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The U.S. Supreme Court has long recognized the federal 
government’s power to acquire private property for public 
use.  This is true even though “eminent domain” does not 

appear in the Constitution.  The power of eminent domain is 
limited, however, by two restrictions.  First, as with any federal 
action, the use of eminent domain must be “necessary and proper” 
in accordance with the congressional powers enumerated in Article 
1, Section 8, of the Constitution.  Second, the use of eminent 
domain must obey the final clause of the Fifth Amendment, which 
states, “Nor shall private property be taken for public use, with-
out just compensation.”  The states’ use of eminent domain must 
be consistent with federal interpretations of public use and just 
compensation.  

The U.S. Supreme Court’s 2005 decision in Kelo vs. New London 
resulted in public outrage, although the ruling didn’t overturn any 
earlier decisions; it merely affirmed an earlier decision by the Con-
necticut Supreme Court.  That decision allowed the city of New 
London, which was officially designated as “distressed,” to use 
eminent domain to acquire 15 properties, one of which belonged 
to homeowner Susette Kelo.  Neither Kelo’s house nor any of the 
other properties was in poor condition despite being located in 
a “distressed” city.  The city acted under a state statute declaring 
that the taking of land for purposes of economic development was 
a taking for public use.  The city’s economic development plan 
designated the parcels for office space, parking and retail services.  
This scenario highlights the central issues of the Kelo case:  What 
is a “public use”?

In its 5-4 majority opinion, the U.S. Supreme Court stated in 
Kelo that the government can never take property from one private 
party for the sole purpose of giving it to another, even if just com-
pensation is paid.  On the other hand, the government can always 
do so if the general public acquires some actual use of the property.  
The court has been defining the ground between these extremes 
since the late 1800s.  From the start, “it embraced the broader and 
more natural interpretation of public use as ‘public purpose,’” the 
court said in Kelo, and deferred to legislative declarations about 
public use and purpose. 

The Public Good vs. Public Goods
Economists recognize a difference between “private goods” and 

“public goods.”  Private goods are both “rival in consumption” 
and excludable.  Rival in consumption means that one person’s 
consumption of a private good denies others the opportunity to 
enjoy the good.  The price of a private good is essentially a result 
of the good’s scarcity, and some individuals will be excluded from 

consuming the good because they are not willing to pay the price 
of the good.  Unlike a private good, a public good is both non-rival 
in consumption and non-excludable.  The textbook example of 
a pure public good is national defense because if one U.S. citizen 
receives the protection of national defense, then others will neces-
sarily benefit from that protection.  One person’s consumption of a 
public good does not deny others from consuming the good, and 
people can use the public good without paying for it.  Because the 
additional cost of providing the good to another person is essen-
tially zero (since all people can use the good once it is provided to 
one person) the market price for additional users would be zero, 
which would not be practical for profit-making firms, and the 
good would tend to be undersupplied in the market.   

Who Wins?  Who Loses?
Transferring property from private to public use, however, 

requires government intervention in private markets.  Anecdotal 
information and formal academic research show that, in general, 
countries with less government involvement in private markets 
experience more economic growth than countries with more 
government involvement in private markets.  Of course, certain 
groups do benefit from the taking of private property, such as 
developers, property managers and local politicians.  Developers 
and property managers gain income from developing the prop-
erty.  Many local politicians favor targeted economic development 
because of what they see as the immediate benefits from develop-
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Q. Who is Milton Friedman?

A. Milton Friedman (1912-2006), 
received the 1976 Nobel Memorial Prize 
for Economic Science and was a senior 
research fellow at the Hoover Institution, 
Stanford University.  Alan Greenspan, 
former Fed Chairman praised Friedman 
as one of the 20th century’s major intel-
lects.  An adviser to many government 
leaders and a prolific writer, Friedman is 
perhaps best known as an outspoken pro-
ponent of political and economic freedom 
and as the leader of the Chicago School of 
monetary economics, which stresses the 
importance of the quantity of money as 
an instrument of government policy and 
as a major influence on business cycles 
and inflation.

Q. What were Friedman’s key proposi-
tions regarding monetary policy?

A. He may be best known for his 
statement that “inflation is always and 
everywhere a monetary phenomenon.” 
Friedman believed that changes in 
monetary growth affect only prices—not 
output—in the long-run.  Although mon-
etary policy affects output in the short 
run, this effect wears off in the long run. 
The rate of monetary growth matters for 
inflation, but not for output.  In the long-
run, what happens to output depends on 
many other factors, such as enterprise, 
the productivity and inventiveness of 
people, the extent of thrift, and the struc-
ture of industry and government.  

Q. What was Friedman’s view of  
price controls?

A. When the Johnson administra-
tion continued emphasizing wage-price 
guidelines to restrain inflation, Friedman 
spoke out.  “Price control by exhortation 
and threat and use of extra-legal powers 
never has worked and never will, except 
to disrupt the economy,” he said. 

What is personal saving?
Economists define saving as that part of after-tax income that  
is not consumed.  Households, therefore, have just two choices 
with their incomes after taxes—to consume or to save.

Why would economists be concerned  
about low saving rates?  
saving is used to finance investment in real capital, such 
as machinery, equipment and new construction.  therefore, 
saving is critical to an economy’s rate of capital accumulation, 
which, in turn, is related to economic growth, labor productiv-
ity and standard of living. 

What are the consequences for a country 
that has a low saving rate?
some combination of the following is likely—the country 
will have a reduced investment rate or, if it invests at a rate 
exceeding its saving rate, it will have to borrow more from 
other countries.

What has happened to the personal  
saving rate since the early 1990s?  
It has become negative, which means that the U.s. economy 
is using the saving of other countries to finance real capital 
development.

Fourth Quarter 2006
 Q1-06 Q2-06 Q3-06 Q4-06

Growth rate — 
Real Gross Domestic Product 5.6% 2.6% 2.0% 2.2%*

Inflation rate — 
Consumer Price Index 1.9% 5.0% 3.1% –2.1%

Civilian Unemployment Rate 4.7% 4.6% 4.7% 4.5%

 *preliminary estimate

Economic Snapshot

Personal Saving Rate
SOURCE:  U.S. Department of Commerce: Bureau of Economic Analysis

Shaded areas indicate recessions as determined by the National Bureau of Economic Research.
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Q.  Did Friedman believe that using  

fiscal policy to stabilize the economy 
was effective?

A. Reaffirming his skepticism about 
the effectiveness of fiscal policy, Fried-
man once asked an interviewer, “How 
can the government stimulate the econ-
omy by taking money out of one pocket 
of the public and putting it into another 
pocket?”  

Q.  How did Friedman define an ideal 
inflation rate?

A. Friedman described the ideal rate 
as “a level that would make it irrelevant 
to individual and business decisions.” 
This description became prevalent among 
policymakers in the 1990s.

The content for Q & A was largely adapted from 
Milton Friedman and U.S. Monetary History: 
1961-2006, Working Paper 2007-002A, by 
Edward Nelson, assistant vice president and 
economist at the Federal Reserve Bank of St. Louis.  
For more information, go to http://research. 
stlouisfed.org/wp/2007/2007-002.pdf.



Labor Markets, Wages and the  
Factors that Affect Them

•   What is a Labor Market?  

•   What Factors Affect Wages in Labor Markets?

•   Who Works, Who Doesn’t and Why? 

Have your students ever asked you what you earn?  Asked visitors what they earn?   
do they talk about the incomes of famous musicians and athletes?  Why not use 

their interests to your advantage?  Attend this program to learn from a Fed econo-
mist about labor markets and the factors that affect them.  Use this interesting and 
relevant information to enrich your classroom instruction.  All teachers are welcome, 
but the classroom applications are geared to grades 4-12.

the program includes presentations by a Federal reserve economist, hands-on activi-
ties for your classroom and free teaching materials.  Continental breakfast will be 
served at 8 a.m., and lunch will be provided.  the program will adjourn at 3 p.m.  

the conference will take place in 2007 in the following Eighth district cities:

•   July 31 (grades K-12) – Louisville
•   Oct. 24 (elementary) and Oct. 25 (secondary) – Memphis
•   Nov. 7 (grades 4-8) and Nov. 8 (grades 9-12) – St. Louis

there is no fee, but registration with the Fed is required.  For more information, go to 
www.stlouisfed.org/education/conferences.html

Bulletin Board

Little Rock – Billy Britt 501-324-8368

Louisville – David Ballard 502-568-9257

Memphis – Jeannette Bennett 901-579-4104 

St. Louis  – Dawn Conner 314-444-8421

St. Louis – Mary Suiter 314-444-4662Bank 
Contacts

Little Rock, Ark.

July 30-Aug. 1, 2007

Fayetteville, Ark. 

Aug. 2-3, 2007

K-12 grade teachers

June 19-21, 2007
Millsaps College, Jackson, Miss.

to register, go to www.mscee.org or call 
Jeannette Bennett at 901-579-4104.  You 
may also e-mail Jeannette at jeannette.
n.bennett@stls.frb.org for more information.

Deadline for registration is Friday, 
June 1, 2007.

do you want to share a great idea for using a Federal reserve 
publication in your classroom?  do you need a great idea for using a 

Federal reserve publication in your classroom?  If so, visit www.stlouisfed.
org/education/resourcetools.  At this site, you can add a tip or tool that you 
want to share (and receive a free t-shirt and certificate for posted lesson 
tips), and you can access lesson ideas that other educators have shared.

NEW!  Federal reserve resources

Spotlight on Economics:

Economic and Financial 
Literacy Seminar

K-12 grade teachers

Tips and Tools

Focus on the Economy:  

Preparing Students 
for Success in a 
Global Society

For more information or to register, contact  
Billy Britt at billy.j.britt@stls.frb.org or  
501-324-8368.

there is no fee, but registration with the Fed is 
required.  For more information, go to  
www.stlouisfed.org/education/conferences.html.
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ment, such as increased employment and 
tax revenue.  

However, the greater economic costs 
of government intervention in private 
markets outweigh presumed immediate 
and tangible benefits from taking private 
property for economic development.   
The use of eminent domain for economic 
development complements already existing 
economic development tools such as TIFs 
(tax increment financing), tax breaks, local 
development grants, etc.  These tools, how-
ever, probably won’t lead to more societal 
welfare because each tool simply involves 
a transfer of income from one group to 
another, often resulting in a zero-sum gain.    
Justice Sandra Day O’Connor stated in her 
dissent to Kelo, “The beneficiaries (of emi-
nent domain) are likely to be those citizens 
with disproportionate influence and power 
in the political process, including large 
corporations and development firms.”

Private Property Rights
How can governments promote eco-

nomic development that yields economic 
growth?  Rather than using eminent 
domain or other tools to target individual 

economic development projects, local gov-
ernments can examine why particular areas 
need significant economic development 
incentives to spur economic growth.  For 
example, are taxes too high, thus making it 
less likely for business to move to the local 
area?  Do current regulations stifle business 
creation and expansion?  Local govern-
ments should focus on creating a business 
environment conducive to risk-taking, 
entry and expansion rather than attempting 
targeted economic development through 
eminent domain.  One requirement for a 
strong private market is secure property 
rights.  Research shows that without prop-
erty rights, individuals may not make the 
best economic use of their property and 
economic growth will be limited. 

This article was adapted from The Taking of Prosper-
ity?  Kelo vs. New London and the Economics of 
Eminent Domain, which was written by Thomas A. 
Garrett, assistant vice president and economist at the 
Federal Reserve Bank of St. Louis, and Paul Rothstein, 
associate professor of economics and associate director 
of the Weidenbaum Center on the Economy, Govern-
ment, and Public Policy at Washington University in  
St. Louis, and was published in the January 2007 issue 
of The Regional Economist, a St. Louis Fed publication.

Classroom Discussion

For a lesson plan to accompany this 
article, go to www.stlouisfed.org/ 
publications/itv/default.html.

Inside the Vault is written by 
Dawn Conner, economic 
education coordinator, and 
Mary Suiter, manager of 
economic education, at the 
Federal Reserve Bank of  
St. Louis, P.O. Box 442,  
St. Louis, MO  63166.  The 
views expressed are those of 
the authors and are not nec-
essarily those of the Federal 
Reserve Bank of St. Louis or 
the Federal Reserve System.  
Please direct all comments 
and questions about the pub-
lication to 314-444-4662 or 
mary.c.suiter@stls.frb.org.

1.  Identify the two restrictions under 
which the government must 
operate when exercising eminent 
domain authority.  Why are these 
restrictions important?

2.  Define the term “public good” and 
give some examples besides those 
stated in the article.

3.  Why are private property rights 
important?
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