
2012, Bernanke began a new round of 
QE, creatively named QE3.50  For the 
implementation of this policy, the Fed 
stated that it would purchase an additional 
$40 billion in MBSs each month until the 
economy had reached full employment 
and reasonable inflation.51  On top of this, 
they continued to reinvest the earnings 
from short-term Treasury bonds into long-
term bonds, and they promised to keep 
short-term interest rates at the zero bound 
until “mid-2015.”52  Finally, when QE3 
ended on December 18th, 2013, the Fed 
announced that it would “taper” its asset 
purchases, decreasing its current monthly 
expenditures of $85 billion by $10 billion 
each month.53  “The Taper” continued 
until October 29th, 2015, when the Federal 
Open Market Committee, headed by the 
new Chairman, Janet Yellen,  announced 
that the Fed would “conclude its asset 
purchase program this month,” marking 
the end of the era of Quantitative Easing, 
which had added over $4.5 trillion to the 
Fed’s balance sheet.54, 55  

During six years of aggressive and 
unprecedented levels of asset purchases, 
the Fed was able to have some positive 

impacts on the American economy, 
but the extent to which QE helped to 
jumpstart the U.S. after the housing crisis 
is still being debated. To understand 
the benefits and drawbacks of QE, it is 
important to first understand why the 
money that the Fed injected into the 
economy affected markets. 

In 2010, the Fed of New York published 
a comprehensive report analyzing QE1.56  
Their overarching conclusion was that the 
purchase of longer-term assets reduced 
the supply of these assets and thus the risk 
associated with holding them.57  In other 
words, the price of the assets increased 
while their yield, which corresponds with 
long-term interest rates, decreased. This 
effect is known as a decrease in the “term 
premium” of the assets.58  In addition 
to the decrease in supply, yields lowered 
further because investors became more 
confident as the Fed purchased more of 
these assets because these investors knew 
that the Fed would buy the assets from 
them if they needed to get rid of them.59  
Thus, because the liquidity of the assets 
increased, the resultant risk associated 
with them decreased, causing lower yields 
and lower long-term interest rates. 

Overall the authors of this Fed report 
expressed favorable opinions of the 
effectiveness of QE1. For example, they 
allege that this policy had a total effect 
of decreasing 10-year “term premiums” 
of Treasury bonds by 0.30 percent to one 
percent over the year-and-a-half time 
period.60  A separate article showed that 



38     A ndover Economic Review Winter 2015          39

the interest rate on a 30-year fixed-rate 
mortgage dropped by more than two 
percent after QE began: down to 4.50 
percent by the end of 2010.61  In addition 
to decreasing these rates, QE1 helped to 
mitigate the dangerous risk levels present 
in the MBS and agency debt markets, and 
it even had the unintended consequences 
of boosting the corporate bond, interest-
rate swap, and stock markets.62, 63

Another important benefit of QE was a 
boost in government spending.64  Interest 
rates in the U.S. correspond to the amount 
of interest that the government has to pay 
on its own debt. Thus, when interest rates 
were lowered by QE, the U.S. Government 
saved approximately $900 billion.65  Also, 
the Fed was able to earn a return of $145 
billion on its asset purchases, which 
complemented the government savings 
from lower interest rates.66  Therefore, 
these combined cost reductions of over 
$1 trillion enabled the government to 
decrease taxes and increase spending to 
help the economy. These government 
savings were also coupled with $310 billion 
in savings for non-financial corporations 
and $150 billion for banks, once again a 
result of lower interest rates.67  Without 
these increases in expenditure caused by 
QE, the recession would have undoubtedly 
caused a far greater drop in GDP.68 

The benefits of QE are also present if 
one looks at the relative upward trend 
in the baseline indicators for economic 
performance such as GDP growth, 
unemployment rate, and inflation 

rate since 2008. As of November 2014, 
unemployment is at a healthy 5.8 
percent compared to the 10 percent 
unemployment rate only five years earlier 
during the depths of the recession.69  This 
statistic clearly attests to the Fed’s ability 
to eliminate the recessionary gap by 
boosting aggregate demand through their 
aggressive asset purchases. With regard 
to GDP growth, the Gross Domestic 
Product of the U.S. contracted by 2.8 
percent in 2009, however, as a result of 
QE and other government measures to 
help the economy, it has grown by roughly 
two percent each year over the past four 
years.70 Also, in 2009, the U.S. inflation 
rate hit a dangerously low 0.03 percent, yet 
QE has been able to increase this number 
to 1.66 percent for 2014, just below the Fed 
target rate of two to three percent.71, 72   
Overall QE has been beneficial with 
respect to the market, GDP, inflation, 
and unemployment. Also, the QE policy 
implemented by the Fed as well as similar 
policies enacted in England and the 
Eurozone have helped to save the world 
economy from an even deeper recession.73  
However, there is still disagreement 
about whether QE was a waste of money; 
whether it had any negative impacts; and 
what future effects it will bring about.

Opponents of Quantitative Easing argue 
that it has increased income inequality 
and created bubbles in various markets.74, 75 
Many also say that it will cause interest 
rates to spike, cause reckless behavior by 
financial institutions, and cause future 
inflation.76, 77  For example, QE1-QE3 

expanded the balance sheet of the Fed 
from approximately $1 trillion to over $4 
trillion.78  This means that one day, the 
Fed is going to have to sell these assets in 
order to normalize its books. However, 
one problem with offloading trillions of 
dollars of assets, however, is that it could 
cause interest rates in the economy to 
spike because, whenever the Fed sells 
assets, it decreases the money supply, 
which increases interest rates  
in accordance with the liquidity  
preference model.79 

If the interest rate increases too quickly 
too soon, economic growth could come 
grinding to a halt, and the U.S. could be 
thrown back into another recession with 
no easy escape.80  Another fear has to 
do with the original culprits of the crisis: 
financial institutions. Some claim that  
the increase in the money supply  
caused by QE incentivizes these 
companies to partake in reckless behavior 
such as investing in volatile and risky 
assets because, if their investments go 
wrong, they can just fall back on the  
Fed for help. 81, 82

Initially many economists also feared that 
QE would cause a harmful jump in the 
inflation rate of the U.S.83  If aggregate 
demand increases too much as a result 
of the rapid boost of the money supply, 
then an inflationary gap forms, which is 
bad for the economy. Luckily, this has 
not happened yet since inflation rates 
have remained in the healthy84  range 
of 1 percent to 3 percent since 2010.85  

Nonetheless, some believe that the effects 
of QE on inflation will not become 
apparent for years.86

Another interesting, negative effect 
of QE is that it has ironically created 
bubbles (the very problem it sought to 
fix) by artificially increasing asset prices 
in various markets such as gold.87, 88  For 
example, the price for one ounce of gold 
rose rapidly from $869.75 in 2008 to $1,895 
in 2011, but it has since fallen steadily to 
$1,162 as of November 10th, 2014, because 
the bubble has deflated.89, 90  Some even 
fear that QE has created other bubbles 
that have not yet been detected and 
that could have potentially catastrophic 
economic effects.91  

Finally, one of the most relevant criticisms 
of QE is that it has led to an increase in 
income inequality in the United States, 
which was already at problematic levels 
before the crisis.92, 93  First off, when the 
Fed bought assets such as MBSs, agency 
debt, and Treasury bonds, the money 
that they paid went directly to banks and 
thus some went to the salaries of bankers, 
who are generally in higher earnings 
brackets.94  In addition, QE caused a rapid 
increase in the stock market over the past 
five years, and, since the pool of investors 
in the markets is disproportionately 
composed of wealthy individuals, this rise 
in asset prices has only increased the gap 
between the poor and the rich because the 
income levels of the poor have remained 
somewhat stationary during the recovery 
while the wealthy have been thriving in the 
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bullish market.95, 96  For example, a study 
done by Emmanuel Saez of UC Berkeley 
estimated that 95 percent of increases in 
income between 2009 and 2013 were made 
by the top 1 percent of Americans.97  The 
extent to which QE contributed to these 
striking numbers is under debate, but 
it is highly probable that the Fed’s asset 
purchases played a part in widening  
this gap.98  

The Quantitative Easing program of 
the Fed was able to continuously morph 
over the past six years in order to help 
the economy recover from the recession. 
Undoubtedly, this program had various 
positive effects such as lowering long-term 
interest rates and boosting aggregate 
demand. However, Quantitative Easing 
also had both unintended and harmful 
effects on the economy, for instance 
increasing income inequality and 
creating bubbles in commodities markets. 
Although the immediate benefits of QE 
seem to outweigh the short-term negative 
consequences, the long-term effects of the 
policy are yet to be known. n
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A tax inversion or a corporate 
inversion is when a company re-

incorporates out of its founding country 
to avoid paying tax on foreign revenues. 
Tax inversions with American companies 
typically happen when a smaller foreign 
company buys out a larger American 
one, allowing the American corporation 
to change its address and subsequently 
lower its tax rate. Company operations 
usually continue with the only changes 
being legal technicalities and the official 
company headquarters. The United 
States, on the other hand, loses a large 
chunk of tax revenue which could be 
used, for example, to reduce the deficit 
or invest in American infrastructure. 
But the United States must not only 
address the problem of inversions in 
and of themselves, it must reform the 
corporate tax code in order to deal 
with the underlying problem of why 
companies choose to invert at all. 

The current United States corporate 

Self-Inflicted 
Harm
How a Broken Corporate Tax System  
Has Hindered The United States’ Success

Carson Wardell, Writer

tax system taxes companies, on income 
from all sources, at a rate of 39.1 percent, 
which is the highest in the Organization 
for Economic Co-operation and 
Development (OECD). Corporate 
income tax in America is around 60 
percent higher than the OECD simple 
average and is around triple that of some 
competitors’, like Ireland’s.1  With this 
type of disparity in taxation between the 
United States and the average OECD 
nation, the wave of tax inversions in 2014 
should come as no surprise. Instead, the 
wave is merely a predictable response 
to a broken system. Tax inversions 
are a warning and a wake-up call for 
extensive corporate tax reform.

The Wall Street Journal estimated 
that inversions over the next decade 
would cost America $19.46 billion in 
lost tax revenues. This number does 
not include the one to two trillion 
dollars sitting in corporate offshore 
accounts so as not to fall in the grasps 
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of the American Corporate Tax 
System.2 If our current tax system is 
left unchanged, America stands to 
lose more tax revenue and domestic 
investment than if the tax system was 
altered to be more competitive. 

The most glaring problem with the 
current tax system in America is its 
uncompetitive tax rate. In late July, 
President Barack Obama, however, 
refused to address this issue and instead 
labeled tax inversions as ¨unpatriotic” 
and ¨technically legal.” Unfortunately, 
dismissing inversions as simply the 
result of a lack of “economic patriotism” 
hardly addresses the true problem: 
America has an uncompetitive tax 
rate. The facts are as listed: businesses 
operate under a free market, focus on 
productivity and profitability, and are 
generally fairly amoral and patriotic. 
When businesses fail to practice these 
values, their competitors undercut them. 
Each board member has a fiduciary 
duty to act with the interests of the 
shareholders and the company; thus, 
they are obligated to do what is best 
for the company. Staying in the United 
States and paying up to 39 percent, 
when a corporation could pay a third 
of that following inversions, is hardly in 
a company’s best interest. The United 
States cannot expect the supposed 
moral abhorrence of inversions to deter 
companies from moving abroad. Instead, 
it needs to create a business climate 
in which companies want to reside. 

Take Abbott Labs (ABT), for example, 
the sister company of the recently 
inverted AbbVie Pharmaceuticals 
(ABBV). Abbott currently has around 
70 percent of their sales abroad with 
most growth projected to be overseas. 
As of December 31, 2013, Abbott had 
$3.5 billion held overseas; the company 
only brings money back to the United 
States when absolutely necessary. 3 
How can one expect companies like 
Abbott, which hold billions of dollars 
abroad and make most of its sales 
outside of the country, to remain in 
an America with an uncompetitive 
tax system? We cannot expect morals 
to stop companies from inverting. 
Morals do not stop market forces. 
Rather, America needs tax reform. 

The first step to prevent tax inversions 
should be to reform the regulation 
regarding company buyouts. Current 
laws require that at least 20 percent of 
an American company to be bought 
in order for an inversion to occur; 
raising the minimum percentage for a 
company buyout to 50 percent would 
reduce the number of tax inversions. 
The more expensive cost of a buyout 
would nullify the company’s gains from 
a tax inversion. Since regulating buyouts 
simply prevents tax inversions, more 
comprehensive tax reform is required 
to bring companies, revenue, and most 
importantly, jobs back to America.

In addition to having an abnormally 
high tax rate, the United States tax 
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system has global reach; income 
from all sources, even international, 
is taxed. Additionally, the American 
corporate tax system is convoluted, 
full of loopholes, and grants tax breaks 
from NASCAR races to machinery. 
As a result, the United States raises 
less revenue through corporate taxes 
as a percent of GDP than the OECD 
average, despite its high marginal rate.4 

Comprehensive corporate tax reform 
in the United States must begin with 
closing loopholes, a lower tax rate, and 
a tax system with a territorial focus 
rather than global reach. It seems there 
is some political will for a lower tax 
rate considering President Obama’s 
recent proposal to cut the rate to 
28 percent, right around the OECD 
weighted corporate tax rate average of 
29 percent.5 Closing loopholes, however, 
will pose a problem. While the Obama 
administration has lobbied to close 
loopholes, some of its Democratic allies 
and many of its Republican counterparts 
in Congress have been reluctant to act; 
special-interest groups that receive 
tax breaks are often the ones than 
fund current-day multi-million dollar 
campaigns. In order to effectively close 
loopholes, a large and idealistic goal 
of campaign finance reform will likely 
have to be met. The third priority, which 
involves reigning in the outreach of 
the United States corporate tax system 
from an international one to a national 
one, has been proposed by Republican 
Congressman and Chairman of the Ways 

and Means Committee David Camp. 
The proposal would ensure that only 
sales within the United States would 
be taxed, rather than all revenue across 
the world.6 According to the Berkeley 
Research Group, a consultancy, a 
proposal like Mr. Camp’s would directly 
collect over $60 billion in additional tax 
revenue and result in the repatriation 
of about $1 trillion currently held 
abroad. This influx of money would 
increase overall tax revenue, boost 
U.S. GDP by at least $208 billion, 
and create 1.46 million new jobs.7

As I mentioned above, the economic 
impact of lowering tax rates goes well 
beyond simply preventing tax inversions; 
it creates increased domestic investment, 
more good-paying jobs, and a higher 
standard of living for all Americans. 
S&P Capital IQ estimates that if the 
effective corporate tax rate is lowered to 
22.4 percent, Switzerland’s corporate tax 
rate, as many as ten million jobs would 
be created in the next five years as capital 
stored off shore is brought back to the 
United States. In turn, GDP growth 
would spike to as high as four percent 
per annum, nearly double that of 2013.8 
Combining a switch to lower rates with 
a territorial tax system, then, would 
provide a massive economic stimulus. 

The issue of reforming corporate tax 
rates is not a Democratic issue or a 
Republican issue; it is a bipartisan 
issue. When we reform the corporate 
tax rate to be more competitive, we 

keep businesses in the United States, 
bring in more tax revenue more 
evenly, and, above all, build a stronger 
middle class. These are goals that all 
Americans should applaud. Let’s make 
corporate tax reform a reality. n

 
Carson Wardell is a three-year Upper 
from Lake Forest, Illinois. He is 
President of the Andover Finance 
Club and an Associate Board Member 
of Andover Economics Society.
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FATCA
A Damaging Effort to  
Tax Foreign Accounts
Frank Geng, Writer

Since its implementation in March of 
2010 as part of America’s new tax 

evasion policy, the Foreign Account Tax 
Compliance Act (FATCA) has fallen out 
of grace with many of its supporters. 
Passed as part of the Hiring Incentives to 
Restore Employment Act, FATCA en-
sures that all foreign financial institutions, 
mostly banks, accurately and faithfully 
report the assets of their American clients. 
If these institutions fail to do so, they face 
a steep 30 percent withholding tax. At first 
glance, this new enforcement power of 
the US seems to address the tax evasion 
issue in a straightforward manner. Though 
upon closer inspection, FATCA may open 
more holes than it tries to close.

A primary concern among many oppo-
nents, mainly Republicans, is the apparent 
extraterritorial nature of the law. A recent 
issue of The Economist noted, “In essence, 
FATCA turns foreign banks and other fi-
nancial institutions into enforcement arms 
of America’s Internal Revenue Service”.1 
And it’s true; given the weakening and 
flight of American capital over these past 
years, it looks more like diplomatic whip-
lash than an attempt at domestic stabiliza-

tion. The issue of extraterritoriality is not, 
however, the chief drawback of the law. 
Rather, FATCA faces the most problems 
when viewed from a technical standpoint.

Though 77,000 financial firms and 80 
countries have already agreed to com-
ply, the legislation will encounter a huge 
implementation issue: the categorization 
of firms and people. Lawmakers are still 
struggling with how to define these “finan-
cial institutions” given the vast amount 
and array of trusts, firms, banks, and 
other entities that exist. Similarly, the cur-
rent definition of American or “US per-
son” remains ambiguous. It will include 
as expected: citizens, current and former 
residents of the US, but also people with 
considerable “economic ties” to the na-
tion.2 What that will mean for the roughly 
7 million “US persons” abroad is a slew 
of complications with their current bank-
ing situations, and even the possibility of 
being wrongly affected.

This new hassle will prompt logical chal-
lenges. In years before the implementation 
of the new law, only a few hundred people 
a year renounced American citizenship. 
In 2013, nearly 3,000 people gave up their 
American citizenship or green card, while 
almost 1,000 have done so in only the first 
quarter of this year.3 Other strategies that 
some companies have used over these 
years to avoid American taxes include 
overseas mergers and corporate inversion. 
As many companies operate both in the 
country of their incorporation and in the 
countries of operation, they will often look 

towards countries with lower tax rates 
and more flexible corporate governance. 
In 1998, for example, years of millions 
of dollars of losses,  Fruit of the Loom’s 
CEO Bill Farley, restructured the clothing 
company into an offshore entity in the 
Cayman Islands, reducing their 28 percent 
corporate tax rate to only 11 percent.4 
Similarly, American food franchise Burg-
er King has just this summer proposed 
a buyout of Canada’s Tim Horton’s who 
enjoys Canada’s gentler 26.5 percent tax 
rate compared to the U.S.’s 35 percent.5

On the other hand, foreign banks may 
just become reluctant to do business with 
Americans for fear of nausea-inducing 
paperwork or tax penalties. Even more 
severe is the decision by many big Euro-
pean financial institutions to divest from 
the United States as a whole. And even if 
these institutions comply with the law, the 
IRS will certainly face issues processing 
the enormous amount of information it 
will soon be gathering, especially after 
recently trimming their workforce.6

The IRS perhaps faces its largest challenge 
in trying to generate enough revenue to 
cover the massive implementation fees, 
compliance costs, and capital flight. Re-
ports by Congress estimate that over a ten 
year period, FATCA will bring in about 
$8.7 billion, while the long-term imple-
mentation and enforcement costs will sum 
to roughly $40 billion. And given the fact 
that cracking down on tax evasion and 
tax-havens will usually require more than 
just asking for the names of American 
clients (who almost always will cover their 

tracks with layer after layer of shell cor-
porations), the longer-term benefits may 
never recover the costs.

Still, the intention behind FATCA is 
one of renewed focus in what President 
Obama calls, “economic patriotism”. 
After all, the US loses about $100 billion 
every year from hidden overseas taxable 
assets; further leniency on fat-cats who 
hide in Geneva or Zurich will only em-
bolden those thinking about Swiss bank 
accounts.7 What is needed is something 
more like the HIRE Act, FATCA’s parent 
legislation, which incentivizes the growth 
of the American economy by providing 
tax breaks to corporations that hire more 
workers. FATCA will, in the end, draw 
much attention to the fact that the U.S. 
itself isn’t particularly compliant with the 
wishes of other countries searching for 
hidden assets. For instance, overseas com-
panies such as Taiwan’s Acer or France’s 
Alcatel-Lucent have flocked to the U.S. 
and taken refuge in Wyoming or Texas 
(both of which boast across-the-board low 
tax rates and a zero-percent corporate in-
come tax).8 Perhaps, then, the U.S. should 
start rewarding those who keep their 
money within borders, instead of trying to 
beat-up those who didn’t. n

Frank Geng is a four-year senior 
at Phillips Academy from Andover, 
Massachusetts. He is a student in 
History-521: Microeconomics. 
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“We’re the  
Party of Ideas”  
Paul Ryan on How to Make the Budget Sexy 
 
 
Interview conducted by Tennyson Teece, Eric Lawrence, and Kailash Sundaram

POLITICS

Born and raised in the community of 
Janesville, Congressman Paul Ryan 

is a fifth-generation Wisconsin native 

Congressman Ryan: Really good 
question. First of all you’re right. Just 
because the annual deficit has gone 
down from almost catastrophic levels, 
the problem still has clearly not been 
dealt with. We’ve got massive deficits and 
debt in the horizon, because of baby-
boomers retiring. By 2018, the deficit 
starts taking back off, and we’re back into 
trillion dollar ranges. The real answer 
is, if you deal with this problem now, 
you can phase in reforms prospectively. 
The biggest programs being age-based 
programs like Medicare and Social 
Security, and some of Medicaid.

So, if you phase in reforms now that are 
more patient-centered, more market-
based, you don’t have to change or 
affect the benefits for anyone in or near 
retirement, who already organized 
their lives over the current promises 
government has made them. You can 
give younger people programs, which 
right now are going to be bankrupt for 
them when they retire, more certainty 
that you’ll have solvency, and better 
programs that they can rely on.

So I think the key is to translate or 
to communicate how it’s smart to go 
now. It means people who are already 
in retirement or near retirement see no 
changes, and it gives younger people a 
chance in time to prepare for programs 
that’ll be more reliable, more solvent. The 
alternative is, do nothing, and then you 
have a crisis, then you have problems, and 
then you’re cutting benefits in real time 
to real people who have already retired, 

who has served Wisconsin’s 1st District 
since 1999. Congressman Ryan was the 
Republican Party nominee for Vice 

President in the 2012 Presidential Election. 

He is currently the Chairman of the House 
Budget Committee, where he advocates 
for fiscal discipline and small government. 

Beginning January 3rd, 2015, Ryan 
will become chair of the House Ways 
and Means Committee, which has 
jurisdiction over tax policy, Social 
Security, health care and trade laws.

Congressman Ryan has put forward 
a specific plan to tackle the looming 
US fiscal crisis, driven by the explosion 
of entitlement spending. “The Path 
to Prosperity” aims to spur job 
creation, reduce borrowing, and thus 
lift the crushing burden of debt. 

Congressman Ryan is a graduate 
of Joseph A. Craig High School 
in Janesville and earned a degree 
in economics and political science 
from Miami University in Ohio.

 

Transcript: 

Tennyson Teece:   Given the recent 
reduction in the deficit, there’s a sense that 
the debt and deficit problem has subsided. 
Clearly, though, the structural budgetary 
imbalance is one of the most challenging 
issues facing the United States going 
forward, and the fundamental problem 
I don’t think has been addressed at all. 
How do we get American people to realize 
this and support the necessary action 
now, despite its unpopularity, rather than 
waiting until it’s too late, until we have 
to make decisions we don’t want to?
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who have already organized their lives 
around these promises. That would be 
government reneging of the promises it 
made to people. 

Eric Lawrence:  What captures young 
American voters’ attention, particularly 
due to our sensationalist media, are 
social issues. It’s often what they come 
out to vote on. How can the Republican 
Party convince more young voters to care 
more about the budget and fiscal issues 
instead, given that they aren’t exactly 
sexy topics. How does the Republican 
Party plan to win over such voters without 
fundamentally reevaluating or at least 
moderating its stance on social issues?

Congressman Ryan: We’re a big tent 
party. We have within our party leaders 
of good standing, who have different 
positions on these different social issues. 
For instance, Scott Brown was our 
nominee up in New Hampshire, who had 
very moderate social issues views. We 
have Susan Collins, we have Mark Kirk, 
we have governors across the country 
who have moderate stances on some of 
these issues. The point being, we all rally 
around the tallest pole in our big tent 
party, which is: economic liberty, limited 
government, free enterprise, opportunity, 
upward mobility, the constitution. These 
are the things we agree on, these are 
the things we fight for, that we have 
consensus on. We have within our party 
an agreement to be civil with one another, 
and agree to disagree on some of those 
issues when those moments arise.

You don’t see that in the other party. 
You see a purging of different views in 
those other parties, not a tolerance of 
different views. You see a tolerance of 
different views within our party. But the 
first point - which is the most important 
one - is expanding opportunity. Economic 
mobility and opportunity is really the 
cornerstone of what we’re talking about 
here, and that’s the fiscal and economic 
issues. That is where we show we’re the 
party of ideas. That is where we have 
reforms, whether it’s getting people 
from welfare to work, whether it’s 
free market education and healthcare 
reforms to get at the rising cost of these 
things, whether it’s producing a healthier 
economy so that people coming out 
of school have greater opportunity.

Right now, young people don’t see that, 
and I think we are a party that is showing 
those answers. I think it’s economic 
opportunity, or lack thereof, that is 
something that we can really translate 
into attracting younger people. I think 
it’s the limited government aspect, as 
well. I think people want to be free. They 
want to maintain their liberties. If you 
have a progressive state where you have a 
government that believes it can now grant 
people rights - rights aren’t natural, they’re 
government granted - it’s a government 
that tells you what to do and how to live 
your life. You can get in this a couple, 
not many, a couple of social issues where 
people have difference of opinions on 
those, and we tolerate their views on those. 

Kailash Sundaram:   What advice do you 
have for young aspiring politicians and 
do you have any tips for getting elected to 
office or how to be successful in office?

Congressman Ryan:  What I would do is 
read, understand who you are and what 
you believe. Early on, at an early age, 
volunteer and intern on campaigns and 
in-office of an elected official, so that you 
can understand what it really is like. I 
think there’s this romanticized vision or 
version in people’s minds of what these 
jobs are all about. What happens is, 
people commit to their undergraduate 
degree, they commit to their major, and 
then they come out of school. Then they 
go for the first time and get involved, and 
they find out that it really isn’t exactly 
what they thought it was and it’s too late.

So I always tell young people, get 
involved early on, volunteer or work on a 
campaign, volunteer or intern in an office, 
so you can see the nitty gritty of it, so you 
can see the day-to-day. So you can see 
that really, it’s not about glamour or press 
or things like that. It’s really about a lot 
of hard work. And see if that’s something 
you like, if that’s something that you want 
to persist through. Then you’ll at least go 
into it with eyes wide open with rational 
expectations. That to me is the key thing.

But the other part, to the first point I 
made, is if you want to read, read the 
classics. Read different points of view - 
read the left, read the right. See who you 
are, see what you believe. At a young age, 
do this: don’t think you’ve got it all figured 

out. You guys are at Andover, you’re very 
smart young people, but you don’t know 
everything. You’ve got a lot to learn.

Don’t be one of those young people who 
thinks they’ve got it all figured out and 
they know it because they read it in some 
book. Know that you don’t have all the 
wisdom that there is to have. You can 
learn a lot from people who are older, 
who have been through some of these 
things before. So take life on with a little 
bit of humility and respect for other 
views, and treat people with civility, 
and you will go a whole lot further in 
life than you otherwise would. n
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Creating Another 
‘Morning in America’  
 
Tom Campbell,  former US Congressman  
Tennyson Teece, Editor in Chief

Burger King is one of the most recent 
American companies to propose 

reincorporation outside the US in order 
to lower its taxes. These moves are called 
corporate inversions, and they have been 
criticized as being economically unpatriotic 
by Treasury Secretary Jack Lew.1 

However, companies would be far less 
motivated to reincorporate outside the US 
if US corporate taxes were not imposed 
on all the earnings of a US corporation, 
even when made elsewhere than in the US.  
The inversion strategy does not diminish 
the taxes a company has to pay on its 

earnings in America one penny. It saves 
a company money only because America 
insists on taxing a company’s earnings 
wherever they are made. No other 
country does that, and America does it 
only to American companies.2  Hence, 
US companies have a strong incentive to 
reincorporate overseas.

The inverse is also true: if we lowered 
US taxes on corporations, more would 
start up here, fewer would leave, and 
we would have more investment and 
employment in America. However, it is 
very hard politically to lower taxes on US 
corporations, without being accused of 
favoring the wealthy and powerful.  The 
left argues that corporations pay dividends 
to wealthy people, so that it is only “fair” 
to tax their profits. 

Corporations pay 35 percent marginal tax 
in the US, the highest rate in the developed 
world3  (state and local taxes can add up 
to ten percent more).4, 5   Their dividends 
to the wealthiest Americans are taxed at 
22 percent. So, if you are a shareholder 
in a company that pays the top rate (for 
example many consulting firms), you 
receive 78 percent of 65 percent of the 
company’s earnings that it decides to pay 
as a dividend. That means you keep 49.3 
percent of the earnings, an effective tax 
rate of 50.7 percent! That’s higher than the 
top marginal tax rate on ordinary income 
of 39.6 percent.6    

The left further argues that the wealthy 
should pay more because they are wealthy.  
President Obama has famously said that 

the wealthiest Americans needed pay 
their “fair share” of taxes. According to 
Congress’ Joint Committee on Taxation, 
it turns out that this year those making 
over $100,000 will pay 95 percent of all 
personal income taxes in the US.7  If that’s 
unfair, what would be “fair”? 100 percent?

Some on the left say that, figuring in 
the Social Security, Medicare, and 
unemployment insurance taxes, the 
percentage of all taxes paid by the wealthy 
is below 95 percent. They’re right: it’s 76 
percent.  Those making over $100,000 earn 
60 percent of all the income in America, 
and they pay 76 percent of all the taxes.8  
Is that “fair”?

The left has one more argument: people 
with lower incomes spend a higher 
percentage of their income, while 
wealthier people save and invest a 
higher percentage of their income. The 
savings rate of the wealthiest 1 percent of 
Americans was 37 percent in the second 
quarter of 2013.9  The overall savings rate 
was around 5 percent during this period.10  
Instead of investing this money, though, 
wealthy Americans, and corporations for 
that matter, are holding large amounts of 
liquid assets,11  in part because of policy 
uncertainty.12 

Individuals’ tendency to consume, on 
the other hand, is much less susceptible 
to swings in sentiment. Perhaps that’s 
why John Maynard Keynes convincingly 
argued that household spending drives 
the economy; it now constitutes 70 percent 
of the US economic activity.13  Since a 
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tax cut to investors would result in less 
money circulating through the economy 
compared to a tax cut to consumers, the 
left argues it would help invigorate our 
economy to tax the wealthy even more, 
and the less wealthy less. 

How about a compromise?  Grant the 
left its argument that what our economy 
needs now is a boost in consumption 
from more disposable income for 
working Americans.  But grant the right 
its argument that taxing corporations 
drives them overseas, and kills jobs in 
America. Combine the two ideas with 
a proposal to lower the tax that both 
employers and employees pay. That tax is 
the Federal Insurance Contributions Act 
or “FICA” that pays for Medicare and 
Social Security. For many low income 
Americans, it is the only federal tax 
they pay, since workers making below 
the median income oftentimes pay no 
federal income tax.14  Lowering their 
FICA tax will give them more disposable 
income. Lowering the employer’s FICA 
tax will make it cheaper to do business in 
America (just like lowering the corporate 
income tax would), but will do so exactly 
in proportion to the amount of salary the 
employers pay in America.  

More people would be hired as 
companies had more money to spend 
on doing so. Many companies would 
return and some foreign companies 
might choose to locate in America too. 
US companies that have refrained from 
spending in the US that portion of their 

earnings made overseas could bring it 
back to the US and spend it here. 

If the left and right were both correct, 
economic growth would take off, 
allowing us to eventually lower taxes 
on everyone as the tax base grew faster 
even as the rate dropped. That’s exactly 
what happened in the 1980’s, and it could 
happen again. n

Tom Campbell is a former five-term US 
Congressman from California’s 12th and 
15th Districts, a former Dean of the Haas 
School of Business, and a US Senate 
Candidate from California in the 2010 
Republican Primary. Mr. Campbell also 
served in the Reagan Administration. He  
is currently the Dean of the Dale E. Fowler 
School of Law at Chapman University. 

Tennyson Teece is a four-year senior 
at Phillips Academy from Berkeley, 
California. He is the CEO of Andover 
Economics Society and the Editor in  
Chief of the Andover Economic Review.

Recent events surrounding the border 
crisis and President Obama’s push 

for his immigration agenda have made 
the United States’ political reality all the 
more clear: racial minorities will shape the 
future of U.S. politics. After largely failing 
to pass a bill addressing the border crisis 
that caused an influx of tens of thousands 
of child refugees across the U.S.-Mexico 
border and the potential legislative clash 
between Obama and Congressional 
Republicans, we should be reminded of 
the capacity the Hispanic population has 
to dictate agendas and dramatically alter 
the United States’ political landscape. A 
study conducted by the Pew Research 
Center, a nonpartisan fact tank based in 
Washington D.C., projects that the Latino 
population will make up almost a third (29 
percent) of the U.S. population by 2050.  
Meanwhile, the non-Hispanic, White 
population will dwindle to just 47 percent 
of the U.S. population by the same time.1 

While the exponential growth of the 
Hispanic population in the U.S. manifests 
itself in many ways, including the current 
immigration crisis, the effects of that 
growth become most evident during 
national elections, where both parties are 

making protracted efforts to gain favor 
with the Hispanic voting bloc. Recently, 
however, the Democratic Party, has 
proven more successful in its endeavors 
to attract Hispanic voters. Just when it 
seemed the GOP was beginning to gain 
traction with its Latino constituents 
(Bush carried 35 percent and 40 percent 
of the Hispanic vote in the 2000 and 2004 
elections, respectively), John McCain only 
managed to carry a mere 31 percent of the 
Hispanic vote in 2008. In the 2012 election, 
Mitt Romney received only 27 percent of 
the vote compared to Barack Obama’s 71 
percent. Although there have been some 
Republican successes (Senator Ted Cruz 
carried 40 percent of the Hispanic vote 
in his 2012 victory), the gap between the 
GOP and Hispanic voters continues to 
grow.2,3 

The irony of this trend is apparent – the 
Latino population is, on the whole, 
ideologically aligned with the Republican 
Party.  More religious, entrepreneurial (a 
third of small business start-ups in 2013 
were headed by a Latino), and staunchly 
anti-abortion (53 percent of Hispanics 
think abortions should be illegal while 
only 40 percent of the general population 

The GOP’s Problem 
with Hispanic Voters
Joshua Henderson, Writer
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feels the same way) than the American 
population as a whole, the Hispanic 
voting bloc seems to be comprised of 
both socially and fiscally conservative 
constituents. In fact, only 30 percent of 
Hispanics identify as liberal, while 32 
percent identify as conservative.4  
Why, then, do Republicans fail to  
appeal to Hispanic voters? The answer  
is simple: immigration.  

Whether warranted or not, it is common 
opinion that the GOP is opposed to 
achieving meaningful legislative reform 
regarding immigration. The mainstream 
Republican stance on illegal immigration 
in recent years has been one of hostility.  
From championing of the E-Verify 
program at a national level and increased 
efforts to block illegal immigrants to 
firmly opposing amnesty provisions in 
immigration reform, the Republican 
establishment has alienated the Hispanic 
population and lost sight of what every 
immigrant wants most: a path to  
legal citizenship.

A recent poll conducted by Latino 
Decisions found that among Hispanic 
voters, 54 percent would be likely to vote 
for a Republican presidential candidate 
in 2016 who played a key role in passing 
a bill that would grant undocumented 
immigrants a chance at gaining legal 
citizenship.  If the same candidate did not 
help pass such a bill, only 30 percent of the 
same respondents would give their vote to 
the candidate. Rand Paul articulated the 
reality conveyed statistically in the poll 

above, claiming that “[Latinos are] not 
going to care whether we go to the same 
church, or have the same values, or believe 
in the same kind of future of our country 
until we get beyond that [immigration].”5 

Yet, Republicans in the House of 
Representatives could not pass a bill to 
address even the United States’ most 
pressing concern at the time, the border 
crisis, before Congress’ summer recess.  
Instead of forging the path towards 
achieving comprehensive immigration 
reform with the potential to alleviate 
the stigma that prevents Hispanics from 
voting for the GOP, Republicans have 
failed to make any headway whatsoever. It 
seems Republicans have placed a greater 
value on prolonging their petty quarrel 
with Barack Obama than on gaining 
the support of the fastest-growing racial 
demographic in the United States. The 
repercussions of neglecting to reconcile 
with the Hispanic population that 
Republicans could potentially face will 
be far greater in the 2016 elections.  If 
Republicans want to save their party’s 
future and avoid becoming a permanent 
political minority, the issue of immigration 
cannot be discarded any longer. 
Republicans need to take the lead on 
passing immigration reform in Congress, 
and they need to do it now. n

Joshua Henderson is a four-year senior at 
Phillips Academy from Raleigh, North Carolina. 
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