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FOREWORD

F. A. Hayek dedicated The Road to Serfdom ‘to the socialists of all
parties’. It analysed the dire consequences of giving up liberty and
showed how the complete loss of liberty can sneak up on a society from
an accumulation of apparently minor surrenders.

This book, a celebration of 50 years of the Institute of Economic
Affairs, is aimed at liberals of all parties. It is designed to help them have
more courage in promoting liberal policies that can lead to the develop-
ment of a wealthy, free, complex and ordered society at peace with itself.
Its purpose is also to help intellectuals, opinion formers and academics
develop a vision of a better world and promote that vision.

Those who passionately embrace ‘central planning” have lost influ-
ence. Happily, today there are liberals across all political parties who
believe that liberalism in the economic sphere is desirable or, at the
very least, is instrumental in wealth creation. But, beware, there are still
serious dangers posed by people who believe that taking yet more power
from individuals and centralising it in the state will improve society. So
often, academics, intellectuals and policy-makers who pay lip-service to
liberalism cannot let go of a tendency to socialism.

Such people come in several guises. First, there are the ‘experts’, who
feel that if only the state were to control things in the way they suggest in
their own particular policy area, things would be so much better. Then
there are the ‘meddlers’. They are so intent on regulating the actions
of a free market as to make a mockery of the word ‘free’. Others equate
freedom with a ‘free for all’ because they cannot envisage the complex
institutions that evolve in a free society to bring order to our lives.
Still others believe that, while the market should be the basis for most
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economic exchange, we need state intervention to protect the weak and
the poor and provide health, welfare and education. Yet, if the govern-
ment is spending 45 per cent of national income already and still we have
the squalor, poverty and misery that these people are concerned about,
surely more government is not the answer.

The motivation for Towards a Liberal Utopia? came from two direc-
tions. First, there was a desire to create a lasting reminder of how the
IEA’s founders and supporters struggled in a harsh intellectual and polit-
ical climate to shift opinion firmly away from central planning towards
a belief in a more liberal economy. Second, we wished to sketch out
a vision of a liberal utopia that could be referred to for many years to
come. In doing so, the IEA’s authors are responding to Hayek’s appeal to
liberal academics in The Intellectuals and Socialism.

The authors of Part 1 of Towards a Liberal Utopia? were asked to look
forward 50 years, ignore the politically possible, and show how a liberal
policy framework should look in their own areas of expertise. They have
done that in different ways. Some writers have ignored the current polit-
ical conjuncture altogether. Others have produced chapters setting out
practical solutions, suggesting how the liberal policies they dream about
might evolve out of the current situation.

Part 2 looks at what has happened to some of the ideas that have
found a forum at the IEA. It shows that radical ideas do not have to
remain just that. In the first 30 years of the IEA’s life, Ralph Harris and
Arthur Seldon drove the Institute forward to numerous achievements.
In the 1970s, for example, it was discussing privatisation and how to
go about it, reform of labour laws to curb unions, how controlling the
money supply would cause inflation to all but disappear, the abolition
of exchange controls, selling off council housing, road pricing — all ideas
that have turned into solid reality. Ralph Harris looks back at these and
many others in Part 2.

No fewer than ten Nobel Prize winners have worked with the IEA.
James Buchanan, Milton Friedman, F. A. Hayek, John Hicks, James
Meade, Douglass North and George Stigler are all IEA authors: their

FOREWORD

work will be featured in a special volume, The Road to Economic Freedom,
to be published by Edward Elgar later this year. Gary Becker, Ronald
Coase and Vernon Smith have been long-term friends and advisers to the
IEA. Arthur Seldon discovered most of them well before they received
their honours. Their work changed the thinking of a whole generation of
political philosophers and politicians. An appendix to Part 2 describes,
in Arthur Seldon’s own words, the process of recruiting the best authors
to write for the IEA.

We are grateful too to our current generation of outstanding authors,
who write monographs and articles for the IEA’s journal, Economic
Affairs. Many of them have written chapters in this book, urging intel-
lectuals and policy-makers to expand the domain of the individual and
reduce the domain of the state.

Towards a Liberal Utopia? is intended as a lasting contribution to
both academic and political education and debate, not just in the UK
but overseas. It is also intended as a reminder of just how close the UK
came to finding the socialist system of central planning overwhelming
the country, and how ideas had so much influence in rolling back that
system. We hope that a new generation of liberal thinkers, as well as
those who are already persuaded by liberalism, will be inspired by the
ideas in Part 1 of the book. We hope that Part 2 will give them confidence
that their ideas can bear fruit.

As in all IEA publications, the views expressed in this book are those
of the authors and not those of the Institute (which has no corporate
view), its managing trustees, Academic Advisory Council members or
senior staff.

JOHN BLUNDELL
Director General,
Institute of Economic Affairs
January 2005
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1 INTRODUCTION
Philip Booth

In The Intellectuals and Socialism, Hayek challenged liberal academics
to:

... offer a new liberal programme which appeals to the
imagination. We must make the building of a free society once
more an intellectual adventure, a deed of courage. What we lack

is a liberal Utopia, a programme which seems neither a mere
defence of things as they are nor a diluted kind of socialism, but a
truly liberal radicalism which does not spare the susceptibilities of
the mighty ... which is not too severely practical, and which does
not confine itself to what appears today to be politically possible.
(Hayek, 1949: 26)

In Part 1 of Towards a Liberal Utopia? the IEA’s authors have
responded to Hayek’s appeal.

There is, of course, no such thing as a liberal utopia in the sense of
an end point that we can expect to be reached in practice. In The Road
to Serfdom, Hayek was scathing of the pretended utopia of democratic
socialism: ‘That democratic socialism, the great utopia of the last few
generations, is not only unachievable, but that to strive for it produces
something so utterly different that few of those who now wish it would
be prepared to accept the consequences, many will not believe till the
connection has been laid bare in all its aspects’ (Hayek, 1944: 23). The
quote at the beginning of the second chapter of The Road to Serfdom,
from Hoerlderlin, is: “‘What has always made the state a hell on earth
has been precisely that man has tried to make it his heaven.” Hayek’s
condemnation of the quest for utopia was unequivocal.

So why did Hayek want liberal economists to sketch out a liberal
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utopia? Is it that he thought that liberals had found the ‘right theory’
whereas socialists promoted the wrong theory? That can hardly have
been so as the pursuit of utopia is inimical to the whole concept of liber-
alism. No liberal would pretend to know what a liberal utopia would
look like. St Thomas More’s Utopia was ‘no place’. That is precisely
where a liberal utopia is too.

So, what is the purpose of the intellectual task of sketching out
a liberal utopia? What is the nature of that task? Are we defining an
outcome or an institutional framework? Can we define a liberal utopia
precisely enough to be able to know whether we are moving away from it
or towards it? If we can, has policy in recent decades moved the UK away
from the idea of utopia or closer to it?

The purpose of this exercise is to sketch out a path to a better society
to which intellectuals, policy-makers, opinion formers and academics
can aspire. One should not criticise the concept of a liberal utopia for
not being ‘practical’ or not being ‘politically possible’, as one reason for
sketching out the vision is to extend the bounds of the politically possible
by creating a healthier intellectual climate in which liberal political ideas
can be discussed. Also, politicians and opinion formers can use a liberal
utopia as a benchmark when judging individual policies and policy
programmes: to do so may make them less likely to backtrack and lose
sight of their principles when the going gets tough.

In discussing the concept of a liberal utopia, it should be clear that our
authors are not defining what society will look like. That is the socialist
way. Liberals are aware that, when there are impediments to the market
economy, there are undiscovered opportunities for increasing welfare. If
those opportunities for increasing welfare have not been discovered, we
do not know in any detail what the effect of their discovery would be. We
know, for example, that our state-controlled education system has fossil-
ised and politicised the provision of education; we know that it does not
respond to parental desire; we know that schools and other providers of
education have been prevented from innovating and providing educa-
tion in so many ways of which we have not yet dreamt; we know that
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good schools cannot expand and that poor schools ‘thrive’ and take an
increasing share of the educational budget. We might be able to describe
the policy framework that will bring about a better outcome. We have a
broad idea of how some aspects of that better outcome may look, but we
certainly know nothing in detail about how education would be provided
if we had a genuinely liberal system of education. All we can do is sketch
out a framework for a liberal utopia and infer some of the outcomes from
our observations of liberal policies being pursued in other parts of the
economy and other parts of the world. Liberalism requires humility and
an absence of conceit. Indeed, this is why Hayek argues that liberalism
does not come naturally to academics!

Nevertheless, although we cannot know in detail how a liberal
society will look if the policies discussed by our authors are followed, we
often know enough to be able to determine whether particular policies
move us towards or away from a liberal utopia. The features of a liberal
policy framework can be identified relatively easily. To continue with the
example of education, a system that impedes the supply of education
as comprehensively as that in the UK or the USA is clearly not liberal.
Also, if we are dreaming of a better, more liberal world - not just trying
to implement the politically possible — we surely must go beyond giving
parents vouchers to spend at the schools of their choice and restore
to parents the freedom to educate their children in ways that suit the
circumstances of individual families, and we must restore to them the
income taken from them by the state too.

There are areas for debate among liberals — there are ambiguities.
We cannot even define the policy framework with total certainty.

That does not undermine the value of the intellectual exercise of
sketching out a liberal utopia — indeed, it makes it more important. No
liberal academic could suggest that there is a list of policies to which all
other liberal academics should sign up. To do so would hardly be liberal!
It may be that people working in the policy field have reservations about
some aspects of the programme for a liberal utopia on moral grounds:
there are many liberal economists who subscribe to the view that there is
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an objective morality that transcends liberal values and should do so in
some respects in the policy field, even if the perspective of such people is,
more generally, liberal.

There may be some goods and services that cannot be provided in a
totally liberal environment, although, even here, there are more liberal
and less liberal ways of proceeding. Defence, for example, might have to
be provided by government — although whether the government should
employ all the soldiers and own all the ships and aircraft and cook the
food is a moot point. Sometimes, even where two liberals agree on
matters of morality and the provision of so-called public goods, there
is legitimate dispute about what is the most liberal policy. On constitu-
tional issues, for example, some would prefer a hereditary monarch who
had some powers to eject the government. Such a monarch can provide a
check on the abuse of powers by an elected government, and a monarch
does not directly represent interest groups as his or her power arises
through an accident of birth. More generally, it can be argued that totally
democratic societies put too much faith in democracy as an absolute
value and too little faith in liberalism. Other liberals would suggest that
hereditary monarchs, not fully answerable to the people they serve, can
follow their own interests and abuse their powers. Liberals also disagree
about the need for a written constitution. Liberals sometimes come
in the purest of forms but, sometimes, liberalism is tempered by, or
complemented by, a degree of conservatism.

Have we, in recent decades, moved closer to or farther away from
a liberal utopia? Here the record of the last 50 years, discussed in the
second part of this book, is mixed. State industries have been privatised;
individuals and investing institutions can exchange sterling for foreign
currencies, whereas 25 years ago it was forbidden without the permis-
sion of the central bank; the purchasing power of money halves only
once every generation instead of once every few years; workers’ pay is a
matter between them and their employer, not a matter for government;
and trade union monopolies no longer dictate policy. On the other hand,
the financial sector is more heavily regulated than ever before; govern-
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ment policy has ensured that independent schools are increasingly the
preserve of the rich; many details of labour market contracts are written
by the state; and the European Union intrudes in virtually every aspect
of life.

In many areas of economic life, we have moved closer to a liberal
utopia — or at least farther away from hell on earth — but in many other
areas we have moved backwards. There is much to be done, but one
should not underestimate the achievements of those who have gone
before us. People reading this book today may not believe that we can
return to a liberal education system, a liberal health system or a low-
tax economy. But 40 years ago the establishment really did not believe
that it was possible to allow individuals and employers to agree levels of
pay between themselves. James Tooley’s views on education or Tim and
Helen Evans’ views on health, in Part 1, may seem like anarchy to some,
but then the political establishment felt the same way about the idea that
individual investors should be allowed to decide whether to exchange
sterling for foreign currency.

This leads us on to the question of whether our liberal utopia is
anarchy. It certainly is not. Defence, law and order, courts to enforce
contracts, the enforcement of property rights and so on may all be func-
tions undertaken by the state — although private institutions can under-
take these tasks too. Also, the institutions that make up civil society and
help regulate our lives, in the best sense, such as family, Church, clubs
and societies, wider social networks, paternalistic institutions set up
by companies or groups of companies to which individuals are happy
to submit themselves, friendly societies, credit unions, and so on, are,
in fact, often undermined by the state. Such institutions go a long way
towards providing stability and a genuine sense of community and, in
the words of an early IEA publication, ensuring that freedom is not a
free-for-all.

The question mark appears in the title of this book for many reasons.
A liberal utopia cannot be defined objectively. Thus, precisely what
we mean by utopia is itself a matter for debate. We cannot always say
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whether we are moving towards it or away from it. We cannot say, with
certainty, that our country is more liberal today than when the IEA
was founded in 1955, although in many important policy areas we have
certainly taken some decisive steps in the right direction. Perhaps most
importantly of all, even if the policy framework described in this volume
is implemented, we will not reach utopia: we will merely have a better
society.

The book is divided into two parts. In the first part, IEA authors
sketch set out their view of a liberal utopia in separate chapters covering
a number of aspects of government service provision, taxation, trade,
regulation and the constitution. The purpose of these chapters has been
discussed above. We hope that they will enthuse a new generation of
liberal thinkers and provide a benchmark against which liberal opinion
formers and policy-makers can judge their policies. Policy-makers have a
choice: will they help take us forward to allow the creation of what Hayek
termed the ‘great society” or will they vest more power in functionaries
of the state who, in their conceit, believing they know more than they
do, wish to subject industry, commerce and all aspects of everyday life to
more and more regulation and control by the state?

The second part of the book, written by Ralph Harris, reflects on
the first 50 years of the IEA’s work. It reveals the emphatic opposition
that the IEA had to face in what some would regard as the most unlikely
places — the higher echelons of industry and in all political parties. In
the end the forces of truth won and no right-thinking politician would
reverse the liberal reforms that IEA authors advocated. The second part
of the book shows how, in so many aspects of policy, IEA authors, by
thinking beyond the bounds of the politically possible, created a climate
in which a liberal utopia moved a little bit nearer. There remains much
to be done.
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2 HEALTH 2055
Tim Evans and Helen Evans

Promise and reality: how the NHS failed people

The concept of a free health service for all was first supported in Britain
by Beatrice Webb in her minority report of the Poor Law inquiry of 1909
(Timmins, 2001: 15). It fell to Sir William Beveridge, however, to fully
articulate such a plan and to lay the foundations for such a service in his
1942 paper, Social Insurance and Allied Services (Beveridge, 1942).

Arguing that the state should establish a ‘national health service for
the prevention and comprehensive treatment available to all members of
the community’,' Beveridge understood the political implications of his
proposals. Prior to the paper’s publication on 1 December 1942, he told
the Daily Telegraph that his proposals would take Britain ... half-way to
Moscow’ (Timmins, 2001: 41).

Significantly, after World War II two papers marked ‘secret’ and
providing a detailed commentary on Beveridge’s plan were found in
Hitler’s bunker. One ordered that publicity should be avoided but,
if mentioned, the report should be used as “... obvious proof that our
enemies are taking over national-socialist ideas’ (ibid.: 25). The other
provided an official assessment of the plans as no ‘botch-up’: ‘a consistent
system ... of remarkable simplicity ... superior to the current German
social insurance in almost all points™.

In February 1944 the British government published a White Paper
entitled A National Health Service. It proposed that everybody ...

1 Much of this paper was reproduced in Fraser (1973: 265).
2 Fritz Grunder, Beveridge Meets Bismarck, York Papers, vol. 1, p. 69.
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irrespective of means, age, sex or occupation shall have equal oppor-
tunity to benefit from the best and most up-to-date medical and allied
services available’; that the service should be ‘comprehensive’ for all who
wanted it; that it should be ‘free of charge’; and that it should promote
good health ‘rather than only the treatment of bad’ (Foot, 1966 [1973]:
131).

In 1948, just weeks before the appointed day of the National Health
Service’s launch, the government issued a leaflet to every home in the
country. It promised that the NHS °... will provide you with all medical,
dental and nursing care. Everyone — rich or poor — can use it’.? Today,
more than half a century on, it is clear that the NHS has never delivered
on its promise.

While the NHS was created to treat the whole population in an
equitable manner and according to need, in practice the historical
evidence suggests that its impact has been otherwise. Julian Le Grand
has shown that, relative to need, people in the professional and manage-
rial classes receive more than 40 per cent more NHS spending per illness
episode than those in the lower semi-skilled and unskilled classifications
(Benzeval et al., 1995: 104).

At the dawn of the twenty-first century, the NHS has more than 1
million people on its waiting lists and another 200,000 trying to get on
to them.* Each year in its hospitals, more than 100,000 patients pick up
infections and illnesses that they did not have prior to being admitted.
And according to the Malnutrition Advisory Group up to 40 per cent of
NHS hospital patients are under-nourished during in-patient stays.°

3 Department of Health leaflet announcing the NHS, June/July 1948.
This was the estimate of the Independent Healthcare Association in early 2002.

5  ‘Hospital infection rates in England out of control’, British Medical Journal, 26 February
2000.

6  ‘New screening tool for malnutrition’, The Pharmaceutical Journal, 265(7,128), December
2000, p. 909. Also, see the Malnutrition Advisory Group report on UK hospital malnutri-
tion at http://www.bapen.org.uk/pdfs/newsletters/bapen_newso8.pdf.
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The political economy of health rationing

Back in 1944, Bevan’s White Paper, A National Health Service, estimated
that the service would cost taxpayers £132 million per year. This was
revised upward, however, to £152 million in 1946 and again to £230
million just before the act came into force in July 1948. In its first year
of operation, 1949/50, the NHS actually ended up costing the taxpayer
£305 million and required a supplementary estimate of £98 million
(Klein, 1989: 35).

The inaccuracy of the estimates can be attributed to a number of
factors. The first was that the early projections of cost assumed that
demand would remain roughly constant despite there being no price
constraints on demand — the service being ‘free’ at the point of use.
Second, contemporary social and medical developments exacerbated
the problems created by an absence of any price constraints on demand,
not least because medical advances at the time meant that there was a
dramatic expansion in the type and range of health services that could
be made available.”

To keep demand in check the service deliberately rationed supply
— through scarcity rather than price. While doctors who worked in NHS
hospitals had been encouraged at first to treat their patients according
to need, the imposition of cash limits soon turned them into allocators
of scarce resources. More than minimal care was denied in cases where
there was little chance of successful recovery, particularly with young
children or the elderly with serious conditions. Indeed, healthcare for
everyone else was provided sparingly by international standards.®

7  In many ways, the NHS was designed to provide a style of healthcare that was more ap-
propriate to the nineteenth century than the twentieth. Previous improvements in health
had been brought about through large-scale immunisation and better sanitation. These
measures had been relatively inexpensive, easy to administer and subject to large econo-
mies of scale. Nevertheless, many of them had been introduced by private sector compa-
nies and organisations.

8  In the late 1970s, for example, coronary artery bypass operations were performed about
ten times more frequently pro rata in America than in Britain. And where these did not
increase life expectancy, they tended to reduce adverse symptoms such as pain. While
American doctors responded to complaints about pain, British doctors have tended to

43



44

TOWARDS A LIBERAL UTOPIA?

The supply of healthcare has been rationed still further by queuing.
Crowded waiting rooms are common in most general practices and
out-patient departments. And queues have become a fact of life for in-
patients, often with long waiting periods for those operations given
priority.

Certain health services have never been provided by the NHS, thus
artificially restricting the demand on its resources still further. Most
forms of cosmetic surgery have rarely been available, and face lifts, lipo-
suction, hair transplants and sex change operations have never been
provided except where they have been deemed necessary for reasons of
health or as part of some other form of treatment. Other services have
been provided on a minimal basis too. Much psychiatry, the treatment
of infertility and substance misuse services remain cases in point.

More than half a century on since the NHS’s inception it is clear that
in reality people have never had a meaningful right to free and equal
treatment on demand. What they have had — in the main — is an unlim-
ited right of access to a waiting list from which — with a few exceptions
— they will not be excluded.

Tiptoeing back to market

As such, in an age of growing consumer awareness, one cannot open
a newspaper today without reading about the pressures, strains and
failures of the service. Higher expectations, new technology and the
manifest failings of a politically run service mean that its masters are
eager to move away from the past. As a recent Secretary of State for
Health, Alan Milburn, commented:

For fifty years the NHS has been subject to day-to-day running

from Whitehall. The whole system is top down. There is little
freedom for local innovation or risk taking ... A million strong

pay more attention to the probable increases in life expectancy, or the improvements in
a ‘quality of life’ not always synonymous with an absence of serious discomfort. For more
information, see Aron and Schwartz (1984: 67).
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health service cannot be run from Whitehall. Indeed, it should
not be run from Whitehall. For patient choice to thrive it needs a
different environment. One in which there is greater diversity and
plurality in local services, which have the freedom to innovate and
respond to patients’ needs.’

Since 1992, most capital investment in the NHS has been arranged
under a scheme ironically known as the private finance initiative (PFI).
Under its auspices the private sector can design, build, finance, own
and even operate key areas of NHS provision — including some clinical
services. Although this policy was initially adopted by John Major’s
Conservative government, it was actively embraced by Tony Blair’s
Labour administration.

Indeed, in recent years, under the more general rubric of Public
Private Partnerships (PPPs), the government has championed a whole
raft of market-oriented reforms. In 2000, Milburn signed a concordat
with the representative body of Britain’s resurgent independent health
and social care sector, the Independent Healthcare Association (IHA).
Under this agreement, the NHS could send its patients to independent
hospitals and clinics for treatment and care (Vaizey, 2002: 88-9).
Between 2000 and 2003 more than 250,000 NHS-funded patients
received treatment in the independent sector, and others were sent to
private hospitals in France.

Then, in 2001, the government made it clear that it wanted to estab-
lish a new generation of ‘Independent Foundation Hospitals’. As such, it
wanted all NHS hospitals to be ‘set free’ from Whitehall control by 2008
and to have a greater say over how they developed and from where they
raised their capital.

In 2002, the government made it clear that it wanted the private
sector to design, build and operate a new generation of Diagnostic
and Treatment Centres (DTCs) specialising in acute surgery. As such,

9  The Secretary of State for Health, the Rt Hon. Alan Milburn, MP, speech to New Health
Network, 15 January 2002.
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ministers drew up a list of private companies that would be allowed to
bid for the contracts, and when the winners were announced all of them
were foreign new market entrants — thereby underlining the stress being
placed on competition.

When it comes to the question of health funding, many people’s atti-
tudes have already changed. Today, some 7 million people have private
medical insurance and another 6 million are covered by private health
cash plans.’® Millions of others have no formal coverage at all, preferring
instead to self-fund as and when the need arises. In 2000, more than
a quarter of a million people chose to self-fund for independent acute
surgery without any insurance at all." In dentistry, more than a third of
the population has abandoned the NHS and instead prefers to rely on
the independent sector.

At the dawn of the twenty-first century, more than 8 million go
private for a range of complementary therapies.

According to research published in the Daily Telegraph,' more than
3.5 million trade unionists — more than 50 per cent of the Trade Union
Congress’s 6.8 million members — now enjoy the benefits of private
medical insurance or health cash plan schemes."

A real market

Today, the healthcare debate has two characteristic sides. On the one
hand there are those who believe that government should continue to

10 Some schemes offer private medical, permanent health or critical illness cover. Others
offer private health cash plans that pay for services that include items such as dentistry,
ophthalmics, physiotherapy, chiropody, podiatry, maternity services, allergy testing, hos-
pital in-patient stays, nursing home stays, hospital day case admissions, convalescence,
home help, mental health and psychiatric treatment, and even the use of an ambulance.

11 This information was obtained from the Independent Healthcare Association.

12 Daniel Kruger, ‘Why Half the Members of Trade Unions Have Private Health Care’, Daily
Telegraph, 11 September 2001.

13 For a sound history of trade union and friendly society involvement in independent
healthcare, see Green (1985).
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provide healthcare free at the point of delivery, irrespective of problems
and failures. On the other hand, there are those who believe that the
NHS is simply another nationalised industry and that, as it has all the
characteristic failures of such an institution, it should be opened up to
more privatisation of provision and funding.

For classical liberals and libertarians the truth, however, lies some-
where well beyond (see Rothbard, 1965, 1973; Friedman, 1989). As far as
genuine believers in a free market are concerned, the root of the problem
is that British medicine, a// British medicine (be it state or independent),
is ultimately a government-sponsored monopoly (Gladstone, 1993). For
to be a doctor one must be accepted by the General Medical Council
(GMOQ) and all its attendant legislative favour. If you are not a ‘doctor’ (as
the government, advised by its preferred group of doctors, understands
that word), then there are three things you are precluded from doing.
You cannot sign a death certificate, prescribe medicines or (in general)
take medical risks. In other words, medicine is a government-sponsored
monopoly. Today, no country in the world has a medical market that is
un-interfered with by the local state (Micklethwait, 1991).

A real free market would be very different.'* The very process of
defining who is and who is not a doctor would be negotiated voluntarily
between the people offering themselves as doctors and those deciding
whether to submit themselves as patients. At the heart of the medical
issue is the right of the individual to take whatever risks he wants and to
make deals on that basis (ibid.).

For the British libertarian Brian Micklethwait, a genuine market
would mean that people would be able to consume whichever medicines
they wanted and that medical practitioners would be able to openly
advertise their services. Over time, a new and much better consumer-
driven market, reliant upon reputation (not state regulation and
monopoly), would emerge.

Far from being obvious to me that a truly free medical market

14  For an interesting review of genuine markets, see Cowen and Crampton (2002).
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would be disastrous, I believe on the contrary that such
arrangements would be of huge benefit to mankind, and that the
sooner medicine is done this way the better. Things would not,
inevitably, be perfect. Some fools would make crass blunders, by
ignoring manifestly superior medical services for the most frivolous
of reasons, and by patronising the most notoriously incompetent.
Some such fools would perish from their foolishness. Others would
merely be unlucky. No law can prevent either stupidity or bad
luck, although the world is now filled with the particular stupidity
which consists of refusing to face this truth, and with the many
luckless victims of this stupidity ... Given that for most people the
avoidance of suicide rather than suicide is the objective, a truly

free medical market would enable them, for the first time ever, to
purchase steadily improving medical advice and medical help, and
at a steadily diminishing price. (Ibid.)

In a real market, patients would come to truly value their healthcare,
as a commodity working in accordance with the language of price. This
would encourage people to face the costs of their actions in ways that the
state currently precludes. In a real-time market of advanced diagnostics
and nano-screening, individuals would be presented with much greater
incentives to better manage and value their health than is currently the
case.

Questioning the role of a state

In questioning the role of the state in healthcare, Micklethwait simi-
larly points out that one of the most pernicious restrictions currently
imposed on medicine is the restriction on advertising. In a free market,
rival medical procedures, rival medical philosophies, rival views on the
relative importance of confidentiality, hygiene, speed of treatment, riski-
ness of treatment, and so forth, would all battle it out in a real and ever
improving market.

‘Alternative’ therapists would be allowed to prescribe potentially
dangerous drugs, as only government favoured therapists may
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now. It would be up to the patients to pick therapists who seemed
to know what they were doing and their look out if they chose
badly. The already thriving medical periodical press would assist
with voluminous comparative advice, praise and criticism. In such
a free market, any number of different medical styles could be
practiced, and patients would make their choices. (Ibid.)

Although in 2005 such an opinion remains utopian and radical,
the fact is that politicians of all persuasions are now prepared to
countenance various forms of private provision, funding and compe-
tition in healthcare that only a generation ago would have seemed
unthinkable.

Today, there is every good reason to suppose that, as the twenty-first
century progresses, there will be more opportunity for private sector
input and choice. One can even imagine direct-to-consumer advertising
for medicines and healthcare services — and by 2055 a real culture of
consumer empowerment emerging.

While some things might well be moving in the right direction,
however, there is also good reason to believe that they will not go far
or fast enough. For in reality, ever since Roman times, political elites in
Britain have always sought to plan, control and regulate the provision
of health services. First through the military, then the Church, the Royal
Colleges, Parliament and the timeless granting of legislative favour, the
state has always sought to empire-build and to control people’s access to
healthcare and medicine.

Today, just as there is evidence that a more liberal direction is being
charted when it comes to the ownership of hospitals and the role of
the independent sector, there is also a new threat to human freedom
looming on the horizon.

Rise of the therapeutic state

As politicians try to get themselves off the hook of past promises by
continuing their incremental and ‘market-oriented” reforms in health,
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so the state is slowly reinventing itself under new rubrics to legitimise
control and intervention.

Just as definitions of national security have widened to encompass
an ever greater array of areas over the last century (Hoppe, 2003), so
notions of public health are becoming ever broader and more intrusive.
Today, most people accept that the government has a right to outlaw
tobacco advertising. People accept that pubs can be redefined as ‘public
spaces’, and that the Department of Health can consider active measures
to curb what its experts define as an obesity epidemic.

Fed for years on a daily diet of health scares and moral panics, people
are now beginning to accept a therapeutic state which, at the behest of
its allies and experts in the regulated professions, is justifying an erosion
of personal lifestyle choice, liberty and responsibility — as never before
(Anderson et al., 1991).

In moving away from the twentieth-century experiment of full-blown
health nationalisation, politicians of all persuasions are slowly making
pronouncements on the need for the state to underpin human happiness
and medical well-being. Indeed, in 2005 it is difficult to imagine a future
in which personal lifestyle choices will not be increasingly monitored
and controlled by the state.

For example, in the dying days of the last parliament (2001) the
government laid the foundations for the nationalisation of patients’
health records. While the Health and Social Care Act covered many
aspects of healthcare, one particular section allowed the government
to open people’s newly computerised records to any organisation they
consider to be in the public interest — requiring neither the consent nor
the knowledge of the individual.

The highly respected Conservative peer Earl Howe warned the House
of Lords that the measure ‘more than any other clause in any other Bill
that I have ever dealt with, has incurred the alarm, anger and condemna-
tion of virtually the entire medical community’."> Counselling against the

15 House of Lords debate, Hansard, 22 March 2001, col. 1,679.

HEALTH 2055

act’s erosion of patient confidentiality, he warned against a system that
will cause ‘irreparable damage to the relationship between clinicians and
their patients’.'6

Today, at the hands of all departments of state, people’s liberties
are being undermined not so much by Big Brother, but by Big Mother.
The Establishment’s desire to control, categorise, profile and investigate
ordinary folks’ every action chimes with a deep-rooted human desire to
be mothered and mollycoddled.

Under the recent Regulation of Investigatory Powers Act,' agents of
the state can now investigate people’s private financial affairs in a way
that the Soviet secret police could only have dreamed of. Under other
legislation, the National Criminal Intelligence Service has now placed
duties on lawyers and accountants to spy on their clients and pass on
information without them being informed."®

If the authors thought such measures would help in the fight against
crime then they might support them. If the authors believed the govern-
ment’s version of electronic patient records would help provide better
health information, and thereby outcomes, they might be persuaded.
But instead, they believe the opposite.

In the years ahead, a parallel universe will be created. As is already
the case in many other places, two types of conversation will become
the norm when dealing with professionals — the truth and the official
version.

In future, the person who goes to the doctor with depression might
well be worried about how this information will play out in other arenas.

16  House of Lords debate, Hansard, 3 May 2001, col. 1,994.

17 The Regulation of Investigatory Powers (RIP) Bill was introduced in the House of Com-
mons on 9 February 2000 and completed its parliamentary passage on 26 July 2000. The
bill received royal assent on 28 July 2000. The Regulation of Investigatory Powers Act
2000 (RIPA) updates the law on the interception of communications in the age of the
Internet. It puts many intrusive investigatory techniques on a statutory footing for the
first time and provides the police and other agents of the state with new powers to combat
the use of strong encryption.

18 For more on the sweeping powers of the National Criminal Intelligence Service and the
legislative environment in which it is empire-building, see Carr (2001).
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How will it be used in terms of career development or even a court of
law? Will it stop them becoming a care worker? Might it persuade a
potential employer to go with another candidate? On being prescribed
amitriptyline, the patient might well want the official health record to
read ‘headache’ — not ‘depression’ (it can treat both).

For all the private hospitals, private funding, new medicines and
medical technology that the next 50 years will hopefully bring, so long as
government remains involved in granting medical professionals legisla-
tive favour and continues to build a highly regulated therapeutic state,
healthcare will not be as efficient and as effective as it could and should be.

Instead of an ambulance crew arriving at the scene of an accident in
2055 and immediately swiping a patient’s bar code to reveal an accurate
health record and thereby make sound clinical judgements, the data will
increasingly be unreliable and dangerous. If an individual has diabetes,
epilepsy or is receiving anti-coagulant therapy that is not shown on their
health record, treatments might be initiated or surgery undertaken that
could cause further complications or even death. Again, unrecorded
allergies or intolerance to antibiotics and even substances such as latex
could entail unacceptable risks.

In a world where joined-up government increasingly means joined-
up Big Mother the incentives for people to connive and avoid the truth
become immense. In a society that erodes consent and confidentiality,
people go out of their way to defend their profiles and reputations — as
never before.

The unintended consequence of uninvited monitoring is that, over
time, individuals debase the public record. A huge feedback loop is
created whereby the ‘garbage in, garbage out’ axiom really begins to
bite.

In health, the more information that is gathered and utilised
without patient consent, the more people will find they live in a world
where the incentives to avoid the recording of the whole truth become
overwhelming. Lies, obfuscation and partial truths become common
currency in any culture that replaces consent with coercion.

HEALTH 2055

At the time of the break-up of the Soviet Union, the secret police held
vast amounts of information on citizens, most of it increasingly inaccu-
rate and therefore meaningless. As official records progressively failed to
match reality over the decades, so state plans and projections came to be
based on a cycle of ever weaker analysis.

In health, the argument for privacy is not simply about people’s
liberty. Liberty is a prerequisite for accurate information and good
decision-making. As Big Mother pries into every corner of our lives,
slowly people will rediscover an urge to leave the nursery. Just as today
people are slowly beginning to rediscover and accept various forms of
independent healthcare, so in another 50 years they might again value
privacy. As people die as a result of clinical decisions being made on the
back of bad health records, so people will again begin to rediscover and
value the benefits of consenting confidentiality.

In the longer term, the authors believe, experience will be the best
teacher. As regards the short term, they are not optimistic. Just as in 2001
Earl Howe condemned the coming ‘Sovietisation of British medicine’,"
so, in 2005, the prospect of Big Mother’s brave new world should cause
all friends of the IEA the gravest concern.

For just as the IEA has spent decades highlighting the manifest
failings of the NHS, and offering a range of positive market alternatives,
so now, over the next 50 years, it must go on to defeat the therapeutic
state and its attendant monopoly experts with all their rent-seeking
legislative favour.

In the process of ‘waging the war of ideas’ (Blundell, 2003) over the
next 50 years in this field of healthcare, the objective must be to create
in Britain, and for the first time ever, a genuine market — a market built
on real competition, reputation and the libertarian principles of non-
coercion. After all, people’s healthcare is so important that nothing less
will suffice.

19 House of Lords debate, Hansard, 22 March 2001, col. 1,680.
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3 EDUCATION RECLAIMED
James Tooley

A dream of education without the state

Having eaten and drunken too heavily at the Institute of Economic
Affair’s 5oth anniversary dinner, I fell quickly into a deep sleep when
I retired. Dreams often reflect what has happened during the day; not
surprisingly, having spent the evening in high-spirited debate about
the past 50 years of education and how it should be reformed, I found
myself flung forward 50 years to witness the future of education. Here is
a summary of what I found.

By 2055, much had changed. The sceptics I had spoken to over
dinner, who had pointed to the difficulty of genuine market reform in
education, were wrong. The reasons for the dramatic changes would
have surprised them, however.

In 2055, according to my semi-structured interviews and focus groups
with key stakeholders in education, people looked back on our obses-
sion with schooling with a mixture of horror and bewilderment. They
thought it only folly to imagine that all the diverse aims of education — to
prepare young people for adult life, for citizenship, careers and family
life, and to initiate them into the best that had been thought and known
— could be sensibly realised in one venue — the school or college — and by
segregating young people away from adult life. They described schools
and colleges as ‘youth ghettoes’, creating an alienated youth culture,
miserably cut off from adulthood, forcing young people into compul-
sory idleness and irresponsibility. ‘The prolonged agony of adolescence’
was one term that was used to describe the result. And they thought our
views on teachers were odd, too. Why, they asked, were inspirational
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teachers given not only the same pecuniary rewards but also the same
number of children to teach as teachers who lacked motivational ability?
‘Even back in 2005, it was pointed out to me, ‘you had the technological
capability to allow inspiring teachers to reach millions of young people,
but instead you forced all teachers into an egalitarian straitjacket.” The
only exception, it was suggested, seemed to be when we had stimulating
history teachers (the specific names they mentioned were Dr David
Starkey and Professor Niall Ferguson, both of whose work apparently
was still valued, even in 2055!), who did make powerful contributions
to popular awareness of their subject; but although their offerings were
available, schools perversely eschewed them, instead forcing all children
to learn from teachers who generally lacked any relevant talent at all.

Three principles

I probed my focus groups on the underlying principles governing
education in 2055, but they were uncomfortable with my terminology.
However, after I told them a little joke about our own guiding principles
(‘Tony Blair’s motto,” I said, ‘when leader of the opposition, was that his
principles in government would be the “three Es”: “education, educa-
tion, education”. Prime Minister John Major had rejoined that his prin-
ciples were the same, but in a different order!’), one of the stakeholders
suggested that their principles were the ‘three Fs’:

o family
* freedom
* philanthropy.

It was obvious, she pointed out, where the family fits in. It is ‘the
core educational institution” around which all others in society are built,
crucial to early development, and to the promotion of a thriving civil
society.

Freedom was required, she said, first, to enable families to choose
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educational opportunities. It was also needed so that the whole range of
entrepreneurs attracted to education could have the freedom to invest
their energies and to raise investment wherever they thought they could
best tackle educational problems. They need freedom to be able to
devise student loan schemes and methods of cross-subsidisation. And
they need the freedom to devise methods of inspiring and motivating
young people to want to learn.

Finally, there is philanthropy. This, she assured me, had a key part to
play, to help those families who were dysfunctional, providing substitute
families if necessary or mentoring for those who needed it. And it has a
part to play in finding funds, administered with discretion and discern-
ment, to those who need help to fund their own or their children’s educa-
tional opportunities.

The end of ‘school’

What did these ideas mean in practice? I was fortunate to engage, in
my dream, in a small number of field visits to educational sites selected
opportunistically, where I observed, interviewed and examined written
artefacts. For those who were hoping for details of a large range of insti-
tutions such as our schools, colleges and universities, however, the
results, I am afraid, are disappointing. There were only two places that
were anything like schools as we know them now — the ‘learning centres’
and ‘places apart’. But apart from these, my requests to visit educational
settings were met by my eager hosts taking me on trips to places that we
wouldn’t usually describe in such terms: to family homes, workplaces,
sports centres, town halls, reading rooms in pubs, debating chambers,
bookstores, and so on. ‘Education pervades the whole of society,” I was
told, and people did eventually grow impatient when I kept querying
this.
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Mastering the brief

When I asked to see where preparation for the world of work took place,
however, I did strike lucky at first. The dedicated learning centres were
the equivalent of our primary and middle schools, where children of
about six to twelve or thirteen went to study. But differences were imme-
diately obvious. For instance, I was told that the punishment for anti-
social behaviour in one place was that the child would not be allowed to
come in on the weekends. There was laughter when I told the children
that our equivalent punishment would be to make the child stay longer
in school. ‘That would be a pleasure for us,” one said. Another difference
was obvious in terms of management and funding: the centres were run
by large, competing chains, and were funded entirely by parental fees
and, for those too poor to afford these, there was philanthropy or selec-
tive cross-subsidisation. Outside some of the centres, I recognised a
distinctive bright orange logo: these were part of the ‘EasyLearn’ chain.
also recognised the characteristic red 'V’ of “VirginOpportunity’.

Within the learning centres, I was told, the key activity was called
‘Mastering the Brief’. One young girl showed me the problem that she
was working on: T'm trying to help a company in Albania modify its
marketing strategy,” she said. Another small boy said he was raising
finance for a borehole scheme in Zimbabwe. ‘What is needed’, said
one young manager of a learning centre, ‘is for young people to have
acquired the ability to learn, in whatever situations they find them-
selves in, to “master the brief”.” For younger children, he said, this could
mean conducting projects that were contrived. But as soon as children
became capable of ‘mastering the brief’, they were moved to genuine
problems, to give them an exciting engagement with adult life. Indeed,
‘keeping children stuck in artificially contrived and pointless tasks’, he
said, ‘could accomplish the almost impossible: getting children to lose
interest in learning!’

These learning centres were attached, either physically or virtu-
ally, to workplaces and research and development laboratories, so
that children could see how real projects were carried out, and could
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use materials and expertise from these, and solve problems relating to
them. But they also had ‘quiet” areas — Quiet Zones — where children
could step back from the hurly-burly of the project and have access
to learning resources to help them acquire the knowledge and skills
necessary for these projects.

Where are the secondary schools?

So far so good. But when I asked to see the secondary schools, I met with
a blank. ‘You know,” I said, ‘where children are further prepared for
the world of work ..." They understood, and took me on tours of work-
places again — and although some of these had the equivalent of learning
centres within them, they had all sorts of people, young and old, busily
engaged together in tasks; there were no places where there were only
children. ‘So there is no secondary education?’ I asked. ‘But what about
places where children and young people are taught the habits, values and
dispositions for children to become democratic citizens? What about the
inculcation of personal and social education, for learning isn’t just about
preparation for work?’ In response, I was only referred again to the same
list of family homes, workplaces, sports centres, town halls, etc., etc. And
it was while I was pursuing this subject that my focus groups came up
with their responses to our ideas on schooling which I've quoted above.

Education for its own sake

Apart from the primary/middle schools, then, the only other insti-
tutional setting that had education as its sole function was the ‘places
apart’. Some were run by chains, apparently, but I saw only places that
seemed rather like monasteries, run as charities or trusts, dependent
in the main on donations, subscriptions and patronage, and charging
very low, if any, fees. In these places apart, there were younger and older
people together, engaged in a variety of seminars, group discussions
and individual reading and study. Here, I was told, were places where
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people wanted to acquire knowledge for its own intrinsic value, without
worrying too much about its applicability (although some of the spon-
sorship for these places did apparently come from big business, aware
that ideas with commercial potential were sometimes developed within
them). People came here for weekends, during the day, in the evenings,
or for prolonged sabbaticals. Some people came and never left. Some
people dipped in and never came back. But all were welcome, young and
old, if they were prepared to embrace the somewhat austere surround-
ings, and to engage in work such as preparing food, cleaning and the
minor tasks that helped support them, such as growing vegetables,
tending animals or repairing vehicles in the workshop.

The journey

Having discovered how they viewed education in 2055, the most impor-
tant question I had to explore was how they arrived there from where we
are today. I told my focus groups the problem I foresaw. What they had
—they had told me — was a genuine market in education, where there was
no state intervention of any kind, in funding, provision or regulation. But
people in my time of classical liberal persuasion were pessimistic about
the potential of reform towards a true market. For whenever a market
reform had been mooted, I told them, it had met with trenchant opposi-
tion from vested interests such as the teacher and student unions and
government departments, who were able to capitalise on people’s fears,
and so either nothing had been accomplished, or the proposals had been
so watered down that they often led to the exact opposite of what had
been proposed! I told them of the Conservative government’s reforms
of the late 1980s which were supposed to bring in a qualified market in
education, and had simply led to the most onerous government regula-
tion of education that we had ever seen, with the National Curriculum,
national testing, national league tables, and bureaucracies burgeoning
all over the place — all in the name of the market!
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People power, not vouchers

How had we managed over time to change the system so radically, given
the vested interests that must have tried to prevent it? Did we manage
to introduce vouchers in the end, against all opposition? I asked. My
innocent question was met with hoots of laughter: ‘Vouchers were
certainly not the way forward,” one respondent exclaimed, ‘given that
they entail government taxing you, then giving you back some small
portion of your own money, to spend only within the constraints that
they set you!’

No, the changes didn’t happen that way: ‘It was nothing to do with
politicians at all.” The explanation for how change emerged surprised me.
The first time I heard it, I thought perhaps it was some idiosyncratic view.
But I heard it from all my focus groups, so I began to believe it. Change
began in the world’s two most populous nations, India and China, and
among the poorest people there. Even before 2005, I was told, although
not many knew about this, ‘poor people were already reclaiming educa-
tion for themselves, from the state’. Apparently, in the slums and villages
of these two countries, poor people were leaving the state system en
masse, migrating to private schools that were set up by a variety of local
entrepreneurs, community groups, churches, mosques and ashrams.
They were fleeing government schools, I was told, because conditions
for them there had become unbearable, partly because of poor facilities,
but mainly because of the teachers. Well before 2005, I was told, surveys
showed that only half the teachers in government schools turned up for
work. The unions were so strong that they had negotiated not only all the
school holidays but weeks and weeks of ‘casual’ leave, mandatory ‘sick’
leave, ‘optional’ leave. And if teachers did turn up, they didn't teach,
because they were accountable to no one, could never be dismissed, and
were promoted simply through time-serving. And parents recognised
all this and entrepreneurs responded to their needs, and created this
alternative private sector. By 2015, I was told, the government sectors
in these countries had more or less collapsed. Those who could afford
the low fees paid for their children to attend private schools, and those
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who couldn’t usually received scholarships either from the schools them-
selves, or from outside philanthropy.

The power of competition

But, I pointed out, these parents may have ‘privatised themselves’, but
their children were still in schools — so nothing much had changed, even
though the ownership of education may have moved from one sector
to another. But that, I was told, missed the fundamental ‘magic’ of the
system: for competition within it changed everything. With so many
competing schools catering for the people, how did the entrepreneurs
maintain and expand their market position? They experimented to
improve what they offered to children and parents, and slowly innova-
tions that one school adopted, which led to improvements in outcomes
or satisfaction, were relentlessly copied by other schools. Meanwhile,
while some schools went out of business, others developed into large
educational chains. These chains could afford, through economies of
scale, to fund dedicated research and development (R&D) centres to
ensure that they kept ahead of pedagogical developments and intro-
duced more efficient and effective ways of learning. And if one company
introduced developments that were effective, again these were shame-
lessly copied by others, until the market became saturated with benefi-
cial innovation.

I was given one concrete example of how this happened, and from this
I could discern the general principles. Even before 2005, there was a large
Indian computer education company, NIIT, which had over a thousand
franchises across India and had expanded into 25 other countries to
promote its R&D-based education, including (a neat spin on global capi-
talist imperialism) the UK and USA. An educational inventor working
for the company had experimented with children teaching themselves
how to learn through the Internet. The results were surprising to many
—even illiterate slum children had been found to teach themselves easily
how to access the Internet, and to teach others how to do it too. (One of

63



64

TOWARDS A LIBERAL UTOPIA?

their favourite sites, the children told the inventor, was where they could
play the ‘Rat Game’. Upon investigation, this turned out to be the Disney
website, and the rat none other than Mickey Mouse!) This was discon-
certing to the inventor’s company — which charged hundreds of dollars
to teach adults how to do the same — but nonetheless he persisted, found
some investment capital and created the Hole in the Wall Company (so
named because his first experiment was built in a hole in the wall of his
company’s headquarters, which conveniently bordered a slum area).
As part of his experimentation, he took his computers into some of the
private schools for the poor, and explored how children could teach
themselves English, including good pronunciation, using interactive
programmes. Being an old-fashioned researcher, he shared his ideas with
the schools, and didn’t mind that one or two started to copy them. But
after a couple of years, other schools soon realised that this self-teaching
method was far superior to any that they had tried, and copied it too,
sometimes bringing in appropriate modifications. Software companies
— including NIIT, bringing the system back full circle to where it was
invented — now became interested in this market, and started to finance
the development, and expand it on a franchise basis to thousands of
these private schools. And as these consolidated into chains of schools, it
became the standard way of learning English in the poorer, then the not
so poor, parts of India.

Apparently, it was this process of experimentation — successful
outcome; copying; further success and innovation; investment; further
copying — which began to pervade the whole system. ‘In a state system’,
I was told, ‘there is no way such innovations could be taken on. In the
privatised system, it happens all the time.” Slowly, parents and entrepre-
neurs realised that what was going on in schools much of the time was
the result of an earlier system becoming ossified and counter-produc-
tive. If you want to acquire knowledge for its own sake, school is not
necessarily the place to do it. Ditto knowledge and skills for work. Ditto
upbringing in general. Ditto education for citizenship. All the functions
that we now combine in schooling became slowly disaggregated by this
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combination of inventors, enthusiastic to experiment, entrepreneurs and
investors, greedy for a return on their investment, and parents, eager for
the best for their children.

Educational innovation moves from East to West

I could see how all this might lead to massive social change in India and
China. But that didn’t explain how change happened here, in Britain.
That was simple, I was told. It was exactly the model that companies
such as NIIT were following back in 2005, expanding their purview to
the markets of the West, able to keep costs low because all head office
functions, including research and development, operated from the low-
cost environments of India and China. Exactly the same thing happened
with the chains of educational centres that were now developing in those
countries. It was true, even before 2005 there were already some develop-
ments along these lines in Britain — four of the early pioneers, I was told,
were GEMS (Global Education Management Systems), Cognita, CfBT
(Centre for British Teachers) and the New Model School Company, all
of which were creating embryonic chains of budget, ‘no frills’ but educa-
tionally effective private schools. These were soon supplemented by the
foreign chains, with venture capitalists eager to support them, sensing a
lucrative, largely untapped market, based on the low-cost environments
back home, and the market expanded and consolidated some more.
And slowly, the situation that had arisen in India and China began to
arise in England too; and then in America. Slowly, almost imperceptibly
at first, then with a gathering momentum, parents began removing their
children from state schools. And slowly, almost imperceptibly at first,
schools were transformed through the dialectical exchange between
entrepreneur and parent, parent and entrepreneur, beginning to disag-
gregate education into its multiple functions, to pervade all of society.
That was what I saw in my dream, anyway. One senior fellow at a
place apart had put it succinctly to me, and on his comments I end: ‘In
your time, education subsisted under what we call the “Two Tyrannies”,
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of the state and schooling. Within fifty years, by reclaiming it first from
the state, we successfully reclaimed it from both. That’s liberation.’
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4 POLICING A LIBERAL SOCIETY
John Blundell

Introduction

In many ways, the inclusion of this chapter illustrates the paradox of the
title of this book, Towards a Liberal Utopia? If we had utopia we would
not need police. But this paradox is resolved in the discussion in the
introduction of this volume, and the reality of imperfectibility means
that the task of sketching a vision of a liberal utopia for policing is a task
that remains to be undertaken. It is important not to confuse the partic-
ular practical methods of policing suggested here with the wider vision.
Some methods will be more appropriate in one age than in another;
others will be enduring. However, if the political structures are appro-
priate, we are more likely to see the adoption and dissemination of the
best methods of maintaining law and order in a free society.

The growth of crime

Crime in the UK is growing. From time to time there are downturns, but
looking back over the past 50 years both crime and the fear of crime have
grown massively. Some of the blame for this might be due to the under-
mining of individual responsibility, with the welfare system and the
education system — issues dealt with in other chapters. A large part of
the blame, however, rests squarely with the police’s approach to tackling
wrongdoing. Law-breakers know there is a good chance of getting away
with it. The public knows it too and has little confidence in the police.
So far, so depressing. But there are American models for improving
crime rates that could inspire both police policy in the UK and hope in
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the public. Key to these innovations is the fact that American forces are
freer to experiment, while the UK, in common with many other coun-
tries, operates national strategies that deny experimentation.

The control of the state over law enforcement is a relatively recent
development. The London Metropolitan Police, the first modern force,
was not created until 1829, and the development of organised, publicly
funded police forces was much slower in other countries (Davies, 2002:
152-3). As in many areas of public policy in Britain, there is still little
clear consensus on how best to police a free society, or even on the
number of police we need to the nearest 20,000 or 30,000 officers.

In the meantime, crime figures speak volumes. In 2003, one survey
suggested that 60 per cent of the public feared that crime would continue
to get worse, while 78 per cent had little or no confidence in the police.!
Even the then Home Secretary, David Blunkett, admitted that, despite
the record number of police officers currently employed, fear of crime
was at an all-time high in 2003.> Any reduction in crime or the fear of
crime in the last few decades has proven to be a short-term cycle within a
long-term worsening trend, not a reversal of the trend itself.

The public’s fear is well founded. The number of violent crimes in this
country has topped a million for the first time.> Robberies of personal or
business property in England and Wales rocketed from 53,000 in 1992 to
121,000 by 2001/02. And 5,500 of these robberies were committed using
weapons (Dennis et al., 2003). The total number of crimes reported in
2002 was 5.8 million, compared with 1.7 million 30 years previously.
This contradicts the Home Office’s assertion that the chance of being a
crime victim is historically low.

1 www.mirror.co.uk, 7 July 2003.

2 Cath Lee, ‘Crime in the High Street’, Greater London Voice of Business, November/Decem-
ber 2003. According to the mayor’s office, the total number of police and police commu-
nity support officers will have reached 31,000 by March 2004. See http://www.london.
gov.uk/londonissues/crimepolicingandemergencies.jsp.

3 BobRoberts, ‘Lawless UK’, www.mirror.co.uk, 22 July 2004.
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Better policing

How do we best address that fear, bring crime down, restore confidence
in the police and work towards a safer society consistent with liberal
principles?

Across the Atlantic, where big-city police chiefs have more freedom,
a number of highly effective police chiefs have emerged over the past
decade or so. Common to all of them is first a willingness to question
fundamental issues and expose myths and, second, an ability to recast
their whole effort into preventing crime rather than solving it long after
the deed has been committed. And their work shows that it is not neces-
sary to recruit more officers to achieve a reduction in crime.

These ideas are not new. They echo London Metropolitan Police
founder Sir Robert Peel’s vision for police conduct, as outlined in his
famous Nine Principles of Policing. Peel believed that the police’s
primary goal should be to ‘prevent crime and disorder’ and that the
‘test of police efficiency is the absence of crime and disorder, not the
visible evidence of police action in dealing with it’.# Reported crimes
are a fraction of the actual total, if a recent survey of Londoners is to be
believed: so the denominator of the clear-up rate is artificially deflated.
A disturbing 38 per cent don’t report crimes, half of them because they
believe the police will do nothing.’ But, in any case, figures detailing
crimes solved are no guide to effectiveness — rather the opposite, as the
basis of a clear-up is an initial failure to prevent a crime.

Exploding myths
Myth 1: 999 policing is the best way to fight crime

This is perhaps the most surprising myth of all. The speedy response
of emergency services to 999 calls can be valuable for road accidents

4 This example of Peel’s Nine Principles was taken from www.safe-nz.org.nz/Articles/
peels.htm. An astonishing and growing number of police department sites around the
world now feature Peel’s Nine Principles very prominently.

5  See Hugh Dougherty, ‘Third of Crime Not Reported’, Evening Standard, 29 April 2004.
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or fires when it is imperative that trained fire or ambulance personnel
arrive quickly. In the case of the police, however, its usefulness is
questionable.

It’s easy to see why 999 became so attractive: when it was intro-
duced, it used what was then modern technology — radios and fast cars —
in an attempt to ‘keep up’ with the criminal element. The message to the
public from 999 services is that the police can be virtually omnipresent.
The reality is that officers race from scene to scene, while the public feels
frustrated at the lack of immediate results and the necessarily rushed,
even brusque, dealings with officers. The average target response time
is said to be twelve minutes, so any wrongdoers are usually long gone.6
When every local criminal knows the response times you might as
well not bother.

Emergency-response policing does nothing to allay fear of crime.”
One study reveals that less than 3 per cent of reports of serious crime
lead to arrest resulting from emergency response (Kelling and Coles,
1997). It is perhaps the worst modern example of reactive, ‘warrior’
approach policing that fails to prevent crime. Emergency response is
crucial, but basing a force’s whole strategy on it, as now, is not a
viable approach to law enforcement. It means officers have already
lost the battle; all they are doing is picking up the pieces after crime
has happened.

Another drawback is the overuse of 999, and some police forces in
the UK are beginning to realise this. London police estimate that 70 per
cent of all 999 calls are not emergencies and have been pushing for a non-
emergency hotline number to alleviate the strain on their resources.®

6  See ‘Emergency Response Time Below Average,” www.walthamforestguardian.co.uk, 23
February 2004.

7  Ed Davis, former Superintendent of Police in Lowell, Massachusetts, in a speech to the
Institute of Economic Affairs, 6 November 2001 (hereinafter, the Davis Speech). By 1999
Lowell had experienced the biggest decrease in crime of any large-sized US city during the
1990s.

8  See Martin Wainwright, ‘Non-emergency Police Line to Ease 999 Strain’, www.guardian.
co.uk, 1January 2003.
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This new number, either 222 or 333, would help the public get in
touch with police over non-life-threatening concerns, such as suspi-
cious activity in the neighbourhood or minor traffic accidents.’ In
Scotland police have adopted a prioritisation system for 999 calls in
an attempt to improve their response time to real emergencies. They
are attempting to implement a national service number that will offer
advice or send an officer later for such issues as vandalism or non-
violent theft."

Myth 2: Private burglar alarms save police time

In fact, responding to false private sector alarms is an enormous waste
of police time. Once an alarm is activated the call goes to a distant
call centre. An operator there then phones the household and, should
nobody respond with the correct password, officers are immediately
called. The burglar alarm will generally cause any burglars to flee before
police arrive. Thus, the burglar alarm has done its job and the police
time devoted to responding to the alarm is wasted.

Just how much police time burglar alarms waste is evidenced by
figures from Los Angeles. There, it is estimated that as much as 15 per
cent of police patrol time is lost responding to false call-outs to such
alarms and that the chances of apprehending anyone are close to zero.
The Los Angeles Police Department (LAPD) responds to about 136,000
such alarms a year and 9o per cent of them are false." To correct this, the
force now plans to ignore most private residential and business burglar
alarms unless a third party — for example, a home owner or neighbour
— can verify that the alarm is valid.”*

9 Ibid.

10 IanJohnston, ‘Police Plan to Put Most 999 Calls “On Hold™,
http://news.scotsman.com, 11 January 2004.

11 Mariel Garza, ‘Alarm Plan: Police May Quit Reacting’, www.dailynews.com, 13 December

2002.
12 Ibid.
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Thames Valley officers have adopted a similar policy. If the force
receives two false alarms from the same source in a year, further calls will
not get priority treatment, and the police will not respond at all if there
have been five false alarms in the same period."

Myth 3: Police cars on random patrol are a valuable deterrent

Urban areas are often sprawling, and for years police authorities have
argued that cars are the best way to cover the most ground, make arrests
and provide a viable, visible deterrent. A US experiment, however,
proves the opposite. As far back as 1972, the Kansas City, Missouri
police department gave one area of the city the standard amount of car
presence, one had double and sometimes triple the amount of car atten-
tion, while the third had virtually none. The results sent shock waves
through police and criminological circles: the crime levels in these three
areas remained almost identical (see Sparrow et al., 1990). Random
police patrols do nothing to make the streets safer, reassure the public or
improve trust between community and the authorities. Rather, cars keep
the police from being out in the open and interacting with the public.
Cars are cocoons; they block information flows.

Myth 4: Hiring more police reduces crime

Most people would accept in good faith that hiring more officers results
in a safer public environment. If there were no police, then crime would
go up. Above a certain number, however, the overall impact of extra
officers on crime is negligible (Skolnick and Bayley, 1986: 4). As Skolnick
and Bayley explain, ‘Variations in crime and clearance rates are best
predicted by social conditions such as income, unemployment, popu-
lation, income distribution, and social heterogeneity. We have learned

13 www.thamesvalley.police.uk/business-crime/alarms.htm.

POLICING A LIBERAL SOCIETY

that you can’t simply throw money at law enforcement and expect
proportionate results’ (ibid.)."*

Yet hiring more and more police officers has become the enduring
quick fix of law enforcement. Politicians endorse such a policy to court
public favour; they are seen to be committed to the ‘war on crime’. In
turn, senior police and their officers can be guaranteed to line up behind
all such demands for extra resources. The need, however, is not for more
police, it is for better strategies for approaching crime (Sparrow et al.,
1990: 14).

Myth 5: The police fight crime

Both the police and the public cherish this assumption. Thanks to the
treatment of law enforcement in popular culture from Dick Tracy to Dirty
Harry to NYPD Blue, police forces enjoy a public perception that is as far
from reality as Clint Eastwood is from PC Plod. Few police officers have
the chance to make high-profile arrests or get into shoot-outs. Officers
rarely encounter directly the crimes that scare us most, notably homicide
and rape (Skolnick and Bayley, 1986: 4). Most importantly, arrest is
rarely the result of Sherlock Holmes-style deduction, with policemen
working forward from a set of clues to a suspect the identity of whom
is always a surprise. In 99 per cent of cases police make an arrest when a
friend or relative tells them who committed the crime."> They then work
backwards, usually to a known villain. Most police work is about routine
and administering emergency care or service.

The idea that police are engaged in a war against criminals allows the
public somehow to relieve itself of its own duty in preventing criminal
activity. It also enables police officers to adopt an ‘us versus the bad guys’
approach to their job which in turn sees the ordinary citizen as removed
from the process, or even as slowing them down.

14 The authors base this argument on the work of Morris and Heal (1981) and Clark and Heal

(1979).
15 Davis speech.
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This attitude can be traced back to O. W. Wilson, the pre-eminent
police theorist of the twentieth century. Wilson and his peers believed
that policing should shift its focus from prevention to criminal apprehen-
sion. They were responsible for moving policing away from its earlier,
community-driven vision, adopting a more militaristic approach. As a
result of this so-called ‘reform” model, police officers had less and less
contact with the public and forces became more bureaucratic (Kelling
and Coles, 1997).

Wilson’s ‘scientific’ approach to police work gained popularity
all over the world. Rapid response became more and more important
until it was the standard practice. Clear divisions of rank and command
became the norm. Street officers were seen as being similar to line
workers in a factory. They were trusted with the simple, residual work,
and could be changed or moved around to another part of the ‘factory’
whenever it suited command.'® Parallels can be drawn with the work of
Frederick Taylor and his scientific models of management in industry.
Just as many in industry have in recent decades turned their backs on
Taylor, so we shall see below that the more successful police forces are
now turning away from Wilson."”

Successful ways of preventing crime

Despite the long-standing influence of Wilson’s ideas, and the asser-
tion by some criminologists that crime is a social problem and therefore
unassailable by officers, there has been real and practical progress made
in policing in recent years. Chiefs and commissioners in the USA have
dramatically reduced crime rates and, as a result, reinvigorated cities and
rebuilt the public’s trust in their officers. Not surprisingly, their methods
owed little to ‘scientific’ policing or criminological trends.

16 Ibid., pp. 77, 80.
17 Forafull discussion of ‘Taylorism’ and the new challenge of market process management,
see Cowen and Parker (1997) and Parker and Stacey (1994).
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Getting out and about

Ed Davis achieved a 70 per cent drop in crime in the late 1990s as head
of the Lowell, Massachusetts Police Department thanks to three major
initiatives.” First, he decentralised his police force, opening small and
highly visible police shops on city main streets, rather than having
one massive and imposing police building. Second, he gave his officers
control over their own ‘turf’: officers were regularly assigned to the same
areas and were expected to take responsibility for those areas. This is
in contrast to many police forces that rotate officers from area to area,
thereby taking away their chance to build rapport with local citizens or
even understand the layout of the streets. He took them out of their cars
and put them on the streets solo on foot and on cycles. He reports that
the amount of low-grade but vital intelligence coming into his depart-
ment exploded. Finally, he committed his officers to being preventive
rather than reactive. Lowell’s officers were taught not only to see crime
but also the conditions that allow it to flourish.' He explains:

Problem solving is the process we teach line level police officers to
engage in when adopting the community policing policy. It teaches
them to be observant of crime but also to look for those conditions
that lead to criminal activity. Disorder is their main focus. Graffiti,
obstreperous youth, abandoned cars, family dysfunction all fall
into this category. We teach our officers to employ the SARA
method that is familiar to many professions, especially social
service agencies. Scanning, analysis, responding and assessing

the response are the methods that our police use in determining
the best way to deal with the issues that confront them. It is a

very powerful model that gets the officers out of the mindset of
arrest and prosecution. Prevention is key to this process. It also
empowers officers to use city services, for instance, giving them
official blessing to go across boundaries that existed before.?°

18 Information about Davis’s success in cutting crime can be found at www.iea.org.uk/
record.jsp?typ=article&ID=11.

19 Davis speech.

20 Davis e-mail to the author, January 2004.
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Devil in the detail

William Bratton, now head of the Los Angeles Police Department,
enjoyed success leading the Boston Police Department and New York’s
Transit Authority Police Department before coming to national and
international renown as the commissioner of the New York Police
Department (NYPD). During his 27-month tenure, felony came down
by almost 40 per cent and murder by 50 per cent. Bratton, along with
former Mayor Rudolph Giuliani, is largely credited with restoring New
York’s reputation as a top-class world city. Bratton taught his officers
to attack the little things, from ‘squeegee merchants’ to fare evasion,
from vandalism to graffiti, believing that it was these petty, so-called
victimless crimes which encouraged larger crime in the long run. This
radical policy was variously known as Broken Windows, Zero Toler-
ance or Community Policing. Bratton also dismantled the old-boys’-club
approach to promotion and instead rewarded hard work, talent and
creativity (Bratton with Knobler, 1998).”*

His Compstat system, however, was an equally famous innovation.
Bratton held twice-weekly meetings with precinct commanders and
other key staff built around computer-collected crime statistics. These
meetings became instrumental in New York’s rejuvenation. Many high-
ranking officials had never previously been called on to discuss or defend
in public their records and their tactics. The flip side was that these same
commanders and their officers were being allowed to follow their own
discretion and professional instincts. Police commanders were being
trusted with more and more responsibility for their areas, but were
expected to produce results — both in terms of crime prevention on the
streets and ideas and strategies that could be shared with peers (ibid.:
223—9). Along with the assignment of permanent turfs or beats, such a
model of management is akin to giving property rights in the private
sector and then expecting a return.

21 This text is also an excellent account of how politics (in this case, Bratton’s difficult rela-
tionship with Rudolph Giuliani) can derail police progress.
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No nonsense

The first black police chief in Charleston, South Carolina, Reuben M.
Greenberg, became a media regular thanks to his straightforward,
down-to-earth approach to crime and punishment. Greenberg’s tactics
helped to turn around the city, and he relied on simple principles such as
consistent police presence, respect for the community, and a preventive
approach to criminal activity.

Unlike many of his fellow chiefs, Greenberg does not believe that
arrest is the key to lowering crime rates. For example, simply by taking
some minor preventative steps, such as reducing motorcycle parking
and cleaning up a diner favoured by bikers in Charleston, he was able to
remove the potential threat of a Hell's Angels gang moving in. Greenberg
succeeded in defusing a potential criminal situation without violence or
any dramatic confrontation (Greenberg, 1989: 106-7).

Graduate opportunities

When, twelve years ago, Chief T. Bowman of Arlington, Texas,
announced that every officer had to have a full four-year university
degree, he was told that women and ethnic minorities would be hard
hit. Interestingly, Chief Bowman is black. Despite criticism, he pushed
through this all-graduate approach tenaciously. Masters degrees are
encouraged and Chief Bowman himself has a PhD. Now, with nearly
17 per cent of its officers being women, Arlington is above the national
average of 12 per cent of female officers. The police department’s sworn
staff is more than 28 per cent ethnic-minority, making it one of the most
integrated departments in the USA.>*

Hand in hand with this went an emphasis on moving decision-
making downward and giving officers effective decentralised ‘property
rights’. Bowman broke his department into four separate geographical
areas, giving teams 24-hours-per-day, 365-days-per-year responsibility

22 Arlington Police Department figures as at 31 March 2004.
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for their allocated area. Lower-ranked but highly qualified officers are
making decisions normally made higher up, and he is attracting a calibre
of young graduates who would probably not join a department with
lower educational standards. Indeed, national agencies regularly raid his
department for staff. While crime is falling in Arlington (by 4 per cent
in 2002), it is rising in neighbouring Dallas (up 1 per cent in 2002) and
soaring in Fort Worth (up 11 per cent in the same year).>

Applying these lessons to the UK

These four examples have a number of common characteristics. First,
they show leaders who trusted the professionalism of their officers,
giving them more and more discretion as to how they handled crime in
their area. Second, the officers were expected to foster better relations
with the community and move away from the idea that they were the
ones tackling crime and that citizens were merely potential victims.
Finally, and most crucially, all these forces, not just Bratton’s, were
committed to ‘zero-tolerance’ policing. Police were trained to prevent
and address all crime in their areas, not merely serious offences. This
is the opposite of, say, the London approach to policing, where major
crime is the focus and smaller crime is expected to sort itself out (Dennis
et al., 2003: 7, 16). The US experience teaches that taking care of small
matters seriously impacts on the big issues.

What these officers and their men accomplished is not a distant pipe
dream. Our own police, both in the capital and elsewhere, can learn
from and take advantage of their successes, and they can begin now by
introducing the following simple measures.

Increase the police presence sensed by the public

This does not have to mean hiring more officers. It could mean relying

23 Based on a personal visit by the author to the Arlington, Texas Police Department in Janu-
ary 2003, for which he thanks Chief T. Bowman.
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less on squad cars and putting officers in regular contact with the people,
either on foot or on bikes. Officers could be given the chance to work in
areas for longer periods of time, and thus establish a solid rapport with
the local community. This type of police presence is far more imme-
diate, personal and helpful. It is also a far greater deterrent to crime than
anything else.

The author’s experience in Westminster shows how detached many
Metropolitan Police officers are from the areas they patrol. When, one
day, I asked two policemen on my local beat whether there were any
demonstrations planned that day, one of them replied: ‘Dunno, mate,
we're from Catford.’

Officers must patrol alone wherever possible

A US study has proved that solo car patrols are no more dangerous
than working in pairs, possibly because police feel braver and are more
inclined to take risks while partnered. Police departments that have
adopted this measure have improved their response time to officers who
need assistance (Skolnick and Bayley, 1986: 101). In many areas in the UK
dangers to police are negligible, even if there is anti-social and low-grade
criminal behaviour, but officers still patrol in pairs, effectively halving
the police presence.

Foot and bike officers can be sent on solo patrols too. The immediate
benefit is that these officers, without the temptation of a fellow officer
to talk to, now talk to the public. In Westminster officers are often
seen walking in pairs, deep in conversation. When police are patrolling
together, talking to each other, three problems arise: they are looking
at each other, not at their surroundings; they are not interacting with
the public; and the effective police presence is reduced. Concerned local
residents in Westminster, who have seen crime rocket, have turned to
private security guards who work alone and interact with the public.>

24 Harriet Sergeant, ‘The Police Have Failed Us — So We've Hired a 6ft 6in Security Guard’,
www.telegraph.co.uk, 5 April 2004. The author’s experience of police foot patrols in
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Solo patrols establish communication and trust, and the public not
only feels more comfortable with a consistent and visible police presence,
but also is more inclined to share information and tips that can lead to
crime prevention and arrests.

Foot patrols also raise officer morale (ibid.: 216). Davis in particular
recognised the importance of this and, early in his command, made the
Chief of Patrol his official number two, sending a signal to his whole
force that patrol is a route to the top and not some chore you do for
three years before being assigned to more challenging and prestigious
work. Indeed, many officers prefer the beat to being in a squad car or
inside, saying it allows them to feel better about their jobs while feeling
closer to the community.>s

Eliminate as much paperwork and court time as possible

A recent study showed that the average beat officer spends only about 17
per cent of his time on the street — the other 83 per cent is spent dealing
with bureaucracy.?® If all we did was to increase that figure of 17 per cent
to 34 per cent and put officers who now patrol in pairs out on the streets
solo, these two measures alone would provide a fourfold increase in
police presence.

But who would do the paperwork? A solution attempted by some US
police departments is civilianisation. It is controversial because many
officers resent the idea of people coming off the street to do their jobs,
and fear that lower-paid civilian assistance may eventually lead to lower
police salaries (ibid.: 219). It has, however, proved effective. In Houston,
Texas, civilian aides help lessen police red tape and take on smaller tasks
such as traffic accident follow-up reports, freeing up officers’ time.

Westminster endorses this. They are often seen heads down, leaning towards each other,
talking about issues such as pensions and pay, holidays and partners, or their superiors.
25 Ty Klassen, ‘Beat Cops in West Broadway’, www.westbroadway.mb.ca, August/
September 2003.
26 Alan Travi, ‘Laptop Revolution to Keep Officers on the Beat’, www.SocietyGuardian.
co.uk, 2 November 2001.
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Also key to this idea’s success is that many of these civilians are
insiders in their community, and can be valuable sources of informa-
tion and liaison (ibid.: 217-20). Many police report a higher level of job
satisfaction since they can focus on the parts of the job they originally
thought they were signing up for. By enlisting civilians as volunteers or
lesser-paid employees to deal with much of the administration, we let our
officers be officers — an idea surely behind the recent advertising push
for special/volunteer constables with the Met. Indeed, such has been the
success of Sir Ian Blair’s initiative that, after proper checks and training,
some 500 volunteers have recently reopened seventeen closed London
police stations. And this quickly growing phenomenon of volunteer civil-
ians helping carry the load is not limited to London or to manning desks.
Volunteer accountants are reportedly helping the Fraud Squad.*”

Open one-stop cop shops

The Met is selling off large, outdated station houses and investing the
projected £900 million to be released by the sale into smaller station
buildings, street kiosks and booths in supermarkets such as Tesco’s. The
move is primarily motivated by financial considerations, but officers
also point out that many of the new outlets will be in known ‘hot spots’
of criminal activity and all will be far more visible and accessible to the
public.?® Such a move shows a refreshing commitment to police decen-
tralisation and inclusion.

Admit failure

Police officers in Britain have to acknowledge fully the failure of their past
crime-reduction strategies. Dealing with serious crime in the fragile hope

27 ‘Volunteer Spirit Gives Blue Lamps a Chance to Glow Again’, Daily Telegraph, 29 Novem-
ber 2004.

28 John Steele, ‘Met to Sell £goom of “Outdated” Buildings’, Daily Telegraph, 24 February
2004.
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that smaller crime would naturally drop has not worked (Dennis et al.,
2003: 7-8). Conversely, the results from so called zero-tolerance policing
speak for themselves. Aggressive begging, graffiti, verbal abuse, physical
aggression and so on are less serious crimes which upset the public and
have been proven to lead to higher levels of overall crime. When people
see the little things being let slide, it is a natural progression to more
serious and violent wrongdoing. It establishes a lack of trust in the social
structure that maintains order (Wilson and Kelling, 1983).>° This will
require more than mere lip-service to ideas of ‘community policing’.

Conclusion: Major institutional change

Crime may be inevitable but it can be dramatically reduced. Altering the
approach of the British police and their political masters to their work
is a long-term commitment, but the precedent for such success exists.
In London the Metropolitan Police has taken some positive steps, and
the immediate past Home Secretary has appointed Paul F. Evans, whose
successful strategies as Chief of the Boston Police Department — one of
the largest in the USA — helped cut violent crime by 34 per cent, murder
by 68 per cent and burglary by 40 per cent since 1995, to head his Police
Standards Unit.3°

Heads of police authorities must stop pushing the more-money-
and-more-officers agenda. Britain can be a much safer place to live
with the resources available to its police now. What works is insightful
leadership, a willingness to trust the officer on the street while holding
commanders accountable, and a commitment to involving the commu-
nity being protected. It is all about incentives, property rights and
personal accountability.

29  This now-famous article helped popularise the idea of zero tolerance, or what is some-
times called ‘Broken Window’ policing. It is based on the idea that a single broken win-
dow in a neighbourhood can invite further crime problems by creating an air of social
uncertainty and enforcing an idea of few active authorities.

30 ‘Police Forces Face Shake-up’, http://news.bbc.co.uk, 9 September 2003.
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The required change will come about only sporadically unless there
is major institutional change. Policing may always take place in a ‘second
best’ environment as far as liberal economists are concerned. So we have
to develop the structures that, as far as possible, use market-type incen-
tives, to ensure the development of effective policing strategies. Most
liberal economists share the view that services that have to be provided
by the state should be provided by the lowest level of public authority
possible. In the case of policing that should be district or city councils
or unitary authorities under our current local government structures. If
structures that provide even smaller areas of meaningful local govern-
ment can be developed, all the better.

Local authorities should have responsibility for raising their own
finance for the police, for setting the pay and conditions of their police
service (including pension benefits) and for developing their own
policing strategies. In such an environment innovation will be copied
more effectively and the local electorate will understand exactly who is
responsible for policing and cast their votes accordingly.

Parish councils could have the option of levying supplementary
policing charges in return for extra policing — or have the option of
providing their own additional arrangements. There will be straightfor-
ward competitive comparison of crime reduction strategies, costs and
success rates between similar and adjacent localities. Of course, there
may be some forms of crime for which regional and national police
forces are necessary. Just as there are hypermarkets and corner shops,
we need different kinds of police forces to deal with different kinds of
crime. There should also be cooperation between neighbouring forces
—in a competitive environment, where failure is punished and success
rewarded, the optimal degree of cooperation pays.

Private policing should be a major part of the solution too. Even
today, private security firms provide a very significant proportion of
security services. The benefits of policing can often be confined within
the boundaries of particular estates or areas that are privately owned
or controlled by housing associations. Gated communities could nego-
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tiate with local authorities to provide some or all of their own policing,
in return for a reduction in local taxes. Indeed as 2004 ended, the Royal
Institute of Chartered Surveyors reported a ‘mushrooming’ in the use of
private security firms to police everything from wealthy areas and gated
communities to council and social housing.?* Alternatively, local authori-
ties could provide grants to housing associations or private estate owners
who provide their own policing (see Johnston, 2004). Better develop-
ment of property rights would enable private solutions to policing to
develop which we cannot yet envisage.

Governments will need to rid themselves of the conceit that they
can impose the best methods and organise the best way of doing things.
Governments will have to accept ‘postcode policing’. In some areas
policing will be undertaken in more effective ways than it is in other
areas. But constructive innovation and competitive pressure will ensure
that the better policing methods prevail and those that fail will be
consigned to the dustbin: a far cry from the current situation. Policing —
both private and public — will always be necessary. However, only radical
reform of policing will ensure that the police return to their proper role
of effectively preventing crime.
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5 PENSION PROVISION IN 2055
Philip Booth

Introduction

It is arguable that the state should not be involved in pension provision
at all. Some forms of private insurance (such as health and disability
insurance) do have certain features that would lead some economists
to propose varying degrees of government intervention although, in
practice, in such cases government provision may still be less effective
than private provision. It is not difficult, however, to envisage a fully
private market in pensions without any government intervention at all,
and this chapter will propose moving to such a situation.

The long-term nature of pensions policy creates a dilemma for policy-
makers. Unless policy changes are made today, they will not make their
full impact before 2055. If the agenda proposed here is implemented in
2055, it will not be fully operational until 2105. A transition from one
system to another can also be difficult. Thus, after the initial critique of
government pensions systems, there are three strands to the analysis.
First, a policy for a liberal utopia is outlined. Then a more pragmatic
approach is suggested — this could be implemented in the next five years
and be fully operational by 2055. Finally some transition arrangements
are suggested for people who have accrued a pension under the current
system to help us get to our ideal position more quickly.

State involvement in pensions

During most of the 8o-year lifespan of state pensions in the UK there
have probably been three major arguments against state pension
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provision. To a degree these problems were anticipated at the time
the state systems were developed (see, for example, Bartholomew,
2004). The first argument is that state pensions undermine funda-
mentally the ability of people, particularly the poor, to plan with
foresight and make provision for the future through saving. Second,
state pension provision replaces private sector capital accumulation
by a system of government-controlled income redistribution between
generations. Third, the nature of state pension schemes is such that
they are generally unfunded so that current pensions are paid out of
the taxes of current taxpayers. This means that, if the demographic
profile of the population changes, the government’s tax take can fall
at the very time pension payments are increasing. Since the late 1980s,
much of the debate about pensions in the UK has related to whether
‘funded pensions’ are better than ‘pay as you go’ pensions provided
by the state. Policy in the UK has been compared favourably with that
in continental EU countries. Whole libraries of material have been
published on this subject, following work undertaken by the OECD;'
the debate on the pensions system has broadened again in recent
years, however.>

The feelings that these three arguments generated are effectively
summed up by the following quote:

There was at the existing time great political pressure from the
Governments to adopt or maintain ambitious programmes of
so-called social security, with perhaps too little understanding of
their ultimate effect on the social and economic structure. A sound
social insurance and superannuation programme could sustain
and strengthen a nation; on the other hand, a sufficiently unsound
one could destroy it. Furthermore, once such a programme was
put into effect it became politically impossible to discard it or to

1 There is a full discussion of different countries’ pension schemes and the unfunded pen-
sions problem in Economic Affairs, 18(1).

2 See, for example, the report of the government-appointed Pensions Commission, chaired
by Adair Turner.
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reduce benefit scales which it was beyond the ability of the nation’s
economy to support.3

It is certainly true that government pension systems have involved
huge unplanned and inequitable inter-generational transfers. They
have also led to extremely high labour market taxes that may well have
reduced labour force participation dramatically.

Early state pension schemes were simple in structure, providing a very
basicincome, from a given age. For some people this would form the whole
of their retirement income whereas for others it would provide a basis
upon which to build private saving. In a society in which full retirement
at a specific age was common, long careers in stable jobs were common
and the demographic profile of the population was stable, such schemes,
however undesirable, may have caused only limited damage. These
schemes then grew, however, to encompass ‘earnings related” elements.
Demographic change then led to state schemes becoming a much greater
burden than was anticipated. This led to the unfunded versus funded
pensions debate which preoccupied pensions economists for much of
the 1980s and 1990s and led to pragmatic proposals, involving compul-
sory private saving, which have been adopted in Chile and Australia, for
example. In addition, as the brief period of stable demographics, hier-
archical labour markets with standard terms and conditions of employ-
ment and more uniform family structures with single-earner couples with
dependants, which dominated the early post-war period, has come to an
end, compulsory state pension schemes look rather like the compulsory
provision of horses and carts as a means of free transport for pensioners.

Time to move on

Whilst economic developments have led state pension schemes to become
outdated and inappropriate, they have also become more complex and

3 Edward Marshall, former President of the US Society of Actuaries, speaking at the First
Business Meeting of the Centenary Assembly of the Institute of Actuaries, 22 June 1948.
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meddlesome. State pensions include an earnings-related element but,
also, ‘supporting’ the state pension system are extensive means-tested
cash payments, council tax benefit, housing benefit, free television
licences, winter fuel benefit, special pensions payments that depend on
age, and a special tax system for the old with a complex method of with-
drawals of reliefs. Remarkably, there is a ‘married couples allowance’ for
those over 70, but not for those under that age who are more likely to have
children to support. Surrounding private pension systems there are also
detailed and complex regulations relating to tax, solvency, product sales
and contracting out of the state scheme. The state is involved in every
nook and cranny of pension provision —not just in relation to the payment
of state pensions. Why is this situation increasingly inappropriate?

It is important, as individuals” and families’ working patterns differ
more, that pension provision can reflect differing preferences and also
that individuals are able to take account of the information provided
by price signals in labour and capital markets. A uniform state pension
system and a highly regulated private pension system cannot cater for
the widely different needs and circumstances faced by individuals and
families: people are working in a number of different countries during
their lives; individuals take career breaks to retrain, to look after family
members or for leisure; increasing numbers of people work part time for
at least a proportion of their lives; large numbers of people now retire
abroad. Furthermore, people are living longer and increasingly, for at
least some of these extra years of life, in good health.

Individuals may want different arrangements to reflect their different
working patterns. Different pension ages, different annuity patterns
compatible with a pattern of partial retirement, the use of equity from a
main residence to supplement or replace pension income are just a few
examplesofthedifferentkinds of pensionarrangementsthatmaybeappro-
priate. Itis alsoimportant thatindividuals face the price signals relating to
their decisions. As populations age, the relationship between the quantity
of capital and the quantity of labour in an economy changes, sometimes
rapidly. Typically, the capital-to-labour ratio rises as ababy-boom genera-
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tion comes of age. It may then fall again as a baby boom generation spends
itssavings. Relative prices, wagesandinvestmentreturns may change quite
rapidly. Inthissituation, investment returns mightfalland wagesrise. Any
government policy that institutionalises a given pension age, whether
through its pensions system or through other aspects of the social security
ortaxsystem, makesitlesslikely thatindividualswillrespond to these price
signalsby delayingretirementand pensionage. Thisis perhaps particularly
pertinent at the current time. Returns on investment seem relatively low,
and there seems to be tightness in the labour market. In a free market for
pensions, we would expect people torespond to lower investment returns,
reflected in higher annuity prices, by retiring later. Such decisions would
also work with the grain of the labour market by increasing labour supply.
There would be significant overall welfare benefits from allowing people
to respond to changes in price signals in this way.

The problem of the size of the workforce reducing as the population
ages is clearly understood by politicians. As would be expected, they
propose political meddling to deal with a problem caused by earlier
political meddling. This meddling comes in various different guises,
such as anti-age-discrimination legislation; increases in the minimum
retirement age; changes to the state pension scheme; clamping down on
the abuse of disability benefit; and various government strictures and
special measures. None of these measures would be necessary, however,
if the government took a number of actions to reduce policy interference
in income provision for the aged. Such actions could include: ending
the compulsory purchase of annuities; the removal of restrictions on
the forms that pension annuities can take; ending the rigid nature of
state occupational pension schemes — it is extremely rare for a teacher
or a nurse to continue working after the ‘normal’ retirement age in those
professions; abolishing public sector labour monopsonies; ending pref-
erential treatment for the over-65s in the means-tested benefit system;
privatising the state pensions system; and privatising the disability insur-
ance system. If these actions were taken, individuals would face the social
and private costs of retiring at their chosen age given the choices available
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to them in the labour and capital markets. The government would not
have to encourage flexible retirement, it would happen naturally.

The difficulty of moving on

In anticipation of the development of public choice economics, Edward
Marshall noted how difficult state social security systems would be to
change (see page 87). This is true for two reasons. When it comes to
decreasing the extent of current state pension systems, the size of the
interest groups in receipt of pensions would make it very difficult for poli-
ticians to vote for change. With regard to the accrual of future pension
rights, the situation is even more problematic. Part of the electorate (for
example, those aged 20-50) could vote for policies that would lead to
increased pension accrual rates so that they would receive higher pensions
on retirement. Those who would pay the cost of that accrual in an
unfunded system do not yet vote or are not even born. There is no interest
group that can organise on behalf of those not yet born to protect them-
selves against increases in the future cost of state pensions! The mecha-
nism of contracting out does ease this problem somewhat (see below).

Thecombination ofthese problems makes state pensions systemsboth
undesirable and unsustainable. The nature of the problems is such that
there is little likelihood that the government will take action to alleviate
themuntilacrisisisreached. Thisgivesrisetoanother problem. Prospective
pensionerscannotknowwhentheywillsufferfromapolicy changeand how
extensive thatchangewillbe. Such policy changes maybe fundamental (for
example, scaling back benefits) or subtle (for example, by means-testing
benefits). Those in state pension systems thus have ‘policy-induced risk’.
Unlike therisk thatarisesfrom privateinvestment, this policy-induced risk
is extremely difficult to quantify and impossible to manage.

The minimal state in pension provision: an outline proposal

It is not entirely clear why the state needs to be involved in pension
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provision at all. There are certain categories of insurance that, it could
be argued, are subject to some kind of ‘market failure’ or ‘information
asymmetry’ that prevents markets working properly. For the sake of
argument, let us assume that these problems exist with regard to long-
term care, health, disability and unemployment provision* and so the
state gives assistance to people in need of these benefits. When consid-
ering pension benefits, therefore, we are simply considering the provi-
sion of an income to those over a typical pension age who are, more or
less, fit and well — this is the fundamental nature of a pension benefit.
It is paid contingent only upon the individual being alive. There is no
serious information asymmetry or potential market failure here — it is
not difficult to assess whether somebody is alive whereas it is very diffi-
cult to assess whether somebody is genuinely off work as a result of disa-
bility. It is not difficult for the insured to know whether he should be
paid a benefit, unlike with health insurance, where the individual relies
on the opinion of ‘experts’ and we need the development of intermediary
bodies, such as health maintenance organisations, for the health insur-
ance market to work efficiently.

With regard to pensions provision, individuals face a simple problem
—how do they arrange their working life and their savings in order to get
the income pattern they want over their fit lifetime? The first thing to
note is that this is an individual problem. The answer to this question
depends on individual preferences and circumstances and cannot be
anticipated by the state. The second point to note is that problems of
‘poverty’ are irrelevant to this question. If the state wishes to help the
poor, at any stage in their lives, it can. The poor in receipt of that help
can then decide how to use the assistance to provide them with the
retirement income they wish to have from the age they want to receive it.
In other words, the poor can use private vehicles for retirement income
provision, just like everybody else, in the same sense that they can use

4 It is certainly clear in the author’s mind that disability and long-term care insurance
would be far better provided by the private sector: see, for example, Booth and Dickinson
(1997).
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the same food shops as their better-off counterparts. In practice, the
state pension scheme is used to provide a proportionately bigger income
to the poor for a given level of contribution (although Beveridge did not
necessarily intend this — see Booth in Deacon, 2002). Whatever degree of
income redistribution occurs within the state pension system, however,
can be achieved in other ways, whilst allowing the poor to provide for
their own pension in the way they prefer.> A third point to note is that
the decision about how much to save is not a technically complex one. It
is also one that can be easily managed. Within reason, if poor investment
decisions are taken or insufficient income is saved, this does not lead to
financial ruin but to a requirement to work longer than expected or save
more later in one’s working life. None of the usual arguments to justify
government intervention in the insurance of contingencies applies in the
case of pensions.

In the long term, there should be a complete deinsitutionalisation of
pensions policy as far as the government is concerned. There is no legiti-
mate role for the government in pensions provision. Individuals and
families would determine the form of saving they wished to undertake in
order that they could optimise their consumption pattern over their life-
times. The concept of a state-determined, uniform ‘pension age’ should
seem in the future as quaint as the idea of asking the Bank of England
permission to purchase foreign currency for a holiday does today. Indi-
viduals may well sign up to paternalistic pension arrangements or other
contractual arrangements that prescribe particular retirement ages.
Conventions might develop across groups in society, in different indus-
tries or in different regions of the country, but the government would
not need to be involved.

The government would also have to address other issues. For
example, all means-tested and non-means-tested benefits should be
independent of age and the tax system facing old people should be the
same as that facing younger people. Government interference in the tax

5  See the pragmatic proposals below.
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system surrounding private pension provision should also end, although
it is a moot point whether this would mean that all saving or no saving
was subject to tax relief (see Booth and Cooper, 2002). The government
could dispose of a huge number of general pensions regulations, national
insurance regulations and tax rules.

The proposal to remove the state from pension provision alto-
gether may seem a radical proposal but it has clear merits. There would
be reduced costs, increased choice, no government interference in the
decision as to when and how to stop work, and individuals and families
would have much lower taxes and a secure planning framework. Govern-
ment income provision for the elderly is a relatively recent invention and
it is difficult to argue that it has been successful. It would still be neces-
sary for individuals to obtain an income during periods of unemploy-
ment, disability, illness and so on, and for many people a proportion of
their old age is a period of ill health and disability. Whether such contin-
gencies are covered by the state or privately is an important issue but not
the subject of this essay. No compulsory pension provision should be
necessary because means-tested benefits for those with no income would
be at the same level regardless of age, and there would be a work test
before individuals would be allowed to receive means-tested benefits.

A more pragmatic approach

The minimal state proposal effectively suggests that the government
should have no role in old-age income provision. Most of the benefits
of that proposal, however, could be achieved by a reform that could
easily be enacted in the next parliament. The transition might take us to
2055, such is the long-term planning horizon for old-age income provi-
sion. The following adjustments would have to be made to government
arrangements for income provision for the elderly:

* The government would abolish all future accrual in the earnings-
related part of the state pension scheme (S2P, formerly SERPS).
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* The government would reduce means-tested benefits paid to over-
65s to their level at other ages (if this seems radical, it should be
noted that this would approximate to the situation that prevailed as
recently as 1997).

* The basic state pension would be changed to the level of income
that is paid as the basic means-tested benefit, and it should be
offered on the accrual principle so that every year for which an
individual paid national insurance contributions (or was otherwise
deemed entitled to the accrual of the pension — for example, if they
had caring responsibilities) they would receive an entitlement to
1/45 of the level of the state pension, linked to future price increases.

* Housing benefit and council tax benefits would be abolished
and appropriate adjustments made to general cash means-tested
benefits.

o The free television licence, the winter fuel allowance and all other
‘gimmicks’ paid to pensioners would be abolished.

* The government would set a particular expected number of years
for which it would like the basic state pension to be paid and set
up an independent committee to adjust the basic state pension age
every ten years to ensure that the average life expectancy at state
pension age remains the same (for the sake of argument, at ten
years, so that if life expectancy at age 71 were 81, the state pension
age would be 71).

 Allforms of different treatment of older people through the tax
system would be removed.

* All accrued rights in the earnings-related pension scheme would
remain (but see the transition arrangements below).

 If people wished to choose to receive a state pension beginning
after the set state pension age, they would receive an appropriate
actuarial enhancement.

Tofacilitate thereturn of powerto theindividual, the following changes
would also have to be made to private sector pension arrangements:
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* Taxrelief on pensions contributions in general would remain but
the tax-free lump sum would be removed (this would ensure that
the special tax advantages for pension saving were reduced so that
they would not be abused; this would enable the removal of several
chapters of regulations surrounding both personal and occupational
schemes that are designed to prevent abuse of the tax position).

* Both occupational and personal pension schemes could contract
out of the new basic state pension and receive an actuarially neutral
rebate of national insurance contributions. If an individual was
not contracted out via an occupational scheme, he or she could
maintain a personal pension scheme in which the contracted-out
rebate would be invested. Any individual entitled to state pension
accrual but not paying national insurance contributions (for
example, women caring for children) could also contract out of the
state pension system and receive a rebate to be invested in a private
scheme.

These arrangements might seem complicated. This is because we
have described how to get from where we are now to the new arrange-
ments and the current position is appallingly complex. But, in the end,
we would have something stunningly simple. The government would set
a state pension age so that, on average, people would expect to receive
a pension for ten years. Today that age might be, say, 70. The state
pension would be set at subsistence levels so that even those who remain
in the state system would have received no more than a foundation on
which to build. Anybody who wished to do so could contract out of the
state system altogether and obtain a refund of the national insurance
contributions equal to the actuarial cost of purchasing the state pension
benefit. For the first time, people could choose to have no state pension
at all and receive an appropriate refund of their national insurance taxes.
Also, for the first time, individuals accruing state pension rights who are
not paying national insurance contributions could become completely
independent of the state for their retirement income. The distortion to
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work and savings incentives in the economy would be minimised by the
fact that the state would simply be providing, at worst, a given (small)
income for a short period of time. All redistributional aspects of the
current state pension system could be maintained: this is because any
rebate of national insurance contributions paid to individuals would not
depend on the contributions actually paid but the actuarial value of the
pension benefit they have chosen to forgo.

Transition arrangements

Individuals who have accrued entitlements in the existing state pension
scheme would be allowed to keep their entitlement. The state could
facilitate the transition, however, by offering to ‘buy out’ state pension
obligations. If, for example, a 40-year-old individual has accrued the
right to an index-linked pension of £40 per week under the existing state
pension system, the individual could exchange the right to that benefit
for a cash sum equal to the actuarial value of the benefit. The cash sum
would have to be invested in an appropriate pension scheme. The state
would be privatising its pensions liabilities in the same way as, in the
1980s, it privatised its assets. It could finance this by borrowing. This
would not increase the state’s overall debt because obligations to meet
the costs of explicit borrowing would simply replace future pensions
costs. Preferably, though, the state could meet the cost of this privati-
sation of pensions liabilities through the privatisation of state assets —
roads, television stations, radio and telephone spectrum, housing stock
and so on. These transition arrangements would allow large numbers of
people to become independent of the state pension scheme even if they
had accrued entitlements within it under existing arrangements.

Conclusion

Most Western economies are in a public-choice-reinforced, self-inflicted
spiral of decline. The state provides a high level of retirement benefit
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from a young age and, in many countries, provides early retirement
benefits too. The state finances much of the cost of education, at least
to the age of 18 and often to the age of 21 or older. In some countries,
the state also finances childcare. In some EU countries, up to 50 per
cent of people between the ages of 21 and the state retirement age do
not work. There is therefore a small section of the population working
and paying taxes in order to finance the upbringing or the retirement
of the rest of the population. This situation is not stable, as the majority
being supported has no incentive to reduce the burden on the minority
paying for the support. As working becomes less attractive, the number
of taxpayers then falls further. Pensions must be reformed, not just
in Britain, but in the whole of the Western world. There is a strong
economic case for the state having nothing to do with pension provi-
sion at all. At worst, the state should provide a subsistence income for
a few years but allow people to make alternative provision and receive
a refund of the cost of providing a state pension if they prefer to make
their own private arrangements. This policy is not only essential to
ensure economic welfare. The end result of the alternative of a public-
choice spiral of decline will be ever increasing inter-generational conflict
which, in many countries, may be played out on the streets rather than
through the ballot box.
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6 SOCIAL SECURITY IN A FREE SOCIETY
David G. Green

Introduction

What sort of cash benefits should be provided in a free society, if any?
During the 1960s and 1970s we came to identify concern for disadvan-
taged people with transferring money to them. The more you cared the
more you transferred. The Blair government questioned this doctrine of
welfare rights and argued that we had both rights and responsibilities: if
you can work, you should. And in the first year or so after 1997 there was
talk of ‘springboards’ rather than ‘safety nets’, implying a major break
with past beliefs, which rested on the idea that most people are victims
of circumstance.

But what have the results been? In reality, welfare dependency has
increased. Despite a huge fall in unemployment, there were 240,000
more people on benefits and welfare tax credits in 2003 (6,383,000) than
in 1997 (6,143,000).! The trend is a little harder to discern than it used
to be because the government has renamed the main in-work benefit
twice and treated it as a ‘tax credit’ rather than a welfare benefit. But
throughout its transformation from family credit to working families
tax credit and then to working tax credit, its character has remained the
same.

How does welfare dependency today compare with recent history?
In 1951 just over 3 per cent of the population received national assistance
or unemployment benefit. In 2002, not including the state pension, 26

1 Department for Work and Pensions, Client Group Analysis: Quarterly Bulletin on the Popu-
lation of Working Age on Key Benefits, August 2003; Inland Revenue, Working Families Tax
Credit Statistics, Summary Statistics, February 2003.
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per cent of households relied on means-tested benefits (22 per cent) or
working families tax credit (4 per cent).> The government’s estimates
of the number of ‘workless households’ tells a similar story. Workless
households are those of working age with no one aged sixteen or over in
employment. In 1998 3.1 million households were workless and in 2003
2.9 million. This was a fall of only 137,000 households from 16.8 per cent
of all households to 15.6 percent.?

Nor is this dependency a matter of ‘topping up’ largely private
incomes. In 2002, 30 per cent of households received half or more of
their income from the state and 60 per cent of households with at least
one adult over the pension age relied on the state for half or more of their
income. Family breakdown is one of the main causes. Only 8 per cent
of couples with two children receive income-related benefits, compared
with 65 per cent of lone parents with two children.*

The current strategy of the government is to ‘make work pay’, but it
is very unlikely to achieve its declared aim of reducing benefit depend-
ency. Its continuing paternalism has led the government to encourage
claimants to take a job by paying them additional in-work benefits. This
subsidisation reduces the number of people wholly reliant on benefits by
increasing the number partially reliant on welfare. Consequently, it is
creating a new kind of in-work dependency, and I will advocate instead
measures that encourage self-sufficiency.

Two main proposals are made in this chapter. First, I argue that we
urgently need to redefine the social contract between the community and
its members. The safety net should always be there to prevent hardship,
but we need to reconsider what the members of a society can reasonably
expect of benefit claimants. I propose a different method of combining
an ever present safety net with a stronger focus on self-sufficiency.

Second, we should abolish all entitlements to benefit and, instead,

2 Department for Work and Pensions, Family Resources Survey 2001/02.

3 National Statistics, Work and Worklessness among Households, Autumn 2003, January
2004.

4 Family Resources Survey 2001/02, op. cit.
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place a two-part obligation on the government: to provide assistance
sufficient to prevent severe hardship for all who need help; and to do so
in a manner most likely to lead to self-sufficiency.

The significance of a high degree of welfare dependency is that many
people will look to the government — in practice to one political party
—for part or all of their standard of living. This creation of ‘client groups’
in the population undermines the independence of public opinion and
invites political manipulation. Before the 2001 election the party in
power claimed to have given a million people a pay rise in the form of the
minimum wage. Having increased the number of recipients of working
tax credit it can now make a similar appeal to them. In November 1997
there were 766,000 recipients of the old family credit. By February 2003
there were 1,427,500 recipients of working families tax credit (now
working tax credit).

What is the alternative? An opposition party cannot easily disre-
gard the presence of a block of beholden people and, if it wants to win
elections, will have to be equally or more ‘generous’. Hence, a cycle of
electoral bribery is encouraged and no strategy can afford to ignore its
power.

How could welfare dependency be reduced? One approach is to
understand welfare dependency as the outcome of too much government
—implying that the solution is less government. A pure libertarian policy
would ‘scrap the lot” to allow philanthropy and mutual aid to flourish,
but this approach is not realistic. In any event the problem is not ‘too
much government’ as such, it is the wrong kind of government. A free
people with shared sentiments and living under the same laws should
offer all its people cast-iron safeguards against serious hardship as a sign
that everyone belongs.

Does this sound suspiciously like the solidarity associated with collec-
tivism? There are two very different kinds of policy associated with the
term solidarity. The first is redistribution from rich to poor. In truth it
creates division. The resulting politics involves conflict between factions
and organised groups seeking advantage at the expense of another group
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— the rich. The second type of solidarity unifies people: we all do our best
to be self-supporting and to do what we can for the common good, but if
things go wrong the wider society will always be there to lend a helping
hand. Such a policy creates a common bond based on reciprocity.

The aim of policy-makers, therefore, should not be less government
for its own sake. It should be to discover policies that unify rather than
policies that divide.

The safety net

The underlying problem is that at any one time some people are not able
to support themselves. The conundrum is how to help without causing
a counter-productive reduction in work effort or creating still worse
problems. Legislation has along history. In 1536 Henry VIII made begging
by people able to work punishable on a first offence by whipping, on a
second by cropping the right ear and on a third by execution.

Since Tudor times policy-makers have grappled with the problem
that having a safety net, of itself, tends to reduce work effort. The 1834
new poor law was based on a ‘self-acting’ test — that is, help was provided
on workhouse terms to all who asked, without a means test. Life in the
workhouse, however, was intended to be less attractive than the life of
the independent labourer.

The ethos had changed by the end of the nineteenth century. Typical
of thinkers at the turn of the century was Helen Bosanquet, an influential
member of the 1909 Royal Commission on the Poor Laws, who urged
a ‘positive’ rather than a deterrent approach. Many different types of
people needed help, she said, and the underlying causes of their imme-
diate problem should be discovered and help given to restore independ-
ence wherever possible. The choice was not between help or neglect; the
challenge was to find the best way to restore independence.

During the twentieth century commitment to personal responsibility
weakened gradually. By focusing on the ‘poverty line’, studies by Booth
and Rowntree, for example, directed attention towards the symptom
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of an underlying problem. By the time of the 1942 Beveridge Report,
however, the sense of mutual obligation and the commitment to family
self-sufficiency, though weakened, remained intact.

Theories of social exclusion and victim status, following what many
have called the ‘rediscovery’ of poverty in the 1960s, led to the abandon-
ment of personal responsibility as a guiding principle of welfare reform.
By the 1970s public policies were influenced by a doctrine that can be
called ‘egocentric collectivism’. It embraced four main ideas: social deter-
minism, according to which individuals were seen as powerless and ‘the
system’ dominant, from which it was concluded that holding individuals
responsible was ‘blaming the victim’; egalitarianism; welfare rights, or the
view that individuals have one-sided claims on the public purse, with
little or no acknowledgement of corresponding obligations; and cultural
nihilism, which insisted that individuals should be released from moral
and cultural restraints.

The high point of this doctrine came during the 1970s, and over the
next decade a counter-movement developed which might be called the
‘rediscovery of independence’. Led by writers such as Charles Murray
and Lawrence Mead, it rejected the egocentric rights culture and asserted
the importance of a two-sided ideal of community and self-sufficiency.
The community should always maintain a safety net and individuals
should work, if at all possible.

The alternative

The emerging counter-view was that we should reform social security
based on the assumption that there is a contract between the indi-
vidual and society. All entitlements to benefit should be abolished and
a twofold obligation placed on the government: to provide assistance
sufficient to prevent severe hardship to all who needed it; and to give
only help that would lead to self-sufficiency. To that end, means-tested
income replacement benefits should be cancelled and transitional assist-
ance introduced in their place.
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Welfare policy should be based on high expectations of human
potential. In a free society, individuals can be expected to make provi-
sion for the normal expenses of living, periods during the life cycle when
expenditure will be high (such as child-raising) or income low (especially
retirement), and to provide against possible misfortunes (such as ill
health or accident). Moreover, individuals can reasonably be expected
to choose a family structure that will allow them to support and care for
children.

Policy options for people out of work

Workfare schemes of the form that has been used in Wisconsin have
been successful. Between 1994 and 1999 welfare dependency in the
USA fell from 14 million to 7 million people. The essential elements
of the strategy that led to this result were: scrapping the idea of giving
people an incentive to work and laying down a firm rule that there are no
benefits without work; if one is disabled, one’s capabilities are assessed
and appropriate work assigned (people in wheelchairs, for example,
can often answer the telephone); and benefits are subject to time limits.
Unmarried parents should be treated as a unit regardless of whether
they live together. If they choose to live under separate roofs that is up
to them. The government will treat them as a self-supporting unit of
mother, father and child. The father must support himself and the child;
and the mother must support herself.

Work should be a requirement of the benefit system. For the able
bodied, full-time work is a reasonable expectation. Where there are two
living parents, one-parent families should also be self-sufficient. Absent
lone parents should be expected to pay sufficient maintenance to keep
their children, and custodial lone parents should be required to work
as many hours as necessary to keep themselves off benefits. Disabled
people should try to be as self-sufficient as their disability allows.

New applicants for benefit should be subject to strict requirements
before any benefit is paid. All new applicants should meet a personal
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adviser to determine their capacity for self-sufficiency. It is reasonable
to expect people to have sufficient savings to cover two weeks without
income and so anyone wanting cash assistance should be required to
take part in two weeks of job search before benefit is payable. Any emer-
gency cash assistance required during that time should be treated as a
repayable loan. A graded series of alternatives should also be provided
for people not yet ready for full-time work. But unsubsidised work
should always be the first choice, with other options only temporary
until the ultimate objective of unsubsidised paid employment is met.

Policy options for those in work on low pay

Should there be in-work benefits to make work pay? Ideally, there
should not be. The dangers of providing such benefits have been
apparent for a long time. In the 1830s in Berkshire and Wiltshire
‘bread money’ was a regular payment and a distinction was made
between ‘bread money’ and ‘going on the parish’. The lesson to be
drawn from the Speenhamland system was that in-work benefits were
not effective but, despite this, reliance on in-work benefits has been
growing. But it will be too difficult in the short run to scrap the
working tax credit. One precept deserving of investigation is that of
‘No one who works hard should be poor’.

This does not mean that everyone who has a low income should
be given money. But if a person works full time and is still unable to
command a ‘living wage’, an in-work benefit may be defensible. Never-
theless, working tax credit has damaging side effects. It requires only
sixteen hours’ work a week, with the result that many reduce their work
effort to qualify. This defect could be avoided by defining full-time work
as 40 hours a week for 50 weeks a year. Certainly, parents with dependent
children, whose income was still very low after putting in that amount of
effort, would be considered by most people as deserving of assistance.

Such a system would reward hard work. There are now over
1.4 million people on working tax credit and, based on the current
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proportion of claimants who work full time, a 40-hour requirement
would reduce this figure to about 400,000.

Provision for old age®

Pensioners have the minimum income guarantee and a system of tax
credits intended to encourage private saving. About 60 per cent of
pensioners depend on the income-tested elements of the scheme. What
sort of strategy would be both compatible with a society of free and
responsible people and likely to be acceptable given the high degree of
electoral bribery? The current system of saving for old age is dominated
by the tax break for private pensions. Free marketeers often defend two
alternatives: a funded state system like that in Singapore; or a compul-
sory private system, like Chile’s.® Such a policy amounts to compelling
people to invest in a bad bet.

The better alternative is tax neutrality for all methods of saving,
including cash saving, property and shares. It would be possible to
invest in any of them with after-tax income, but there would no further
tax on interest, dividends or capital gains. Inheritance tax should also be
scrapped.

But wouldn’t the loss of the pension tax break be resented? One
approach would be to let people take the cash benefit early. At present
25 per cent of a pension fund can be taken in cash at retirement. If people
were allowed to take it earlier, it might seem like a fair swap. It may be
necessary to limit the amount that can be withdrawn in any one year to
avoid having a dramatic impact on the economy.

What would be the result? A family could build up assets — property,
durable goods, shares, cash —with the intention of handing them on from
generation to generation. When you purchase an annuity the insurer
takes the risk that the capital will run out, but members of a family might

5  The subject of pensions is also covered in the chapter in this volume by Booth, which
focuses on retirement income provision.
6  Although Booth does not propose such solutions.
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prefer to take that risk themselves. If the oldest surviving generation, for
example, opts to live on its capital rather than to buy an annuity, the risk
of their capital running out before they die gives their children an incen-
tive to diminish expenditure, perhaps by caring for their parents them-
selves. They might use the capital to build a ‘granny annexe’, so that their
parents are close at hand. Such a property-based strategy offers consider-
able flexibility for families of quite modest means.

This approach could be further encouraged by income tax reform. In
some countries couples are allowed to apportion their family earnings
as they believe best. They can agree a 50/50 split, or apportion all of it
to the wife or the husband. If we were to introduce this system, perhaps
we should allow income to be assigned to any adult living at the same
address. This could also help to solve the problem of caring for the
elderly. Families who took responsibility for caring for their elderly
parents could assign their income to them and pay less tax to reflect the
saving to other taxpayers.

Tax allowances permit people to keep their own money and thereby
encourage a sense of personal responsibility. Benefits tend to have
the opposite effect. The chief argument against tax allowances is that
people who have no tax liability (because their income is below the tax
threshold) do not benefit. The counter-argument is that the existence
of the allowance gives people an incentive to earn more so that they do

qualify.

Conclusion

The present government is creating a group of people who will look
with gratitude to one political party for their income. The alternative
approach should be built upon independent individuals who look first
to their own efforts in the confidence that the wider society will always
be there to help if things go wrong. The end result would be a property-
owning democracy, based on government that unifies, not government
that divides.
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7 LIMITS ON THE TAX BURDEN
Tim Congdon

What is the limit on the tax burden?

High taxation does not mix well with political freedom and economic
efficiency. Despite this, the second half of the twentieth century — the
years when the Institute of Economic Affairs was making its vital contri-
bution to the public debate — was a period of extraordinarily heavy
taxation by long-run historical standards. Before World War II it was
unusual for taxation to exceed 25 per cent of national output; after the
war very few significant industrial countries had a lower tax burden.
Instead the ratio of tax to national output (‘the tax ratio’) varied in the
nations of the industrialised West from a low of about 25 per cent to
a high of 60 per cent." Indeed, a large state sector, and a powerful and
omnipresent fisc, are widely regarded as among the defining features of
the modern industrial state.

At the start of the post-war period economists raised questions
about the viability of the tax burden implied by the welfare state, then at
an embryonic stage. In 1945 Professor Colin Clark wrote a paper for the
Economic Journal, presenting evidence that a tax take above 25 per cent

1 Table 27 at the back of the 2003/04 issue of the OECD’s Economic Outlook publication
shows the values of the ratio of tax and non-tax receipts to nominal gross domestic prod-
uct in 27 nations between 1985 and 2002, with projections for 2003 and 2004. Some val-
ues are missing, but in total there are almost five hundred values. All are between 25 and
60 per cent, with two exceptions. First, the ratio exceeded 60 per cent in Sweden between
1986 and 2001, apart from one year (1992); but it never exceeded 65 per cent, even in
Sweden. When allowance is made for non-tax receipts, the ratio of tax to GDP would have
been under 60 per cent in Sweden in this period. Second, the values for Korea were under
25 per cent from 1985 to 1996, but Korea was not an OECD member (i.e. ‘a significant
industrial nation’) at that time.
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of net national product would be inflationary. This paper became widely
quoted and was still being discussed in an Institute of Economic Affairs
pamphlet over thirty years later (Prest et al., 1977: 21-3). In Clark’s view
anything above the 25 per cent figure carried such serious inflation
risks that it must be an upper bound. Keynes — as editor of the Economic
Journal — endorsed his position, opining that 25 per cent was ‘about the
limit of what is easily borne’. Given Clark’s and Keynes’ warnings, the
surprise must be that economic performance has been so good over the
last 60 years. Output growth has been continual, so that living stand-
ards today are vastly better than in the late 1940s. It seems that Clark
and Keynes were wrong. The facts suggest that considerable economic
dynamism can be achieved even with tax levels far above the quarter of
national income that they regarded as the maximum.

There is, though, another way of looking at what has been happening
across the industrial world since the 1940s. It turns out that tax is subject
to a limit, an absolute upper bound, just as Clark and Keynes thought.
But the limit is 60 per cent of national output, not 25 per cent. On what
evidence is this assertion based? The answer lies in the simple and plain
facts of experience: no nation in peacetime has had a tax ratio above the 60
per cent figure. In the post-war period — the period when the state sector
has been more extensive than at any other time in history — several
nations have had long periods with a tax ratio above 50 per cent and
the majority of advanced nations have had at some time or other a tax
ratio above 40 per cent. But no nation has exceeded 60 per cent for any
noticeable length of time.

Somehow a few nations — virtually all of them in Scandinavia — have
coped with a tax ratio of about 60 per cent. But their economic perform-
ance has hardly been encouraging and taxpayer resistance has become
a major political force. No government in these nations has dared to
breach the 60 per cent figure for long. A tax ratio of 50 or 60 per cent
may be viable, in the sense that everyday economic life proceeds more
or less as normal and national income is stable or even growing slightly.
But it is very far from ideal. In fact, an increasing body of evidence argues
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that the level of and growth rate of national output are inversely related
to the tax ratio. An important study on the subject by Andrea Bassanini
and Stefano Scarpetta appeared in the OECD’s Economic Studies in 2001.
The numbers depended on the specification adopted, and allowed room
for judgement and debate (Bassanini and Scarpetta, 2001: 9-56, in partic-
ular p. 35). But in one particularly ambitious formulation, where the tax
ratio affected investment and, at a further remove, also influenced the
capital stock, a rise in the tax ratio of 1 per cent reduced national output
by 0.6-0.7 per cent. In other words, the equilibrium level of output in
a nation with a tax ratio of 50 per cent is 12 to 14 per cent lower than in
one with a tax ratio of 30 per cent, and the equilibrium level of output in
a nation with a tax ratio of 60 per cent is no less 21 to 25 per cent lower
than in one with a tax ratio of 25 per cent.

Unsustainability of very high tax rates

The existence of a limit to taxable capacity can hardly be unexpected. If
a tax rate of 100 per cent ends voluntary economic activity altogether, a
tax rate of 70 per cent or 80 per cent must have drastic adverse effects on
incentives. A nation could in theory levy taxes equal to national output
without having any tax rate at 100 per cent, because it could combine
very high rates of both direct and indirect taxes.” This nation might also
have a large private sector, with the state handing back enough to the
citizens in the form of transfer payments for the bulk of their expendi-
ture still to be on privately produced goods and services. But in practice
a nation with a 100 per cent tax ratio — or even a 70 or 80 per cent tax
ratio — would be impractical and unsustainable, for three reasons.

2 This may seem surprising, but if direct and indirect taxes were both 50 per cent of na-
tional income tax revenues would equal 100 per cent of national income, and yet the aver-
age rates of direct and indirect taxation would be 50 per cent of national income. Note
that an important constraint on indirect taxation is the risk of diverting economic activity
into the very small-scale tax-exempted sector, into cash or even barter transactions, or
into illicit activities such as smuggling. As far as the author is aware, there is no example
of indirect taxation amounting to 50 per cent of national income.

LIMITS ON THE TAX BURDEN

Disincentives and labour market participation

First, the nation would suffer from disincentives to work and save, and
from discouragement for people to seek employment and for companies
to offer it, even on the assumption that collection and compliance costs
were nil, and that taxpayers were wholly honest and paid their taxes
in full. This statement should hardly need proof, but the admirers of
modern European societies with their large state sectors — such as Adair
Turner in his book Just Capital: The Liberal Economy — sometimes appeal
to economic theory for a counter-argument. The counter-argument
needs to be noted and rebuffed.

A tax change can be regarded as a kind of price change. As is well
known, the effect of a price change on the quantity demanded depends
on two effects, a ‘substitution effect’ and an ‘income effect’. The substitu-
tion effect of an increase in price is always to reduce quantity demanded,
but the income effect is ambiguous. If the income effect of an increase in
price is significantly to increase quantity demanded, it may — in certain
special circumstances — outweigh the negative substitution effect. In
such a case an increase in price is followed by an increase in quantity
demanded. When applied to the labour market, this argument leads to
the claim that an increase in tax rates sometimes causes people to work
longer (Turner, 2001: 250-3).3

But in today’s conditions it is most unlikely that this sort of response
would be common or general. In modern industrial societies people are
cushioned against the loss of income from not working by social security
payments and the apparently ‘free’ supply of certain so-called ‘public
services’ (health, education and low-quality housing). The existence of
these benefits reinforces the negative substitution effect of high taxation.
For many millions of low-skilled or unskilled workers there is no point
in working. A prevalent tendency across the industrial world in the
last 30 years has been a decline in the proportion of working-age men

3 But Turner concedes that ‘The case for avoiding very high marginal rates, say above 50
per cent, is strong.’
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who actually work. This tendency has been most pronounced in some
European countries, such as France and Italy, where the rise in the tax
ratio has been greatest.

Fortunately, the decline in male participation in the labour force has
been offset by an increase in female participation. Two further preva-
lent tendencies across the industrial world since the 1960s have been
an increase in female participation and a sizeable reduction in the pay
differential between men and women. It is clear that without the entry of
more female workers into the job market economic growth would have
been much lower in recent decades than has actually been the case. But
as this mobilisation of the female working-age population can happen
only once, the associated output gain will not be repeated.* Further,
an argument can be made that one of its by-products has been a sharp
decline in fertility. Disturbingly, the decline in fertility has reached the
point where the populations of nearly all European countries are no
longer replacing themselves. The long-term sustainability of the high
taxation associated with the welfare state can therefore be questioned
from a wider demographic perspective.’

Costs of collection and compliance

There can be no doubt that — even in societies where tax payment is
frictionless — an increase in the tax ratio reduces the equilibrium level
of national income. But tax payment is not frictionless. The second way
in which a high tax ratio lowers national output is through the increased

4 Inthe USA the proportion of working-age women actually at work climbed from just over
42 per cent in 1960 to almost 72 per cent in the early years of the current century. It plainly
cannot rise to 102 per cent in the next 40 years. Assuming that the maximum proportion
is about 75 per cent (and only one OECD country much exceeds this), the USA cannot
enjoy the same output boost from extra female participation in future. The same is true in
most industrial countries.

5  See Congdon, ‘Does the Eurozone Face 50 Years of Economic Stagnation?’, World
Economics, April/June 2002, Henley-on-Thames: NTC Economic & Financial Publishing,
pp. 47-60.
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costs of collection and compliance. The cost of collection is ostensibly
borne by the government, but of course ‘the government’ is a legal
fiction. Ultimately the cost has to be borne by the taxpayer. Further, the
compliance costs — of filling in long and difficult forms, of preparing
correspondence with accountants, of learning about the tax system and
seeking advice on how best to structure one’s affairs — fall directly on the
taxpayer. They must rise with the tax ratio, particularly if an increase
in the tax burden is associated (as is invariably the case) with a higher
number and a greater complexity of taxes. Gordon Brown, the Chan-
cellor of the Exchequer since 1997, has tried to counter the disincentive
effects of the UK’s tax and social security arrangements by elaborate ‘tax
credit’ schemes, in which tax is reduced as incomes rise. These schemes
may have encouraged formerly unemployed workers to take up a job,
but they have added to employers’ costs and have been accompanied by
large increases in the tax and social security bureaucracy.

Avoidance, evasion and avoision

Finally, the higher the tax rates, the greater the incentives both to avoid
tax (i.e. to find legal means not to pay tax) and to evade it (i.e. not to
pay tax, regardless of whether the law is being broken). Different people
respond to these incentives in different ways. Of course, the dishonest
and unpatriotic have less compunction about avoiding or evading tax
than the majority of the population. If they ‘get away with it’, citizens
with a strong sense of civic responsibility feel cheated and angry. The
long-run effect is to undermine respect for law and civic institutions. In
these conditions illegal tax evasion may be widely regarded as no more
despicable than legal tax avoidance. As Arthur Seldon warned in the
1970s, the resentment caused by excessive taxation led to ‘tax avoision’
in a ‘new twilight of law-breaking’ (Seldon, 1980: 178).°

6  Seealso Arthur Seldon’s comments in Tax Avoision: The Economic, Legal and Moral Interre-
lationships between Legal Tax Avoidance and Illegal Evasion, London: Institute of Economic
Affairs, 1979.
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Tax ‘avoision’ is often thought to be the preserve of low-income
fringe operators, such as building contractors or minicab drivers, in or
close to the black economy. But when confronted with true tax rates
of possibly as much as 70 or 80 per cent of income even high-income
professional people and members of wealthy families structure their
assets to escape the attention of national revenue authorities.” Favourite
strategies are the registration of personal assets in bogus companies
to exploit the better tax treatment of corporate entities, the transfer of
assets from companies with a transparent pattern of beneficial owner-
ship to nominee companies where beneficial ownership is opaque, the
movement of wealth from heavily taxed jurisdictions to tax havens, and
the relocation of individuals with the deliberate intention of exploiting
tax residence rules (which differ considerably between nations).

All these devices take up an immense amount of time and effort,
both for the wealthy people themselves and their armies of professional
advisers (lawyers, accountants, brokers of various descriptions). Even so,
there is often considerable uncertainty about whether a particular course
of action is ‘tax efficient’ or not. Much of the activity is a ridiculous zero-
sum game, as governments both impose heavy taxation on their own
long-standing citizens (in the UK’s case, those deemed to be ‘domiciled’
here) and have advantageous tax arrangements for wealthy people of
foreign origin who come to live within their borders. Rich French people
live in the UK to take advantage of the low tax on people with foreign

7 The UK has a 40 per cent top tax rate on income from work, income from assets and
inherited assets. So it may appear that the highest ‘tax rate’ is 40 per cent. But that is not
so. Suppose that a wealthy individual saves out of income, receives income from his saved
assets during the rest of his life and passes on the assets to children. Then all three ac-
tivities (working, saving and dying) are taxed at 40 per cent. The true tax rate is (1 minus
[0.6%]) per cent, which is just over 78 per cent. No wonder wealthy people want to locate
themselves in jurisdictions with no income or inheritance taxes. John Stuart Mill was the
first economist to notice — in his Principles of Political Economy — that, when a system of
income taxation levied taxes on both income from employment and income from assets,
it involved double taxation of the income from assets accumulated from taxed income. If
allowance is also made for inheritance tax, the system would be better characterised as
treble taxation.
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domicile and rich Britons live in France to take advantage of the favour-
able taxation of pension income; rich Americans come to live in the UK
and set up artificial companies which masquerade as ‘foreign invest-
ments’ and rich Britons live in the USA to establish exemption from UK
capital gains tax, and so on.

Understandably, the national revenue authorities try to catch up
with the fiscally motivated peregrinations of the rich. But decisions by
their officials are sometimes arbitrary or downright vindictive, which
ends the citizen’s sense of loyalty to the state and utterly destroys
taxpayer morality. It is striking in this context that a large chunk of
European saving is now held in portfolios of bearer securities (so-called
‘eurobonds’). Because these securities are not registered, it is difficult,
or even impossible, for revenue authorities to determine the location
and identity of their owners. Regrettably, but unsurprisingly, when the
owners receive the income (by handing over a coupon detached from the
bond to a paying agent in Luxembourg or New York), they do not report
it to their tax inspectors. Most governments in the European Union
want a withholding tax to be levied on the income from such securities,
but the UK (where most eurobonds are arranged and underwritten) and
Luxembourg (because of the importance of paying-agent activity to its
economy) have resisted its imposition.

When the IEA was founded, eurobonds had not been invented. At the
end of 2003 the value of the outstanding stock of such bonds was about
$11,000 billion, up from $2,000 billion a decade earlier. No one knows
the proportion of total eurobond issuance owned by citizens of European
Union states, but it is almost certainly over half and may be more than
two-thirds of the total. This figure has become harder to estimate as the
concept of ‘the citizen of a nation’ has become increasingly complex:
as has already been explained, many wealthy Europeans live in — or, at
any rate, have residence status in — tax havens or nations with congenial
tax regimes for foreign investors’. If 60 per cent of all eurobonds were
owned by citizens of EU countries this would amount to $7,000 billion.
That would imply that the average holding for the citizens of the EU
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would be almost $20,000 and that it had risen dramatically, by four, five
or six times, in the previous decade. There could hardly be a better illus-
tration that high tax, at the levels seen in the modern European state,
corrodes taxpayer morality and undermines efficient tax collection: it is
an almost perfect example of Seldon’s tax avoision.?

To summarise, high taxation reduces economic efficiency, because of

* the disincentive effects on the amount of work in any particular
employment, on the level of employment and on savings;

o the cost of collecting taxes and of complying with tax codes;

* the erosion of the citizen’s loyalty to the state and taxpayer morality.

Tax policy over the coming generations

Given the combined power of these three damaging effects of taxes on
production and saving, it is hardly surprising that the rise in taxes in the
OECD area since the 1960s has been accompanied by a decline in the
rate of economic growth. This decline has been particularly marked in
Europe, which is also the continent in which countries have a greater
tendency to have tax ratios of over 45 per cent. So far economic growth
has continued, if at increasingly trivial annual rates of 1 per cent or so.
But the demographic situation is certain to worsen sharply in the 2010s
when the working-age population of such nations as Germany and Italy
will start to fall. If productivity growth comes to a halt under the weight
of further increases in tax and regulation, and if employment contracts
in line with the working-age population (typically projected in the
nations affected at 0.5 to 1 per cent a year), then significant European
nations could experience a trend decline in output. It is not inconceiv-
able that living standards could fall over extended periods, such as five
or ten years.’

8  The data on the issuance of international bonds (or eurobonds) are given by the Bank for
International Settlements on its website.
9  Again, see Congdon, ‘Does the Eurozone ...’, op. cit.
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At this point attitudes towards the big-government, high-tax modern
European state may change. Leading politicians and high-ranking civil
servants may recognise that tax burdens of 40, 50 or 60 per cent of
GDP are the main cause of the economic malaise. They may look more
favourably on radical proposals for reducing the size of the state and the
burden of taxation.

What policies should they consider in order to cut the size of the
state? First, they could privatise the supply of health and education,
cutting taxes by the full cost of public expenditure on these items and
suggesting to their citizens that they use their much enhanced post-tax
incomes to pay for them directly. Of course, hospitals and schools would
charge for their services, and the market would establish an efficient
equilibrium between supply and demand.'® The privatisation of health
and education would reduce the ratio of government spending to GDP
by about 12 to 15 per cent of GDP in most advanced countries. That
would allow the tax ratio to fall correspondingly.

Income and corporation taxes represent about the same share of
GDP as spending on health and education in many countries. Income
and corporation taxes could therefore be abolished, ending both their
adverse effects on incentives and the destructive nonsense involved in
their current methods of collection. The case for market freedom will
become more compelling in the early twenty-first century, as the nations
of Europe find themselves crippled in an increasingly competitive world
by an excessive burden of tax.
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8 BRITAIN’S RELATIONSHIP WITH THE
EUROPEAN UNION
Patrick Minford

Introduction

I think it is fair to say that the politics of the European Union have never
been particularly popular in this country. That is why the European
Union has always been sold here as an economic proposition — often the
proposition that the ‘economic dangers of being left out are greater than
any costs of membership’. The political intrusion involved is generally
regarded as unwelcome. This chapter will therefore focus purely on the
economics of the European debate.

Much debate on the EU in the last few years has centred on the issue
of whether the UK should join the euro. The economics of going into the
euro are very negative —a point that was well appreciated by HM Treasury
when carrying out the recent five tests. Of course, on the Continent the
euro was launched as a political project designed to boost the prospects
of close political union and the economic problems it would create were
sidelined; that, as we have just argued, could not be done here.

Much ink has been spilt on the single currency; I wrote a short
account of the arguments in IEA Occasional Paper 126, Should Britain Join
the Euro?, and I will not repeat them here. The main argument against
joining the euro is that it would involve sharply increased economic
volatility because we would lose the ability both to pursue a monetary
policy that suited the UK and to steer our (floating) currency between
the mutually gyrating currencies of our dominant trading partners, the
euro and dollar areas. Those problems are not going to disappear in the
foreseeable future, and therefore the issue of our euro membership is
dead for the time being.

119



120

TOWARDS A LIBERAL UTOPIA?

But the wider economics of the EU have taken a new and dangerous
turn with the appearance of the draft new constitution produced by
M. d’Estaing’s convention. This constitution embodies tendencies that
have long been quite apparent, not merely in the actions of the Commis-
sion but also, and perhaps more importantly, in the judgments of the
European Court, which have favoured the centralising and socialising
objectives written into the previous EU treaties’ vague preambles. By
including the Charter of Fundamental Rights, the constitution has
handed these judges the power to extend this agenda very extensively.

My aim in the rest of this short piece is to go through five ways in
which the EU is now prospectively a very costly organisation for the UK
to belong to. I am, in doing so, interpreting the thrust of future EU policy
in the light of recent policy actions by the EU (for example, the decision
by France and Germany to scrap reform of the Common Agricultural
Policy, the CAP) and of the general thrust (in favour of protectionism
and social rights) of the constitution. I must emphasise that the EU does
not have to be this way; one can envisage an alternative, liberal set-up in
which the CAP would be drastically reformed, free trade announced as
the EU’s commercial objective, and market forces as its guiding light in
internal economic policy. But that is not the EU we are currently asked to
contend with, unfortunately. The main sections of this essay take the EU
as we find it but, in the conclusion, we then seek to suggest how Britain’s
relationship with the EU might look in a more ideal world.

Agricultural protectionism

First of all, there is the well-known cost of agricultural protectionism in
the form of the Common Agricultural Policy. I would estimate this cost
to be about 0.5 per cent of national income — a fairly typical estimate
from the range available: 1 per cent of national income is £10 billion per
year; so 0.5 per cent of national income is £5 billion a year. Just to get
this into perspective, the NHS costs us £70 billion per year — but then at
least we get something for this spending! Of course, the costs involved
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vary with the state of the world market in agricultural products. But this
estimate would correspond to an average year for relative world prices
of food.

The way in which the Common Agricultural Policy works is that
it boosts the prices paid to farmers by consumers from across the EU
by about 50 per cent above world prices. The CAP is an example of a
customs union in which the common tariff surrounds the protected
zone (the EU in this case), but allowing producers from each country
within it free access to other member countries’ markets. The result is
that prices inside the union rise above the world price by the amount of
the common tariff; also, member producers can benefit from these high
prices and will pay no tariff. Therefore, since we are big net importers of
food in this country, this means that our consumers are not only paying
alot more for their food than they need but also that they are paying this
excess not in the main to UK farmers but rather to Continental farmers,
especially French ones. This creates a burden to the UK of transfers (from
us to Continental farmers) on top of the burden of resource misalloca-
tion (too little food is consumed because internal prices are too high and
too much food is produced, at the expense of other products, because
prices to farmers are above world prices).

Manufacturing protectionism

The second cost is not so well known: the protection of manufacturing
industries. From time to time we have been told that it is very important
for us to be in the European Union because it is good for our manufac-
turing industry. Again, the truth of the matter is that we import more
manufactures from the European Union than we export, and therefore
what is happening in manufacturing is very much like what is happening
in agriculture.

Manufacturing is a declining industry in the West: it is uncompetitive
for obvious reasons, because we have emerging markets such as China
that undercut it so massively. What is left is in specialised, high-tech
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and niche areas. In our economy we have largely let market forces take
effect, with generally favourable results for employment and growth; as
a result manufacturing has declined in terms of employment wherever it
was essentially uneconomic. That has not happened to the same extent
on the Continent. As a result we find that there is a great deal of protec-
tionist pressure. The EU is accordingly a customs union in manufacturing
as well as in food: it raises tariffs and other protective devices externally
on manufactured imports, so that prices for manufactured goods are kept
up inside the European Union. In addition to tariffs, the European Union
protects manufacturing, in certain areas such as textiles, through quotas,
but mainly through anti-dumping rules. Anti-dumping rules operate both
through explicit duties and through the threat of levying duties, which
often results in importers raising their prices instead. The latter action is
more costly to us because not only do our consumers pay higher prices,
but the excess revenues resulting do not go to EU governments including
the UK’s but rather to foreign non-EU producers.

Since, again, we are net importers of manufactures, this protec-
tionism is costly to us in just the same way that the CAP is; it is, if you
like, a ‘Common Manufacturing Policy’. Our net imports are larger than
they are for food, which means the transfer cost is much higher than
for food; and the size of our consumption and production is massively
higher than for food, so that the misallocation cost is also much higher.
Between food and manufacturing EU commercial protectionism appears
to cost us some 3 per cent of national income.

Services: a regime of internal protectionism

We now come to trade in services. British service producers are generally
efficient and the UK has a comparative advantage in services, of which
we are net exporters. These are industries such as insurance, banking,
commercial aviation, ground transportation, communications and
electricity. It is often argued that the UK therefore stands to gain from
the single market in services that is one aim of the EU. At present the
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services environment in Europe is one of national protection, mostly
very high. According to available estimates of services protection the
UK and the USA both operate fairly unrestricted regimes, whereas EU
countries operate highly restrictive regimes at a national level, presum-
ably to protect their national companies. The argument goes that if this
national protection is replaced by an EU-wide protective regime of a
customs union type, then Britain would gain greatly, in a mirror image
of its losses on other trade.

Unfortunately there is a great difficulty with this argument. Why
should the continental EU countries participate in a customs union for
services that would retain high prices for their consumers while transfer-
ring service production from their own companies to UK companies that
are more efficient? For these countries this would be like the UK opting
for a CAP; they would be foolish to do it. (We only opted for CAP in
the early 1970s because it was the price of joining the EU and our politi-
cians at that time felt there would be compensating benefits.) It seems
that, instead, other EU countries would be rational to opt for one of two
alternative outcomes: either full deregulation in service industries or no
change. No change would keep their own producers’ privileges while
continuing to penalise their consumers; the difficulties of achieving
service liberalisation bear testimony to the tenacity of these producers’
lobbying. If, on the other hand, liberalisation, as in the single market
agenda, is effective, then full deregulation would give each country
large gains to their consumers that would more than offset the losses of
their producers. These countries would then, if they so chose, be able to
sweeten the pill for their producers by some programme of compensa-
tion, at least for a transitional period.

From the UK viewpoint either outcome means that UK service firms
would make no gains. Given no change they are in the same situation as
now: they cannot trade except at world prices. There is no attraction in
trading in the EU relative to any other world market. Given full deregula-
tion the same applies; EU prices would then drop to world levels so our
producers would again be no better off.
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The whole point about the single market in services, if it were ever to
happen, is that it gives a great benefit to consumers by dragging down
prices of services across Europe. This would be very good for the rest of
Europe because consumers there would enjoy competition. But it would
not benefit British consumers because there is already a highly competi-
tive market in UK services; and it would not benefit British producers of
services because they would not get better profits in Europe than they
can get anywhere else in the world. Therefore, there is no prospective
benefit to the UK from the single market in services. Services therefore
will not provide an area of gain that can offset the losses we make in our
other trade with the EU.

So far we have identified a big cost because we are net importers of
agriculture and manufacturing, and in the area where we are big net
exporters, mainly services, there is no prospective benefit. But these
‘costs’ compare being inside the EU customs union with being outside
under free trade. Some people then ask whether we could not still have
some trade arrangement with the EU. But of course this is to miss the
point of a customs union in which there is horse-trading between the
producers of different countries, paid for by their consumers; if a country
refuses to trade by penalising its consumers it has nothing to offer! Were
the UK to be outside the EU and let its consumers pay world prices for
products, continental EU countries would have no incentive to let UK
producers have access to their markets at preferential customs union
prices; this would amount to asking their own producers to transfer
profits to UK firms with no quid pro quo. Thus it must be realised that
ceasing to participate in EU customs union arrangements would be just
that — free trade at world prices would be in its place, with no ‘EU prefer-
ences’. From this, though, we would gain that 3 per cent of GDP.

Harmonisation
Employment rights

I come now to the fourth area, to which the draft constitution is
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particularly relevant — harmonisation. The constitution emphasises
rights. The Charter of Fundamental Rights incorporated in it would
take the UK back to the 1970s in terms of rights of collective bargaining
and the unions. This may well be its most significant feature. There is
also a great deal on workers’ rights and social entitlements. One of the
key things that the Conservative governments of 1979 onwards did was
to destroy the ability of union power to hold back development in this
country. All the evidence we have shows that this was probably the most
significant factor in raising our productivity growth. The other thing
they did was to make unemployment benefits highly conditional on the
requirement to look for a job. So you would help people who cannot find
a job but otherwise be tough on them. And all that is potentially rolled
back by the constitution and the Charter of Fundamental Rights.

This would be harmonisation of a particularly damaging sort for the
UK. The Liverpool Model of the economy has been used to cost the effect
of such policy changes. If ‘middle-of-the-road’ changes were made, for
example a minimum wage raised to 50 per cent of male median wages,
union power restored to mid-1980s levels and social cost rises worth 20
per cent of current wages, the model predicts that they would raise unem-
ployment by some 10 per cent — that is 3 million — and cost us around
10 per cent in reduced output. This would be a massive cost indeed —
putting our losses from trade protectionism in the shade. Together these
costs go well into double digits as a percentage of GDP. (In addition, the
constitution appears to come close to mandating euro membership: in
chapter I, article iii-69 it states that “... [the activities of the member
states] shall include a single currency, the euro ...’, implying yet more
damage to our interests.) These costs are now nearly double the cost of
the NHS.

The EU pensions crisis

Finally, I come to the fifth area — the cost of potentially insolvent state
pensions on the Continent. According to an OECD study completed
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in 1995, the projected deficits in state pension schemes in 2030, as a
percentage of GDP, were 10 per centin Germany and Italy and alittlelessin
France. There have been some minor reformsin these countries which may
have improved things slightly, but the impact of such reforms has almost
certainly been offset by lower growth and higher unemployment than was
projected. If we add up these deficits as a percentage of UK GDP, which is
of similar size to that of each of these countries, it amounts to 30 per cent.
If we were to pay a quarter of that cost because via some federal system we
were asked to ‘share the burden fairly’, then the bill would be about 7 per
cent of GDP, which as it happens is exactly the cost of the NHS!

I am not saying, of course, that this is necessarily going to happen,
but federal structures have a way of enforcing burden-sharing (greatly
emphasised in the draft constitution, which enjoins the bail-out of
member economies ‘in difficulties’); and this is certainly a burden we do
not want to share or risk sharing, at even a modest level.

What should the UK do?

The economic cost of our current relationship with the EU is already
high and carries the prospect that it might escalate alarmingly under
the draft constitution, with its Charter of Fundamental Rights and its
unleashing of powerful centralising processes; nor is there any prospect
from the policy thrust in the draft constitution that the existing costs
from protectionism will be alleviated. Briefly and brutally, this prospect
amounts to little less than ruin for the UK- a return to the awful 1970s
and yet worse again.

What is to be done? Plainly, to start with there must be debate on the
constitution and a referendum on it. Assuming that the British people
would reject this constitution, then the sequel must be a determined
effort to reform the EU radically. Of course, were such an effort on our
part to fail then the only possibility left would be to initiate a basic rene-
gotiation of our relationship with the EU — such an ‘associate’ status
could involve free trade together with cooperation in key areas and the
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keeping open of borders to people and capital as now. But it is hard to
believe we are yet quite in such a drastic situation. Surely, since reform
would not only benefit us but also our neighbours, rational policy solu-
tions must intervene, even at this eleventh hour, to reverse the economic
insanity currently dominating European Union policies?

So let us assume that reform is possible. How would we wish our
relationship with European Union members to look in 50 years’ time?
In economic terms, the answer is obvious. We would like free trade both
within and outside the European Union. This must be genuine free trade
which accepts diversity of regulations, standards and product quality
as part of the package of a genuine free market, as opposed to a regu-
lated single market. Free trade must extend to services and agricultural
products as well as manufactured goods.

We would like a European Union that limits its legislative powers
only to areas where there is a genuine and overwhelming commonality
of interest amongst its members. Areas such as labour market regula-
tion, the regulation of corporate governance, solvency standards and so
on fall firmly outside this remit. We would also like a European Union
that was genuinely a force for free trade in the world.

In theory, this could be achieved within the EU as currently consti-
tuted, although probably not under the proposed constitution. The
court, the parliament, the Council of Ministers and the Commission
would have to put the freedom of movement of capital, labour, goods
and services ahead of their quest for ever closer union — or uniformity.
How close we can get to this utopia will depend on events outside Brit-
ain’s control. Indeed, the implication of much of the analysis above is
that, in practice, we may get closer to the relationship we would like with
other members of the EU if we have a fundamentally different constitu-
tional relationship with them.

We can be clear about the economic objectives that we wish to
achieve. It is not possible to say whether, in the next 50 years, those
objectives will be best achieved if the UK is outside the EU, has some
kind of associate membership of the EU or is inside the EU.
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9 REGULATING THE LABOUR MARKET
J. R. Shackleton

Increasing regulation

Since 1997, employment regulation has increased considerably in the
UK. Some of the new regulation, such as the National Minimum Wage,
has been domestically inspired, but a good deal (the Working Time
Directive, the treatment of part-time and agency workers, legislation
against discrimination on grounds of religion, sexual orientation and
age) has come from the European Commission since we abandoned
our opt-out and accepted a common EU social agenda in the Treaty of
Amsterdam. Analysis suggests that about 40 per cent of recent regula-
tion has its origins with the Commission (Better Regulation Task Force
2002; Ambler et al. 2004).

The distinction is not, however, completely watertight; ‘gold plating’
of European legislation can occur in response to domestic political pres-
sures. Moreover it has been claimed that the UK enforces regulation more
stringently than some other EU members. David Arculus, who chairs the
Better Regulation Task Force, has suggested that domestic government
guidance often goes beyond the original intention of European legisla-
tors and produces what he calls ‘regulatory creep’.!

Whatever the origin of particular initiatives, UK employers are now
faced with an increasingly complex web of obligations. There are over
eighty areas of employment rights where breaches of the law can see
an employer brought before an employment tribunal. Over 100,000
cases are started each year. The costs of these claims can be substantial

1 Pressrelease, 14 January 2004.
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Figure 9.1 Business executive perceptions of labour regulation
G7 comparison, 1996-2003
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(Shackleton, 2002). So too are the costs associated with avoiding
claims. To take one example: the personnel function in firms has grown
dramatically in recent years to cope with the expansion of regulation.
The membership of the Institute of Personnel Management was 12,000
in 1979, and even as late as 1990 it was only 40,000. Today the grandly
renamed Chartered Institute of Personnel and Development has around
120,000 members.

Although the UK is still seen as having a relatively favourable regu-
latory climate for business, its perceived comparative advantage in the
employment area has diminished recently, as Figure 9.1 suggests.>

2 Highvalues of the IIMD’s index, used by the Department of Trade and Industry as one of
its favourite indicators of competitiveness, suggest a favourable climate for business.
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So far, however, increased employment regulation does not
appear to have produced serious economic damage. This may be
because there have been offsetting factors such as a favourable macro-
economic environment (following the hand-over of monetary policy
to the Bank of England), increased incentives to take employment
through the New Deal and the various tax credit schemes for low-
paid workers, positive effects on the labour market from increased
immigration, and the relative ease with which it is still possible to
start small businesses in the UK. Whether these factors will continue
to provide a sufficient offset if regulation is pushed further, however,
remains debatable.

Freedom of contract?

In considering the significance of labour market regulation, we need
to start from first principles. Why are people employed in a market
economy? Think of it in terms of the gains from trade: employers see
opportunities for a gain — either directly (a family takes on a cleaner
or a nanny), or indirectly (a firm employs a worker to help produce an
output to be sold at a profit). Correspondingly, employees see a gain as
they trade their time for money.

The employment relation, then, like other forms of trade, offers
something to both parties. If people are free to form a wide variety of
contracts, job opportunities are maximised and so, ultimately, is growth
in national income and economic welfare. On this basis we could expect
a predisposition amongst economists in favour of freedom of contract,
just as we expect some prejudice in favour of unfettered international
commerce.

Although there have been economists prepared unreservedly to
defend the ‘contract at will’ (see Epstein, 1992), they have been few
and far between. Many economists advocating regulation have invoked
the concept of market failure, the textbook term which sees the alloca-
tive efficiency properties of markets being compromised by deviations
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from the assumptions of ‘perfect’ competition.? Let us consider some
examples.

One apparently plausible case of market failure relates to informa-
tion imperfections and asymmetries. Suppose an employer knows that
a production process involves some danger to employees’ health, but
employees do not.* They take jobs that they would not have accepted
given fuller knowledge. Wages will be below the level they would other-
wise have been (dangerous jobs, other things being equal, carrying a
wage premium). Some government intervention may be appropriate,
perhaps to enforce information disclosure or regulate employment for
minors who cannot yet take full responsibility for their choices.

Another argument points to positive externalities from some types
of activity, for example, employer-provided training. This tempts firms
to take a free ride, and as a consequence training may conceivably be
under-provided if left to the market. A case is sometimes made for the
mandatory provision of training by firms.>

Some economists point to moral hazard problems — the temptation
to cheat — in private unemployment insurance markets. This can lead
to adverse selection (i.e., only poor risks will take out such insurance).
Insurance providers thus lose money and exit the market: the result is
under-provision of private protection against unemployment. A second-
best solution could involve compulsory, state-organised unemployment
insurance.

Then there are market power issues, for example, those arising where
a dominant employer in a region or sector can act as a monopsonist and
keep wages and employment below competitive levels.

These arguments, however, are a very slender basis on which to
erect today’s huge structures of labour market regulation. Many alleged

3 There are other arguments for free markets which do not depend on mechanistic models
of competition, notably those associated with the Austrian School.

4 Recent developments in information economics, however, suggest that the private provi-
sion of information through a variety of mechanisms is far more common than earlier
writers believed (Klein, 2002).

5  Though see Shackleton (1992) for counter-arguments.
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market failures seem relatively trivial, and have almost certainly dimin-
ished over time. For example, the increasing integration of labour
markets must have reduced any monopsony powers possessed by
employers: increased availability of information via the Internet and
other media will surely have dispelled many information problems faced
by workers and employers.

Moreover, those asserting the possibility of market failure often do
not give equal weight to the danger of government failure, where inad-
equate information and incentive structures can lead to inefficiencies at
least as great as those thrown up by private economic activity.

Of course, few politicians and voters work in the economist’s alloca-
tive efficiency framework. They are more interested in “fairness’, often
pursued with scant attention to cost-benefit analysis.® From Marx
onward, many labour market analysts have alleged that workers are
exploited by employers. There is an enduring belief that economic
activity is a zero-sum game where profits are at the expense of workers,
and where, conversely, governments can force firms to pay for employee
benefits redressing market-generated ‘unfairness’.” This unfairness can
often be traced to poor original skill endowments and access to capital
which could be tackled with redistribution through the tax and benefit
system, but it is often asserted to be the result of employer greed and/or
discrimination.

The range of perceived unfairness has extended as the workforce has
become more diverse — with gender, race, sexual orientation, religion,

6  Although the UK government is now required to submit all new regulations to a ‘Regula-
tory Impact Assessment’, this is easily overridden. Published assessments show the re-
current costs of employment legislation introduced in 2002/03 at ten times the current
benefits to business. Ministers simply certified that other non-quantified benefits justi-
fied the costs (Ambler et al., 2004: 12).

7 Itshould also be noted that in much of continental Europe, the tradition of Catholic social
concern, together with a legal system based on civil law, produced a political consensus
favouring detailed regulation of the workplace, generous social welfare provision and
consequent high taxation. Notions of ‘social partnership’ between capital and labour
were encouraged, leading in a number of countries to various forms of employee involve-
ment in company decision-making (Botero et al., 2003).
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age and disability now seen as generating unacceptable inequalities of
outcome. These perceptions, rather than evidence of real market failure,
have led to increasing restrictions on the abilities of firms and individ-
uals to form employment contracts.

Regulation itself produces conflicts as measures to reduce one type
of inequality exacerbate some other dimension — for example, reduc-
tions in the male—female pay gap increase inequality between families,
because two-earner families are more common among the better paid
than among the lower paid.

We should also remember that regulation can be pursued by inter-
ested parties as a way of undermining their rivals’ competitiveness.
Edward Lazear has described how the US Coal Mine Health and Safety
Act, introduced in the 1970s, required the installation of expensive safety
equipment. The act was promoted by western strip miners, for whom
the costs were relatively low, at the expense of eastern underground
mining companies which faced much higher costs from the legislation
(Lazear, 1996: 116).

What does regulation do?

Employment regulation has sometimes been described as a form of
‘stealth tax’, an interesting description on two counts. First, it suggests
one reason why regulation has been growing in a period when govern-
ments have been under pressure to keep overt taxation down: rather
than the taxpayer funding a costly benefit to workers, the employer is
obliged to do so instead.

The second point is that, as with indirect taxes (such as VAT), the
apparent imposition is on employers, but the true impact lies else-
where.® The cost of introducing mandated benefits — longer holidays,
shorter working hours, paternal leave — does not ultimately reduce the

8  Although in the short run it damages particular employers, who may even be forced to
quit the market.
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profits of private business: it is instead passed on to workers in the
form of cuts in wages and employment. A mandated benefit simulta-
neously improves employee working conditions and raises employers’
costs. Thus the demand curve for labour shifts downward, leading to
less demand at a given wage, and the supply curve of labour shifts
downward to the right as more people now seek employment at any
given wage rate. Consequently the equilibrium wage falls: if firms
are obliged to pay increased non-wage costs, they offer less in wages,
other things being equal.® Less obviously, equilibrium employment
is also likely to fall if the average cost per worker of providing the
benefit exceeds the average worker’s valuation of that benefit. This is
likely to be the case because firms often need to devote resources to
ensuring compliance with legislation, as well as providing the actual
benefit itself. The provision of parental leave, for example, involves
detailed record keeping, formal application procedures and consider-
able amounts of training to ensure that line managers are fully aware
of legislation. So much of the cost of the regulation is not translated
into benefits provided to the workers.

There is another, more subtle, reason why the cost of a benefit is
likely to be greater than the average worker’s valuation of that benefit.
In a market economy individuals can usually choose between many
employers, some of whom offer different combinations of working
conditions and wages. If workers value long holidays, say, more than
it costs employers to provide them, some firms will offer such holidays
to attract workers who value holidays more highly than income. But a
worker who prefers to take shorter holidays and receive a higher income
will not value a legally mandated holiday as much as the benefit costs

9  Defenders of regulation claim that improvements in working conditions may stimulate
workers to higher productivity, offsetting the costs of the mandate and leaving wages
unchanged. Many mandates, however, benefit only a small minority of employees (new
parents, people with disabilities), whose own enhanced efforts would be unlikely to affect
overall productivity.
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the employer. Given the existence of this type of worker,'® employment
must fall, other things being equal.

If labour market regulation reduces employment, there are differen-
tial impacts on the workforce. Those already in jobs (‘insiders’) tend to
keep them and are better off to the extent that they value the benefit.
Some people, however, lose their jobs, and (quantitatively probably more
significant) ‘outsiders’ — the unemployed and labour market entrants —
find it difficult to get employment. This differential impact is heightened
if employers try to reduce the impact of regulation by employing fewer
of those likely to take advantage of a benefit. Thus a mandate giving
parental leave tends to discourage employers from taking on workers
who are, or seem likely to become, parents.

The impact on the economy as a whole

Evidence suggests that these microeconomic effects" can have a marked
impact at the aggregate level. The overall extent of labour market
regulation in an economy is difficult to quantify, but researchers have
attempted to do so by compiling indices that weight various characteris-
tics of a country’s employment laws.

Despite differing approaches, there is a fair amount of agreement on
the rankings of leading economies: the USA and the UK (even following
the changes since 1997) typically come at the lightly regulated end of the
spectrum, with Germany and countries in southern Europe at the more
regulated end.

One indicator is the World Bank’s Employment Law Index. This
index, published on the World Bank’s website, summarises regulations

10 Workers certainly differ in their taste for leisure depending on their circumstances. Blue-
collar workers in France have protested against the compulsory 35-hour week, arguing
that it prevents them working overtime and simply favours the middle class.

11 There are arguably also less tangible effects on the climate of the workplace as managerial
suspicion on the one hand, and a ‘victim culture’ on the other, can begin to sour rela-
tions.

135



136

TOWARDS A LIBERAL UTOPIA?

Figure 9.2 Labour market regulation and employment
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Figure 9.2 illustrates one impact which regulation may have on a
country’s labour market. The value of the World Bank Index for 28
major OECD countries is plotted against the percentage of the working-
age population in employment. Generally speaking, the higher the
index value (meaning the greater the extent of regulation), the lower the
employment/population ratio. The suggestion is that tight regulation of
employment reduces the availability of jobs.

For example, a study of 85 countries conducted for the US National
Bureau of Economic Research, also using the World Bank Index, found
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heavier regulation of labour markets to be statistically associated with
higher unemployment (particularly for young workers), lower labour
force participation and a larger unofficial economy (Botero et al., 2003).
The latter point is particularly interesting: one important effect of
regulation appears to be that of driving activity out of the legitimate’
economy. This is a particularly telling finding given that, following the
recent Morecambe Bay tragedy, there has been a call for further regula-
tion to stamp out the unofficial economy.

Employment regulation in the long term
The political reality

So employment regulation imposes costs, and these costs have been
growing over time to such an extent that a large proportion of econo-
mists now recognise that a reversal of the trend is desirable.

One problem for the UK, unable since the Treaty of Amsterdam to
follow its own policies, is that features of its labour market raise issues
that do not arise to the same extent in most other EU countries. For
example, temporary agency work — not a concern for much of conti-
nental Europe — has played an important role here. So has part-time
employment, especially for women. The majority of EU countries are not
seriously affected by increased regulation in these areas.

Much of Europe displays high levels of unemployment. While there
is growing understanding that excessive regulation is a problem, the
lessons are not yet fully absorbed and the current EU position seems
contradictory. The Commission’s draft Joint Employment Report,
published in January 2004, recognises that the EU is failing to meet the
intermediate targets of its European Employment Strategy (immod-
estly intended to make the EU ‘the most competitive knowledge-based
economy in the world” by 2010). The draft report draws attention to
inadequate progress towards liberalising European labour markets. The
Social Affairs Commissioner, however, has simultaneously continued to
push vigorously for removal of the UK’s Working Time Directive opt-
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out, and there seems no obvious sign that the regulatory spring is drying
up.

Apart from these conflicting approaches within the Commission, the
structural configuration of the EU’s politics means that legislation tends
to be one-way traffic, with deregulation very much an uphill struggle.
The concept of the acquis, by which newcomers to the EU have to accept
the whole body of earlier legislation, makes it difficult to reverse the
process of regulation. Within countries, the dominance of ‘insiders’
(institutionalised by the EU’s rhetoric of ‘social partnership’) constitutes
a powerful coalition to resist deregulation — as, for example, the German
and Italian governments have discovered.

The political status quo can be overcome

There are, however, forces that threaten the protected labour markets of
the EU — and indeed of other parts of the developed world — and which
may give a spur to deregulation in the longer term. Increasing immigra-
tion is one such factor, as it can be argued that tight regulation is likely
to be undermined by a growing unofficial economy. Many existing EU
member countries are trying to exclude even the new accession country
workers from their labour markets, let alone migrants from outside
the Union, but in the long run they seem unlikely to succeed given the
relative openness of borders and political reluctance to adopt draconian
policies towards individual illegal immigrants.

Globalisation more generally, and in particular the outsourcing of
services as well as manufacturing, presents another challenge. In the USA
(to a lesser extent in Europe), fear of job losses has produced the novel
tactic of using the World Trade Organization to insist on ‘improved
labour standards’ as a pre-condition for trade liberalisation. Imposing
First World labour market regulation on Third World economies looks
like an admirable gesture, but if it undercuts the competitive advantage
of poorer economies it is likely to slow their development while raising
costs to developed economies. This new form of protectionism has an

REGULATING THE LABOUR MARKET

obvious appeal to organised labour, but trade union power is continuing
to diminish as unions find it difficult to attract young members. Business
interests, on the other hand, forced by growing international competi-
tion to seek cheap labour where they can find it, are unlikely to support
such policies indefinitely.

Although we may be stuck with something like the current level of
labour market intervention for some time, intellectual fashions and the
economic circumstances that shape them can change rapidly. Fifty years
ago few people would have foreseen the immense liberalisation and
expansion of world trade, the disappearance of huge nationalised indus-
tries and the decline of trade union power that we have experienced.
Labour market regulation has a long history and is omnipresent today,
but its continued expansion cannot be taken for granted.

At the moment it is a taken-for-granted assumption that government
should fund and direct young people’s education and prepare them for
work, provide ‘sheltered’ routes into work via the New Deal or similar
programmes if they have difficulty getting jobs, offer them a minimum
wage, allow them to work only limited hours, in surroundings that meet
a whole range of arbitrary criteria, require them to pay compulsory
charges for their pensions and other benefits, alert them to a range of
rights and persuade them to regard themselves as victimised if they do
not earn as much as other people or get the jobs they want.

A new radicalism in labour market policy

A radical agenda should recognise that the nature of work is changing
and that we need to embrace a much larger role for freedom of contract.
As people develop more individual lifestyles, work at home or on a multi-
tude of sites rather than in the employer’s head office, set up their own
businesses or adopt a portfolio of different jobs, make their own pension
and financial arrangements, and so on, a constituency for change may
begin to emerge as people seek greater variability in work arrangements.
And as ambitions rise in our increasingly educated and open societies,
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we may hope that people will increasingly recognise that their own
actions, rather than those of government, will determine where their
future lies.

One problem is that opposition to government regulation to improve
the employment conditions of workers is often confused with opposition
to improving employment conditions. Nobody wants to be seen to be
advocating sending little boys up chimneys again. We all want better
lifestyles, and countries grow ever richer we naturally seek better jobs
and more fulfilling employment, and increased flexibility. And most of
us want others to share in our good fortune.

We should not forget that there is a business case for being a ‘good’
employer. Such employers gain staft loyalty, enjoy reduced labour
turnover and absenteeism, and benefit from higher productivity. Many
of our leading companies build their competitive advantage on this
insight.

It does not, however, follow that there is an unequivocal gain if all
employers are forced to meet the standards of the best. For one thing,
we have noted that all employees are not seeking the same package of
benefits, and a mandatory set of conditions reduces choice. Second,
firms that are forced to come up to the employment standards of the
leaders will fail to secure first-mover advantage and will face increased
costs without accompanying benefits.

Regulation reduces the ways in which firms can compete. Excessive
regulation reduces the incentives to innovation, entrenches the market
dominance of existing firms, and ultimately slows the economic growth
on which our prosperity depends. This is a hard idea to get over to the
general public, which concentrates on the visible benefits to a sector of
the workforce, while not being fully aware of the less overt costs — but it
is the challenge for liberal economists.

It is difficult now to conceive of a developed economy totally free
of employment legislation, and I am not going to attempt it. But it
is surely possible to imagine a series of steps by which the UK labour
market could be liberalised and could move towards greater freedom of
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contract. For one thing, a more radical approach to ‘subsidiarity’ within
the EU could involve a redefinition of the boundaries of domestic and
European legislative competence. A recognition of the benefits from
regulatory competition, rather than a centralisation of regulatory power
within the EU, could enable countries with poor employment records to
experiment with more liberal regimes. If devolution of political power
to the European regions also permitted some relaxation of employment
regulation, we could imagine some interesting experimentation going
on. Could Scotland, in time, be as attractive a country for employment
as Ireland is for business location?

Some regions might relax rules for small and emerging enterprises,
perhaps with a gradual phasing in of regulations as a firm matured.
Others might experiment with different rules on working hours to meet
the needs of particular types of production. Those with higher youth
unemployment might raise the age at which minimum wages, employ-
ment protection or social security imposts were imposed. Even bolder
experiments, such as ‘free employment zones’, modelled on tax-free
ports, might permit some controlled areas to dispense with large swathes
of regulation. Or individuals might be allowed to ‘sell off’ benefit entitle-
ments to employers: for example, allowing them to commute their rights
to employment protection for a lump-sum payment up front.

Defenders of the status quo argue that such regulatory competi-
tion would lead to a race to the bottom, with each country forced to
the lowest possible level of regulation. This, however, seems unlikely: it
hasn’t happened in the analogous case of taxation. Barriers of distance
and language, social and cultural ties limit the degree to which employees
even in a globalised economy can be perfect substitutes. Different
employees have different preferences for particular contractual terms
and levels of employment security in different circumstances. Contrac-
tual and regulatory variety is much more likely than either uniformly
high degrees of protection or uniformly low degrees of protection and
non-pecuniary benefits.

Another method by which liberalisation might be encouraged is
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through ruthless insistence that all proposed regulatory measures,
particularly those coming from the European Commission, be consid-
ered against alternative policies directly funded by the taxpayer. Instead
of employers in effect funding mandated benefits, let the taxpayer pay
the full price for these benefits — including dislocation and compliance
costs. There could be a fixed proportion of GDP that can be allocated
to the finance of such mandates, in the same way as there is currently a
fixed tax rate which the EU can levy for its own expenditure.

A movement towards greater liberalisation also creates a need to
educate the employees of the future so that they have a greater awareness
of their own individual potentialities and are encouraged to acquire the
skills and self-confidence that will enable them to exploit these potenti-
alities to the full.

We need to reiterate that historically increases in employees’
pay and improvements in other conditions of service have not come
through government intervention, but as a result of economic growth
resulting from entrepreneurial innovation and private investment by
firms and individuals. Further improvements in working conditions
and the continued generation of new job opportunities are more likely
to continue if governments create a climate where such innovation and
investment can occur. Such a climate surely places greater emphasis on
allowing employers to reach voluntary agreements with their employees
—and less on telling them exactly how to do so.
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10 FREE TRADE: THE NEXT 50 YEARS
Razeen Sally

It tells them of freedom, and how freedom was won, and what
freedom has done for them, and it points the way to other paths of
freedom which yet lie open before them.

John Bright (on the repeal of the Corn Laws)

To expect, indeed, that the freedom of trade should ever be
entirely restored ... is as absurd as to expect that an Oceana or
Utopia should ever be established ... Not only the prejudices of
the publick, but what is much more unconquerable, the private
interests of many individuals, irresistibly oppose it.

Adam Smith, Wealth of Nations

In the last half-century, expanding international trade and capital
flows have progressively reintegrated the world economy in ever more
complex ways. But protectionism lurks everywhere, always assuming
new and potent forms. In the spirit of John Bright, one can fight for the
freedom of trade in the next half-century; but, echoing Adam Smith, it
would be utopian to expect outright victory. Protectionism will still be
around in 2055, and the battle will continue to rage.

My task is to take stock of free trade today, in theory and in practice,
and then to look ahead. What are the emerging facts on the ground in
terms of global political and economic trends? And what of the case for
free trade in the next 50 years?

Taking stock: the case for free trade, past and present

Meta-economic arguments for free trade date back at least two millennia.
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An intellectual tradition from early Christian thought to Richard
Cobden, Woodrow Wilson and Cordell Hull holds that open and flour-
ishing international commerce brings about better understanding
between peoples and buttresses peaceful, ever closer international rela-
tions.

The economic case for free trade emerged one and a half millennia
later. Adam Smith’s genius was to draw on pre-existing traditions of
moral philosophy and economics to lay out a system of interrelating
economic phenomena animated by laissez-faire, or what he called
‘natural liberty’. This he extended to international trade.

Smith’s system has been refined down the past two centuries. An
international division of labour according to comparative advantage
allocates resources more efficiently, resulting in the greater wealth of
nations. It integrates hitherto separated national economies into a
worldwide co-operative system that caters for reciprocal wants. There are
all-round material gains, for rich and poor countries alike.

These are the short-term (or static) gains from trade. That is but
the necessary preface to capital accumulation, economies of scale and
other long-run (or dynamic) gains, such as the transfer of technology
and skills, and the competitive spur that comes from exposure to
world-class standards of practice. This feeds into productivity gains,
increases in real incomes and economic growth. Indeed, it was the
dynamic gains from trade which Smith and his contemporary David
Hume emphasised. They strongly linked free trade (broadly defined
to include cross-border flows of capital and people) to domestic insti-
tutions and growth, all on the canvas of the long-run progress of
commercial society.

Adam Smith fortified his presumption in favour of free trade with
an explicit political argument. Protectionism is driven by ‘the clamorous
importunity of partial interests’ who capture government and prevent
it from having ‘an extensive view of the general good’. Free trade, in
contrast, tilts the balance away from rent-seeking producer interests
and towards the mass of consumers. It is part of a wider constitutional
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package to keep government limited, transparent and clean, enabling it
to concentrate better on the public good.

As important to Smith and Hume was the moral case for free trade,
centred on individual freedom. Individual choice is the engine of free
trade, and of progressive commercial society more generally. It sparks
what Hume called a ‘spirit of industry’; it results in much better life
chances, not just for the select few but for individuals in the broad mass
of society who are able to lead more varied and interesting lives.

To sum up: free trade is of course associated with standard economic
efficiency arguments. But the classical liberal case for free trade is more
rounded, taking in the moral imperative of individual freedom and
linking it to prosperity. Finally, free trade contributes to, though it does
not guarantee, peaceful international relations. Freedom, prosperity,
security: this trinity lies at the heart of the case for free trade.

Taking stock: free trade in practice

The historical record shows that countries that are more open to the
world economy grow faster than those that remain closed. Post-1945,
the gradual liberalisation of trade and capital flows in the OECD spurred
western European reconstruction, recovery and catch-up growth. The
outward orientation of Japan and other East Asian countries played an
important role in their catch-up growth. The massive liberalisation of
foreign trade and inward investment in China, in tandem with internal
liberalisation, has contributed to spectacular and sustained growth since
the 1980s.

Developing and transitional countries with progressively more
liberal trade policies have growing ratios of trade and inward investment
to national income, with rising shares of manufactures in total exports,
and with sustained increases in real incomes per head. These are mostly
middle-income countries bunched in East Asia, Latin America and
eastern Europe, but now include low-income but fast-growing China and
India. The bad news is that this leaves about 2 billion people in 75-plus
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countries with stagnating or declining aggregate growth. These are low-
income and least-developed countries that have liberalised less, though
they suffer too from other intractable problems such as poor climate and
geography, rampant disease, civil war and chronically corrupt, preda-
tory governments.

External liberalisation, it must be emphasised, is not a panacea.
Questions as to how it is sequenced with other economic and political
reforms, and whether it should proceed fast or slowly, will find different
answers in different countries at different times. Furthermore, trade
liberalisation on its own may not deliver much. But in interaction with
improvements in domestic institutions there are abundant, long-term
gains from trade liberalisation. External opening creates the sponta-
neous stimulus for institutional upgrading to better exploit trade and
investment opportunities, for example, through better currency and
banking practices, and the development of ports and inland communica-
tions. Reciprocally, better enforcement of property rights and contracts,
cleaner, more efficient public administration, and more investment in
infrastructure maximise the gains for importers, exporters and domestic
and foreign investors. Openness, therefore, is a handmaiden of growth,
not a quick fix.

What of the international political and policy framework to support
a freer trading system? Right through the nineteenth century to 1914,
national governance, in the context of a decentralised system of nation-
states, coexisted with increasing international economic integration
(what we now call globalisation). Has the globalisation-and-governance
equation changed that much a hundred years on? Arguably it has not. It
is national governments, not international organisations, multinational
enterprises or NGOs, which fulfil the core functions of law and public
policy. Not least, it is they who decide whether trade policies are more
or less liberal.

This is not to deny the importance of international cooperation
where national-level action is insufficient. Unfortunately, the record of
most post-war international economic institutions has been one of ad
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hoc bureaucratic intervention in markets, often exacerbating misguided
government intervention at home. The ‘aid business’ is a case in point.
The General Agreement on Tariffs and Trade (GATT) was a notable
exception: its non-discriminatory rules and reciprocal negotiations
furthered the liberalisation of trade from the late 1940s onwards.

Looking ahead: world political-economic trends

What makes the crucial difference to globalisation today, and probably
for the next half-century, is the dramatic opening of, first, China and
then India. They are the world’s second- and fourth-largest economies
respectively (at purchasing power parity), and account for 40 per cent
of humanity. With still-low levels of per capita income, they have the
potential for stellar catch-up growth rates for decades ahead. Their
integration into the world economy, still in its early stages, promises to
be more momentous than that of Japan and the East Asian tigers, and
perhaps on a par with the rise of the USA as a global economic power in
the late nineteenth century.

These trends show that the classical argument for free trade is as
relevant as ever. Trade and related economic reforms enable China and
India to better exploit their comparative advantages in a more special-
ised international division of labour. Market-based reforms also provide
the stimulus for inward investment, the transfer of technology and skills,
and a more competitive, entrepreneurial business environment. These
replenishing gains boost growth, which in turn leads to poverty reduc-
tion. China’s breathtaking reforms have already delivered massive gains.
India lags behind, but with glimpses of take-off on the back of acceler-
ating reforms.

The rest of the world gains too. Consumers elsewhere can buy
cheaper and more varied products. Developed-country firms cater to
expanding Chinese and Indian demand for capital- and skill-intensive
goods and services. By ‘offshoring’ manufacturing jobs to China and
services jobs to India in low-value activities, they can scale up, improve
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productivity, and generate better-skilled, higher-paying jobs at home.
Exporters in other developing countries also discover large new markets
for oil and other commodities (witness China’s voracious appetite for
such imports).

Two other emerging global economic trends will likely move centre
stage in years and decades to come: 1) the cross-border movement of
labour; 2) South—South trade.

First, the freedom of people to move hither and yon in search of work
was part of nineteenth-century free trade in practice. This was reversed
in the twentieth century. Now, the relaxation of pervasive restrictions on
cross-border labour movement promises huge gains for developing and
developed countries. Opening borders to people can only be achieved
gradually and piecemeal. It demands political patience and resourceful-
ness. Nevertheless, it should be at the heart of a twenty-first-century free
trade agenda.

Second, inter-developing country trade — already 40 per cent of their
overall trade — is throttled by the high barriers developing countries
erect against each other. Significant developing-country liberalisation
would not only improve their own productivity; it would also allow low-
income and least-developed countries to better exploit their comparative
advantages by exporting to the fast-growing markets of middle-income
countries.

These trends, if not discouraged, will increase the wealth of nations.
They will widen the horizons of individual freedom, especially for
hundreds of millions in the developing world who have been cruelly
deprived of it. Not least, commercial bonds across the North-South
divide will make international relations more stable and secure. But
none of this is pre-programmed — as we know from the eternal lesson
of summer 1914. It depends crucially on the right political decisions,
nationally and internationally.

Behind every free trade opportunity lurks protectionist danger. Four
long-term threats come to mind.

First, organised interests benefiting from protectionism will continue
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to lobby against liberalisation, in both developed and developing coun-
tries. Second, the ideological opposition to free trade has changed form.
It now unites anti-globalisation NGOs with more mainstream critics of
globalisation who call for ‘global governance’ to redress global inequi-
ties. Concerted global action to provide aid, enforce ‘corporate social
responsibility” and harmonise labour, environmental and other stand-
ards seems to have a higher priority than market-based reforms in the
developing world.

It is the alliance, witting or unwitting, between old-style rent-seeking
interests and new-style ideological forces which will present a formidable
political threat to free trade in decades to come.

Third, most developing countries are mired in wretched poverty,
disease, crime and murderous internal strife. States are failing miser-
ably or have collapsed. The old solutions of aid and policy driven by
international organisations have not worked. But these countries are
still ruled by venal and thuggish elites, and lack the history and insti-
tutions to sustain market-based reforms from below’. The dilemma
is real; problems are likely to get worse; and they will spill over to
luckier parts of the world in the form of refugees, illegal migrants and
terrorism.

Fourth, the ‘low politics’ of trade and related economic policies
cannot be divorced from the ‘high politics’ of international security (or
the lack of it). There are new global security flashpoints post-cold war
and post-11 September, chiefly Islamic fundamentalism and the interna-
tional terror networks fanning out from the oil-rich Middle East. This
poses an ever greater threat to the free movement of people, goods and
services across land, sea and sky.

Looking ahead: making the case for free trade in the next
50 years

The core political and economic case for free trade, in the service of
freedom, prosperity and security, will have equal force 50 years hence.
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The point is to update it to keep up with ever changing realities. How
must it adapt?

First, the post-1945 case for free trade has become too narrow and
mechanical. Free trade should burst these chains and return to its clas-
sical liberal foundations in Smith and Hume.

The Bretton Woods and GATT settlements combined a partial
restoration of nineteenth-century free trade with expanding govern-
ment intervention at home. Post-war trade theory reflected such
‘mixed-systems thinking’ by decoupling free trade from laissez-faire.
In addition, Tiberalism from above’ has prevailed: trade liberalisation
has relied on international organisations and inter-governmental nego-
tiations. Both ‘mixed-systems thinking’ and ‘liberalism from above’
were politically expedient after World War II; but, over time, they
have entrenched misguided conventional wisdoms. The first is that
big-government infringements of private property rights at home will
not flood across borders and overly damage international commerce.
The second is that international institutions deliver trade liberalisa-
tion ‘from outside’, and only through ‘concessions’ to foreigners in a
game of haggling.

‘Mixed-systems thinking’ forgets that free trade is part and parcel of
free markets; it is but an element of a constitutional whole that includes
limited government and laissez-faire at home. Of course, there can be
no complete return to a mid-Victorian British social contract, especially
in conditions of modern democratic politics. But free trade should be
recoupled to (qualified, not unbounded) laissez-faire. It stands in contra-
diction to what Michael Oakeshott calls an ‘enterprise association’ in
which government is an interfering ‘estate manager’, catering to a super-
abundance of rent-seeking interests. Rather it must fold back into a ‘civic
association’ in which smallish (but not minimalist) government provides
essential public goods.

Furthermore, twenty-first-century free trade should rely less on twen-
tieth-century ‘liberalism from above’ and more on nineteenth-century
‘liberalism from below’. With the latter method, the liberalisation



TOWARDS A LIBERAL UTOPIA?

impulse comes from national governments acting unilaterally (or
autonomously), and spreads internationally by example (or competi-
tive emulation). Unilateral free trade makes economic sense, since
welfare gains come quicker from unconditional home import liberalisa-
tion than they do from protracted international negotiations. It makes
political sense too. Governments have the flexibility to initiate policies
and emulate better practice abroad in experimental, trial-and-error
fashion, tailored to specific local conditions. The World Trade Organi-
zation (WTO) and bilateral/regional trade agreements can be helpful
auxiliaries in advancing a liberalisation agenda, but they are poor substi-
tutes for what David Landes calls ‘initiation from below and diffusion by
example’. Their importance should not be exaggerated.

Second, Western governments and intellectuals, on the right and
the left, seem to prioritise democratisation in the Third World, partly in
the belief that it will promote economic reforms. The evidence is mixed
at best. In China and several other East Asian countries, market-based
reforms, including trade and investment liberalisation, have occurred
under authoritarian governments. In much of the rest of the devel-
oping world, illiberal democratisation has reinforced cartel-promoting
and protectionist economic policies, and it has stunted the build-up
of market-supporting institutions. Economic and related institutional
reforms (such as internal and external liberalisation, and the enforce-
ment of private property rights and contracts) should have top priority
in China, Russia, Iraq, Afghanistan and elsewhere. This is what the West
— particularly the USA - should be encouraging. Political democracy
should be allowed to emerge gradually and organically in the wake of
economic growth and institutional development, as it has done in South
Korea and Taiwan.

Third, free trade must work with the grain of wider geo-political real-
ities. There have been marked shifts in international politics since the
end of the cold war, and more recently after 11 September. No serious
challenge exists to US leadership abroad; Europe and Japan are inter-
nally sclerotic and externally pusillanimous; other powers are on the rise,
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notably China, India and Brazil; the transatlantic alliance is no longer
the fulcrum of international relations; and politics and economics are
moving inexorably in an Asia-Pacific direction, from the Indian Ocean
to Tierra del Fuego.

The one constant in this shifting political template is US leader-
ship. For the foreseeable future, the USA will remain the indispensable
anchor for global security, prosperity and freedom — far more important
than any international organisation or international treaty. It is vital
that it leads from the front: in securing the global pax against systemic
security threats; in helping to rescue and reconstruct failed states; in
maintaining open and stable international financial markets; and, not
least, in breaking down barriers to trade, investment and the movement
of workers across the world. Above all, the USA must lead by example,
setting the standard for liberal economic policies worldwide by what it
does at home. This includes untying existing knots of domestic protec-
tionism.

There will be times when the USA will have to resort to unilateral
‘liberal imperialism” when international institutions dither and fail.
Otherwise liberal internationalism’ — the multilateral cooperation
envisaged by Woodrow Wilson and Cordell Hull - should prevail. The
GATT/WTO has been its foremost and most successful expression on
the economic front. Robust US leadership is sine qua non to the future
relevance and workability of a presently crippled WTO. The USA will
need like-minded coalitions inside the WTO and outside it, however.
In the future they will be found less across the Atlantic and more in
Asia-Pacific, especially China. Not only must the USA lead by example
at home: it must also display the enlightened sensibility to construct
and maintain genuinely two-way ‘coalitions of the willing” abroad. Free
trade’s future depends on it.

Conclusion

The power of ideas should not be underestimated. John Stuart Mill did
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say that ‘a good cause seldom triumphs unless someone’s interest is
bound up with it’; but he also remarked that it is ‘the word in season,
which, at a critical moment, does much to decide the result’. It falls to
free trade’s friends to spread their word in season with global political
currents, anti-protectionist interests (such as exporters, downstream
users of imported inputs, multinational firms with global production
networks) and (often unanticipated) events.

Historically, free trade has needed its commanding public cham-
pions. Cobden, Bright and Gladstone filled that role in Victorian Britain,
as did Cordell Hull and Ludwig Erhard in the last century. There are
precious few around today.



117 COMPETITION IN LAND USE
PLANNING: AN AGENDA FOR THE
TWENTY-FIRST CENTURY
Mark Pennington

Introduction

In The Fatal Conceit, F. A. Hayek argued that a vital challenge for the
future of the market order was the development of more complex struc-
tures of property rights to cultivate market processes in areas such as
environmental protection, where they had not previously been applied
(Hayek, 1988). Nowhere is the need for an answer to Hayek’s challenge
more pressing than in the British system of land use planning, where
evolutionary forces have been stultified since the nationalisation of
developments rights in 1947. In a series of publications (Pennington,
1999, 2000, 2002), I have set out a detailed critique of the UK system of
land use planning, which builds on Hayekian, public choice and Coasian
ideas. In this short contribution to the volume published to mark the
soth anniversary of the Institute of Economic Affairs I extend these ideas
by drawing on a variety of historical and contemporary evidence to
outline a vision for a ‘liberal utopia’ in land use.

The case for markets in land use planning

One of Hayek’s most profound insights was that competition should be
seen as a discovery process that facilitates evolutionary learning (Hayek,
1948, 1978). A competitive market system is able to generate and test a
greater number of production and consumption ideas than could ever
be the case under a planned economy, irrespective of whether it is demo-
cratic or totalitarian in nature. Market processes allow contradictory
ideas widely dispersed across individuals and firms to be simultaneously
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tested against one another without the need for majority approval.
The most that the political process can do, by contrast, is to conduct
consecutive experiments where there is only one or a very few sets of
options being tried out at any time. Similarly, the most that politicians
and interest groups that do not form part of the majority can do is to
offer verbal critiques of current policy platforms. What they cannot do,
however, is to actively supply alternative packages of goods. The range of
plans that may be tested, therefore, and hence the scope for evolutionary
learning, will necessarily be less than in a context of private exchange
(see, for example, Wholgemuth, 1995, 1999).

In recognising the power of the market economy as a discovery
procedure, it is crucial to recognise that the competition of which Hayek
speaks refers not simply to competition between different goods and
services, or even to competition between individuals and firms. On the
contrary, in Hayek’s view competition is a process that takes place (if it is
allowed to do so) at multiple levels. It may include competition between
different organisational forms (to discover at what point economies of
scale are outweighed by the costs of centralisation, for example) and
between different sets of rules for ordering social behaviour (to discover
what sort of behaviour and manners promote harmonious coexistence,
for example).

Consider the case of shopping malls. The proprietors of malls such
as Bluewater in Kent or the Trafford Centre in Manchester do not allow
a ‘free for all’ on their premises, but define a set of rules that govern the
behaviour of retailers and shoppers alike, in order to benefit all who use
the mall. Competition in such a context occurs on at least two different
levels. On the one hand, the various retailers compete for customers
within the boundaries of the mall. On the other hand, the proprietors
of the mall compete for retailers and for consumers to patronise their
mall rather than those owned by competitors. In the latter instance, it
is the rules of conduct (such as regulations on shop frontages, smoking,
animals and skateboarding) supplied by the proprietor, and the envi-
ronmental characteristics of the mall (such as access to car parking,
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landscaping and architectural design), which are subject to competition
from alternative proprietors who offer different arrangements.

The case for markets in land use control, therefore, is manifestly not
based on the anarchic ‘free for all’ that critics of proposals for a more
liberal planning regime frequently assert. Rather, it is based on an
argument for competition between different types of control, or, to put
the argument differently, for a ‘market in regulation’. It is in precisely
this context that the need for more complex structures of property
rights to internalise environmental externalities and to subject these to a
competitive test comes to the fore. In the case of urban land use, in many
instances there is a need for institutions that can consciously plan the
pattern of land development within a particular area in order to inter-
nalise potential third-party effects. What is at issue, however, is the exist-
ence of a mechanism that can subject such ‘planning’ to competition and
a process that generates profit signals encouraging the spread of best
practice and losses, which indicate poor practice, in serving people’s
preferences.

In one of his few published statements on land use planning, Hayek
(1960: 351—2) put the issue very well:

Most of what is valid in the argument for town planning is in effect
an argument for making the planning unit for certain purposes
larger than the size of individually owned property. Some of the
aims of planning could be achieved by a division of the content
of property rights in such a way that certain decisions could rest
with the holder of the superior right ... Estate development in
which the developer retains some permanent control over the
use of individual plots provides at least one such alternative to
the exercise of control by political authority. There is also the
advantage that the larger planning unit will be one of many

and that it will be constrained in its powers by the necessity of
competing with other similar units.

Supporters of the British land use planning system may argue
that such processes are replicated by the variety of planning policies
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offered by different local governments. Government planning agencies,
however, are not subject to competitive entry from rival organisational
forms and are predicated on the suspension of competitive forces from
below. 1t is, for example, far from clear that decisions over the location
and design of new housing developments should be made by a county
council, a district council, a parish council or even at the level of an
individual street or neighbourhood. Moreover, in the final analysis the
policies adopted by local government in Britain are subject to detailed
approval at the national level by the Office of the Deputy Prime Minister,
which is responsible for the planning system as a whole. District and
county planning offices operate as little more than branch plants of one
giant nationalised ‘firm’, which dwarfs any private corporation in terms
of the power it wields over property owners and is entirely immune from
competitive forces.

In order for a market in land use regulation to emerge, individ-
uals and organisations must have the liberty to bundle and de-bundle
different structures of property rights at their own risk. But for such a
process to occur, development rights must reside with private agents
and not with the state. Under private ownership, actors would have the
freedom to experiment with different combinations of rights, divided
between leaseholders and freeholders, for example, and with competi-
tion between organisational forms determining the most appropriate
tier of decision-making to internalise externalities. Some freeholders
may choose to provide services such as schools and leisure facilities
directly as part of the package of goods they charge to leaseholders, in
addition to land use and environmental controls. The bundling together
of many such services and their delivery by large municipal governments
is, however, largely reflective of the absence of competitive forces under
the existing system. It seems more likely, therefore, that under a private
system of planning, land management organisations would focus their
activity on environmental controls and basic infrastructure provision
such as roads. This would involve de-bundling many services currently
supplied by local government with residents purchasing schooling
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and other goods outside the community concerned, or, alternatively,
purchasing such goods directly from competing suppliers that set up in
their own community subject to the controls laid down by the relevant
freeholder.

Private land use planning: past, present and future

Historically, there is good evidence that private contractual arrange-
ments based on the estate development model are able to internalise
a wide range of external effects. Contractual approaches facilitate the
creation of markets in amenity values as individuals choose between
competing packages offering different bundles of contractual restric-
tions and their associated externalities. In the case of restrictive cove-
nants, for example, developers specify in contracts the activities to be
permitted with respect to a particular set of properties for sale. These
terms are enforced by the developers, who retain title to the superior
freehold rights or who hand over these rights to a home owners’ associa-
tion/board of residents.

Davies (2002) has shown that a large part of the urban infrastructure
developed during and after the Industrial Revolution was the product
of private planning and was responsible for what are now some of the
most sought-after residential areas. Covenants and estate development
provided for a wide range of ‘public goods’, such as street lighting, roads
and sewerage facilities, as well as aesthetic controls, and successfully
housed the vast majority of the middle and working classes in affordable
accommodation.

According to Davies, a sophisticated market in property rights and
amenity values was emerging prior to the advent of government land use
planning, with a range of different amenities and pricing structures in
competition with one another. These ranged from luxury resort develop-
ments such as Bath, Cheltenham, Eastbourne and Southport, with highly
prescriptive aesthetic controls, to more basic environmental standards
limiting only the most noxious land uses, as was the case in cities such as
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Sheffield and Birmingham. Such devices were common across a variety
of income brackets, with the unsanitary developments that are the stuft
of Dickensian imagery the exception and not the rule. Even in the latter
case, slum housing was gradually being eradicated by the general rise
in wealth and could have been dealt with via policies aimed directly at
alleviating poverty rather than the adoption of government land use
planning. This is not to suggest that laissez-faire arrangements could
not have been improved by judicious government action, such as appro-
priate refinements in property law, for example. What it does suggest,
however, is that government action in the twentieth century would have
been better had it worked with the grain of emerging market solutions,
rather than directly thwarting them, as happened with the nationalisa-
tion of development rights in 1947.

More recently, the growth of innovations such as home owners’
associations, condominium developments and private communities
outside the UK illustrates the potential of market processes to evolve
solutions to a variety of land use problems. In the USA, for example,
the most recent data suggests that there are approaching a quarter of
a million private contractual associations involving almost 50 million
people deploying devices such as restrictive covenants (Nelson, 2002).
These range from relatively small-scale associations of property owners
working at the level of an individual neighbourhood or street to much
larger developments where entire towns such as Reston, Virginia
(population 50,000), have been developed on the basis of private
contractual planning. Still more significant, however, is evidence from
nominally communist China. According to Webster and Lai (2003:
62), in the city of Wuhan there are now two private neighbourhoods,
built and managed by entrepreneurial firms that between them are
investing in infrastructure to accommodate 500,000 residents. In
total, 35 per cent of the municipality’s 5 million inhabitants live in
privately managed residential clubs.

The division of property rights between freeholders and leaseholders
may raise the ire of those who view such arrangements as a quasi-
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feudal throwback where leaseholders are subject to the control of large
estates. Fears that private planning would mark a return to the inequi-
ties of the eighteenth and nineteenth centuries, however, fail to recog-
nise that many such inequities were due to the historical accident that
saw the evolution of ‘capitalism’ in the UK take place in the context of a
landed aristocracy. Far from involving feudal arrangements, a contem-
porary version of the estate development model would most likely be
based on ownership of freehold rights by specialist land management
companies funded from the capital market via institutional investors
such as pension funds. These arrangements would subject freeholders
to a vigorous process in which competing owners would offer alterna-
tive bundles of services and contractual restrictions in an attempt to
attract residents, just as the proprietors of shopping malls are keen to
offer environments that will attract both retailers and customers to their
premises. Private planning would be noticeably /ess ‘feudal’ than the
current British planning system, where property owners have virtually
no rights other than to go on using their property for existing purposes
and where even local authorities are subordinated to central government
controls. Branded development communities such as those offered by
Disney in the United States would probably form an important segment
of such a market." For those with ‘cultural sensitivities’ who are offended
by such a notion, there is no reason why an equivalent of ‘Duchy Origi-
nals’ might not be an important competitor in the market for private
planning,* which might in turn face competition from brands offering
more ‘modernist’ conceptions of communal living.

Objections to this liberal vision of the future are most likely to arise
from those with communitarian and egalitarian sensibilities. In the
former instance it is frequently suggested that proposals to privatise

1 TheDisney Corporation has built a number of privately planned residential communities
in the USA, sometimes centred on a ‘themed’ concept. Probably the most famous of these
is Celebration in Florida.

2 Prince Charles has already made forays into this market, most notably with his ‘new com-
munity’ at Poundbury.
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planning functions and other local services such as street cleaning and
security are incompatible with ‘community values’. According to this
view, only an active interventionist democracy can protect society from
the degraded ‘public sphere’ that markets are alleged to bring in their
wake (see, for example, Gray, 1993). Closely related to these claims are
those of egalitarians who maintain that the privatisation of community
planning would result in a deeply segregated society, where the rich
escape to private enclaves with the poor left behind in degraded environ-
ments, predominantly in the inner cities. The arguments here have been
manifested most clearly in the almost hysterical reaction to the emer-
gence of ‘gated communities’, especially in the USA (see, for example,
McKenzie, 1994).

Notwithstanding the frequency with which these arguments are
heard, it is almost certain that they are misguided. With regard to the
communitarian position, far from resulting in the decline of communal
values and civic functions, private home owners’ associations, condo-
miniums and private communities in the USA have sprung up to rescue
the ‘public sphere’ from the chronic deficiencies of the public sector.
‘Community-enhancing’ functions such as ensuring clean and safe
streets, abysmally neglected by the political process, are performed by
private contractual associations representing a market response to a
government failure. There is no reason why, given the privatisation of
development rights, similar forms of private community governance
should not emerge widely in the UK. The great virtue of such market
solutions is that they allow a variety of remedies compatible with a view
of a free society not as one monolithic ‘community’ but as a ‘commu-
nity of communities’ containing a diversity of cultural preferences and
desired modes of living (Boaz, 2000; Kukathas, 2003).

Turning to the egalitarian objection, the principal reason why some
inner cities have turned into ghettos, whether in terms of schools or the
quality of residential environments, is not that the middle classes are
able to escape bad services and leave the poor behind. On the contrary, it
is because government agencies have precious few incentives to respond
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to such ‘exit’ decisions because they are not private, profit-making
entities. If a local authority loses revenue because people and businesses
leave, then it has few incentives to improve services and the quality of the
environment for those left behind or to attract people and investment
back. Indeed, more often than not ‘failing local authorities’ are likely to
become eligible for additional subsidies available from central govern-
ment. If a private firm loses customers to its rivals, by contrast, then it
must improve services in an attempt to regain them, or face the threat
of losses, bankruptcy or takeover. It is for this reason that the quality
of service and the range of products provided by, for example, private
supermarkets continue to rise steadily across al/ income brackets. There
are, of course, Harvey Nichols-quality outlets that cater only to the well
heeled, but the vast bulk of the supermarket sector caters to a broad
range of income groups within the same stores. Tesco, Sainsbury, Wm
Morrison, Asda, Marks & Spencer and the like aim to establish the
widest possible market for their wares and do not segregate the shopping
population into rich and poor ghettos.

In terms of a private system of land use and community planning
one would expect to witness the same processes operating to improve
environmental standards across the board. There will always be a market
for ‘deluxe’ living in gated enclaves or equivalents, but a fully private
system of land use control would also include mass-market developers
catering to a broad range of incomes, as do private supermarkets. That
such processes do not operate as effectively as they might in contem-
porary housing markets is largely a product of the fact that failing
local governments cannot be driven out of business. Suburban private
communities in the USA have had marked success in reducing crime,
and given that lower crime rates are one of the most significant improve-
ments in quality of life that urban residents seek, ways should be sought
to establish private forms of community management in the poorest
urban areas. A pre-condition of such a move would be the privatisation
of development rights. In so far as there are residual concerns about
income inequality, these would be better addressed via the tax system.
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They do not, however, constitute an effective argument for government
land use planning.

Conclusion: a liberal utopia

In a previous paper published by the IEA, I set out some practical
proposals by which politically feasible steps towards the establishment
of private land use planning in the UK might be made (Pennington,
2002). My purpose here, however, has not been to address political prac-
ticalities, but to set out a vision for the future of land use control that can
act as an antidote to the belief that only a system of monopoly govern-
ment planning can deliver the improvement in living environments
that so many people desire. This vision of a liberal utopia could not be
more different to the failed socialist utopia underlying the 1947 Town
and Country Planning Act. At the heart of that philosophy was a view
that the supposedly unique wisdom of government officials should be
trusted to plan the lives of the people. By contrast, the liberal philosophy
of planning seeks to create the conditions where evolutionary forces of
trial-and-error competition allow voluntary communities the greatest
possible scope to plan for themselves.
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12 BEYOND KYOTO: REAL SOLUTIONS
TO GREENHOUSE EMISSIONS FROM
DEVELOPING COUNTRIES
Roger Bate and David Montgomery

Introduction

With the Kyoto Protocol all but dead and antagonism between Europe
and America over climate change at an all-time high, now is a good
time to assess the real world and think about the long-term future
of climate policy. One of the main reasons why the USA refused to
ratify the Kyoto Protocol was that it addressed only the emissions of
the wealthy countries (members of the OECD). While the protocol
seems fair on one level (developed countries have benefited from our
massive use of energy and should pay the price of any harm caused),
it ignores the fact that most of the forecast emissions will come from
the developing parts of the world.

Developing countries seem unwilling to be drawn into a new,
updated Kyoto-style process of targets and timetables since they refuse
to limit their energy requirements. These countries rightly see increased
energy use as a prerequisite for the economic development so badly
needed to combat the major problems they face today, including disease,
famine and violent conflict.’

1 The Copenhagen Consensus Project, founded by ‘skeptical environmentalist’ Bjorn Lom-
borg and run by some of the world’s best-known economists, recently considered GHG-
emission reductions a ‘bad’ policy investment (especially when compared with combating
disease, lowering trade barriers and dealing with chronic water problems). This study is
available at www.copenhagenconsensus.com. The World Summit on Sustainable De-
velopment (WSSD) reaffirms the need to have balanced economic development, social
development and environmental protection. In addition, it reaffirms poverty eradication
and preservation of the environment as the over-arching objectives of sustainable devel-
opment (United Nations, 2002).
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The result of thinking about the needs of developing countries, rather
than the desires of Western greens, leads to certain questions: given that
developing countries will need to use energy to develop economically,
can their energy use, and hence greenhouse gas (GHG) emissions, be
lowered through improved technologies while not endangering wealth
creation? Can this shift in technology be achieved by policies that also
advance the economic development of developing countries? These are
important long-term questions of principle, the sort of questions that
the IEA has always addressed.

Economics, energy and emissions

Production requires energy, and countries with a low income per capita
use little energy per capita. On average, developed countries together
produce about 10.8 tonnes of carbon dioxide per person per year. The
figure for developing countries is 1.9 tonnes.

Proponents of the approach to climate change laid out in the Kyoto
Protocol claim that we should base policy on reducing Western per
capita emissions (IPCC, 2000). But consensus is missing on the desire to
follow a Kyoto-style approach in the face of its high costs using currently
available technologies. The result is that no openly democratic and
informed political system can coerce its citizens to reduce energy use in
the near term without much better evidence that climate change will be
harmful; few countries have been able to persuade their citizens of the
importance of such action.

Similarly, no democratic system can hold developing countries back
from economic progress and using whatever energy they require. We
must take a different approach to policy.

We need to make a realistic engagement with the needs of devel-
oping countries because it is impossible to address the risks of climate
change without making substantial changes in how developing countries
use energy. Although developing countries have low per capita emis-
sions, they have huge populations. The rapid growth of this already
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large population leads to the paradox that developing countries will
contribute the bulk of GHG emissions over the next century.

The question, then, is how this engagement can be accomplished.
Developing countries clearly and rightly place the highest priority
on addressing current problems that pose real risks to life and health
— disease, food, and sanitation — which can be alleviated only by rapid
economic growth. Engagement on climate will be possible only if the
route to bringing down projected GHG emissions simultaneously
contributes to economic growth. To begin to develop answers, we start
with a review of how developing countries use energy in comparison
with developed countries, and how changing energy usage is connected
to economic growth. We then review the current understanding of some
of the key requirements for economic growth and ask whether there are
policies that can simultaneously advance economic growth and reduce
energy usage significantly.

Energy use and economic growth in developing countries

Two key facts about energy use and carbon emissions in developing
countries emerge clearly from historical statistics: energy use per dollar
of output (energy intensity) and GHG emissions per dollar of output
(emissions intensity) are far higher in developing countries than in
developed countries.” Both energy intensity and emissions intensity are
improving in developing countries, but even the modernising sector of
developing countries still has intensities far higher than seen in devel-
oped countries.?

2 Ifpurchasing power parity exchange rates are used instead of market exchange rates, then
the differences in intensities will change, and will be closer together. The convention es-
tablished by the IPCC and other agencies, however, is to use market exchange rates, and
hence this is done in this paper.

3 The energy intensity differences could also result from differences between the structure
of developed and developing countries’ economies.
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The theory of economic growth based on embodied technical
progress, originated by Solow (1956, 1957) and Swan (1956), helps deter-
mine the extent to which key developing countries continue to lag behind
industrial countries in their energy and emissions intensity. Solow and
Swan introduced the key notion of ‘embodied technical change’, postu-
lating that the level of productivity is ‘built in’ to capital equipment,
and that new technologies can be brought into play only through new
investment. The subsequent growth literature suggests that technical
change is a key component of growth. The theory reinforces the empiri-
cally demonstrable idea that new technologies, which are embedded in
new equipment, improve labour productivity, improve energy efficiency
and hence reduce carbon emissions. To achieve these improvements, it
is necessary to retire old and build new equipment embodied with better
technology.

Bernstein et al. (2004) used this approach to examine the historical
record for economic growth and emissions reduction and found a clear
lag in the impact of new technology, even that accompanying new invest-
ment. They combine these growth rates with information on the level
of investment and estimates of the life of capital equipment and some
other macroeconomic indicators. They estimate the energy/GDP ratio
associated with new investment. What they find is not encouraging. The
results for China, and similar calculations for India, the USA and Japan,
are summarised in Figure 12.1. China is rapidly improving its energy/
GDP ratio, but its new investment is still characterised by much higher
energy use per dollar of output supported by that investment than the
USA or other OECD countries.

Figure 12.1 shows that in 2001 emissions intensity associated with
the installed base substantially exceeded emissions intensity associated
with new investment in China and India. China produced on average
about 0.7 million tons of carbon emissions for every billion dollars of
GDP (measured in constant US dollars at market exchange rates), and
about 0.4 million tons of carbon emissions for every billion dollars of
GDP produced from new capital equipment. India produced about 0.5
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Figure 12.1 Greenhouse gas emissions per dollar of output
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million tons on average from the installed base, and also 0.4 million
tons per billion dollars of GDP from new capital. In contrast, the USA
produced under 0.2 million tons per billion dollars of output and Japan
under o.1 million tons. Even new equipment in China and India had an
emissions intensity more than twice that of new equipment in the USA.
These findings suggest that there is significant potential for reducing
emissions from developing countries by increasing the rate of investment
to speed the process of modernisation and capital turnover that is even
now reducing emissions intensity and improving the technology used
in new investment to a level comparable to that in developed countries.
Although China has continuously improved its energy efficiency, histor-
ical evidence shows that the embodied technology in new investment in
China and India has not caught up with that in the West. Our finding that
even new investment in developing countries embodies far lower energy
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efficiency than new investment in developed countries suggests that an
efficient way to reduce global emissions is to stimulate additional invest-
ment in developing countries, to replace their existing energy-inefficient
technologies with more energy-efficient ones. These countries could
achieve higher energy efficiency if there were rapid technology transfers.*
There are immediate benefits from making this transition.

Bernstein et al. (2003) estimate that if just China and India were
able to adopt the technology now in use in the USA in their new invest-
ment and were to accelerate the replacement of their existing capital
stock with its high emissions, the resulting savings in carbon emissions
by 2012 or 2017 would be comparable with the emission reductions
that could be achieved by the Kyoto Protocol over the same period, if
all Annexe B parties met their original commitments. In the real world, in
which Kyoto commitments are likely to be met by relatively few coun-
tries, the emission reductions available through improving technology in
developing countries dwarf those achievable in the developed countries.
The question is whether this potential can be achieved and in a fashion
consistent with the development goals of developing countries. The
key to answering this question is found in another question: are lack of
economic freedom and remediable market imperfections in developing
countries responsible for the observed differences in technology?

Choice of technology in developing countries

Can developing countries make more cost-effective energy technology
choices, or do they suffer from market imperfections that hinder such
choices? If the latter is true, policy changes that benefit economic devel-
opment and reduce GHG emissions are possible.

4 Z.Zhang (2003) points out that the shift in the structure of economies from energy in-
tensive to less energy intensive caused real energy intensity to decline over the past two
decades. Fisher-Vandan et al. (2003) suggest that the main reasons for improvement in
energy use in China are increasing energy prices, research and development expenditures,
reform in the ownership structure of the enterprise, and structural shifts at the industrial
level.
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As Figure 12.1 shows, new investment in China and other developing
countries clearly does not incorporate world-class technology. What
is responsible for these differences in technology? One theory is that
optimal allocations (including energy technologies) will have occurred
given supplies of labour, capital, energy and other factor endowments.
Under this theory, in order to slow emissions growth in developing
countries it is necessary to undertake costly measures to restrict energy
use or deploy expensive renewable energy technologies to replace fossil
fuels. If these countries are already using energy optimally, given their
resource endowments, then any change will entail a cost, just as it does
in advanced, free market economies. These changes in patterns of energy
use will occur only if forced by a policy regime that limits or penalises
GHG emissions. This is the fundamental idea behind the notion that the
way forward under the Kyoto Protocol (and beyond) is for developing
countries to agree to emission limits and participation in the interna-
tional emission-trading system.

Participating in international emission trading is seen as a means
of providing compensation to developing countries for the additional
costs they would have to incur. The inducement would be to make those
emission limits sufficiently higher than projected emissions growth,
so that developing countries could sell their excess permits and use
the proceeds to cover the cost of emission reductions. This is the same
concession that Russia negotiated for the first commitment period,
with an emission cap considerably greater than its actual emissions.
Russia can profit from selling the excess permits, which have come to be
referred to as ‘hot air’, to other countries — the European Union, Japan
and Canada in particular — which need the permits because they cannot
meet agreed emission limits on their own without great economic cost.

To some extent, this approach shifts the burden of paying for emission
reductions in developing countries to the developed countries that will
buy the permits. But the cost remains, and developing countries doubt
that adequate compensation for restraint on growth will be provided.
They also rightly perceive that this system will systematically slow their
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industrial development and put their future well-being at the mercy of the
developed countries’ willingness to continue these transfers.

Fortunately, existing market failures in developing countries
strongly suggest that it is possible to involve these countries in a process
of improving their well-being while simultaneously reducing their GHG
emissions. First, it is far from clear that energy is currently used opti-
mally in developing countries. Second, there is also strong evidence from
a variety of sources that developing-country markets do not function as
freely and effectively as those in the developed countries of the world,
and that lack of economic freedom is a very strong reason why they
remain poor and underdeveloped. Third, there is very strong evidence
that market imperfections in developing countries explain why their
energy use and carbon emissions per dollar of output are so high. If this
is the case, then cooperative efforts to remove these market imperfec-
tions and improve economic freedom can therefore also be highly effec-
tive in reducing GHG emissions. To develop evidence on the extent and
importance of market imperfections, we examined some of the recent
comprehensive studies of economic freedom and market institutions
throughout the world.

Economic freedom, market imperfections and greenhouse
gas emissions
Freedom and wealth

Ever since Adam Smith asserted in 1776 that freedom from government
intervention is essential for economic growth and thus the wealth of a
nation, economists have attempted to gauge the relative importance
of various determinants of growth. These variables include economic
factors such as private and government spending, flexibility of tax
regimes and investment in the form of domestic or foreign capital, as
well as broader, societal parameters. Those in the latter category include
key social, legal and political institutions; rule of law; property rights;
and enforcement of contracts.
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Clearly, then, there are numerous variables and indicators that can
be linked to economic development. In assessing any nation’s economic
health, various research studies argue for the importance of judicial
independence (Berkowitz et al., 2000); the impartiality and integrity of
the court systems (Sen, 2001); the level of overall governance (Kaufmann
et al., 2003; Kaufmann and Kraay, 2003); the adequacy of business and
economic laws and regulations (World Bank, 2002); the protection of
investment and recognition of ownership of intellectual property rights
(Maskus, 2000); an increase in openness to internal markets (Antweiler
etal., 2001); the development of an enabling investment climate, policies
and institutions (Moran, 1998); and political freedom (Friedman, 1962;
North, 1990). Dawson (1998) provides strong empirical evidence demon-
strating the relationship between institutional visibility and economic
growth, as well as the causal effect of economic freedom on both political
and civil liberties.

To gain a better understanding of the connection between economic
freedom and economic welfare, various groups of researchers have
compiled detailed data on over 120 countries into indices of economic
freedom. For our purposes, it is also important that the indices identify
many of the market imperfections and distortions that prevent devel-
oping countries from accessing and adopting the technologies that
produce low emissions per dollar of output in the West.

We used data from the Economic Freedom of the World (EFW)
index developed by the Fraser Institute® in order to investigate whether
economic freedom has a strong influence on the energy technology used
in a country.® The index correlates positively with measures of income
per capita, economic growth, the UN Human Development Index and
longevity. It correlates negatively with indices of corruption and poverty.

5  The authors would like to thank Neil Emerick for providing electronic versions of the
Economic Freedom Index.

6  The Economic Freedom Index contains 38 variables, including eighteen survey-based
variables obtained from survey data published in the International Country Risk Guide and
the Global Competitiveness Report, which cover a variety of aspects of economic freedom
and are weighted into an overall index for each country.
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Table 12.1 Energy and carbon per GDP and economic freedom for five
countries (2001)

Country  Energy per GDP Carbon per GDP GDP per capita Freedom
(Btu per 1995 §) (MMTC per 1995 $§b) (000s of 1995 $) Index

China 36,578 0.77 0.9 5.49
India 27,053 0.54 0.5 6.12
Indonesia 20,376 0.37 1.0 5.57
Russia 75,546 1.15 2.5 5.04
South Africa 25,568 0.58 4.0 6.77

Source: Energy Information administration, International Energy Annual

The analysis in the literature demonstrates that the correlation is most
likely causal and the direction is certain — overall freedom drives devel-
opment. This conclusion has also become one of the central lessons of
modern development economics.

We do, in fact, find that there is an equally striking connection
between levels of economic freedom and key indicators of how efficiently
energy is used in developing countries. Countries with low scores on
economic freedom have above-average energy use, and vice versa. Table
12.1illustrates this relationship with data for five economies — four devel-
oping countries and one economy in a transition country (Russia).”

Based on statistical analysis of the two data series, we find that the
Economic Freedom Index explains over 36 per cent of the variation in
energy use per dollar of GDP across countries.® We also examined the
relationship between the Economic Freedom Index and greenhouse
gas (carbon) emissions per capita, and found an association nearly as
strong. Moreover, we separated the developing countries and examined
the relationship between the Freedom Index and energy and emissions
intensity and found that the Economic Freedom Index has similar power
in explaining differences in energy and emissions intensity among devel-
oping countries. That is, the overall relationships between economic
freedom and energy or emissions per dollar of GDP are not based solely

7  Energy per GDP, carbon per GDP and Freedom Index for the USA are 31,695, 0.17 and 7.8
respectively (source: EIA).
8  Thisis a very high percentage for cross-sectional data of this type.
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on differences between developed and developing countries. Even within
developing countries, a country with a higher freedom index is likely to
have significantly lower energy use and emissions per dollar of GDP.

There are several causal routes through which greater economic
freedom could lead to lower energy use and emission per dollar of output.
One is by improving economic well-being per se. Other researchers have
addressed the question of wealth and GHG emissions by analysing the
relationship between per capita income and GHG emissions per dollar
of output. Schmalensee et al. (1998) find that there is a relationship and
that emissions per dollar of output increase until a middle level of per
capita income is reached, and then begin to decline. The ‘inverted U’
pattern, often referred to as the environmental Kuznets curve, is based
on Simon Kuznets’ studies of how demand for various goods changes as
income increases. Schmalensee and his colleagues find evidence of the
environmental Kuznets curve with a within-sample peak between carbon
dioxide emissions per capita and per capita income. Developing coun-
tries with low levels of income tend to see accelerating growth of emis-
sions, while for the developed countries this growth trend is relatively
flat or may even be decreasing. None of these studies included indicators
of economic freedom as explanatory variables. Based on the relationship
identified by Schmalensee et al., it is likely that increasing per capita
income is associated with economic changes that increase energy and
emissions intensity in the short run for developing countries, and thus is
working in the opposite direction to the relationship we found between
economic freedom and energy or emissions intensity.

The adoption of technology is also a specific process of supply and
demand. Countries that are successful in growing rapidly also benefit
from the diffusion of technology throughout their economy and the
establishment of modern business and production techniques that
displace traditional practices and outdated equipment. All countries
start with a legacy of plant, equipment and infrastructure from pre-
market, pre-industrial or centrally planned eras. More rapid invest-
ment speeds the process of replacing this legacy of less efficient capital
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equipment. Economic freedom promotes all these processes. Market
imperfections that hinder investment — particularly foreign direct invest-
ment — discourage outside investors from transferring their best technol-
ogies. Imperfections that protect domestic industries from competition
will frustrate the economic changes that lead to lower energy use and
carbon emissions.

Evidence shows that technology used in developed countries is not
being adopted in developing countries, even in their new investment.
Acquiring new technology requires replacing old capital with new capital
through higher rates of investment. New investment could be domestic
or foreign. For most developing countries, foreign direct investment
(FDI) has been the engine for more rapid technological progress. The
technology from the developed countries diffuses to developing coun-
tries largely through the process of FDI or aid from individual countries
and multilateral institutions (official development assistance, or ODA),
though FDI dwarfs ODA in magnitude. But there are several barriers
standing in the way of that investment and technology. If there are obsta-
cles to the inflow of foreign investment or disincentives for use of tech-
nology that is cost-effective in developed countries, then there will be
less transfer of technology to developing countries. Similarly, if there are
policies in developing countries that distort factor prices, such as subsi-
dies for energy use or protection of domestic industries, the adoption
and diffusion of technology will be hampered. The Economic Freedom
Index also includes data on these types of obstacles to FDI and domestic
market imperfections relevant to the choice of energy technology.

Since economic freedom increases per capita income and also reduces
GHG emissions per dollar of output, it is indeed difficult to disentangle
the effects of greater economic freedom that work through increased
income from those that work through removal of market imperfections
hindering technology transfer. We made one simple test, which was to
include per capita income as an explanatory variable for emissions per
dollar of GDP. Although not as sophisticated as Schmalensee et al.,
this test reveals that economic freedom, as measured by the Economic
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Freedom Index, continues to have a significant effect on emissions over
and above that of per capita income.

Energy technology and market imperfections

So, economic growth, which improves income per capita, is stimulated
by economic freedom. Economic freedom is also associated with much
lower energy use per dollar of output, and lower energy use per dollar of
output translates into lower emissions of greenhouse gases per dollar of
output.

Understanding this effect requires a closer look at how energy is used
in developing countries and how those patterns of use are caused by
lack of economic freedom. Doing this requires looking more closely at
the components of economic freedom that have the most influence on
energy choices.

The same set of market imperfections that slow progress of economic
and overall social well-being are connected with high carbon emissions
per dollar of GDP.

The following list provides some of the components of the Economic
Freedom Index that can directly influence the energy technology used
in a country: pricing distortions that remove the incentive to adopt
cost-effective technologies, including distorted internal pricing mecha-
nisms; a lack of markets, and subsidies administered through state-run
enterprises; internal policies that make markets inhospitable to foreign
investment with world-class technology owing to the lack of contract
law, protection of property rights, protection of intellectual property,
protection of inefficient industries, restriction on free flow of funds into
and out of a country; and the lack of infrastructure, education and skills
to handle technology.

We expect, in principle, that certain of these market imperfections
will slow investment and retard technology transfer, thus impeding
the development of the energy sector. They will also prevent more effi-
cient technologies from competing effectively with the protected and
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subsidised status quo. These elements of economic freedom are impor-
tant because the process of investment and technology transfer can be
frustrated by barriers to foreign investment, pricing systems that make
technologies with lower energy use less economically viable, and protec-
tion of domestic industries with their legacy capital and lack of access
to world-class technology for new investment. Barriers to foreign invest-
ment include explicit barriers, such as prohibition of foreign ownership
in specific industries or regions; these are endemic in the developing
world. Lack of both strong contract law and protection of property
rights, as well as excessive currency controls, clearly discourage foreign
investment, since they introduce risks that expected returns will not be
earned or that invested capital will be lost or that owners will not be
allowed to repatriate capital. Lack of protection for intellectual property
discourages multinational companies from using their best technology
for fear it will be illegally copied. Protection of inefficient industries
implies that even if FDI is successful in bringing in new technology, that
technology will be confined to the industries in ‘foreign enterprise zones’
where multinational companies can compete but will not diffuse tech-
nology to the rest of the economy.

How market prices are formed, and whether they reflect true
economic conditions and world prices or are distorted by internal regu-
lations and subsidies, is critical to the success of the transfer and diffu-
sion of new technologies. Most developing countries have some form
of subsidised or regulated pricing of energy, with little competition.
In many cases dominant state-run enterprises administer prices far
removed from economic reality through cross-subsidisation of inter- and
intra-industry processes, which benefit selected vested interests.

The Economic Freedom Index also includes variables that reflect
infrastructure investment and access to education. Case studies of devel-
oping countries make it clear that wasteful energy use is caused by lack of
gas and electricity transmission capacity. This reduces the availability of
the most efficient fuels and interferes both with the economic dispatch of
electricity generation and with competition between efficient large-scale
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units and inefficient local generators. Diffusion of technology can also be
hindered by a lack of skills in the labour force which is often remedied
directly through FDI in which global enterprises provide training as well
as financial resources and technology.

To perform an empirical test of the theory that market imperfec-
tions are significant contributors to excessive energy use and emissions,
we therefore examined each of these components of the Economic
Freedom Index. We discovered that there is a highly significant relation-
ship between energy intensity and the specific market imperfections
that could be expected to prevent increased investment and technology
transfer through FDI. Government transfers and subsidies and hidden
import barriers were particularly important variables. The combination
of variables explains energy use and emissions even more effectively than
the Economic Freedom Index as a whole.

In understanding the causes of economic growth, the statistical
maxim that ‘correlation is not causation but it’s a pretty strong hint’ is
particularly useful. There are strong theoretical reasons for believing
that the processes that lead to lower energy use per dollar of output are
frustrated by market imperfections of particular types (Bernstein et al.,
2004). This theoretical connection is supported by the strong statistical
association between economic freedom as a whole and energy use and
the even stronger association between specific market imperfections that
frustrate investment and technology transfer and energy use.

In addition, we examined other explanations of energy intensity and
GHG emissions per dollar of output, and none is as strong as the link to
economic freedom. One idea is that increasing income itself produces a
preference for environmental benefits and leads directly to lower emis-
sions. This is likely to be true for such pressing environmental needs as
clear air, clean water and efficient sanitary systems, but we find a rela-
tively weaker relationship between per capita income and GHG emis-
sions per dollar of output. We have also partially controlled for the type
of goods produced in different countries, and this does not alter the rela-
tionship between GHG emissions and GDP.
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Impediments to efficient energy use in particular countries

To provide context for the statistical studies, it is worth summarising
some of the impediments to efficient energy use in developing countries.

China’s low score on economic freedom indicates pervasive market
distortions. The large state sector is insensitive to market pressures
to improve efficiency. Subsidised energy prices remove incentives for
energy efficiency and promote coal use. Regulation, institutional bias
(Blackman and Wu, 1998) and lack of protection for real and intellec-
tual property discourage multinational companies from using their best
world-scale technologies, and the prevalent restriction of FDI to specific
enterprise zones producing export goods does not provide for tech-
nology diffusion through the domestic economy. The European Union’s
refusal to recognise China as a market economy is indicative of the extent
of market imperfections in China.’

In India large state enterprises are insulated from the market forces
that promote efficiency. Many domestic industries are protected and
offered favoured financing that allows them to continue using inefficient
technology and practices without losing out to international competi-
tion. There are also restrictions on technology imports, designed to
protect domestic industries, and restrictions on FDI that prevent tech-
nology transfer. Energy price regulations encourage inefficient energy
use, and lack of infrastructure limits the available skills for using new
technology.

Indonesia combines four of the most damaging market imperfec-
tions: pervasive government enterprises indifferent to efficiency, price
regulations that discourage energy efficiency, severe restrictions on FDI,
and a legal and political regime that puts all investments at risk and
discourages the kinds of projects that bring in new technology.

9  The Financial Times (28 June 2004) reported that the European Union will refuse ‘market
economy’ status to China. The European Commission believes that China has a long way
to go, and the report identifies four major challenges: reduce government influence on
the economy; implement transparent and non-discriminatory company law; implement
effective and transparent property rights laws; and build an independent and market-
driven financial sector.
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South Africa’s policies are improving, but regulated prices that
reduce market incentives for efficient energy use and political instability
that discourages foreign investment are problems. South Africa is an
interesting case, in that it also uses cheap and dirty domestic coal for
power production and has an economy highly geared to energy-intensive
activities such as gold and platinum mining and aluminium smelting.
The modest score on economic freedom might be a reason why South
Africa does not attract investment creating greater value-added in
mining and minerals that would reduce energy intensity. South Africa’s
energy and carbon intensity may require a combination of policies
addressing market imperfections and research and development to find
new processes and forms of energy with lower emissions.

Russia has a long list of severe market imperfections, encompassing
most of the examples listed above for other countries. This explains how
such a powerful economy still lags so far behind in energy technology
and GHG emissions.

Policy implications

Policy towards the environment in the last few years has developed from
grand conferences attended by politicians and bureaucrats who wish to
impose further regulations on the world economy. This is not a viable
long-term approach. Instead we should think about the long-term policy
framework that, if adopted across developing and developed nations
alike, will lead to more efficient energy use and greater economic growth.
That policy framework should include the following elements.

» With good institutions (property rights and contracts protected,
and freedom of capital flows), energy technology will become
available from overseas and it will be viable in developing countries’
domestic markets if subsidies are removed and protection of state-
run enterprises reduced. Inefficient technologies will be replaced
faster as investment increases.
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Traditional ‘sustainable development’ projects sponsored by USAID
and the Clean Development Mechanism (CDM) under the Kyoto
Protocol will not be successful unless these market imperfections
are remedied. An approach of building one project at a time with
heavy subsidies in a hostile economic environment will produce no
diffusion of technology — even if the project itself succeeds.

One size does not fit all. Different countries have very different types
of market imperfections, and in some countries emissions intensity
follows logically from resource endowments. Finding the right mix
of policy changes requires dialogue between individual countries,
most likely starting with a diagnosis of what market imperfections
exist and how they can be addressed.

While technological advances improve ratios of GDP to carbon
dioxide output, this says nothing about overall emissions. If
improvements in economic freedom are achieved so that countries
grow rapidly, their ratios of overall emissions to GDP will improve
— but they may produce more emissions in the short run. If

that occurs, more attention will need to be paid to research and
development so that the emissions intensity of new investment can
be brought below levels that are now cost effective in developed
countries. The good news is that by improving economic freedom
there is a good chance that new technologies will actually be used
once they are developed.

A successful policy would reconcile desire for development with
reduction of carbon intensity. To achieve this, policy-makers

could focus international programmes to change the fundamental
economic conditions in developing countries that simultaneously
inhibit economic progress and keep GHG emissions high.
Improving economic freedom is necessary for the functioning of
traditional aid programmes that support investment in cleaner
energy technologies. Otherwise, these projects are fighting a
losing battle against an inhospitable economic and regulatory
environment, and will, as they have in the past, remain white
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elephants that exist only while they are paid for by donor
countries.

Raising the level of economic freedom will be sufficient for most
desirable outcomes as the clear association between economic freedom
and energy efficiency suggests. A necessary condition is to have in place
the right institutions to allow for the inflow of FDI and the diffusion of
new technology. Until that happens, developed countries should provide
the necessary financial support only on the condition of demonstrated
market reform. Such policies can ensure that growth is fostered and that
the environment is not harmed by inefficient and government-distorted
practices.
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13 THE ENVIRONMENT IN 2055
Julian Morris

Introduction

London, 2055. Fifty years ago, I wrote an essay in which I imagined what
the environment would be like today. So I thought I would take this
opportunity to review the changes that have actually occurred in the past
half-century.

Looking back to 2005, one thing that immediately struck me was the
level of concern among Europeans about issues such as climate change,
biodiversity loss and the use of synthetic chemicals, which to us seem
prosaic. With hindsight, we can see that the level of regulatory interven-
tion used to deal with these supposed problems was massively excessive
—and probably contributed to the relative economic decline of countries
such as Germany and Sweden over the past half-century. But at the time
there was little resistance to such measures, with most big businesses
believing that they could adapt to — and possibly even benefit from — the
regulations. Meanwhile, the concerns of small businesses and the popu-
lation at large went largely unheard.

Benefits, risks and trade-offs

Without labouring the point — and bearing in mind that this essay is
intended mostly as an overview of the current environmental situation
— it is nevertheless instructive to look at the mistakes of the past. Under-
standing what went wrong may help us avoid a similar situation in the
future. A case in point is the current debate about the alleged impact of
the widely used Beckermonium-based polymers. Some claim that these
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B-polys (used as an inert coating on nano-tools, especially in medical
applications) are responsible for the recent rise in Kong’s disease.

Kong’s disease is a fatal brain disorder that exclusively affects people
over the age of 110. Until recently, fewer than one in twenty of us could
expect to live beyond 110. In fact it is only the recent increase in the avail-
ability of nano-medicine which has given us the expectation of such long
lives. And without B-polys that would not have been possible. So, if it
turns out that B-polys do increase the risk of Kong'’s disease, the question
is: would you rather have a 50 per cent chance of living to 120 without
any mental problems, or a 95 per cent chance of dying of Alzheimer’s,
cardiovascular disease or cancer before the age of 110? As with most new
technologies, B-polys pose the problem of trade-offs.

Today, all decisions relating to such trade-offs — where the risks and
benefits predominantly fall on the individual making the decision — are
made by individuals, not by the government. As a result, those people
who believe that the benefits of using a technology outweigh the risks
are able to choose to use that technology. Those who believe the risks
outweigh the benefits may choose not to use it.

At the turn of the century, similar problems were posed by the devel-
opment of biotechnology and other gene-based products, from stem cell
research to herbicide-tolerant maize. The difference is that back then
decisions concerning the utilisation of new technologies were largely
in the hands of politicians, who were prey to the pressures of powerful
interest groups claiming to represent ‘the environment’, ‘consumers’
and ‘the poor’, not to mention the power of vested interests such as the
purveyors of ‘organic’ food (a label briefly popular among middle-class
consumers who had been made fearful of conventional food technolo-
gies by a series of real and imaginary problems).

The turning point in the development of gene-based technologies
came around 2020. For a decade, investments in these technologies had
been shifting to East Asia, where the regulatory environment was more
relaxed and intellectual property (IP) protection had improved dramati-
cally (previously, poor IP protection had discouraged investment in
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much of Asia, but this shifted after Singapore enacted strong laws and
set the scene for the region). Then, as part of the legislation associated
with Britain’s exit from the European Union, product and environmental
regulation ceased to be a function of government and was instead left to
the private sector. Statutory regulations were replaced by a combination
of product certification, contracts and civil liability.

Private regulation: So Safe and Bright Future

We have by now become used to brands such as So Safe and Bright
Future, and few of us probably think about why they exist or what came
before them. Their origin actually pre-dates the removal of state regu-
lation. By 2010, people had become so disillusioned with the failure of
the state adequately to inform them of the quality of the products they
were buying that several entrepreneurs started their own quality assur-
ance programmes. Building on the experience of well-established quality
assurance schemes such as those run by Underwriter’s Laboratory and
Good Housekeeping in the USA, the British Standard Institute’s ‘kite’
mark and the Woolmark, So Safe and Bright Future sought to provide
the same quality assurance for a broad range of products.

As you know, So Safe focuses primarily on the safety of food,
ensuring that retailers have in place adequate supply-chain management
systems, thereby limiting the possibilities for food to be contaminated
between the farm and the fork. Retailers pay a fixed fee for each food
item branded ‘So Safe’. A portion of this fee goes into an insurance fund,
which pays out if a consumer is injured by a product bearing the So Safe
label.

By contrast, Bright Future was established as a niche scheme aimed
at satisfying the demand for products that support certain kinds of envi-
ronmental objectives. Unlike earlier schemes, which often made ridicu-
lous claims such as ‘this product is environmentally friendlier’, Bright
Future merely certifies the environmental claims made by manufacturers
(general ‘environment friendlier’ claims are not allowed because they
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cannot be verified and may even be counter-productive — points I made
in a monograph for the IEA way back in 1997). As a result, consumers are
able to choose to support those environmental concerns they prefer.

One of the early products to obtain a Bright Future label was maize
containing a gene that made it resistant to heat, drought and salt. The
label stated that by reducing the need for water and by enabling produc-
tion on land that had been subjected to over-cultivation, the maize
reduced pressure on wild lands and thereby helped conserve biodiver-
sity. The maize proved popular, not only because it had a Bright Future
mark but also because it was naturally slightly salty and was cheaper
than most other brands.

Those of us getting on in years also perhaps remember some of the
other schemes that were devised by enterprising souls. Although some
were briefly popular — even rivalling So Safe — most failed within a few
years. Some failed because of poor marketing, others because of a lack of
consumer interest. But several temporarily successful ones failed because
of a lack of adequate control processes — leading to several poisonings
and at least one death. This last — which concerned a mark originally
devised by the British government but subsequently privatised — led
to one of the largest personal breach-of-contract suits in legal history.
In each case, the failure of the control processes quickly became public
knowledge and consumers soon became disenchanted with the marks. In
spite of pleas from the major shareholders and several consumer groups
(who claimed that the marks deserved subsidies in order to promote
competition!), the government resisted proposals to bail out the marks
and they went to the wall.

Ironically, some people have complained that the existing assurance
schemes are too conservative, leading to a two-tier world in which the
rich can afford to buy certified products and the poor are left with the
dregs. The reality, however, is quite different. There are few independent
certifiers because most goods are packaged and branded by private
companies that have no need for independent certification — the brands
themselves are the greatest security that can be offered to the consumer.

THE ENVIRONMENT IN 2055

Admittedly, not all the brand owners guarantee to pay out in the event
that someone is harmed by the product, but they don’t need to — they
have established their reputation over a long period and know that if
there is a failure in their control processes and hence a negative hit to
their reputation, the financial consequences in terms of lost business
would be dramatic.

While concerns over consumer safety have to a very great degree
been resolved by the increased dominance of brand goods and the emer-
gence of private sector quality assurance schemes, Bright Future and
other similar programmes have played only a relatively minor role in
environmental protection. Far more important has been the shift away
from centralised government ownership, management and regulation of
air, land and water.

Over-fishing and individual transferable quotas

One of the precipitating events that led to this widespread privatisa-
tion was the crisis that affected the world’s major fisheries at the turn
of the century. After years of failing to solve the problem of over-fishing
through ever stricter regulations, governments eventually accepted
that something radical was necessary. So, in 2017, 87 nations signed the
Global Agreement on Privatisation of the Oceans (GOPA). The model
for GOPA was the successful privatised fisheries management systems in
New Zealand and Iceland. From the 1980s onward, both countries had
begun to decentralise their management of fish stocks, introducing ‘indi-
vidual transferable quotas’ (ITQs) — which essentially created a long-
lasting right to a share of the total catch of fish.

Before the introduction of ITQs, fisheries organisations would
lobby government to increase catch levels and fund ‘decommissioning’
of boats, while individual fishermen resisted measures to ensure that
they stuck to their own annual quotas, for example by landing catches
at night and refusing to allow the introduction of external monitoring.
After the introduction of ITQs, the owners actually called for lower catch
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levels — because they realised that by reducing catch levels temporarily
they could increase catch levels and hence the value of their ITQs in the
future. Owners also called for the introduction of satellite-based moni-
toring — in order to stop their fellow fishermen from cheating.

During the initial phase of ocean privatisation, ITQs were seen as the
ideal solution. They rapidly proved effective in increasing stock levels
and enhancing the wealth of the fishermen to whom they had been
granted. The result, dramatically observed in Iceland, New Zealand and
subsequently Spain, the UK, the USA, Russia, Japan and other major
fishing nations that took up ITQs, was that they enabled catch levels to
be reduced without requiring the state to intervene by purchasing boats
or paying welfare to fishermen.

Over time, however, the management companies established to run
ITQ programmes gradually invested in the development of hatcheries
and spawning grounds (including working with the owners of large
offshore structures such as oil rigs, to convert these into artificial reefs).
As aresult, they found that they were able to increase the available catch
of fish. In order to protect their investment, the management compa-
nies negotiated greater levels of control over the seabed and the column
of water above it — effectively privatising large areas of the ocean within
the various countries’ Exclusive Economic Zones (EEZs — the areas of the
ocean deemed to be under the control of the individual nation-states).

Once the EEZs were effectively privatised, wild fisheries gradu-
ally gave way to open-water aquaculture — giant oceanic farms able to
produce vast quantities of fish of every kind at far lower cost than wild
fisheries. Although oceanic fish farms had emerged before the priva-
tisation of the EEZs, they did so on a relatively small scale and mostly
inside specially designated areas that could not be fished by commer-
cial trawlers. The reason is the lack of secure ownership. Few entrepre-
neurs would be willing to risk investing in an activity, on land or at sea,
where they might simply have the fruits of their labour stolen with no
recourse.

Just as privatisation of EEZs was the stimulus for larger-scale ocean
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aquaculture, so GOPA extended this to the high seas and all countries
that had not yet privatised their EEZ. Under GOPA, the area within a
country’s EEZ was automatically partitioned and either ‘grandfathered’
to existing ocean resource users or auctioned off. Where there were
competing users, special private arbitration bodies were established
to decide who should have what rights. Often different users would be
entitled to different rights in the same area, just as in parts of England
the general right to a moor has often been separated from the right to
the grouse living on that moor, for example. Areas outside the EEZ were
subject to homesteading, so that the first user to invest in the protec-
tion of a specific volume of water could claim it, so long as they had the
backing of the state in which they were registered. Again, where there
were pre-existing users, private arbitration bodies were established to
resolve disputes.

By shifting pressure away from wild fisheries, these fish farms also
aided in the recovery of stocks. Nowadays, the seas are once again
teeming with fish, and those who hanker after wild fish are once again
able to fish them relatively unhindered on the open seas (those areas
deemed uneconomic to fence). But more than that, ocean aquaculture
has reduced pressure on land-based agriculture. As most readers will
know, ocean aquaculture now accounts for approximately 30 per cent of
all the protein we consume.

Privatisation and conservation

Privatisation was also important in the management of other species.
In Sub-Saharan Africa, conservation suffered throughout the twentieth
century. Both colonial governments and their despotic and corrupt
replacements ran roughshod over the interests of the locals, preventing
them from owning the wildlife and discouraging investments in conser-
vation. The situation was not improved by the governments of rich
countries supplying ‘aid’ to the governments of these poor countries. But
in the past 30 years, African governments, led by Botswana and Senegal
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and closely followed by Mozambique, Uganda and Zimbabwe, have
largely shaken the aid habit and have decentralised their governmental
structures, giving power back to the people.

As a result, many communities have invested in conservation
programmes, seeking to reap what they can out of an unwieldy land-
scape through hunting, eco-tourism and mixed game farming. Others
have chosen to convert their land for other purposes and many have
done extremely well. But what is interesting about the situation not
only in Africa but also in Asia and South America is that intensive
farming and a shift to industry and services have taken pressure off
the wild land. Poaching is rarely a problem these days and popula-
tions of charismatic species such as elephant, rhino, lion, cheetah,
leopard, tiger and even panda are higher than at any period since
1900. At the same time, people in all these countries have become
massively wealthier (average per capita incomes in Papua New Guinea,
Bangladesh and the Congo are now higher than average incomes in
the USA in 2004). Moreover, people everywhere are using modern
technologies. As a result, people no longer die from what were called
the ‘diseases of poverty’, and average lifespans in the poorest ten
countries are 89 for men and 93 for women.

The decline of natural disasters

One of the sharpest declines has been seen in deaths from ‘natural disas-
ters’. The readers of 2055 may wonder why I even mention this: natural
disasters rarely make the news these days. Fifty years ago, however,
the newspapers were full of reports that ‘climate change’ would result
in a huge increase in deaths from flooding, heat, drought, and so on.
Indeed, one British science adviser famously claimed that by 2100 the
only places on the planet that would be inhabitable would be the poles.
Even at the time I thought that this was obviously arrant nonsense and
that the official should have been sacked on the spot for making such a
daft proclamation. But amazingly his assertions were widely repeated in
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the national press, helping promote the government’s claim that drastic
action was needed to halt dangerous climate change.

Well, 50 years later the world is again going through a warm
patch, but this time we know it is mostly caused by natural changes
— the cooling from 2018 to 2034 finally put paid to the global-warming
doomsayers. Moreover, we know that with modern technology and
wealth, nobody will suffer unduly. Indeed, some are calling for policies
to increase warming — noting that at the height of the last warm period
yields of crops were considerably higher, as growing seasons had been
extended.

The last 50 years

But I digress! I had wanted to explain how our green and pleasant land
has improved over the past half-century. First, though, some background
on the situation as it was in 2005. Until the twentieth century, Britain’s
landowners had for hundreds of years invested in the improvement and
conservation of land largely as they saw fit. Diverse competing experi-
ments in land management led to new discoveries, the best of which
were copied, with the result that management gradually improved.
During the twentieth century, however, investments were distorted by
a series of subsidies, land use planning restrictions and other interven-
tions, first from Westminster, then from Brussels. Combined with the
rapid technological innovation that occurred over the period, these
distortions caused a dramatic shift in the structure of land use.

The problem was not, as many conservative groups claimed, that
there was too much building on the land. Indeed, to the extent that
there was a problem relating to the construction of buildings it was that
there wasn’t enough and that there was too much aesthetic control by
government. As a result, a large proportion of the citizens of towns such
as London and Manchester were condemned to live in small, ugly Victo-
rian and Edwardian houses, many of them poorly subdivided into apart-
ments. Others commuted from sleeper towns located outside the ‘green
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belts’. These towns had once constituted thriving communities, but by
2005 the high price of property in cities — caused mostly by government
restrictions on alterations to and construction of buildings — had forced
people farther and farther out of town. Commuters bought up proper-
ties in satellite towns, using them as little more than dormitories.

The green belts, rings of mostly barren pasture deemed inviolate by
town planners, had originally been justified on the grounds that suburbs
should not be allowed to continue indefinitely into the countryside.
The idea was that the countryside and the communities that lived there
needed ‘protection’ from development. How ironic that this legislation
ended up destroying the very communities it sought to protect!

During the first two decades of this century, the state land use
planning system was gradually replaced by private measures, such as
easements and covenants. As a result, individuals and groups are now
able to protect what they really value without imposing unnecessarily
bureaucratic constraints on alterations and new building. The beginning
of the end came with the Labour administration that came to power
in 1997. Realising that rising property prices were harming the poor,
Labour made the planning system simpler and more flexible.

The next step came when Britain’s farmers were forced to accept
the end of subsidies (as part of Britain’s exit from the EU) and in turn
lobbied hard for the removal of land use planning restrictions — so that
they could finally realise the development value of their land. Predict-
ably, preservationist groups such as the Commission for the Preserva-
tion of Little England lobbied against changes to the planning system.
But the farmers made their point by staging a massive and convincing
rally at Westminster. The result was the removal of nearly all restrictions
on building on farm land (the only exceptions were for listed buildings
— all other planning designations were removed).

Contrary to the predictions of those who favoured state planning,
the removal of restrictions on building in the countryside did not lead
to the paving-over of the British landscape. Quite the contrary — with no
government restrictions on plot size, people were able to have relatively
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large gardens. Moreover, with no aesthetic restrictions, people invested
in architects, who were once again free to experiment with designs and
materials without fearing a costly redesign courtesy of a bureaucrat in
the local planning department taking against the new, the old or simply
the different. The British idyll of a beautiful house and garden for the
first time came within the reach of the masses.

With state planning more or less eliminated in the countryside, the
battle moved to the towns and cities. There, environmentalists actually
came out in favour of a relaxation of the rules — in order to reduce
building in the countryside! In place of planning, they argued that the
owners of buildings should make agreements with one another, enforce-
able in courts of law, that limited changes being made voluntarily. They
were opposed by some of the big building firms, which tended to benefit
from the restrictive rules and claimed that the easements and covenants
proposed by the environmentalists would be excessively difficult to
overcome. The environmentalists won.

Although many old buildings were torn down and replaced with
modern houses and apartment blocks, historians have often expressed
surprise at the number of beautiful squares and even whole streets that
have been kept intact. One wonders how horrendous the housing situa-
tion might have been if the rules had not been changed. Given the record
of government building during the latter part of the twentieth century,
one also wonders how much damage might have been done to the places
that were subsequently preserved if councils still had the right to requisi-
tion buildings and convert them for their own purposes.

While easements and covenants have proved to be an extremely effec-
tive mechanism for conserving buildings and land, alone they would not
have been sufficient. Crucial, also, has been the application of tort law —
from nuisance to riparian rights. Nuisance law enables property owners
to protect themselves from harms such as noise and air pollution. The
basic principle of nuisance law is ‘sic utere tuo ut in alienum non laedas’ (so
use your own as not to harm another’s), which has been applied more or
less strictly over the course of the past 500 years. As with many aspects
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of private law, nuisance was weakened during the twentieth century,
with judges accepting a wide interpretation of the defence of ‘statutory
authority’ (for example, allowing that a statute which provided a partic-
ular company with a right to operate overrode the local people’s right to
clean air) and also allowing a shift in the interpretation in the law so that
plaintiffs had increasingly to show negligence on the part of defendants.

In order to enhance the extent to which individuals were able to
protect the environment — partly in response to fears created by environ-
mentalists as Britain pulled out of the EU and repealed all EU-associated
environmental legislation — the British government passed legislation
that had the effect of removing statutory authority as a defence except
in extreme cases (for example, where an act expressly permits a specific
harm), and even then compensation is payable. Meanwhile, following a
series of law review articles critical of the shift to a negligence standard,
the British Supreme Court ruled that nuisance cases should once again
be governed by the sic utere rule.

In addition to the changes in the rules, which significantly increased
legal certainty, the government instituted changes in legal procedures,
making it much easier to settle a disagreement through arbitration.
This reduced costs and enabled many more people to bring actions. As
aresult, property owners found that they were in a much better position
regarding the perpetrators of nuisance. Contrary to the apocalyptic
predictions of some businesses, this did not have a negative impact on
business. Rather, it ensured that people who were harmed were able to
obtain compensation. Many plaintiffs actually entered into long-term
contracts with the creators of nuisances, which permitted the nuisances
to continue —for a price.

The past 50 years have also seen a burgeoning of the use of private
riparian rights to protect the quality of streams and rivers. The right
to ‘an undiminished flow of water of undiminished quality” had been
established in the late nineteenth century and enabled riparian owners
to sue those who caused all manner of interferences, from polluters to
companies abstracting water. As with nuisance law, the situation was
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improved through the repeal of statutory authority. Also, the conversion
of statutory rights to abstract water into fully tradable property rights
also helped considerably. And, as with nuisance law, many riparian
owners have made bargains with polluters, water companies and others
who had interfered with their rights.

Conclusion

Over the course of the past 50 years, the environment in Britain and
around the world has improved dramatically to the benefit of all. In
addition, people are wealthier than ever before and have access to
superior technologies, enabling them to cope better with the environ-
ment in which they live. These improvements have come about as a
result of the private actions of individuals and companies operating
within the institutions of the free society — property rights (bound by
effective remedies in tort), contract law, markets, the rule of law and
limited government. In countries that took longer to adopt these institu-
tions, improvements were slower and people are poorer.
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14 CAPITALISM
David Henderson and Geoffrey Owen

Capitalism yesterday and today'
The survival of the market economy

Viewed in the perspective of the past 60 years, the first point to be
made about capitalism today, in the world as a whole, is that it has
survived. At the close of World War II such an outcome could by
no means be taken for granted. The war and events leading out of
it brought a vast extension, in both Europe and Asia, of the area in
which communist regimes held sway. Before long, the break-up of the
former empires of leading capitalist countries led to the establishment
of a host of newly independent states; and in virtually all of these,
governments were committed to socialism. In the leading capitalist
countries themselves, where in the past the system had clearly made
possible substantial economic advances, it was widely questioned,
rejected or condemned. Alongside older criticisms, it was now blamed
for the chronic instability of the inter-war period and the calami-
tous Great Depression of the 1930s: it was seen as no longer able to
deliver. Even those who took a favourable view of capitalism’s past
achievements and future potential, despite the setbacks of the 1930s,
did not necessarily expect it to survive. A leading instance was Joseph
Schumpeter, in his great book Capitalism, Socialism and Democracy,
first published in 1942. He argued that *... a socialist form of society
will inevitably emerge from an equally inevitable decomposition of

1 This opening section, and some of the later argument, draws on the final chapter of Hend-
erson (2004).
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capitalist society’, and foresaw ‘a conquest of private industry and
trade by the state’.?

Six decades further on, it is obvious that confident predictions of this
kind have not been borne out. Capitalism has not disappeared from the
scene, and few people now expect it to do so. Aside from a few fringe
cases, such as Cuba, Libya and North Korea, there is probably no country
in the world where, over the whole course of these six decades, private
industry and trade have been ‘conquered’ by the state. Why is it that,
contrary to what so many expected, capitalism has emerged at the end of
this period more generally accepted and more securely established than
at the beginning?

Both positive and negative influences have been at work. The main
positive factor has been the remarkable and unforeseen record of
economic progress across much of the world over the second half of the
twentieth century. During this period the world economy as a whole,
and many countries within it, have grown at rates that were substantially
higher than past history would have suggested as likely or even possible.
Every member of the group of capitalist countries that were already rela-
tively rich in 1950 has shared in this increased prosperity. But the record
of economic progress over the period goes well beyond this group, in
ways that no one foresaw or even imagined, and which mark a decisive
break with the past. In the course of this past half-century, an increasing
number of previously poor countries achieved sustained rates of growth
in material standards of living which were either rare or wholly unprec-
edented anywhere in earlier history.

How far this record of widespread (though not universal) economic
success can be attributed to ‘capitalism’ as such is debatable. But almost
all the countries concerned had economies that were market-based
rather than centrally planned, while in some cases, with China since
1978 as the leading example, high growth rates were achieved as a direct

2 Schumpeter (1942). The first quotation is from the preface to the first edition, and the
second from the final chapter of the fourth edition.
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result of policies that greatly widened the scope for private business
initiative. Even though capitalism was not necessarily given credit for
the successes, rising prosperity weakened the case for making radical
changes in the system within which it was occurring. Economic progress
has brought acceptance of the market economy, though not necessarily
enthusiasm for it.

Gaining ground

On the negative side, capitalism has gained, perhaps decisively, from
the revealed weaknesses of its rival. Exposed to the test of results during
this half-century, the socialist alternative has disappointed both hopes
and expectations. The most conspicuous evidence of its failure, and the
most momentous in its consequences, has of course been the collapse
of communism. Less dramatically, and outside the former communist
countries, disillusionment with the performance of public enterprises
has been the main single factor in generating, and lending impetus
to, the process of privatisation which has been taken a long way in a
substantial and growing number of countries. Across the world, the
trend towards public ownership of enterprises has been reversed.

As a result of these recent developments, capitalism is no longer
so closely linked to the countries where it first developed and is still
in place: its hold has extended. Several interrelated factors have been
at work here. One is the collapse of communism, which has opened
the way for private business in most of the former communist coun-
tries of central and eastern Europe. Second is the still-continuing
trend towards closer international economic integration in the world,
and with it the extraordinary growth in cross-border trade and invest-
ment flows: ‘globalisation” has enlarged the scope and improved the
functioning of markets. A third factor has been privatisation in a
growing number of developing countries. Last but not least has been
the notably high growth of output in a number of these latter coun-
tries where economic policies have become more market-oriented,
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with China and India as the outstanding cases. Capitalism is now big
business outside its former strongholds.

Continuity and change

Although capitalism has thus made gains across the world in recent
decades, this is not because its character or its rationale have changed.
Today as in the past, the main justification for capitalism is the decisive
contribution that it makes to furthering economic progress. The main
direct impulse to such progress comes from the profit-related activities
and initiatives of business enterprises: from an economy-wide view-
point, as distinct from that of the individual firm, this is the primary
role of business. Recent developments in the world economy, including
‘globalisation’, have served to confirm and reinforce that role.

The business contribution to the general welfare does not depend on
a commitment by enterprises to furthering ‘social’ objectives. It results
from the combination of entrepreneurial opportunities and competitive
pressures that only a market economy provides: it is these twin influ-
ences which give rise to the unceasing process, described by Schumpeter
as one of ‘creative destruction’, that is the hallmark of such an economy.

That process can bring significant changes within the world of
business itself. A recent instance is the trend, first apparent in the 1980s
and still running strongly, towards the ‘de-integration’ of the large, verti-
cally integrated corporations that once dominated many of the world’s
industries. Because of technological change, pressure from the finan-
cial markets and more intense global competition, companies such as
General Motors and IBM have abandoned their old attachment to doing
everything in-house and now rely to a much greater extent on market-
based relations with outside suppliers. By the 1990s ‘the large corpora-
tion that had looked inevitable and invincible in the 1950s and 1960s had
become an organisation increasingly misaligned with economic realities’
(Langlois, 2003).

Another manifestation of change within the business world is that
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the rate of turnover among the world’s largest companies has acceler-
ated. Many of those giant corporations (which according to some widely
believed 1960s predictions were about to take over the world) have
either disappeared from the scene or are greatly reduced in size; new
firms in new industries have come to the fore. It is arguable that econo-
mies of scale and scope — chronicled by Alfred Chandler in his studies
of American capitalism — are less relevant today (see Chandler, 1990).
The world may be moving towards a more entrepreneurial economy, in
which competitive success depends on speed and flexibility rather than
size.

Such far-reaching changes, however, are not only consistent with
capitalism but part of it. They exemplify the combination of market-
originating opportunities and pressures that make the system a force for
innovation and progress.

Continuing opposition

It is now widely argued, or simply assumed, that capitalism, and with it
the market economy, has finally triumphed; but this is far from being
the case. In spite of its survival, the ground that it has gained, and the
discrediting of many traditional socialist arguments and claims, the
future of capitalism cannot be taken for granted. In all but a few coun-
tries today, hostility to the market economy and to private business is
widespread. In no country in the world is there a government, or even
a political movement with strong support, that takes as a guiding prin-
ciple the case for greater economic freedom. The future of capitalism
has still to be assessed against a background of suspicion, questioning
and distrust, which recent corporate failures and scandals have served
to reinforce. In this respect also, and notwithstanding the collapse of
communism, the world has not greatly changed.
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Capitalism tomorrow
Challenges to the market economy

For the time being, and perhaps for the indefinite future, capitalism as
such appears secure, in that state socialism no longer presents a serious
challenge. But the competitive market economy is less secure: every-
where there are forces and influences at work to restrict rather than
enlarge its scope. It is possible to imagine a capitalism of the future that
would become on balance increasingly collectivised and denatured, even
without a restoration of either central planning or public ownership of
enterprises. The main challenges to the market economy now come,
not from full-blooded socialism, but from a range of interventionist
measures, trends and possibilities. The effect of these is to constrain
market opportunities and competitive pressures.

As in the past, the sources of interventionism are numerous and
often mutually reinforcing. In part, they result from the limits to what
a market economy can accomplish. Such an economy acts as a vehicle
for material progress, through an unceasing process of change; and the
argument in its favour refers to the general welfare only, without regard
for who may gain or lose from the working of competitive markets or an
extension of their scope. But governments and their voters do not neces-
sarily favour change as such, and they are deeply concerned with issues
of distribution, fairness, equality and security. These concerns open the
way to a range of actions to restrict the scope of markets or regulate their
working.3

Such actions can often be justified, or at any rate defended, as giving
expression to the general interest. But the readiness of governments to
move in this direction, and the pressures on them to do so, can arise in
more questionable ways, most of which are not new. First and arguably
foremost are the unceasing pressures from interest groups of many

3 Ofcourse, government involvement may be called for, even in a well-functioning market
economy, to deal with ‘externalities’ and to provide adequately for ‘public goods’. Such
actions, however, are largely undertaken with the aim of promoting the general material
welfare.
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kinds, including business lobbies, to protect established positions or to
obtain new favours and concessions from governments. Alongside these
pressures, and often reinforcing them, are firmly held anti-business and
anti-market attitudes, beliefs and assumptions. These include the age-old
hostility to the profit motive; the conviction that good outcomes can be
realised only from motives that go beyond self-interest; and the percep-
tion of markets as anarchic as well as amoral. More recent variations
on the anti-market theme include the beliefs, first, that profit-directed
economic activities are putting the planet under threat, and second, that
globalisation together with privatisation has conferred on businesses
undue benefits and dangerously extended powers.

Such influences and pressures can be translated into policy along
several lines of action. One is through increasing the scope or extent
of public transfers, in ways that further loosen the connection between
rewards and economic activity. A second is by raising barriers to inter-
national flows of trade and foreign investment. A third is through what
might be termed ‘demarketisation’ — that is, extending the sphere in
which goods and services are provided free or almost free of charge.
Last (and as we believe the most serious single threat to the competitive
market economy today and in the future) is a trend towards increas-
ingly strict and intrusive regulation — for example, in environmental and
‘social’ codes; through taking farther the already well-established trend
towards the erosion of freedom of contract; and in the international
domain, through pressures to establish common norms and standards
even though local circumstances are widely different.

Taming capitalism: the ‘stakeholder model” and ‘CSR’

Some forms of intervention, current and prospective, are designed
to affect the governance and conduct of businesses. One of these, well
established, is the ‘stakeholder model’ of capitalism, while a more recent
development is the doctrine of ‘Corporate Social Responsibility’ (CSR).
One of the characteristics of the stakeholder model, of which
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Germany is the prime exemplar, is an attenuated role for financial
markets in influencing the way industries and firms are organised.
Companies, including those listed on the stock exchange, are held
to be accountable, not just to shareholders, but to a range of other
stakeholders, including employees, customers, suppliers and local
communities. There is a consensual element in the governance of large
corporations, reflected in the presence of employees and trade union
officials on supervisory boards. These arrangements, coupled with the
absence of an active market for corporate control, tend to promote
stability, continuity and a sluggish response to external shocks. In the
USA, by contrast, shareholder value is the chief measure of a company’s
performance. Financial markets play a larger role, putting continuous
pressure on businesses to run their affairs efficiently and providing the
means by which new firms can challenge incumbents. It is a system that
facilitates the rapid shift of resources from low-growth to high-growth
sectors of the economy.

In recent years, because of the closer integration of world finan-
cial markets (largely driven from the USA), the shareholder model has
been gaining ground. At the same time, however, there has developed
a potentially countervailing movement of opinion to reform capitalism
everywhere, including the USA. According to this view, businesses every-
where should now redefine their role and objectives, and change their
ways of operating, in the name of CSR. They should embrace the notion
of ‘corporate citizenship’, and run their affairs, through ‘multiple stake-
holder engagement’, so as to pursue the goal of ‘sustainable develop-
ment’. Only by acting in this way (it is said) can businesses respond to
what are now ‘society’s expectations’ and earn their ‘licence to operate’.
In so doing lies the key to long-run commercial success, since profits
today depend largely on reputation, which in turn depends on being
seen to act in a socially responsible way.

One of several objections to the doctrine of CSR is that it typically
presumes, mistakenly, that globalisation, together with privatisation,
has had the effect of transferring power from governments to businesses.
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It thus rests on a view of the world that is false. More important, its
probable consequences appear as damaging. In particular, in so far as
its adoption becomes legally or effectively binding, whether as a result of
strong social pressures or through legislation, the effect will be to narrow
market opportunities and reduce competitive pressures, and hence to
weaken the performance of business in its primary role.*

Extending and strengthening the market economy

Both stakeholder theory and (still more) the doctrine of CSR presume
that the world will be a better place, and capitalism more benign, if
businesses consciously aim to further the public good. But as we have
noted, economic progress does not depend on a commitment by enter-
prises to bring it about. Now as in the past, the business contribution
to the general welfare arises from the combination of opportunities
and pressures that a competitive market economy generates; and the
opportunities are widened, and the competitive pressures increased, in
so far as economies become freer and the scope of markets is extended.
This depends, not on enterprises, but on governments. Hence it is not
through redefining enterprise motives, goals and ways of operating
— for example, along the lines of CSR — that business performance of its
primary role can be effectively improved: this requires official actions
that fall outside the competence of even the largest corporations. Such
actions by governments come under the heading of economic /iberalisa-
tion. This is the route to extending and reinforcing the market economy.

To be sure, liberalisation is not the be-all and end-all of economic
policy. In all too many economies today, especially though not only in
Africa, the future of capitalism chiefly depends on the secure establish-
ment of public order, property rights and an effectively functioning
legal system. In every country, now as always, the extent to which

4 A critique of CSR is to be found in Henderson (2001), and the argument is taken farther
in Henderson (2004).
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liberalisation matters, and should be pursued, is a matter of debate. But
there is obvious scope, in virtually every economy today, for enlarging
the domain of competitive markets in ways that would make capitalism
function better as a vehicle for economic progress.

What liberalisation chiefly comprises is easily stated, though the
agenda must depend on each country’s situation. It has both an internal
and an external dimension. Internally, it has three main heads of action.
First comes further privatisation of public enterprises, in ways that will
give full opportunity to new entrants into the markets concerned. Second
is marketisation, that is, replacing free or heavily subsidised public provi-
sion of goods and services by user charges or earmarked taxes, so as to
open up possibilities of wider choice and competitive supply. Third is
deregulation, and the relaxation of regulations and controls that are over-
strict, under a wide variety of headings. The regulations in question
include those that limit the scope for new enterprises to be set up or for
new entrants to compete in specific markets.

The international dimension

Now as ever, liberalisation has an important external aspect. The effec-
tive functioning of market economies depends to a large extent on their
openness to cross-border flows of trade and foreign direct investment,
which create market opportunities and competitive pressures. Hence
the future of capitalism, and the degree to which it takes competitive
rather than collectivised forms, will be strongly affected by the external
economic policies of governments. The story of economic progress since
the end of World War II has been in large part one of external liberali-
sation — of the opening up of national economies to new possibilities
for competition, innovation and change. Broadly speaking, this trend
towards closer international economic integration is still proceeding.
Even now, however, protectionist policies of various kinds retain their
hold in virtually every country; and as a result, integration still has a long
way to go. Given the resulting possibilities for external liberalisation, and
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the potential for the growth of cross-border transactions that now arises
from the communications revolution, the freeing of former communist
economies and the rapid growth of a number of poor economies among
which both China and India are included, the scope for extending and
diffusing the world market economy is vast. It remains to be seen how
far governments will permit or encourage this scope to be realised. In
particular, much depends on whether the USA and the EU will further
open their markets for imports from developing and transition econo-
mies, rather than maintaining their long-established restrictions on agri-
cultural imports, continuing to resort to anti-liberal defensive responses
such as safeguard and anti-dumping actions, and pursuing demands
for ‘acceptable’ environmental and labour standards in poor exporting
countries.

Economic progress and individual freedom

For the foreseeable future, capitalism as such appears secure. But the
future of the market economy is by no means clear or assured. As in
the past, economic policies across the world are likely to contain both
liberalising and interventionist elements, and the balance between the
two is not pre-determined. A reasonable prediction is that capitalism
will become more widely diffused than now, while broadly retaining its
powers of ‘creative destruction’, but that everywhere, with many local
variants, it will to continue to bear collectivist aspects and features. The
balance will be decided by the extent of liberalisation.

Contrary to what is often asserted or assumed, liberalisation is not,
in either intention or effect, a means to furthering business interests.
Its aim is not to placate or enrich businesses — which in fact are often
opposed to it, with good reason, as contrary to their interests — nor to
increase the power of corporations which it has no tendency to do. Its
twin related purposes are, first, to further the material welfare of people
in general, and second, to enlarge the domain of economic freedom for
people and enterprises alike.
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The latter aspect is especially to be stressed. The argument for capi-
talism, and for policies that will make it less collectivised than it is today,
does not rest only on the ways in which they will further material welfare,
but also on the other gains that go with economic freedom. Well-func-
tioning market economies, and forms of liberalisation that will serve to
extend and improve them, are a source of opportunity for rich and poor
alike. They enable people to act in ways that will make their lives more
complete, as well as materially richer.
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15 A CONSTITUTION FOR LIBERTY
John Meadowcroft

This chapter sets out a liberal constitutional and institutional struc-
ture towards which Britain should aim over the next 50 years. To lay out
such an ‘ideal’ constitutional structure may at first sight appear at odds
with the fundamental principles of classical liberalism: classical liberals
reject the idea that there is a blueprint for an ideal society that can be
imposed on a population and are extremely sceptical as to the possi-
bility of deliberately constructing social or political institutions that are
superior to those institutions that have evolved spontaneously. Rather,
in the words of Czech President Vaclav Klaus — who oversaw the Czech
transition from communism to liberal democracy as prime minister
— successful institutions must be ‘a delicate mixture of intentions and
spontaneity’ (Klaus, 1994). That is, they must set foundational rules that
provide a framework within which society can flourish as a spontaneous
order, developing in unforeseen and unpredictable ways (see also Hayek,
1973).

The task of a liberal constitution, then, is not to impose a precon-
ceived structure upon society, but to provide a background structure
within which a spontaneous social order can develop and thrive. Such
an evolutionary process can take place only where government provides
little more than a basic framework of law and private property rights
and individual citizens have the greatest possible sphere of personal
freedom.

Accordingly, the constitution for liberty proposed in this chapter sets
out a framework for minimal government. The proposed constitution
combines modest constructivism and evolution. It argues for the creation
of a written and codified — though extremely limited — constitution to
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impose formal limits on governmental power, and for the further devel-
opment of the UK’s tradition of local and regional government to facili-
tate inter-jurisdictional competition. Beyond these changes, however, no
great acts of constructivism are proposed. Rather, it is argued that all
other political institutions should be largely left intact to operate within
the new constraints that will be imposed by the written constitution and
the devolution of power to largely autonomous devolved authorities.

A written, codified constitution

The United Kingdom is almost unique among contemporary liberal
democracies in not having a written, codified constitution.' The absence
of a written constitution need not imply weak or unstable political insti-
tutions, however. On the contrary, Britain, with its entrenched and
enduring political institutions which have evolved in the absence of a
written constitution, may be contrasted with those nations that carefully
crafted constitutions to guarantee freedom and democracy but neverthe-
less descended into authoritarianism or totalitarianism. The collapse
of the German Weimar Republic after 1933 is the most powerful and
salient example of the absolute failure of a constitution that supposedly
enshrined liberal democratic principles.

While it is true that the UK’s unwritten and uncodified constitu-
tion has served the country well over many centuries, allowing, in
particular, for a gradual evolution of political institutions, it is also true
that, as Gladstone famously suggested, the UK constitution ‘presumes
more boldly than any other the good sense and good faith of those
who work it". The fundamental principle of the UK’s unwritten consti-
tution is parliamentary sovereignty; that Parliament can pass any law
and no parliament may bind its successors. Because it is impossible for
Parliament to act u/tra vires within UK law, the only possible avenue for

1 The other liberal democracies without a written, codified constitution are Israel — which
has recently moved to adopt one — and New Zealand.
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appeal against parliamentary legislation is to supra-national authority,
for example the European Court of Human Rights. While this institu-
tion may safeguard the basic human rights of UK citizens, it does not
offer protection against the more prosaic but still harmful pathologies of
majoritarian democracy, which in the UK have included the abolition of
minority pursuits such as fox-hunting, successful rent-seeking by public
sector trade unions and the imposition of pecuniary externalities in the
form of excessive regulation and taxation.> Gladstone’s presumption of
good sense and good faith now appears to have indeed been presump-
tuous.

A written, codified constitution is necessary to safeguard the liber-
ties of individuals against the danger of majoritarian tyranny inherent in
any democratic polity. A constitution must have special legal authority
— it must be a higher law than statutory legislation passed by Parliament
— but to survive indefinitely it must also be open to change and evolu-
tion. It is proposed, then, that a written, codified constitution be created
that has authority over Parliament. A constitutional court — which will
be the highest court in the land — will be created to rule when Parliament
or government has acted ultra vires. Amendments to the constitution
may be considered by a constitutional convention that can be convened
by a two-thirds majority in both Houses of Parliament. To take effect, all
amendments to the constitution proposed by the convention must be
approved individually by a two-thirds majority of the population (not of
those actually voting) in a referendum.

Constitutional limits on government

The most important task of a constitution for liberty is to set constitu-
tional limits on the ability of government to create legislation; all the
institutional arrangements that will be described below are secondary
to these basic restrictions on what government can do. Liberty can be

2 On externalities and government, see Meadowcroft (2004).
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guaranteed by three relatively simple and straightforward restrictions
on the power of government.

First, legislation may not discriminate against particular groups or
categories of people. Legislation that discriminates on the basis of sex,
race, age or religion, or on the basis of occupation, income or wealth,
will be dismissed as unconstitutional. By making all taxes other than a
flat rate income tax or sales tax unconstitutional, and outlawing the allo-
cation of special government privileges to particular occupations, this
measure will prevent the exploitation of particular groups or categories
of people via the political process.?

Second, all legislation will automatically expire five years after it
becomes law; for legislation to remain on the statute book it must be re-
enacted by Parliament. This will ensure that all legislation has popular
consent and is not assumed to have consent because it was approved
by Parliament decades or centuries earlier. It will also ensure that the
inherent conservatism of tight constraints on the legislature does not
create a situation of stasis where the size and scope of government
cannot be reduced from its present level. This measure will also mean
that politicians will be fully occupied re-enacting expired legislation and
therefore will not constantly devise new laws and legislation to fill parlia-
mentary time.

Third, all new taxes and increases in the rates of existing taxes
must be approved by a two-thirds majority of the population (not just
of those who actually vote) in a referendum. This will help to ensure
that increases in public spending have the consent of those who will be
required to pay for them.

3 The idea of genuinely non-discriminatory legislation was proposed by Frédéric Bastiat
(1850 [2001]) in the nineteenth century and is central to the constitutional political econ-
omy of Nobel laureate James Buchanan (for example: Buchanan, 1996).
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Inter-jurisdictional competition: national, regional and local
government

Competition between different jurisdictions must be central to a set of
institutional arrangements that protect and maximise individual liberty
and facilitate the evolution of a spontaneous social order. Inter-juris-
dictional competition provides a framework for the provision of public
goods that allows citizens the greatest opportunity to exit from those
transactions in which they do not wish to participate in. Tiebout (1956)
famously showed that the existence of competing jurisdictions of public
goods provision can create an exit option comparable to that which
exists in private markets; if public goods provision is devolved to a series
of local municipalities, then it will be possible for consumers to move to
those localities where the public goods provision most closely matches
their preferences. Local authorities will also have an incentive to create
regimes of taxation and service provision that will attract residents.

Inter-jurisdictional competition requires that public goods are
provided at the lowest” possible level of government — that is, wherever
possible by local government — and that each level of government raises
all (or at the very least the great majority of) the money that it spends.
It is proposed, then, that the great majority of public goods will be
provided by a single tier of small, unitary local authorities (though in
practice it is expected that most public goods will actually be provided
by the private sector and provision be merely overseen by local authori-
ties). Those services that are deemed to span multiple local authorities,
such as certain aspects of policing, will fall under the remit of a system
of regional government similar in size and scope to the present Welsh
Assembly. The process of inter-jurisdictional competition will determine
which public goods are provided by which local authorities and exactly
how those public goods are provided. The national parliament will be
left with principal responsibility only for national defence and foreign
policy. This institutional structure will be constitutionally protected so
that it cannot be arbitrarily amended by Parliament.

A CONSTITUTION FOR LIBERTY

Separation of powers and a constitutional court

One of the principal idiosyncrasies of the British political system is the
absence of a clear separation of powers between the executive, legisla-
tive and judicial branches of government. At present, the three branches
are intertwined, as the executive is drawn from the legislature and the
highest court in the land (the House of Lords) is part of the legislature.
Consequently, checks and balances are limited: the executive is able to
dominate the legislature to the point that the latter is unable to perform
an effective scrutinising role, and the lines between law-making and law-
interpretation have become blurred because the senior judiciary partici-
pate in the passing of legislation.

The lack of a clear separation of powers between the executive and
the legislature is not easily remedied in a parliamentary, as opposed
to a presidential, system of government. The constitutional limits on
the powers of Parliament to make law described above, however, will
provide a satisfactory check on the power of the government without the
necessity of a complete separation of executive and legislative powers.

The introduction of a written constitution, and the concomitant
creation of a constitutional court as the highest court in the land, will,
however, create a complete separation of powers between the judiciary
and the other branches of government. The constitutional court will
be a separate, independent entity, composed of seven senior judges.
Appointments to the constitutional court would be proposed by the
Prime Minister, but must be ratified by a two-thirds majority of both
Houses of Parliament.

A constitutional monarchy

As described at the outset, successful political institutions must be, to
a large extent, path-dependent, reflecting the traditions of the country
that they govern. Those constitutions that have failed have tended to
neglect the importance of traditions and customs. The UK’s political
institutions must therefore reflect the fact that the UK is a constitutional
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monarchy with a long history of absolute monarchy before that. While
there is a case for ending the special privilege enjoyed by one particular
family by fortune of birth, in reality a constitutional monarchy does not
pose a threat to individual freedom, whereas its abolition would have a
destabilising effect by undermining respect for the hereditary principle
in private property on the one hand and galvanising monarchist senti-
ments on the other.

The monarch should remain the ceremonial head of state, though
he or she will be subject to the constitution and the law in the same way
as any other citizen. The continuation of this ceremonial role would
also ensure that the head of state remains outside the realm of party
politics, thus providing a further limit to the power of elected politicians.
In addition to the ceremonial role, the monarch would also be able to
use his or her power as head of state to dissolve Parliament and would
continue to give royal assent to legislation.

The Houses of Parliament

Within the context of the constitution described above, Parliament will
be a much less powerful and less important body than at present; its law-
making powers will have been constrained by the constitution and most
of its present responsibilities will have been transferred to a largely self-
financing and self-managing system of regional and local government.
Nevertheless, Parliament will still be the principal legislative body in
the land and it will have ultimate responsibility for national defence and
foreign policy. Its composition, therefore, will still be a matter of some
importance.

It is proposed that Parliament should remain a bicameral legislature,
in accordance with the traditions of UK politics, but that a less powerful
Parliament should be a smaller body. No major changes are proposed to
the composition of the House of Commons. While the present first-past-
the-post electoral system is far from perfect, it does reflect the political
culture and traditions of the UK. The dangers of majoritarian tyranny
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inherent in the ‘winner’s bonus’ that the electoral system usually gives to
the party that wins the most votes will be curtailed by the constitutional
limits on its powers described above. The first-past-the-post system also
has the advantage that electorates can easily remove governments that
abuse their powers or become corrupt.

Reform of the second chamber, and in particular reform of its compo-
sition, has bedevilled successive governments during the past century; in
1911, 1968, 1999 and again in 2003 radical reform of the Lords appeared
to be imminent only to be abandoned on each occasion. Lords reform
has proved so problematic because the transaction costs of change are
likely to be high. If the Lords were to become ‘more democratic’ than the
Commons, for example, if the second chamber were elected by propor-
tional representation, then the relationship between the two chambers
would change, perhaps making the Lords the senior partner. Alterna-
tively, if the Lords were composed of prime ministerial appointees, this
might prove unpalatable to the public, thus reducing the popular legiti-
macy of Parliament and increasing the power of the executive relative to
the legislature.

The second chamber should continue its role as a reviewing
and revising chamber, secondary to the Commons. Because the two
chambers perform different functions it is logical that they should
be constituted differently. In order to reduce the size of Parliament, it
is proposed that the second chamber be limited to 500 members. The
creation of an independent constitutional court will end the role of the
House of Lords as the highest court in the land and the necessity for
members of the judiciary to sit in the Lords. The removal of the final 92
hereditary peers from the Lords would further reduce the membership
of the second chamber and be a logical next step in an ongoing process
of change that has seen the hereditary element gradually removed from
Parliament. It is proposed that an independent Appointments Commis-
sion be established to appoint 500 new members of the second chamber.
The Appointments Commission would be charged with making appoint-
ments from across the party political spectrum, from outside the world
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of politics — in particular, members should be sought from the world
of business and finance — and with as broad experience as possible.
It should strive to maintain the tradition of the non-partisan cross-
benchers within the second chamber. Current members of the Lords
would be eligible for consideration by the Appointments Commission.
Such an arrangement will probably not be considered ideal by many,
but it would maintain an independent second chamber able to perform
a specific revising and reviewing function, as well as being congruent
with the historical traditions of the UK Parliament.

Conclusion

This chapter has set out a constitution for liberty for the UK. This
involves a written, codified constitution that sets clear limits on what
government can do and the creation of inter-jurisdictional competition
between regional and local authorities within a highly devolved system
of government. Within this new framework it is proposed that the
principal institutions of UK central government should remain largely
unchanged. The UK should remain a constitutional monarchy with a
prime ministerial system of government. It is proposed that the second
chamber of Parliament should no longer be the highest court in the land
— this role is to be assumed by a new constitutional court — and that it
should be composed of members appointed by an independent Appoint-
ments Commission. It is important to emphasise that the most impor-
tant and radical aspects of these constitutional proposals are the limits
on government’s powers of action. The other proposals help provide the
supporting framework. The framework without the specific limits on
the powers of government will not be effective in promoting liberty and
restraining the power of government.

Even if such a constitutional and institutional framework were
created, however, liberty could still be threatened by a supra-national
institution with claims to legal sovereignty over the UK. Indeed, many
would argue that the European Union presently poses such a threat. The
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proper role of supra-national institutions, such as the United Nations
and the European Union, is to provide a framework to ensure the inter-
national rule of law and facilitate free trade between nations. As such,
while beyond the immediate scope of this chapter, supra-national insti-
tutions such as these would form part of an ideal global liberal economic
order if they were committed to ensuring the international rule of law
and global free trade: these issues are covered in the chapter by Minford
and, to some extent, the chapter by Sally in this volume.

The adoption of the ideal liberal constitutional and institutional
structure outlined in this chapter may seem politically impossible at
present, but it is no more far fetched than the privatisation of the prin-
cipal utilities, the abolition of exchange controls or the introduction of
some form of road pricing in central London appeared when the Insti-
tute of Economic Affairs was first established 50 years ago. Hence, it
might not actually be too unrealistic to believe that such a constitution
might be in place when the IEA celebrates its centennial anniversary.
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16 THE HAYEKIAN FUTURE OF
ECONOMIC METHODOLOGY
Paul Ormerod

Introduction

Hayek as an economic theorist was 50 years ahead of his time. At the
frontiers of thought, contemporary economics is gradually embracing
the Hayekian vision. As the twenty-first century unfolds, economic
theory will correspond more and more to Hayek’s thinking about how
the social and economic world works.

This essay is different from most of the others in the volume, because
it deals in the main with theory rather than with practice. Of course, it is
impossible to predict developments in economic methodology 50 years
hence, or even to say what discoveries would be desirable. But abstract
theory can have profound political implications. So this paper looks
at recent developments in economic thinking that are likely to have a
significant impact over the next 50 years.

Empirical evidence that market-oriented systems work better than
centrally planned ones is overwhelming. Yet it is always open to the
would-be planner to argue that previous designs were flawed, whereas
his or her current scheme is bound to work well. Indeed, belief in the
inherent efficiency of planning still permeates much economic and social
policy-making in the West.

Hayek’s achievement was to show that theoretically market-based
economies are inherently superior to planned ones. Paradoxically,
conventional free market economic theory cannot demonstrate this
result. Hayek demonstrated that desirable social and economic outcomes
arise not merely from the actions of isolated individuals, which is the
postulate of orthodox economics. Rather, they are the joint product of
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both individual actions and the institutional framework in which indi-
viduals operate. Individuals and institutions arrive at efficient outcomes
by a process of evolution and competition. Rigid, centralised planning
operating under a fixed institutional structure is the very antithesis of
what is required.

In this short essay, I first of all discuss the key achievement of
conventional economic theory in the twentieth century. Second, I
describe the limitations of this approach, and the intellectual impasse
that it reached. I then contrast Hayek’s approach with the orthodox
one and show why his was so powerful and original. I go on to give
examples of how the most exciting developments in economics in the
past couple of decades are taking the discipline in the direction of the
Hayekian vision.

The Hayekian challenge to twentieth-century economics

Over two hundred years ago, Adam Smith gave examples of partic-
ular industries — the canonical butcher, baker and brewer are perhaps
the most famous — in which the self-interested actions of producers
responding to incentives lead to benefits for everyone. Economic theory
in the twentieth century was able to show that this could lead to a desir-
able outcome not just in a few but in a// markets at the same time. Supply
and demand would balance everywhere, and there would be no unused
resources. An efficient, overall outcome would prevail. In the jargon of
economics, this is the model of ‘general equilibrium’.

General equilibrium theory is often seen as the crowning achieve-
ment of economics in demonstrating the superiority of free markets over
planning. But, as Hayek realised, the theoretical implications of general
equilibrium are that a centrally planned economy can be at least as effi-
cient as a free market one, and may even be superior.

An important problem for conventional economic theory, both
in this immediate context and more generally, is that in order to
demonstrate the efficiency of markets, it requires its actors to be very
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clever.! They must be able to gather and process enormous amounts
of information.

According to this theoretical view, efficient outcomes arise for the
system as a whole because of the amazing cognitive powers of its compo-
nent parts, the individuals and firms that comprise the system. Indi-
vidual agents are able to decide not merely a good strategy to follow, but
one which is the best — the optimal, a word used a great deal in economic
theory. In situations where there is a ‘best’ strategy for an agent, the
agent must be in possession of all relevant information. And to compute
the optimal strategy with this information, a great deal of processing
power may be needed.

The cognitive demands placed upon agents in the model of general
equilibrium are so strong that, in principle, a central planner in a socialist
state might well be able to satisfy them more readily than a more decen-
tralised, market-based decision-making framework. During the 1940s
and 1950s, the concept of planning was very fashionable in the West. It
was also during these decades that the first really powerful mathematical
results on general equilibrium emerged.> A number of academic articles
at the time demonstrated that an omniscient socialist planner, by using
the price mechanism as a way of deciding how resources should be allo-
cated, could achieve results identical to those of an equally idealised free
market economy, but with a more egalitarian distribution of income and
wealth.

In other words, in the world of general equilibrium, the great theo-

1 Or, to be more precise, to act ‘as if’ — a favourite phrase in economics — they are very
clever. In other words, they may not actually be very clever, but as long as they act as if
they are, everything is fine.

2 The research programme on general equilibrium was finalised by the mid-1970s. But the
definitive results are not good news for the theory. Radner in 1968 demonstrated that
in order to be able to prove the existence of general equilibrium, all agents have to have
access to literally an infinite amount of computing power. In the early and mid-1970s,
Sonnenschein, Debreu, Mantel and Bliss showed that there is no theoretical presumption
in general equilibrium either that market demand curves slope downward, or that market
supply curves slope upward. For some reason, which is open to speculation, these central
results of high economic theory are taught to very few students.
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retical achievement of conventional economics in the twentieth century,
socialism could be better than capitalism. Socialist planning in theory
could be just as efficient as free enterprise, and at the same time more
equitable.

It was Hayek’s genius to offer a completely different, and much more
realistic, view of how economies operate. In a Hayekian world, decen-
tralised decision-making by individual agents is unequivocally superior to
central planning. Indeed, a central plan may well be the worst possible
institutional framework an economy could have.

Hayek anticipated by many years the modern theory of complexity,
which is now being applied in both the social and natural sciences. In
complex systems, the individual components of the system interact
with each other directly to produce order and regularity at the aggre-
gate, system-wide level. Their patterns of behaviour are not fixed, but
may change as they observe the behaviour of their neighbours. Often,
the system-wide patterns that emerge are unexpected and cannot be
deduced from the rules of behaviour followed by the individual compo-
nents. The whole is different from the simple sum of the parts.

In contrast, in general equilibrium the individual components
interact only indirectly via the price mechanism. Their rules of behav-
iour are fixed. And in principle the behaviour of the system as a whole
can be deduced from the individual parts.?

The two visions of the world are fundamentally different. Conven-
tional theory describes a highly structured mechanical system. Both the
economy and society are in essence gigantic machines, whose behaviour
can be controlled and predicted. Hayek’s view is much more rooted
in biology. Individual behaviour is not fixed, as a screw or a cog in a
machine is, but evolves in response to the behaviour of others. Control
and prediction of the system as a whole is simply not possible.

3 The increasingly narrow confines of modern orthodox theory reduce this to absurdity
with the postulate that the workings of the economy as a whole can be understood from
those of a single, ‘representative’ agent.
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Hayek, complexity and knowledge

Interestingly — and how unlike most modern-day economists! — Hayek
understood and admired the achievements of other intellectual disci-
plines. Anthropology attracted his particular attention, and of all the
social sciences he regarded this as the one that produced people who
thought in a sensible way about the development of society. For Hayek,
an economist who is only an economist could not be a good economist.

The complex interactions between individuals give rise to inherent
limits to knowledge of how systems behave at the aggregate level. No
matter how smart the planner, no matter how much information he
or she gathers, there are inescapable limits to how much can be known
about the system.

An echo of this is found in the public choice literature. Public choice
economics (for example, Tullock, 1976; Buchanan, 1978) tells us that
planners can be as imperfect as the market. They are chosen by imper-
fect processes that can no more be perfected than market processes can
be perfected to look like the textbook models of ‘perfect’ competition.

Vernon Smith (2003) gives a practical illustration of the limits to
knowledge in his brilliant Nobel lecture. Airline route deregulation in
the United States has led to the emergence of the so-called hub-and-
spoke system. There are few direct flights between cities, and most
journeys involve a change at one of the small number of ‘hub’ airports.
Smith describes this as an ‘ecologically rational’ response. Significantly,
as he points out, no one predicted in advance that this institutional struc-
ture would evolve. This is not because airlines were stupid. It is because
customers did not know themselves in advance that this was the system
they preferred. They were not cogs in a machine following fixed rules
of behaviour. They had to learn which system they actually preferred
through a process of market experimentation. Following deregulation,
different types of route structure were tried, but the hub-and-spoke
evolved as the most efficient. This institutional structure was discovered
through a process of evolution and competition.

The world of economic forecasting gives another illustration of the
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inherent limits to knowledge in complex systems. The short-term fore-
casting record of, say, GDP growth or changes in inflation is known to
be very poor. This is the case not just in the UK, but across the West. In
general, the forecasting record exhibits a certain degree of accuracy in
that the average error over time is smaller than the size of the variable
being predicted. But the error is still large compared to the actual data,
and most of the accurate forecasts are made when economic conditions
are relatively stable. Exactly when they are most needed, at turning
points in the economy, forecasts are at their least accurate.

Very considerable high-powered resources are devoted, in treasuries
and central banks across the world, to trying to make accurate forecasts.
They are essential for successful control of the economy. If we are very
unsure about where the economy might be in a year’s time, we are of
necessity unclear about what policy changes we should be making now.
Yet the forecasting record shows no sign of getting better over time,
despite the incentives for policy-makers to get it right.

A branch of modern mathematics enables us to show that the poor
forecasting record is inherent in the nature of the economy. The precise
details need not concern us here, but essentially the technique decom-
poses data or information into two separate parts. One is the bit that
contains true information, and the other can be thought of as noise,
or interference. The latter contains no information at all, as if it arose
purely at random. Economic series such as GDP growth or the change
in inflation can be shown to contain very little true information (see, for
example: Ormerod and Mounfield, 2000). So systematically accurate
prediction over time is impossible. The Hayekian interactions of the
millions of individuals and firms that make up the economy as a whole
lead to the unpredictability of the system as a whole.

Bounded rationality and imperfect information: the real
world of markets

All the main developments in economics since 1970 can be thought of as
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moving the subject in the direction of Hayek’s view of the world. There
are two main ways in which this is being done. First, advances in theory
have involved the gradual relaxing of the cognitive powers that are
attributed to agents — to the individual firms and people in an economy.
In Hayek’s world, individuals do not need to have exceptional cogni-
tive powers. Efficient outcomes arise not by design, but by the process
of evolution through the complex interactions between individuals.
Second, by acknowledging the fact that people’s tastes and preferences
are not fixed. They are influenced by the behaviour of others.

An important step took place in the 1970s, when economists such
as George Akerlof and Joseph Stiglitz (2001 Nobel laureates) introduced
the concept of ‘bounded’ rationality. Some, and possibly all, agents in
any given context may lack access to full information. So their ability to
gather information is restricted. They still follow the rules of maximising
behaviour, however, and try to find the optimal strategy given the set of
information they have.

The concept of bounded rationality has undoubtedly extended the
power of conventional economics to understand the world. There are
many situations in which it is more reasonable to assume that some or
all of the relevant agents have access to partial rather than full informa-
tion.

But bounded rationality can be used as an excuse to let the central
planner in by the back door. Agents are still postulated to have the
capacity to maximise, to find the best possible solution by processing
information efficiently. All they lack is the means to gather all the
relevant information. So here is a potential role for the planner, as a
uniquely capable gatherer and provider of information, who thereby
overcomes the deficiencies of the market.

It is only in the past ten to fifteen years that economics has made
the decisive break, and has begun to embrace the Hayekian view of
the world. Individuals and firms may not only lack complete informa-
tion, but it may be impossible for them to work out the ‘best’ strategy
to follow. The game of chess gives a simple example of this latter point.
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Here, in fact, the rules are transparent and known. But the possible
number of permutations of moves is so huge that no one knows the
answer to the simple question: what is the best move for White to play
when starting the game?

The problem is compounded when individuals can change their rules
of behaviour depending upon what other people do — imagine playing
chess if the rules that governed the moves changed unpredictably during
the course of the game!

In the 1980s, Brian Arthur provided a realistic model of behaviour
in such circumstances,* which has many practical illustrations. Like any
theoretical model, it is only an approximation to reality, and needs to
have customised bits added, as it were, when any particular application
is being considered. But the general approach is powerful.

Arthur was interested in new technology markets, where very often
one company or brand comes to dominate the market, even though from
a purely technical point of view it may not be quite as good as its erst-
while rivals. Obviously, each product needs to satisfy a certain minimum
level of quality, but it is not clear that the best product always wins out.
Video recorders are a commonly cited example, and many people believe
the same to be true of Microsoft and its suite of products (see Liebowitz
and Margolis, 1999).

If consumers — or the central planner! — have perfect knowledge,
such an outcome is impossible. The best will always win. But the key to
Arthur’s model, as with Smith’s airport route example, is that consumers
do not know themselves in advance what their preferences are. They have
to learn them when the products become available. Lacking information,
it makes sense to observe what others do and follow their example. If a
friend or neighbour buys a VHS video recorder, say, and is satisfied, you
are more likely to do the same. Once this process gets under way, the lead
in market share which VHS obtains encourages retailers, for example, to
stock tapes for these machines rather than for its rival Betamax, which

4  His original article (Arthur, Ermoliev and Kaniovksi, 1983) is highly mathematical.
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in turn gives an incentive for new purchasers to choose a VHS machine,
so that a virtuous circle comes into existence for VHS, which becomes a
vicious one for Betamax. This is the key to Arthur’s theoretical model,
though the actual mathematics are pretty hair-raising.

The implications are very Hayekian. There is structure and order
at the overall level, in the sense that we know that one product is likely
to secure a dominant market position. The qualitative structure of the
market that will emerge is known, but it is impossible to predict in
advance which product will be the dominant one.

There are a growing number of models such as this. Their precise
subtleties vary from context to context, but they each provide a better
account of reality than conventional economics. Examples include
explaining the volatility of financial markets, accounting for why the
successes and failures of Hollywood films are inexplicable, under-
standing why dramatic changes in crime can take place, and the distri-
bution of honesty ratings among sellers on websites such as eBay (see:
Kirman, 1995; De Vany and Wallis, 1996; Glaeser et al., 1996; Ormerod
et al., 2003; Laureti et al., 2002).

Even financial markets, the domain par excellence of free market
theory, are not immune to this approach. For example, a recent model
(Farmer et al., 2003) analyses the mechanics of price formation and the
accumulation of stored supply and demand under the simple assump-
tion that people place orders to trade at random. The model makes
excellent predictions for transaction costs, price diffusion rates and a
quantity closely related to supply and demand, using actual data from
the London Stock Exchange. In other words, it appears that the price
formation mechanism strongly constrains the market, playing a more
important role than the strategic behaviour of agents.>

5  Forageneral discussion of the importance oflow cognition among agents, see P. Ormerod,
‘What Can Agents Learn?’, opening plenary address to the Australian Economic Society
conference, September 2003, at www.paulormerod.com.
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Hayek, Vernon Smith and the future of 21st-century
economics

The brilliant work of Vernon Smith has been at the forefront of this
development, and is taking it in even more exciting directions. His Nobel
lecture, referred to above, is an intellectual tour de force that helps to
define the Hayekian research agenda for the twenty-first century. The
challenge is not only to understand better how individuals behave,
but to show how, through their interactions, institutions themselves
evolve. Economic efficiency, we have finally realised, does not arise
solely through the behaviour of individuals. It is a joint product of their
behaviours and the rules of the institutional structure under which
they operate. Hayek knew this all along. His giant figure looms at the
threshold of twenty-first century economics.
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17 AN INDEPENDENT STATION
Ralph Harris

Fifty years ago the outlook for the newly formed IEA was hardly
promising. The post-war Labour government under Attlee had been
followed by the Conservatives under Churchill, followed briefly by Eden
and then Macmillan. Between them, the political stage was already
being set for the long-running drama of the ‘mixed economy’, with the
mixture, like Scotch on the rocks, becoming less and less Scotch and
more and more rocks. The prospectus was never clearly set out. Policy
was improvised on the remnants of wartime planning and high taxation,
on to which Labour had grafted an ill-prepared programme of exten-
sive nationalisation. Both parties broadly accepted the proposals for
a comprehensive welfare state set out in the Beveridge Report to the
wartime coalition government.

It did not take long to discern the emerging pattern of inflation,
balance-of-payments crises and recession that were the beginnings of
the boom-and-bust cycle that was to plague the British economy with
widening swings for more than three decades. The first of Labour’s
two post-war devaluations occurred in 1949. Before his resignation as
Chancellor, following a careless budget leak, Hugh Dalton, formerly a
lecturer at the London School of Economics, had coined the description
of inflation as ‘too much money chasing too few goods’. Commentators
began talking of an ‘over-loaded economy’ and looked for cuts in public
spending. In 1950 the new Chancellor, Sir Stafford Cripps, reluctantly
felt driven to impose charges for NHS prescriptions, thereby provoking
a political crisis and the resignation of Aneurin Bevan.

By 1958 continuing anxieties about inflation had prompted the
Treasury, now under the Tories, to propose a similar token cut in budget
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spending. The patrician Harold Macmillan rejected the proposals,
thereby provoking the resignation of Peter Thorneycroft and his
complete Exchequer team, including Enoch Powell. That ‘little local diffi-
culty’, as Macmillan described it, can be seen in retrospect to have been
the last stand of the old orthodoxy. The next two decades saw the era
of Butskellism (named after the Conservative and Labour Chancellors,
respectively Rab Butler and Hugh Gaitskell). What I came to call the
‘Keynesian collectivist consensus’ allowed little scope for fundamental
change in economic policy right up until the Callaghan government was
reluctantly forced to accept the inevitability of change in 1976.

Against such entrenched all-party opposition, the prospect for the
fledgling IEA seemed hardly stronger than that for the British economy.
Although our founder, Antony Fisher, had first voiced his dream of a
kind of independent ‘anti-Fabian’ society to raise the banner of a free
society ten years earlier,’ building-up his Buxted Chicken enterprise
necessarily took first priority. It was not until 1955 that he felt able to
register the IEA as an educational charity, and a further two years before
he took the plunge with my appointment as part-time general director in
January 1957.

Looking back, it may seem that we embarked on our great adven-
ture with no ‘road map’, nor even a business plan. We simply had start-
up capital of about £1,000 and ran our budget on a monthly cash-flow
basis, holding back printing bills to pay my retainer of £50 a month and
the £3 a week rent for a tiny shared office in the City. If we were ever to
find authors to write for us, it would certainly not be for the money.

Once Arthur Seldon joined me as editorial director, becoming full
time in July 1961, we found that in reality we had a sheaf of road maps.
These took the form of the luminous writings of the great classical liberal
economists going back to Adam Smith and David Hume, enriched by
Mill, Marshall, Cannan, Robbins and the neglected Austrian school

1 The full story of the creation of the IEA is well recounted in Antony Fisher: Champion of
Liberty by Gerald Frost, Profile Books, 2002; see also John Blundell, Waging the War of
Ideas (2nd edn), IEA Occasional Paper 131.
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of Bohm-Bawerk and Mises. Miraculously, both Arthur Seldon and I,
having proceeded to university from state grammar schools, had enjoyed
a powerful inoculation against fashionable collectivism: he from the
LSE, home of Hayek and Lionel Robbins, and I from the Cambridge of
Dennis Robertson and Stanley Dennison before the Keynesian curtain
descended on independent scholarship. Furthermore we had both had
our fill of party politics: he with the shadowy remnants of the Liberal
Party under Clement Davies, and I with the Conservative Party under
Churchill’s call to ‘set the people free’. At last, in our first basement office
together at Hobart Place, we had what Fisher, himself a disillusioned
Conservative, liked to call, quoting Aristotle, ‘an independent station’.
If I showed the slightest political backsliding, Arthur Seldon was at my
side to warn me, like a freed prisoner, to ‘keep going straight’.

That he issued such a warning was just as well since the IEA was a
charitable trust and therefore forbidden from conducting anything
approaching political propaganda. We also came to see independence
as expedient as we learned that party politicians were more or less
impotent to reverse policies in the face of the hostile climate of opinion
that confronted those sharing our classical liberal conception of the free
society in the post-war years.

In the wake of Keynes — and Hayek

So, with slender resources, how could we hope to spread a better public
understanding of the true contribution that a study of economics might
make to public affairs? The answer, surprisingly, was first provided
by Keynes. In the last paragraph of The General Theory of Employment,
Interest and Money, he explained why he anticipated that his revolu-
tionary doctrine would pass into general acceptance:

... the ideas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful than
is commonly understood. Indeed the world is ruled by little else.
Practical men, who believe themselves to be quite exempt from
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any intellectual influences, are usually the slaves of some defunct
economist ... the power of vested interests is vastly exaggerated
compared with the gradual encroachment of ideas ... soon or late,
it is ideas, not vested interests, which are dangerous for good or
evil.?

With equal confidence in the eventual acceptance of our own very
different ideas, we had this passage framed and displayed prominently
on our board-room wall.

This confidence was mightily reinforced by Hayek’s more pene-
trating elaboration of the same thesis in his impressive 1949 essay The
Intellectuals and Socialism, in which he wrote: ‘It is no exaggeration to say
that once the more active part of the intellectuals has been converted to
a set of beliefs, the process by which these become generally accepted is
almost automatic and irresistible.”

Hayek explained that intellectuals are not generally original thinkers
and may not even be particularly intelligent. In fact, he lumped together
teachers, journalists, broadcasters, priests, commentators and other
communicators as ‘professional second-hand dealers in ideas’. There is
a further passage in this essay which inspired us at the IEA in difficult
times:

We must make the building of a free society once more an
intellectual adventure, a deed of courage ... Unless we can make
the philosophic foundations of a free society once more a living
intellectual issue, and its implementation a task which challenges
the ingenuity and imagination of our liveliest minds, the prospects
of freedom are indeed dark ... 4

2 J.M.Keynes, The General Theory of Employment, Interest and Interest, Macmillan, London,
1936, p. 383.

3 University of Chicago Law Review, spring 1949; reprinted by the IEA Health and Welfare
Unit in 1998, p. 13.

4 Ibid., p. 26.
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Harris and Seldon begin the fight back

We had an early opportunity to put to the test both the relevance
of our shared liberal heritage for contemporary policy, and also our
personal compatibility in working together on practical projects. As we
settled into our first shared office in 7 Hobart Place, an ideal challenge
presented itself. The new post-war experience of progressive inflation
was prompting the press, as always, to search for scapegoats. Public
debate dwelt on two related developments that emerged in the wake
of the pent-up post-war demand for popular motoring and domestic
consumer durables such as television sets, washing machines and refrig-
erators. Both these early manifestations of popular prosperity natu-
rally expanded the two largely novel secondary markets of television
advertising and instalment credit. The ‘great and the good’, from Lady
Bonham Carter (Liberal), Quintin Hogg (Tory, later Lord Hailsham) to
the Archbishop of Canterbury, joined other highbrow commentators
in denouncing hire purchase (‘never, never’) and ‘high-pressured sales-
manship’ for inciting the common man to live beyond his means and
so push up prices. The more or less simultaneous appearance in 1958
of Galbraith’s The Affluent Society enabled critics to link the advertising
industry in this highbrow campaign against free markets.

Arthur Seldon and I found ourselves in spontaneous agreement
that both these activities were closely related to neglected aspects of
competitive marketing, and merited independent economic analysis.
The only recent academic work on advertising had been by Nicholas
Kaldor, a leading champion of the Keynesian collectivist consensus,
who had myopically concentrated on the apparently high cost of adver-
tising, without any attempt to analyse its effectiveness in building sales
and reducing unit costs of production. Since we knew of no academics
equipped to supply an alternative view, we decided to set about
performing the analysis and writing a study ourselves. Accordingly,
much of our first two years together was devoted to conducting original
research into these two fascinating aspects of marketing: the first the
supply of finance for domestic durables and the second the promoting
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of consumer demand for the changing goods and services on offer in the
marketplace. This led to the publication by the IEA of Hire Purchase in a
Free Society in January 1958 and Advertising in a Free Society in February
1959.

We practised a rough division of labour. My primary responsi-
bility was what might be called the leg-work of extensive interviews and
reading to assemble the facts about the origins, development, conduct,
statistics, costs, effects and regulation of these two lively commercial
activities. Arthur Seldon’s primary role was to set these findings into
a broad analytical framework showing their contribution to a free and
rapidly developing economy resting on consumer demand and competi-
tive supply.

Both books were widely reviewed and welcomed in the trade and
financial press as up-to-date texts of value to practitioners no less than to
students. Despite our specific criticisms of the practice of hire purchase,
as of advertising, we had no doubts about their valuable contribution
to a modern, progressive economy based on the primacy of consumer
sovereignty. We found that controls over instalment credit through
varying deposits and periods of repayment were seriously disruptive of
production and irrelevant to the prevention of inflation caused by the
government’s monetary laxity. On advertising, we were critical equally
of practitioners being paid by uniform commissions from the media as
of Galbraith’s scorn, even contempt, for consumer choice. Despite his
air of authority, he also failed completely to understand that commer-
cial promotion was but a small part of the ubiquitous ‘salesmanship’ and
competing for attention conducted ceaselessly by politicians, clergymen,
journalists, broadcasters and writers — including authors of campaigning
books such as The Affluent Society.

This work together, which we had embarked upon almost on a whim
to challenge what we regarded as superficial anti-capitalist stereotypes,
had a number of unforeseen benefits. First, we made a good profit for the
IEA on both books, which went into further editions. Almost as pleasing
was the suggestion by Professor Paish at the LSE that we both deserved

AN INDEPENDENT STATION

PhDs for more useful contributions to knowledge than many tortuous,
unpublishable academic theses. Second, we attracted donations to
our funds from entrepreneurs in both advertising and hire purchase
who were impressed by the practical value of our economic analysis.
Third, and above all, the new editorial director and I had established a
way of working together which was to bear fruit in many future Harris
and Seldon joint products, and in a dozen less visible ways up until his
delayed retirement a little ahead of me some 30 years later.

The genius of Arthur Seldon

It was Arthur Seldon’s genius to build up over 30 years an extensive
library of publications which, with hindsight, can be seen to follow the
single insight of Keynes, elaborated by his arch academic adversary,
Hayek, on the crucial role of intellectuals in opening minds to radical
changes in public and business policy.

With our slender resources, there was no question of the IEA
launching into a large market with hefty tomes for national distribution.
Nor could we contemplate fat fees to commission authors ambitious to
conduct new research at someone else’s expense. As so often, poverty
was the spur to invention. We settled for a modest niche market, special-
ising in short, scholarly texts aimed principally at teachers and students
of economics, but accessible to interested laymen, journalists and the
minority of politicians with a taste for serious reading. Each paper would
appeal to intellectuals by rigorously applying standard market analysis
to a contemporary issue of public or business policy that was of wide
interest — or to neglected topics we judged worthy of public discussion.
We were in effect entering the market for student texts once largely
monopolised by the Fabian Society, but without its enfeebling constraint
of having to conform to a party political agenda. We were therefore
enormously encouraged when, within a decade, a Fabian Tract with the
explicit title The New Right: A Critique was published in 1968 (Fabian Tract
387). The author was David Collard, who later joined our list of authors,
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and the tract devoted itself mainly to an earnest, respectful discussion
of IEA publications as the ‘most coherently expressed’ samples of that
genre. The author expressed his worry that the left was being success-
fully outflanked by the New Right.

Many authors will still remember, some ruefully, their first
encounter with Seldon as what might be called a ‘hands-on’ editor. In
addition to circulating guidance notes on length of manuscripts, house
style, layout with side headings and the all-important question of timing,
he required discussion of the literature, including alternative views, and
forthright conclusions for policy without the least deference to what was
conventionally regarded as ‘politically possible’ or even ‘administratively
feasible’ — on neither of which could economists claim special authority.
As an incomparable wordsmith, he would often pepper first drafts with
suggestions in the margin on content, language and punctuation, and
frequent one-word questions: ‘source?’ or ‘evidence?’. He also had an
ear for music and the rhythm of good prose which led him occasionally,
when words failed him, to scribble in the margin: ‘ugh’. When printer’s
proofs arrived, he would eagerly seize them from our colleague, Mike
Solly, who worked with us from the early days as production manager,
hand me a copy and invite comments. But I never forgot his early,
emphatic warning that he worked best ‘on a loose rein’.

His skill was not only in identifying topics but in matching them with
authors who could draw on their existing work to produce a 10,000-word
text for a Hobart Paper within a few months. He scoured the universities
and journals to discover authors, not excluding civilised left-wingers,
who understood the power of standard market analysis and could apply
it to their special subjects. As members of the Mont Pélerin Society, we
were able to extend our search for authors to America, Europe, Australia
and Hong Kong, among the distinguished fellow members of Hayek’s
informal international academy, formed in 1947 explicitly to bring scat-
tered but like-minded scholars into regular communion every year or
two at week-long conferences on almost every continent.

Our authors were attracted less by the modest fee, which in the early
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days might be 50 or 100 guineas for 10,000-12,000 words. More impor-
tant was getting their distinctive views into print promptly and the
growing evidence that publication by the IEA impressed more scholarly
colleagues and was certainly no barrier to academic promotion.

Recruiting among the awkward squad

Nevertheless, in the early years we found some more established
academics understandably reluctant to become too closely associated
with a new, untried institute which our enemies regularly sought to
dismiss as outdated, ‘right wing’ or worse. In retrospect it is easier to
forgive those university teachers who privately shared our doubts on
the ruling collectivist consensus but chose to keep their heads below
the parapet out of anxiety about how talk of market forces would go
down in the common room or among radical students, confused by the
Keynesians or bemused by the Galbraithians. All the more credit is due
to those early, mostly junior, academics whom our lively early patron,
Graham Hutton, taught us to value as fellow members of the ‘awkward
squad’ who positively relished acting as early path-finders for our educa-
tional mission. From them Arthur Seldon coaxed a stream of challenging
studies on an almost bewildering range of topics such as the role of trade
unions (Ben Roberts of LSE), the incurable flaws of the NHS (Dennis Lees
of Nottingham), the case against farm subsidies (Eric Nash and Richard
Howarth of Aberystwyth), the abolition of resale price maintenance (B.
S. Yamey of LSE), the folly of rent control (Norman Macrae of The Econo-
mist), the potency of monetary policy (Alan Walters of LSE and Victor
Morgan of Swansea), the case for education vouchers (Alan Peacock
and Jack Wiseman of York), paying for parking and self-financing roads
(Gabriel Roth, who had studied this subject while researching at the
University of Cambridge), liberalising road transport (Gilbert Ponsonby
of the LSE and John Hibbs of Birmingham), and the inevitable decline
of British coal (Colin Robinson of Surrey). Arthur Seldon and I were
both proud of having won places from grammar schools to leading
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universities and therefore took satisfaction in the fact that the majority of
our most robust authors came from similarly unprivileged backgrounds.
So far from enjoying ‘gap years’, quite a few of us had an enforced spell
as wage-earners before moving into higher education.

Many more senior academics were to follow, including internation-
ally famous names such as Hayek, Friedman, Buchanan, Stigler, Meade
and Hicks, all of whom were to be crowned Nobel laureates,> and the
legendary Harry Johnson (of LSE and Chicago), whose untimely death
deprived him of the chance to achieve that distinction.

But it was no use publishing lively studies unless we could get them
distributed and read. In the absence of salesmen to travel round book-
shops, we depended on getting our papers reviewed by journalists in the
right quarters or indeed in any quarters. We started with a number of
allies, mostly among old-style City editors — before the days when every
newspaper had at least one ‘economic correspondent’. The allies included
such heavyweights as Harold Wincott (Financial Times), Oscar Hobson
(News Chronicle), William Clarke (The Times), Richard Fry (Manchester
Guardian), Paul Bareau (Statist) and Andrew Alexander (Yorkshire Post
and later the Daily Mail). The Daily Telegraph rarely missed welcoming
the latest publication from the IEA, by many outstanding writers, such
as Colin Welch, Maurice Green, John O’Sullivan, Peter Utley and later
the powerful former Fabian, Patrick Hutber. Our deepest disappoint-
ment was the invariable neglect of IEA publications by The Economist,
which we had expected to give special attention to our revival of classical
liberalism, but which, in the early days of the IEA, adopted a conven-
tional Keynesian viewpoint.

Within the office, which moved from 66a Eaton Square to 2 Lord
North Street in 1969, the ceaseless flow of publications, meetings,
monthly Hobart lunches® and special events came to rely on the total

5  Douglass North later wrote for the IEA and Coase, Becker and Vernon Smith all contrib-
uted to our mission in other ways.

6  Hobart lunches were named after Hobart Square, one of the IEA’s early homes. This was
to make clear the essential detachment from the day-to-day deliberations conducted
across the road from our current home in the Houses of Parliament.
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dedication and unquestioning loyalty of a compact staff headed by Joan
Culverwell as my secretary, personal assistant and protector, as well as
office manager, from 1959 to 1986. Further office stability was provided
by the unswerving commitment of Mike Solly, also dependable and in
proud charge of the printing and production of our handsome papers
since the earliest days in the Hobart Place basement back in 1959; by the
energetic Ken Smith, who joined us as librarian in 1968, but cheerfully
found himself covering all the office chores that fell between the rest of
us; and finally, as accountant, the ever patient George Laxaton, who kept
our growing, though still hazardous, finances in perfect order before
the days of spread-sheets. Marketing was greatly enlivened when John
Raybould returned from Canada in 1975 to devote his experience and
rare enthusiasm to extending sales and subscriptions for our dozen or so
new titles each year. Our dozen-strong staff was completed by the gentle
Sheila Shah working on subscriptions, and three all-purpose secretaries
and copy typist/telephonists, forever ‘bashing out’ second and third
drafts of much-amended letters and manuscripts in the days before the
joys of word processing and photo-copying machines.

In 1969, pressure on Arthur Seldon and me was eased when John
Wood joined us from Associated Electrical Industries (and earlier
Lazards) as deputy director, to help with fund-raising, industrial contacts
and general office oversight, as well as writing or contributing to half a
dozen seminal studies, on subjects including the distribution of wealth,
the measurement of unemployment and the evils of exchange control. I
had first met John at Cambridge in 1945, when we were both supervised
in economics by Stanley Dennison of Caius College, and so saved from
the fashionable statism of Joan Robinson. Professor Dennison thought
himself amply rewarded by becoming a dedicated trustee of the IEA in
the 1970s and 1980s.

And the world said ...

In the early days, it was little comfort to identify other intellectual allies
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if they felt inhibited from proclaiming the missionary truths we shared
with most of our authors. Indeed, their failure to speak out lent credence
to critics who were more easily able to mock the brave minority who did
as aremnant of outdated, fringe cranks intent on returning to a vanished
past. The superficial plausibility of such early dismissals prompts me
to conclude this first chapter with a selection from the growing flood
of tributes which gave us all the more satisfaction for being often from
unexpected sources.

These new radicals are Jacobin inegalitarians, the sea-green
incorruptibles of the Institute of Economic Affairs, who combine
irreverence and power of analysis with a certain political naivety

Brian Walden, Labour MP, 1969

Ten years ago the IEA with its devotion to Adam Smith, free market
economics and guidance of the economy by the money supply ...
was still regarded as a bit of a joke. Today, helped by the pressures
of real life, it has shifted some of the best known economic writers
in its direction ... the analysis of Hayek and Friedman has taken on
anew relevance to Chancellors and shadow Chancellors

Ronald Butt, The Times, 1976

The IEA for many years has been dismissed as a crank outfit ... its
ideas now have much wider currency. In large parts of the Press
they are the new orthodoxy and the Labour Government is by no
means immune from them

Labour Weekly, 1976

Most of the axioms of economic Thatcherism are still intact.
Consider some of them: the need to liberate the economy; the
need to reduce central control and planning; the assertion that
incomes cannot be regulated by laws; the belief in efficiency and
competitiveness as absolute priorities; the contention that public
spending must be paid for by productive output; and the sacred
incantation that there is indeed no such thing as a free lunch

Hugo Young, Guardian, 1985
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The long uphill struggle of the IEA, which I stupidly wrote off as
an amusing collection of cranks only 15 or so years ago, will surely
come to constitute a vital part of any serious history of late-20th
century Britain

Joe Rogaly, Financial Times, 1988
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18 PLAYING THE FOOL WITH INFLATION
Ralph Harris

The post-war battle over economic policy can be seen as an
unequal tug-of-war between two contrasting conceptions of the ability
of party politicians to advance economic welfare. The dominant, collec-
tivist view, bolstered by the apparent success of wartime planning,'
assumed large scope for governments to improve economic progress
by restricting the freedom of individuals as producers, traders and
consumers. Almost unheard was the broad classical liberal alterna-
tive which rested on an essential but limited role for government to
enforce a framework of laws within which the interplay of competitive
enterprise and consumer choice could promote prosperity by allowing
wider freedom for individual effort, innovation and judgement. The
extensive and intellectually distinguished literature of economic
freedom had by 1945 been swamped by the sub-Marxist assertions
of collectivists, cunningly allied to the posthumous perversion of the
teachings of John Maynard Keynes by the highly partisan ‘Keynesians’
after his premature death in 1946.>

Although dressed up in abstruse theorising, the vulgar lesson spread
by the Keynesians was that market forces were defunct and that Labour’s
post-war aim of full employment without inflation required a combi-
nation of high public spending and low interest rates (‘cheap money’)
buttressed by incomes policy. At Cambridge, the intellectual home of

1 Professors John Jewkes, Ely Devons and Stanley Dennison were among the academics
who drew on direct experience with the Economic Secretariat of the war cabinet to reveal
the shortcomings of wartime planning.

2 Adevastating exposure of the ideological anti-capitalism of Joan Robinson, Kahn, Kaldor
and other self-appointed ‘Keynesians’ will be found in ‘Cambridge in the 1950s’ by Harry
Johnson: Encounter, January 1974.
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Keynes, a spirited rearguard action from a scholarly liberal perch was
conducted by Professor (later Sir) Dennis Robertson. There can be no
doubt who were the targets of his urbane 1949 presidential lecture to the
Royal Economic Society, significantly entitled On Sticking to One’s Last:
... if the economist is in too much of a hurry to pose as the complete
man — too anxious to show that he is duly sensitive to “the changed
temper of the age” and has taken full account of what is “politically and
psychologically possible” — he will be in danger of betraying his calling

Such strictures did not deter the militant Keynesians from vying with
one another in displaying their cleverness by constructing abstract math-
ematical macro-models of how economies were supposed to work. It was
their remoteness from the real world which prompted Robertson to
brand them in private conversation as ‘clever sillies’. Their barren theo-
rising explains how it came about that of the several hundred authors
Arthur Seldon was to commission for IEA Papers over 30 years from
perhaps 50 universities, I can recall only three from my own university of
Cambridge — the robust Donald Denman, Professor of Land Economy,
a lively New Zealander named Malcolm Fisher, who was at home with
econometrics, and a Keynesian deliberately chosen to write on living
with inflation. In contrast, Arthur’s LSE supplied more than a dozen
authors, including Lionel Robbins, Sydney Caine, Frank Paish, Ben
Roberts, Alan Walters, Jack Wiseman, Alan Peacock and Brian Hindley.

Full employment at any price

The post-war stage was set by the 1945 Labour government’s glib promise
of ‘full employment without inflation’ in place of the more cautious ‘high
and stable employment’ proposed by the wartime coalition government.
The Labour government’s simplistic logic was that if high pre-war unem-
ployment was due entirely to a Keynesian deficiency of demand, then
the remedy was clearly to raise demand until the entire labour force had
jobs. The flaw was in treating ‘unemployment’ as an undifferentiated

249



250

TOWARDS A LIBERAL UTOPIA?

macro-total, which ignored the margins necessary to accommodate the
real world with its immobility of labour, regional imbalances, shortages
of particular skills, the impact of technical change and, not least, fluc-
tuations in foreign trade. The obvious danger was that if total demand
increased faster than the supply of output, then beyond a certain level
the beneficial employment effect would be swamped by the baneful
inflationary effect.

It was this search for a safe balance between full employment and
inflation which ushered in the post-war era of ‘macroeconomic fine
tuning’. That proved a fancy name for the ‘stop-go’ policy, which might
better be rechristened ‘go-stop’, since it was the overriding urge to raise
employment which caused the need to check the resulting inflation. By
1957, when the IEA came on the scene, inflation rising towards 5 per cent
had begun to trouble Harold Macmillan’s Conservative government, as
it had its predecessor. Yet it was when the Chancellor proposed a modest
cut in public spending that the Prime Minister preferred to claim ‘we’ve
never had it so good’ and accepted his resignation.

Before quitting office, Thorneycroft had set up a Committee on the
Working of the Monetary System under a distinguished judge, Lord
Radcliffe, with the usual quota of ‘the great and good’, including two
professors of economics (Cairncross and Sayers). Their unanimous
report in August 1959, with its vague talk of ‘general liquidity’, was widely
interpreted as a complacent Keynesian dismissal of the use of monetary
policy for the control of inflation. At the IEA we were not impressed.
Within a month, Arthur Seldon had assembled half a dozen economists
and leading financial journalists (Peter Thorneycroft, Professor Victor
Morgan, R. F. Henderson, Professor F. W. Paish, Wilfred King and Sir
Oscar Hobson) for a symposium to which I gave the challenging title
Not Unanimous, with the cheeky subtitle ‘A rival verdict to Radcliffe’s
on money’ (IEA, 1960). It was a devastating critique which stands today
as a damning indictment of the sloppy, fashionable thinking of a now
vanished era when Robertson’s ‘clever sillies’ ruled the roost. In little
over one hundred pages, it concentrated a combination of scholarly
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analysis, historical reflection and seasoned judgement on the practicali-
ties of banking and monetary policy.

Our authors boldly favoured control of the money supply by varying
interest rates and traditional debt management as the most effective
way of keeping down inflation. Indeed, Sir Oscar Hobson, the doyen
of old-style City editors and an early member of the IEA’s Academic
Advisory Council, proved himself decades ahead of politicians, whom he
shrewdly saw would always err in favour of full employment rather than
stable money. He boldly proposed that the Bank of England be given ‘a
status in the sphere of monetary policy as autonomous as the status of
the judiciary or the Comptroller and Auditor General in their respec-
tive spheres’. It amounted to privatising the Bank of England, which
Labour had exultantly nationalised after the 1945 election. His aim was
to remove from politicians control over money, which they would always
exploit for crude electoral purposes. Most reviewers did not think the
suggestion worth mentioning.

It was almost forty years later, immediately after their electoral
victory in May 1997, that ‘new Labour” broadly implemented this reform
by the appointment of the Monetary Policy Committee and the granting
of independence to the Bank of England. It has proved the bedrock
of Gordon Brown’s single major achievement, that of establishing a
national framework of monetary stability. It helped to break the infla-
tionary expectations that had dogged Britain ever since Keynesianism
was unleashed after 1939. In the intervening half-century, the politicians
and their academic claque band had reduced the value of the 1945 pound
to less than four new pence, with incalculable damage to family and
national fortunes.

Earlier monetary instruction

Throughout the 1960s and 1970s, instead of deploying monetary policy
to check the root cause of inflation, Labour and Tory governments
concentrated on the symptom of inflation: rising wages. Inflation, they
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argued, was due to the ‘cost-push’ of trade unions rather than monetary
excess. There followed a succession of incomes policies, at first voluntary,
by what the irreverent Bernard Levin used to mock as ‘Solomon Binding’
agreements, with ‘plateaus’, ‘norms’, ‘pauses’ and ‘social contracts’;
and, when exhortation predictably failed to stem wage demands, policy
moved on to full-blown statutory controls over wages, profits and prices.
It is hardly too harsh to say that, until 1979, politicians can be seen to
have been playing the fool with inflation.

Here was a splendid opportunity for the IEA to demonstrate its inde-
pendent station by challenging the consensus which party men took
almost as a test of patriotism. In the wake of Not Unanimous, Arthur Seldon
proceeded to commission a series of uncompromising critiques. The case
for dissent was powerfully reinforced by the mild, whimsical Professor
Frank Paish of the LSE, first in 1964 with Policy for Incomes?(Hobart Paper
29, with a separate contribution by Jossleyn Hennessy), followed in 1969
by Rise and Fall of Incomes Policy (Hobart Paper 47). His central analysis
led to the unpalatable, and therefore generally unheeded, conclusion that
inflation resulted from aiming at too high a level of ‘full employment’,
leading to excess demand which, even in constrained labour markets,
exerted irresistible upward pressure on money wages and other costs.

The lesson was further reinforced by Professor Victor Morgan,
whose Monetary Policy for Stable Growth (Hobart Paper 27), published in
1964, stubbornly instructed readers on the standard theory and practice
of financial policy. If interest rates were used more flexibly against infla-
tion, he concluded, monetary stability would enable average long-term
interest rates to be lower, which would both ‘ease the tax burden [of
the national debt] and give a direct stimulus to growth’. Then in came
a powerful academic polemic from Professor Alan Walters, then little
known outside the profession but later to become famous as Margaret
Thatcher’s private guru. His Money in Boom and Slump (Hobart Paper
44), published in 1969, concluded with a lesson that the author put in
italics for emphasis: ‘One of the main conclusions is that the government
should stabilise the quantity of money’.
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In his editorial preface, Arthur Seldon took the opportunity to pay
tribute to: “... a small body of economists who refused to be stam-
peded by the over-simplifications drawn by over-zealous acolytes from
Keynes’s supposed destruction of the classical system of economic
thought’ (p. 6).

Our independent station was already drawing more academics and
journalists into its camp, and there were yet more to come.

Friedman enters the fray

In 1970, a decisive chapter was opened by inviting our fellow Mont
Pélerin Society member, the sparkling, gnomish, intellectual wizard
Milton Friedman of the University of Chicago, to deliver the first annual
lecture established by the Harold Wincott Foundation to commemorate
the Financial Times columnist whose premature death in 1969 robbed us
of an outstanding ally. When Friedman outlined with gusto the essence
of monetarism to a select British audience of academics and journal-
ists, with a sprinkling of politicians, Arthur Seldon at once recognised
the text as a classic restatement of Fisher’s ‘quantity theory’, which he
immediately published in our Occasional Paper series under the title
The Counter-revolution in Monetary Theory (Occasional Paper 33) in 1970.
Demand was entirely without precedent and it had run to a fifth edition
by 1983. Twenty years later, it was still in demand and was republished
with Friedman’s outstanding IEA Paper Unemployment versus Inflation?
(originally IEA Occasional Paper 44) in IEA Readings 57.

Based on long theoretical and empirical work, Occasional Paper 33
set out in little over twenty pages the definitive monetarist explanation of
inflation, expressed in simple language, as may be judged by his conclu-
sion: “... inflation is always and everywhere a monetary phenomenon in
the sense that it is and can be produced only by a more rapid increase in
the quantity of money than in output’.

I took the opportunity of Friedman’s presence in London to arrange
for him to meet various politicians, including the new Conservative
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Prime Minister, Edward Heath. But any hopes that the Conservatives
would prove better guardians of the currency than Labour were swiftly
dispelled when, to the plaudits of The Economist, Heath’s government
pursued the mirage of full employment by means of a record expan-
sion in the money supply above 25 per cent a year, which, after the
customary time lag, yielded record inflation above 25 per cent in 1975.
By then Heath’s government had been swept from power as well-justi-
fied punishment for ignoring the power of Friedman'’s basic proposition.
More encouraging was the later example of James Callaghan, whom we
had spotted at the Wincott lecture. In 1976, as Labour Prime Minister,
he announced the formal abandonment by the Labour government of
deficit spending to promote full employment in well-chosen words that
Friedman subsequently made a habit of quoting. His dramatic conver-
sion has been attributed to the direct influence of Peter Jay, his son-in-
law, who was then economics editor of The Times and had long been
celebrated as ‘the cleverest young man in England’.

Jay was undoubtedly our most spectacular early convert and one of
the first journalists to seek a personal meeting with Friedman at the [EA
office. Thereafter, his articles in The Times became like regular seminars
on the continued mismanagement of the money supply, matched only by
Samuel Brittan in the Financial Times. Yet it was this same Jay who had
earlier publicly scorned monetarists as ‘Friedmaniacs’. His turn-around
gave us heart that ‘clever sillies’ were by no means beyond redemption.
But it was getting late in the day. Inflation in the later 1970s was still well
above 5 per cent a year, itself a rate sufficient to reduce the value of the
pound to less than three pence over an average lifetime.

But there were plenty more publications to come. In the second of
the half-dozen essays Friedman wrote for the IEA, Monetary Correction
(Occasional Paper 41) in 1974, the master inveighed against the inequity
and damage done by the fall in the value of money and concluded that,
if politicians continued to indulge in the fraud of inflation (he described
National Savings as a ‘bucket-shop operation’), they should be required
to bring in indexation of asset prices for the calculation of capital gains
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tax and index other tax thresholds as well as index-link payments on
government bonds and encourage escalator clauses in wages, rents and
other long-term private contracts.

The key issue that came to be endlessly debated was how far
monetary expansion could reduce unemployment without the increased
demand for labour pushing up money wages. In short, what was the safe
limit to the pursuit of full employment policies? A confident answer was
supplied in 1975 in Friedman’'s Unemployment versus Inflation? (Occa-
sional Paper 443), which developed the concept of a ‘natural rate of
unemployment’. This Paper had run into four editions by 1981, helped
by Samuel Brittan, who popularised this important concept as the ‘non-
accelerating-inflation rate of unemployment’, which became famous
among the cognoscenti under the abbreviation of ‘NAIRU’. It shifted the
debate to ways of improving the flexibility of the labour market so as to
reduce the unavoidable margin of idle resources. As has been noted, still
in demand in 2003, it was then republished. Also important was Axel
Leijonhufvud’s brilliant critique of Keynes, Keynes and the Classics (Occa-
sional Paper 30), which was reprinted seven times.

How much unemployment?

If there was a safe NAIRU, it would be necessary to have a better guide
to the changing number of unemployed, which Arthur Seldon judged
to be grossly exaggerated by the published statistics. So in 1971, when
the Labour opposition, the CBI, the TUC and the National Institute of
Economic and Social Research (NIESR) were again clamouring for ‘refla-
tion’ to combat unemployment rising above a million, he persuaded our
deputy director, John Wood, to subject the published figures to detailed
analysis. The revealing result was published as Research Monograph 28
in 1972 with the title How Much Unemployment? After allowing for the

3 Occasional Paper 44 contained a commentary by David Laidler applying Friedman’s
analysis to the UK.
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acknowledged unemployables, the short-term unemployed moving
between jobs and the unfilled vacancies, he concluded that the headline
of ‘one million unemployed’ might be close to the minimum compatible
with avoiding inflation in our inflexible labour market. The favourable
reception of this Monograph encouraged him to write in 1975 a full-
length Hobart Paper (65) with the more challenging title of How Little
Unemployment?, which reinforced the lesson that political and press
panic about ‘mass unemployment’ was misguided and should not be
exploited by the Conservative opposition to justify expansionary ‘refla-
tion’.

In addition to throwing light on the domestic inflation/unemploy-
ment issue, our ingenious editorial director found further celebrated
authors, such as the brilliant, maverick Conservative politician Enoch
Powell, and academic Harry Johnson, to discuss such related aspects of
the international economy as the choice between devaluation, floating
exchange rates and the discipline of the gold standard as alternative ways
of avoiding the persistent cycle of boom and bust, which condemned
Britain to recurrent balance-of-payments crises throughout those post-
war years.

Hayek’s competing currencies

F. A. Hayek — who ranks with his fellow Nobel Laureate, Milton
Friedman, as our most distinguished author and mentor — chose the
IEA to publish his most radical, even revolutionary, proposal in 1976.
It involved nothing less than the removal from governments of the age-
old state monopoly over the issue of legal-tender money. The logic was,
as always, impeccable. Unlike producers of other goods, all national
monetary authorities can compel citizens to hold their fiat notes and
coins, however much they depreciate in value owing to over-issue.
Hayek’s simple solution was to deprive governments of their monopoly
by abolishing the legal-tender laws and permitting competition from
private issuers of money. In this way, people would be given a choice
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between currencies so that, by a reversal of Gresham’s law, good curren-
cies (i.e. those that best kept their value) would drive bad currencies
out of circulation. Instead of governments profiting from inflating the
currency, they would have the strongest conceivable incentive at all
times to maintain the value of the currency. If they did not, the govern-
ment would risk their currency being driven out of circulation by more
successful competitors.

I remember standing in the board room at 2 Lord North Street when
the great man outlined the theme of his manuscript, to which he had
given a title along the lines of ‘A proposal for concurrent currencies’.
After a chuckle over its audacity, I recall hesitantly asking whether we
would be accurate to render his message for marketing purposes as ‘The
denationalisation of money’. He astonished me by expressing instant
enthusiasm for my title — by which his 1976 Hobart Paper 70 passed into
a second edition in 1978 and became something of a cult text among our
growing band of student acolytes. It was certainly the most advanced
example of a free market solution to the ever present threat of inflation.
Although no government has yet implemented such a dramatic policy
within its own country, the abolition of Britain’s wartime system of
exchange control in 1979 (within months of publication of IEA Research
Monograph 33, Exchange Control For Ever?, by John Wood and Robert
Miller, urging repeal of exchange controls) enabled British citizens for
the first time since 1939 to hold and transact in dollars or any other
foreign currencies they might prefer to sterling. This was a reform that
was long delayed by governments of all parties as “politically impossible’
yet, like many IEA-inspired reforms, would now appear unthinkable to
reverse.

257



258

19 NOW FOR ‘PLANNING’
Ralph Harris

It is easy with hindsight to see where post-war governments of all
parties went wrong, leading to the incalculable damage of ever rising
inflation, recurrent sterling crises, industrial unrest and flagging stand-
ards of living. Their combined effect was to bring Britain from the
peak of international prestige as leading liberators of Europe in 1945 to
the status of ‘sick man of Europe’, suffering from ‘the British disease’.
What can be claimed for the IEA is that, from its earliest days, under
the editorial selection, direction and orchestration of Arthur Seldon, our
growing band of authors consistently diagnosed the errors and pointed
to remedies that were largely ignored — even mocked — until the election
of Margaret Thatcher in 1979 following ‘the winter of discontent’. Yet
we had no access to special information, let alone the many millions of
pounds of taxpayers’ funds that should have conferred a huge research
advantage on the NIESR, the National Economic Development Council
(NEDC) and of course the Treasury, with its army of mostly Keynesian-
trained economists. Nor would we, or our authors, have claimed to
possess superior talents to all those ‘clever sillies’ trapped in the Keyne-
sian collectivist consensus. The two critical advantages we enjoyed were
a thorough grounding in classical market analysis and an independent
station, which left us wholly free from the encumbrance of the party
political pursuit of short-term electoral expediency.

Misled by the apparent success of wartime planning — with a compre-
hensive apparatus of coercion wholly inappropriate to a free society in
times of peace — and a single national vision, the Labour Party after 1945
assumed there were no limits to the power of good intentions to solve
every economic problem. Hence their reckless promises, not only of full
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employment, but of bigger and better welfare benefits, rising standards
of living, a strong pound and stable prices. Despite Churchill’s instinc-
tive call to ‘set the people free’, the Conservatives before 1979 shrank
from a head-on confrontation with unpalatable collectivism and settled
for an unprincipled ‘mixed economy’. It was the predictable failure to
resolve these inherent contradictions which shifted the policy mixture
cumulatively towards an increasing measure of confused collectivism.

On to ‘growthmanship’

In addition to the distortionary effects and inequity — I would say fraud
— of continuous depreciation of the value of money, inflation was used,
as we have seen, to justify ineffective incomes policies and ever more
piecemeal government expedients that were dignified by the name of
‘planning’. A particular source of long-run damage was the increasing
subsidisation of nationalised industries in the hope of holding down
their prices. Such expedients had the unintended effects of removing
the spur to efficiency, financing unearned wage increases and raising
taxation to cover the resulting deficits, without keeping inflation in
check. So if governments were not prepared to stop the ‘too much
money’ which was ‘chasing too few goods’ for fear of violating the sacred
cow of full employment, the soft option appeared to be to go flat out to
increase the supply of goods.

Thus did the leading aim of policy shift to the single-minded culti-
vation of a new sacred cow, namely that of economic growth. Having
nationalised the ‘commanding heights of the economy’ only to find they
became bottomless pits for taxpayers’ money, ministers set ambitious
targets for their output. Instead of repeated failure bringing such expe-
dients into question, it led to ever more strident demands for more or
‘better’ planning. It was a Conservative government which first launched
a ‘national exercise’ by setting up the NEDC in 1961. The Chancellor,
Selwyn Lloyd, was briefly able to bask in the euphoric support of the
CBI, the TUC, the NIESR and what passed as the ‘responsible’ press and
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broadcasting commentators. In place of piecemeal planning, the big idea
was an essentially corporatist attempt to bring together representatives
of government, industry and trade unions to help guide the economy
on to an agreed ‘path’ of faster economic growth, principally through
Andrew Shonfield’s superficial panacea of increased investment. Even
before the NEDC had produced its first projections, Arthur Seldon had
invited an internationally renowned economist from Oxford, Dr Colin
Clark, to review the prospects.

The result was an outstanding Hobart Paper (10) published in 1961
with the simple title of Growthmanship and the author’s subtitle: ‘A
Study in the Mythology of Investment’. He offered a damning defini-
tion of growthmanship as: ‘An excessive preoccupation with economic
growth, advocacy of unduly simple proposals for obtaining it, and the
careful choice of statistics to prove that countries with a political and
economic system which you favour have made exceptionally good
economic growth ...’

That characterisation is worth pondering as the verdict of a leading
economic statistician whose pioneering Conditions of Economic Progress,
written 20 years earlier, had become a widely acknowledged student
classic. In addition, sceptics might bear in mind that Clark was a former
Fabian and his hint at statistical skulduggery is especially signifi-
cant from a scrupulous analyst who was respected as a devout Roman
Catholic. Rather than parade his superior technical skill, he identified
the principal factors in economic growth as being not material but
human qualities, including knowledge, effort, skill, organisation, educa-
tion and enterprise. His list of recommendations constituted a radical
programme of liberal reform, ranging from freeing competitive markets
by reducing both union and business restrictive practices, to cutting
taxation, imposing commercial criteria on state industries and encour-
aging the distribution of profits rather than ploughing them back. Above
all, he scored a bull’s-eye by warning against trying to force growth by
means that created inflation, thereby distorting efficient investment that
was the professed aim of the whole exercise.
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Behold: the National Plan

So far from heeding such strictures from a former planning assistant
to the austere socialist Sir Stafford Cripps, the Labour government
that came to power under Harold Wilson in 1964, following his
appeal against ‘thirteen wasted years of Tory misrule’, went hell for
leather to create a whole new Department of Economic Affairs free
from what Keynesians scorned as the cautious ‘Treasury view’. Its
senior minister — as full secretary of state, no less — was the trade
union MP George Brown. His speciality was persuading and cajoling
trade union and business leaders into paying at least lip-service to a
fully fledged, comprehensive National Plan. This document was duly
assembled on the basis of dubious company answers to a national
questionnaire on such issues as production capacities and demands
for labour and strategic materials, not forgetting corporate hopes
for expansion. The imposing-looking document duly mocked nature
by having a gestation period of one year followed by a frenetic life
of only nine months before collapsing amidst yet another economic
crisis. The whole charade was masterminded by the NEDC, which
acquired the user-friendly nickname of ‘Neddy’. Recalling the Shorter
Oxford definition of a mule as ‘the off-spring of a he-ass and a mare’,
I used to parade one of my favourite quips that Neddy, like the mule,
‘had neither pride of ancestry nor hope of progeny’.

But the Conservatives in opposition were not to be left out of the
launching celebrations. Proof of the all-party commitment to such
nonsense was provided by a great Conservative swell and old Etonian
baronet named Sir Edward Boyle, who joined enthusiastically in
supporting a House of Commons motion welcoming the National Plan,
adding the sneer that everyone now supported planning except the
Oxford professor Jewkes. No doubt this well-bred Oxford man singled
out Jewkes not only as an opponent of the truly egregious socialist
Oxford don Thomas Balogh, but also as author of a brilliant exposure of
wartime economic management published back in 1947 under the title
Ordeal by Planning. Knowing John Jewkes well as a delightful, gentle,
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modest IEA trustee, I was not surprised by how hurt he was to have been
exposed to public mockery.

Does planning never work?

The abject failure of the National Plan was predictable, and was indeed
predicted. Several months before it was unveiled, portentously as ever
by George Brown in September 1965, the IEA published an Eaton Paper
(having moved from 7 Hobart Place to 66a Eaton Square) with the
same title, exposing the emptiness of the sterile questionnaire to busi-
nessmen on which it purported to be based. The author, John Brunner,
was another old Etonian, modest, scholarly and wholly free from party
political delusions, but with good ‘leftist’ credentials, having worked for
the BBC and the Treasury, before joining the Observer, from where he
had helped respond to the Department of Economic Affairs question-
naire. That experience persuaded him how unreliable industry’s answers
would be as a guide to future investment and employment, based as they
must be on a mixture of sheer guesswork, pious crystal-ball-gazing and
optimistic hopes by companies of increased production, without any
certainty of being able to sell the projected output. He warned against
fabricating a statistical straitjacket for British industry and concluded:
‘The more everything is reconciled with everything else, the worse the
confusion when a particular forecast is confounded.” This verdict brings
to mind a similar warning by Hayek in The Road to Serfdom that ‘the more
the State plans, the more difficult planning becomes for the individual’.
George Brown certainly took his Plan very seriously indeed, and we
at the IEA positively relished the accolade of being denounced by him as
‘weary willies’. We took more tangible satisfaction from Brunner’s Paper
going into three editions in as many years. Even The Economist, on this
occasion, welcomed ‘a corrosive examination of the ponderous question-
naire that the DEA sent to businessmen to help it prepare its plan’. Alas,
John Brunner was so disenchanted with Mr Wilson’s government that
he emigrated to Western Australia, where, he said, politicians did not
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indulge in endless rhetoric about growth but rather created the freer
market conditions that encouraged growth to happen.

However trenchant we may judge John Brunner’s lucid Paper to
have been, it cannot be claimed to have contributed to the collapse of
the National Plan since such a mountain of make-believe did not require
outside help to fail of its own absurdities. Suffice to report that by mid-
1966 a renewed balance-of-payments crisis jolted the shell-shocked Mr
Brown into declaring: ‘Britain no longer has a Plan’, and the economy
limped on planlessly towards Labour’s second unplanned devaluation in
1967.

So far from being discouraged by the apparent indifference of poli-
ticians to our warnings, Arthur Seldon’s reaction was to redouble his
search for authors in order to produce a positive barrage of high-powered
literary shells against the entrenched position of the planners in govern-
ment and academia. On the recommendation of Professor Jewkes, we
appointed as staff researcher the industrious George Polanyi (son of the
legendary polymath Michael), who drew on his experience as an econ-
omist in the gas industry to prepare a report published as Planning in
Britain: The Experience of the 1960s (1967). Notice that, just as we produced
our National Plan before the original was actually published, we could
not wait until the end of the decade before pronouncing our requiem on
the 1960s. Polanyi’s exhaustive documentation and meticulous analysis
left no room to doubt the failure of the NEDC and the Department of
Economic Affairs to escape from the go-stop cycle. Most compelling was
his demonstration that planning offered no rational criteria to guide
investment and other decisions between alternative lines of produc-
tion. In short, planning provided no substitute for ‘the price and profit
signals’ of competitive markets.

Not content with such demolition, Arthur Seldon threw himself
with gusto into assembling more and more economists to expose the
fallibility of planning and forecasting in steel, electricity, nuclear power,
science, medicine, imports, exports, national income (GNP) and even the
revised estimates of population changes by no less an authority than the
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Registrar General. Again and again, the errors were caused by extrapo-
lating past trends, without allowing sufficient margins for unexpected
changes. Always, the planners were backward-looking. The official fore-
casters were further inclined to incorporate an undisclosed element
of wishful thinking in which the planners were encouraged to persist
longer, so that eventual adjustments had to be all the more drastic and
disruptive.

... even in France

Frustrated by economic crises at home, the ‘clever sillies’ took refuge in /a
planification frangaise of M. Jean Monnet, which prompted our masterful
editorial director to commission an appraisal by Dr Vera Lutz, an English
economist living in Switzerland. Her meticulous report, published for us
by Longmans in 1969, was called Central Planning for the Market Economy
and showed that French planners were not immune to wide discrepan-
cies between targets and outcomes. Dr Lutz’s scholarly analysis identi-
fied the fundamental problem as nothing more than ‘the prevalence of
uncertainty and limited knowledge about the course of human affairs’.
As an anonymous joker has said: forecasting is always difficult, espe-
cially about the future. The decisive merit of a market economy is that it
acknowledges a central role for risk-taking and mitigates the problem of
ignorance by dispersing judgement and initiative among entrepreneurs
using their own or their shareholders’ money.

When the failure of planning drove Galbraith and Shonfield to
propose the great ‘new’ idea of a convergence between the collectivist and
competitive models, Dr Lutz argued powerfully that compromise was
impossible between the rival logic of two utterly distinct conceptions.
Instead, the best prospect of progress was by purging such distortions as
inflation, excessive taxation, bureaucracy and restrictive practices; and
ending the political denigration of the profit motive.

Among further papers that followed in the 1960s, the persistent
Professor John Heath followed Professor B. S. Yamey's earlier classic (and
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successful) demolition of resale price maintenance with Hobart Paper 11,
entitled Still Not Enough Competition, in 1961. The wise economic histo-
rian Professor G. C. Allen wrote Occasional Paper 14, entitled Economic
Fact and Fantasy, published in 1967, celebrating how vigorously competi-
tive enterprise persisted in the teeth of inappropriate and inconsistent
state interventions. In Research Monograph 5, Private Enterprise and
Public Emulation, published in 1966, a young Italian journalist named
Mario Deaglio compared another of Labour’s pet ideas, launched with
the usual fanfare of trumpets as the Industrial Reorganisation Corpora-
tion (IRC), unfavourably with its more thorough-going Italian model,
renowned as the Industrial Reorganisation Institute (IRI). In more
constructive mode, Professor Harold Rose of the London Business
School drew on his combined experience in business and academia to
launch in 1963 our new series of Eaton Papers with Disclosure in Company
Accounts, which called for more information more frequently to enable
shareholders, takeover bidders and managements themselves to assess
the efficiency with which all aspects of their business were conducted.
An interesting proposal, echoed by other IEA authors, was that compa-
nies should distribute profits to shareholders for reinvestment or
spending, rather than retaining them for investment as the directors
decided, which too easily led to ‘the survival of the fattest’ rather than
of the fittest.

Not forgetting free trade

The lessons of both Dr Deaglio and Professor Rose were reinforced in
1970 by Dr Brian Hindley’s Hobart Paper 50, Industrial Merger and Public
Policy, which urged freer competition, including from imports, through
tariff reduction. Against the meretricious fashion of growth through
planning, many IEA authors consistently argued for the stimulus of
international competition through free trade. In Research Monograph
17, entitled The Shape of Britain’s Tariff (1968), Dr Sidney Wells attacked
protectionism, which is after all a patchy form of partial planning. In
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Hobart Paper 17, UK, Commonwealth and Common Market, 1962, another
of our Nobel laureate authors, James Meade, welcomed the prospect of
removing trade barriers while strongly opposing the Common Agricul-
tural Policy and import levies, and warning of the possibility of the EEC
becoming ‘a tight parochial, European bloc’. Nevertheless, at that time
the comparative success of post-war European economies appeared to
offer disillusioned Keynesians and planners in all parties an escape from
go-stop in Britain by joining the ‘common market’, as the European
Economic Community (later EU) was then called.

To test this new fashion, Arthur Seldon commissioned Russell Lewis
as a liberal economist and a ‘good European’ who had represented the
Brussels Commission in London. His Hobart Paperback 3 shrewdly
analysed the Treaty of Rome as incorporating the free market principles
of Adam Smith, but operating through a strong bureaucracy in the form
of an unelected Commission. My chosen title, Rome or Brussels ... ? (1971),
exactly conveyed the author’s anxiety that the benefits from widening
competitive markets could be swamped by bureaucratic regulation from
an overactive Commission. We can now see how that fear was realised
by the nomination of a French corporatist, Jacques Delors, as President
of the Commission. Instead of implementing the Single European Act to
open up the market through ‘mutual recognition’ of national products,
the Commission imposed crude standardisation in the name of ‘a level
playing field’, which is no more than a textbook example of flat earth
economics, since trade depends on differences rather than uniformi-
ties of products. It is primarily that collectivist impulse which explains
why market economists have almost universally turned against such an
apparently liberal project.

The verdict on ‘planning’

Looking back on the prolonged collectivist experiment of those three
post-war decades, the saddest reflection for an economist concerned
with public as well as personal economy is the truly incalculable waste of
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time, talent and resources devoted to the project of planning the British
economy. Is there anyone not personally caught up in these tortuous
proceedings who would in retrospect dispute my verdict that it was all
along an intellectually disreputable project? Despite the apparent sophis-
tication of the civil servants, businessmen, leading commentators and at
least some of the politicians involved, it amounted to nothing more than
a succession of desperate expedients in a determined effort comparable
to making water flow uphill. It is a wry reflection that most of the guilty
men, especially from the Treasury, will by now be blissfully retired, some
with knighthoods and all with comfortable pensions, the values of which
were thoughtfully indexed on the very eve of Heath’s reckless inflation
after 1972!

Against such a sorry background of profound intellectual confusion
and bewilderment, a mere handful of MPs stand out all the more memo-
rably for their courage and clear thinking. Among Conservatives, such
exemplars would include Enoch Powell, whose sophisticated advocacy
of free market forces put his colleagues to shame, the young Geoffrey
Howe from the Bow Group, who became one of our most principled and
perceptive regular subscribers, and the scholarly Keith Joseph, who was
conscientiously fighting his way from early agnosticism to crusading
champion of competitive enterprise. All three were regular students of
IEA papers and periodic visitors to Eaton Square and Lord North Street.
For a brief interval we had hopes of intellectual support from a brooding
Welsh Labour MP, Desmond Donnelly, who broke away from his party
to launch an independent, anti-Wilson campaign for freedom of choice,
which abruptly collapsed in the 1970 general election. The only Liberal
MP from whom we drew the least indication of interest was its dashing
leader for a while, Joseph Grimond, who totally failed to carry support
among any of his followers.

It was not until the early 1970s, with the abject failure of Heath’s latest
version of ‘economic planning’ plain to all except Wedgwood Benn and
a handful of hard Left MPs and trade union leaders, that we at the IEA
detected unmistakable signs of keen interest among an emerging band
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of high-flying Tory MPs. Led by Margaret Thatcher, Geoffrey Howe and
Keith Joseph, they now included a younger trio of lively economic jour-
nalists (Nigel Lawson, David Howell, Jock Bruce-Gardyne), a thoughtful
stockbroker (John Biffin) and a delightful, sparky solicitor (Ian Gow).
Both Arthur Seldon and I, impatient as ever for the anticipated awak-
ening, might be forgiven for thinking it had seemed a long and lonely
wait.

20 MARKET VERSUS STATE
Ralph Harris

The “clever sillies” were perhaps at their silliest in their lofty scorn
for ‘market forces’. It is hardly too harsh to say that many sophisticated
academic leaders of the Keynesian collectivist consensus never really got
the hang of market pricing.' They seemed stuck in the early chapters of
elementary textbooks that start from the highly abstract formal model of
‘perfect (atomistic) competition” and go on to denounce such real-world
‘imperfections’ as consumer ignorance, salesmanship, branded products
and other ‘monopolistic’ practices. The trouble was less with the real
world than with their wholly unrealistic parody of perfection.

Incorrigible socialism

This is a large subject, but the assumption that every market ‘imperfec-
tion’ can be remedied by political intervention depends on the elemen-
tary non sequitur of perfect government. The best demolition of this
fallacy was a masterly Occasional Paper by our editorial director, Arthur
Seldon himself, for which, with his rare verbal felicity, he chose the title
Corrigible Capitalism, Incorrigible Socialism. 1t was published as Occa-
sional Paper 57 in 1980. It compared ‘the relative perfectibility of compet-
itive private enterprise and monopolistic government production’. Not
only does competition disperse and diversify decision-making, its faults
are ‘largely incidental and removable’, whereas the faults of monopoly
government production are ‘essentially integral and irremovable’. That

1 Their visceral hatred of market forces was vividly revealed by T. Balogh’s confident but
premature obituary on Erhard’s post-war miracle in Germany, mockingly entitled An Ex-
periment in ‘Planning’ by the ‘Free’ Price Mechanism, Basil Blackwell, 1950.
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argument followed his old LSE mentor, Lord Robbins, who taught that
the market was more democratic than government because it provided a
process of election in which consumers vote daily with their own money
for the goods and services that best satisfy their (developing) individual
preferences. Even imperfectly competitive pricing thus widens consumer
choice and gives full representation to minority tastes.

Rather than joining the elaborate theorising of the ‘clever sillies’ on
monopolistic competition, oligopoly and other variants, Arthur Seldon
constantly sought out authors who could assemble and analyse empir-
ical evidence from the practical operation of markets and non-markets
in a wide range of goods and services both at home and abroad. Thus
one of the earliest Hobart Papers, entitled To Let?, published in 1960
as Hobart Paper 2, by Norman Macrae of The Economist, showed how
rent control exacerbated the housing shortage by increasing the demand
and reducing the supply of rented accommodation, exactly as would
be predicted by the elementary, commonsense theories of supply and
demand. Similar lessons from other distorted markets were taught
by, among others: Hallett and James in Farming for Consumers (Hobart
Paper 22), published in 1963; a succession of devastating exposures of
the contradictions and contortions of politicised fuel policy by Professor
Colin Robinson, starting with A Policy for Fuel (Occasional Paper 31) in
1969; and from the different world of commodity markets in Prices for
Primary Producers (Hobart Paper 24) in 1963 by Sir Sydney Caine, who
drew on his unrivalled early experience in the colonial service to show
the advantages of freer trade and market pricing.

When the spread of car ownership began to exacerbate road conges-
tion, a transport economist named Gabriel Roth was discovered to
write Paying for Parking (Hobart Paper 33, 1965), which showed how
such then unheard-of devices as parking meters worked in other coun-
tries to check the problem of congestion. The following year, the same
author produced Research Monograph 3 entitled A Self-financing Road

2 The Economic Problem in Peace and War, Macmillan, 1947.
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System, which went well beyond tolls in charging for the use of scarce
road space. The IEA’s last Research Monograph (59) before this volume
was published, Pricing Our Roads: Vision and Reality, by Stephen Glaister
and Daniel Graham, also tackled this issue of road pricing. The politi-
cians are catching up with sensible free market economics: but only
slowly, with minor road pricing and private road schemes having been
developed in London and around Birmingham! Turning to the supply
side, John Hibbs was invited to write Hobart Paper 23, entitled Trans-
port for Passengers (1971), in which he dismissed talk of excluding private
cars from cities and urged freer, unsubsidised competition between
roads, minibuses, so-called ‘pirate’ operators and rail transport to serve
passengers. A major, early contribution to another debate that has since
exploded — that of how to deal with environmental problems in a market
economy — was Hobart Paper 66, Pricing for Pollution (1975), by Oxford
professor Wilfred Beckerman.

What about the unions?

Evidence of the priority we gave to trade unions — as anti-market, rather
than non-market, institutions — in the diagnosis of the British disease was
the invitation in 1959 to Ben Roberts, Reader in Industrial Relations at
the LSE and a former research scholar at Nuffield and lecturer at Ruskin,
to write Trade Unions in a Free Society. His broad sympathy with the
aspirations of the British labour movement informed this review of the
history, organisation, law and economic consequences of trade unions.
All the more weighty were his proposals, which, in addition to advo-
cating the abolition of the closed shop and more local wage bargaining,
went to the heart of the role of wage demands in the causation of infla-
tion. Rejecting a ‘central wages policy’ as unenforceable in a free society,
he challenged the Keynesians head-on by suggesting ‘a more reason-
able definition of full employment than an excess of jobs over persons
available to fill them’. If that single, seasoned academic insight had been
heeded, the boom-and-bust inflation of the following two decades under
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both Labour and Tory governments could have been avoided.

Two years later, another challenge was thrown down in Hobart
Paper 12, entitled simply A Market for Labour. The author, Dennis
Robertson, dared to analyse the labour market ‘as a market and not as
some kind of social institution’. It is indicative of the intellectual climate
of those days that one reviewer was so shocked that he asked rhetorically
whether the author was harking back to slave markets. Others expressed
milder surprise that an economist should apply to human beings the
same analysis of supply and demand that seemed more appropriate to
groceries! Many later authors were to direct even more pointed analysis
at the restrictive working practices of trade unions (as in The Restrictive
Society, 1967, by John Lincoln, an assistant to Beveridge on his wartime
reports, with a foreword by ex-Labour minister Sir Hartley (later Lord)
Shawcross), and the abuse of ‘peaceful picketing’, by which these
monopoly suppliers of labour routinely enforced strikes to support wage
demands and closed shops.

Hayek and other IEA authors repeatedly called for repeal of the
Trade Disputes Act of 1906, which, together with union closed shops,
strengthened these labour monopolies and gave them immunity from
claims for damages caused by their disruption of production. Most
persistent was the irrepressible Professor W. H. (Bill) Hutt, an academic
from Cape Town University, whose scholarly Hobart Paperback 8,
published in 1975, The Theory of Collective Bargaining 193075, contested
the popular view that unions were necessary to overcome the disadvan-
tage of workers in bargaining with powerful employers and argued that
restrictive practices kept wages down by discouraging investment in
new technology — as forced on the print unions after the long-delayed
reforms of union law in the 1980s. In 1975, when Ted Heath was asked
what he thought of the usurpation of political authority by the unions,
Hutt quoted him as accepting it as ‘the reality of industrial life’.

That craven acceptance of impotence by a former British prime
minister on an issue of such decisive importance for the survival of a free
society stands in stark contrast to the persistence of IEA authors acting
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on the editorial injunction to ‘think the unthinkable’. It also explains the
reliance of the Keynesian collectivist consensus on mounting exhortation
and successive incomes policies in a doomed effort to check continuing
wage inflation accommodated by the Keynesian neglect of monetary
policy. Indeed, wage inflation was aggravated by a rigged market in
which the supply of labour was constrained by trade union restrictions
while demand for labour was increased by a Keynesian full employment
policy.

IEA authors hammered away on the advantages of competitive
pricing in goods and services as varied as agricultural products, postal
services, blood banks, foreign currencies, air transport, television, sport,
telephones, water and local government services. An interesting experi-
ment in 1967 suggested that some students had a firmer grasp of market
realities than many of their teachers. Thus Arthur Seldon arranged a
school essay competition in the name of a Labour MP of liberal economic
views, Evan Durbin, who had died in tragic circumstances. The product
was Essays in the Theory and Practice of Pricing (Readings 3, 1967), which
included discussion of metering water supply, charging for private
beaches and varying electricity tariffs by time of day to even out peak
loads. The cumulative result was a powerful reaffirmation of the power
of open markets to harness the energies of competing producers in the
service of individual consumer choice.

Why not welfare?

There is insufficient space here to do justice to the enormous volume
and variety of IEA studies of market alternatives to state services, espe-
cially in health and education. In both areas, the collectivist consensus in
policy, though less so in public sentiment (see below), has prevailed with
few, mostly superficial, concessions to the preferences of consumers,
who, as taxpayers, continue to be required to pay the ever higher cost
of ‘free’ services. The full extent of government failure has been brought
home to me from my vantage point on the cross-benches in the House
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of Lords where, even after 1979, I have watched dozens of full-blown
statutes on education and health forced through by the party whips,
each purporting to provide lasting cures for the acknowledged failures
of previous ‘remedies’.

The failure of what Richard Cockett called Margaret Thatcher’s
‘counter-revolution™ to have any significant impact on the lingering
dinosaurs of state medical care and education cannot be explained by
any failure of IEA authors to demonstrate their need for radical reform.
Indeed, one of our earliest Hobart Papers (14), Health through Choice
(1961), by Dr Dennis Lees of Nottingham University, might be singled
out as a classic model of diagnosis and prescription. Ponder deeply the
following luminous extracts from Lees’ conclusions in the light of all that
has since transpired:

The fundamental weaknesses of the NHS are the dominance

of political decision, the absence of built-in forces making for
improvement and the removal of the test of the market. These
defects bring dangers for the quality of medical care that cannot be
removed without far-reaching reform (p. 60).

My verdict would be that a monolithic structure financed by
taxation is ill-suited to a service in which the personal element is
so strong, in which rapid advances in knowledge require flexibility
and freedom to experiment, and for which consumer demand can
be expected to increase with growing prosperity.

Rather than offering a detailed alternative blueprint, which has
become the fashion for the multiplying number of modern ‘think tanks’,
Dr Lees was modestly content to indicate lines of reform. His aim was
‘to diminish the role of political decisions and to enlarge the influence
of consumer choice’. Methods should include, first, moving away from
taxation and free services to private insurance and fees, helped by tax
concessions for those who can provide for themselves and direct assist-

3 Thinking the Unthinkable: Think-tanks and the Economic Counter-Revolution 1931-1983,
HarperCollins, 1994.
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ance to the dwindling minority who cannot; and second, part-payment
for the cost of prescriptions with special provision for life-saving drugs
and patients with low incomes.

On the other major, failing pillar of state welfare, Education and the
State (1965) by E. G. West provided a no less powerful intellectual demo-
lition of the case for political control. The author’s meticulous study of
nineteenth-century developments led him to the remarkable conclusion
that in 1870, before compulsory state education was introduced, over 95
per cent of fifteen-year-olds were literate. Little wonder that Dr West’s
study prompted the generally aloof Times Educational Supplement to offer
a rare eulogy: ‘If his arguments cannot induce us to abolish state provi-
sion, they can surely open our eyes to the urgent need, on grounds of
human dignity, for more parental choice.’

The same ‘undemocratic’ lack of choice and failing standards led
a brace of heavyweight professors from the University of York, Alan
Peacock and Jack Wiseman, to write Hobart Paper 25, entitled Education
for Democrats (1964). With scrupulous analysis, they urged financing by
loans for university students and, for schoolchildren, full-cost education
vouchers paid to parents as taxable income so as to recoup part of the
subsidy from better-off families.

Many more specialist studies amplified and reinforced the case for
moving away from state monopoly of welfare services, to remedy the
obvious defects of inadequate finance, poor quality and suppression
of family choice and responsibility. With the welfare state accounting
for a third or more of all public spending, the commonsense argument
was repeated over and again: that rising incomes made possible direct
payment by the majority in return for lower taxation, with more subsidy
to the declining minority in need. To demonstrate the spread of support
for radical reform, Arthur Seldon assembled a study group of a dozen
academics, doctors and journalists, whose report was published as
Towards a Welfare Society (Occasional Paper 13, 1966). The authors
proposed a reverse income tax in place of means testing and offered
evidence from opinion polls that a change in direction on health and
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education was ‘politically possible’ and, from foreign examples, also
‘administratively feasible’.

A new opportunity presented itself with the resignation from Harold
Wilson’s government of a former, highly independent trade union
leader, Douglas (later Lord) Houghton, who for two years had served
as minister with special responsibility for coordinating social policy.
He marked the occasion with a typically challenging speech which our
watchful editorial director immediately sought his permission to publish
as Occasional Paper 16 under the unassuming but radical title Paying for
the Social Services (1967). His bold proposal of charges for the NHS was so
startling from a serving Labour MP that his reasons deserve quotation
as being even more valid 40 years later: ‘What is in doubt is whether we
in Britain will ever give medicine the priority given to it in some other
countries (and America is not the only one) so long as it is financed
almost wholly out of taxation ...” Then came the blunt reason:

While people would be willing to pay for better services for
themselves, they may not be willing to pay more in taxes as a kind
of insurance premium which may bear no relation to the services
actually received ... we are now getting the worst of both worlds.
The government cannot find the money out of taxation and the
citizen is not allowed to pay it out of his own pocket.

Alas, almost forty years later the Chancellor, Gordon Brown, is
attempting to paper over the gap by lavishing huge sums of taxpayers’
money on creating an ever larger state monolith.

Public choice

Politicians brush aside the painful, pervasive and perpetual failures of
state welfare and other services by appealing to the holy grail of ‘repre-
sentative government’. A policy may not turn out well or may fall victim
to the law of unintended consequences by achieving results different
from, even opposite to, what was intended, but they say: ‘It's what the
people want’, or at least ‘what they voted for’. It becomes subsumed
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in that most question-begging of all phrases: ‘the public interest’. But,
as Robbins first asked, how can a single vote every four or five years,
between two or three parties giving away a monstrous ragbag of several
hundred assorted services listed in cunningly compiled political mani-
festos, stand comparison with the ‘daily referendum’ of competitive
markets? None of the individual promises can be voted on separately,
except by referendum. None indicates costs. None carries the money-
back guarantee increasingly offered by leading producers or retailers.
Politicians at elections say, in effect, ‘a vote for me means a vote for every
item in my party’s programme’. In the economic analysis of business, it
is called ‘full-line forcing’ and is branded as an anti-competitive practice
that prevents consumers comparing costs and values for separable
elements of the product mix.

It has taken the development of “public choice’, more descriptively
known as ‘the economic analysis of politics’, to expose how representa-
tive government has been transformed into misrepresentative govern-
ment, catering not for broad majorities but captured by organised, often
small, minorities. Thus doctors, teachers, nurses, other public sector
workers, farmers, motorists, cyclists, conservationists and hundreds of
other groups, sharing a cohesive, common (sometimes arcane) interest,
can each organise themselves to lobby MPs for subsidies or other special
privileges. As many IEA authors have pointed out, their success depends
on their members having a larger, more concentrated stake in gaining
their ends than the widely dispersed individual taxpayers or consumers
have in resisting (even noticing) the costs.

Leaving aside the European farm lobby’s racket of the EU Common
Agricultural Policy, examples from social policy would certainly include
the defeat of Keith Joseph’s effort to introduce student loans or educa-
tion vouchers in the 1980s, and Michael Howard’s recent opportun-
istic opposition to university top-up fees, all in deference to organised
lobbying by the unions of teachers and students, backed up for good
measure by the self-serving bureaucrats in the national and local educa-
tion establishments.
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It was another example of the genius of Seldon that he was among
the first in Britain to spot the importance of this new American academic
development of public choice, associated with two fellow Mont Pélerin
Society members, James Buchanan and Gordon Tullock. His first major
blow was to publish an exposition by Tullock in Hobart Paperback 9,
entitled The Vote Motive* (1976), which compared the politician’s drive
to maximise votes with the businessman’s aim to maximise profits. He
then organised the first seminar in Britain on the subject and assembled
a symposium of British, American and European academics, publishing
their lectures as an IEA Reading entitled The Economics of Politics
(Readings 18, 1978). A general conclusion was that the democratic
process does not merit the widespread presumption of moral superiority
over the economic marketplace. Elsewhere, Arthur Seldon has summed
up the operation of the political market by rewriting Lincoln’s definition
of democracy as: ‘Government of the Busy, by the Bossy, for the Bully’.>

A related editorial initiative was to combine the businessman’s
market research with the politician’s opinion polling to discover people’s
preferences between state and private provision of health and education.
The party men like to quote periodic polls showing large majorities in
favour of the (‘free’) NHS, and to point to the small minorities who chose
to support BUPA or private schools, as proving satisfaction with state
provision. The twin fallacies in all such arguments arise from conven-
iently neglecting two facts: first, that approval of state services ignores
their (unknown) ‘price’ both in terms of alternatives forgone and the
high taxes levied even on families with low incomes; and, second, that
private provision paid for out of net income involves double payment,
in insurance or fees on top of taxes for the state service they do not use.

4 Editor’s note: this title was the inspired choice of Ralph Harris himself. Gordon Tullock
once said that The Vote Motive did more to spread public understanding of public choice
economics than any other single publication as a result of its multiple editions and twelve
translations.

5  Capitalism, Basil Blackwell, 1990, p. 235. Although it is not published by the IEA, I com-
mend it as an unsurpassed exposition of the anti-statist case from a combined economic,
political and ethical standpoint.
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Accordingly, we had lengthy discussions with a leading professional
market researcher to find out whether he could compile a questionnaire
that would present a more balanced choice between public and private
health and education services. The result was a series of four reports
published between 1963 and 1979° on employing the device of the
voucher. The Economist at last redeemed itself in my eyes by printing a
well-aimed review of the last of these reports: ... the ideas adumbrated
so readably in this book do have the most plausible application ... The
IEA’s splendidly anti-bureaucratic principles are an invaluable antidote
to public sector Toryism as much as to socialism’.

In bald summary, a national quota sample of some two thousand
men and women of working age were invited to say whether they would
accept vouchers for education and medical care amounting to two-thirds
or one third of the (stated) cost and add the balance to make up the full
cost of private provision. The number accepting the larger voucher was
in both cases naturally higher than those accepting the smaller, and rose
for education to just above 50 per cent in 1978 and for medical care to
57 per cent. Even allowing for the standard margin of error of around
3 per cent, these and other findings of our Choice in Welfare researches
left little doubt that the universal provision of ‘free’ tax-financed welfare
was very far from satisfying the public’s underlying taste for choice in
medical care and education.

It must be admitted that our repeated findings of wide support for
radical reform in welfare have so far foundered on the misplaced preju-
dices of the modern ‘levellers’: if all cannot have the best, none shall have
better. They ignore the evidence from everyday markets that competi-
tion works ceaselessly to transform today’s minority luxuries into tomor-
row’s necessities — videos, CDs, DVDs, mobile telephones ... Instead of
welcoming such creative competition, Labour and Tory spin masters
now engage in offering make-believe competition within the public

6  Choice in Welfare, 1963, 1965 and 1970; and Harris and Seldon, Over-ruled on Welfare, Ho-
bart Paperback 13, 1979.
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sector, both sides shrilly claiming to have solved the illusion of conjuring
real choice for parents and patients from the unyielding, entrenched,
monopoly bureaucracies of state education and healthcare.

21 BEHIND ENEMY LINES
Ralph Harris

How can any observer under the age of 50 recapture the hostile,
even intimidating, intellectual atmosphere of the post-war national
debate on British political economy? The reigning Keynesian collectivist
consensus, though less oppressive than the KGB, scornfully dismissed
dissenting opinion and, albeit with diminishing confidence, prescribed
what passed as ‘sophisticated’ discussion of public policy. Those of us
who dared persist with stubborn doubts only gradually overcame what
might call a shared sense of isolation. A little fancifully, I have, in retire-
ment, come to liken my experience travelling round the country to
address some unknown student audience — say at Essex University at the
time of student unrest — to that of a wartime British agent infiltrating
hostile territory in the vanished era of Attlee, Macmillan, Wilson, Heath.
With few exceptions, most notably the Daily Telegraph, the mainstream
media, including the BBC and commercial television, paid little atten-
tion to critics of the new collectivism. Even the prestigious Financial
Times confined itself to a brief note on most of our Papers but, with the
exception of individual writers such as Harold Wincott and later Samuel
Brittan, never rose to an expression of approval in its staid leaders. Else-
where, critics of the received wisdom were regarded as lacking in patri-
otism, even as engaged in mildly treasonable activities.

Throughout the 1960s and into the 1970s, whenever the general
run of commentators deigned to notice our Hobart and other papers,
they invariably described us as ‘the right-wing IEA’, whereas the
National Institute of Economic and Social Research — which was both
government-funded and Keynesian-inspired — was always respect-
fully referred to as ‘the independent NIESR’. We consoled ourselves
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by privately mis-naming them the ‘National Institute of Economic and
Socialist Research’.

Cool reception

The reception for IEA speakers was distinctly cool when addressing
audiences of people who accepted the prevailing economic opinion of
the age. There was of course little chance of convincing a conference of
earnest social workers in my favourite Cambridge one overcast Saturday
morning that increasing unconditional cash benefits for the unemployed
must risk actually increasing unemployment so long as income tax was
levied on earnings below benefit levels. Here was another example of
the law of unintended consequences. Elementary market economics
predicts that the higher you pitch social benefits, especially for families
with children, the more you risk making benefits more attractive than
net take-home pay from a full week’s work. Yet to meet their swollen
budgets Chancellors of both parties thought nothing of starting to levy
tax on incomes below social benefits paid to families with children. I
recall press gossip of beneficiaries saying they could not afford to take
a job — unless it was in the ‘cash’ economy. And how could I hope to
get the secretary of the Engineering Employers’ Federation to grasp that
successive incomes policies were no shield against an inflation stoked up
by monetary excess?

As for a trade union audience in Tunbridge Wells of all places, no
fallacy was too crude for some hecklers to deploy in favour of ever-rising
wages. But then the likes of such trade union barons as Jack Jones and
Hugh (later Lord) Scanlon never tired of telling their members that wage
increases could actually increase employment — by raising the public’s
spending power and thereby stimulating demand for unemployed
labour. Such myopic Keynesianism was blind to the effect of higher
wages (unmatched by higher output) in raising unit costs so as to cancel
any stimulus from monetary demand and pricing marginal workers out
of jobs.
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Then again, was I wasting time travelling to Oxford for a seminar —
presided over by Roger Opie, who was a dashing leader in the Keynesian
collectivist consensus? Could his students really be expected to display
much sympathy for my warning against the neglect of monetary disci-
pline against inflation, when Opie had long preached the opposite? In
the event I found I had not entirely wasted my journey when two or three
students quietly sidled up after the meeting to express interest in what I
had said and to enquire about the work of the IEA.

Again and again at such meetings, the chairman would read a
formally polite introduction — Cambridge economist, double first,
general director of the IEA, author, etc. — before I found myself rising
to confront an impassive audience. To break the ice, I would ring the
changes on endlessly repeated opening quips against the whole tribe
of economists: ‘Six economists, six opinions — or seven if Keynes was
present’; ‘If all economists were laid end to end, they would still reach
no definite conclusion’; ‘Economists, those chaps who know the price
of everything and the value of nothing’. I would ask rhetorically how
many economists — or for that matter politicians — would be prepared
to back their confident forecasts with their own money, or even with
that of their spouses. These and rather better topical jests would often
be received in frozen silence, and I would soon be running a practised
eye along the rows of impassive faces for the odd trace of a nod or
knowing smile.

Planning again

There seemed no escape from hostility. I remember welcoming at last
the prospect of allies in addressing a sober audience of business econo-
mists on the folly of George Brown’s 1965 National Plan. Here was no
parachute drop into enemy territory. These were, after all, people paid
to think about future changes in their companies’ markets and the
impact of government policies on them. They should have been the
first to grasp the dangers of centrally planning the entire economy by

283



284

TOWARDS A LIBERAL UTOPIA?

official extrapolations of past trends. They should have been especially
wary of such Keynesian macro-magnitudes as total demand, invest-
ment, employment and, most elusive of all, forecasts of the vagaries of
foreign trade. Among what I supposed to be friends, I launched into my
demolition of national economic planning by inviting the audience to
agree that all such exercises were backward-looking, ‘like steering a ship
by its wake’ while calling for full speed ahead. This analogy came into
its own when, as Chancellor of the Exchequer, Jim Callaghan (a former
naval man) used to boast that he would avert the next sterling crisis by a
timely ‘touch on the tiller’.

But surely an audience of business economists might be expected
to be highly receptive to my commonsense warning against unfore-
seeable rocks in an uncharted future? Alas, most of them appeared no
more perceptive than those CBI worthies whom I later came to upbraid
for accepting the routine incantations about a mixed economy without
foreseeing that inevitable setbacks would risk progressive dilution of the
mixture by more party politics and less private enterprise.

It was this perennial phantom of central planning or ‘better planning’
to which the Keynesian collectivist consensus endlessly appealed,
despite mounting evidence of economic disorder and failure. Picture
me being ushered into a bare sixth-form classroom for a debate on the
National Plan, some time in the brief interval between its enthusiastic
launch in September 1965 and its collapse in June 1966. My opponent on
this occasion was a large, imposing, pukka public school man, like me
in his early forties. He had been seconded, by a top firm, to the NEDC
with a specific brief to promote George Brown’s National Plan. Almost
forty years later I have not forgotten his opening sentences along the
following lines: ‘The purpose of the Plan is to raise economic growth to
four per cent a year in the gross national product and associated param-
eters. And I would add, as a practical businessman, how proud I am to
be using this kind of technical language.’ Practical businessman?! Tech-
nical language?! Bah! What was I, as a mere academic economist, to say?
I suppressed the wicked retort that some businessmen who had been
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seconded to the NEDC were duds the sponsoring companies were glad
to see the back of.

My adversary was eventually to vanish whence he came, but at that
school debate I was momentarily encouraged to detect that the sixth-
form audience were not much impressed by his pompous, pseudo-tech-
nical mumbo-jumbo. My cheerful response had attempted to explain the
crucial difference between a central plan devised by party politicians to
impose a single, fixed blueprint for action on everyone, and a business
plan that is shaped by competitive market realities (‘price signals’) but
remains sufficiently flexible to accommodate prompt revision in the light
of ever changing relative costs and prices, consumer demand, foreign
trade, advertising, new products and, not least, new entrants into the
market. Even a rather dim ‘practical businessman’ could hardly dispute
there was something in that distinction.

Though short lived, the long-forgotten National Plan provided
plenty of opportunities for me to advertise the IEA’s teachings on the
role of the entrepreneur. A favourite theme was the ubiquity of uncer-
tainty in the rapidly changing post-war world, especially for Britain,
with almost a third of national output devoted to the vagaries of foreign
trade. As an old Glasgow Herald leader writer with a penchant for a good
headline, I liked to commend the guidance of business investment deci-
sions by ‘profits’ rather than by ‘prophets’. So when invited to address
the Ashridge Management College on the subject of planning, I waxed
lyrical on the contribution of the entrepreneurial drive to the transfor-
mation of our well-equipped kitchens and centrally heated and carpeted
homes, no less than to widespread motoring and foreign holidays. It
went down well enough, but I was astonished when the director of the
college wound up thanking me especially for introducing the word ‘entre-
preneur’ for the first time he could remember in his years at Ashridge.
For some time thereafter I feared the worst about the new fashion of
‘management training’.
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Enter béte noire Shonfield

One of my most miserable memories in the Wilson years was of an
encounter in a cramped BBC radio studio with no room to sit down and
— more serious — no ‘hospitality room’, where victims were introduced
to each other over a welcome drink. My antagonist turned out to be one
of my least favourite bétes noires, Andrew Shonfield, then economics
editor of the Observer and author of an influential Penguin Special called
British Economic Policy since the War, published in 1958. I recognised
him as an outstanding FT journalist and found him an even more fluent
talker, who pontificated impressively with an unmistakable aura of
authority. The interviewer shuffled forward deferentially and addressed
Shonfield by his Christian name as an old friend before briefly turning
to me and reading my name from his script. The subject was incomes
policy, which gave Shonfield the opportunity to hold forth magisterially
on the important role of trade unions and the need to win their leaders
over to moderation in their ceaseless demands for higher wages. When
my turn came, I got no farther than beginning to explain how market
forces must in the end set limits to the level of wage increases that could
be afforded without causing either inflation or unemployment. With
barely concealed impatience, the interviewer cut me short and turned
back to Shonfield, who almost pityingly dismissed talk of market forces
as ‘laissez-faire extremism irrelevant to the real world ...". I remember
crawling home and vowing to avoid, whether on radio or television, any
further such unequal encounters, which allowed no time to develop a
coherent argument. It was a vow to which I resolutely stuck thereafter,
preferring a live audience whose reactions, favourable or not, I could see
and judge and respond to as I went along.

For all his reputation as a savant, Shonfield’s Penguin paperback
revealed an almost religious faith in political intervention to boost
economic growth. His universal panacea for policy, guided by something
he dignified with the title of the ‘capital-output ratio’, appeared always
to require more and yet more investment, although, in the absence of
the despised profit motive, without any clear guidance about what
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exactly the new machines and equipment were supposed to produce. His
ideal was later mocked in the Daily Telegraph by Colin Welch, a marvel-
lous literary writer with no pretensions of economic expertise beyond
what he had learned from the IEA. He summed up Shonfield’s panacea
as: ‘investment in machine tools, to produce machine tools, to produce
machine tools ...". It was a turn of phrase I used to good effect in many
subsequent lectures.

Shonfield loved to mock concern about the Bank Rate as primitive
worship of a totem pole to appease the gods of the City of London. He
displayed the standard Keynesian preference for continued inflationary
pressure, rather than using interest rates to moderate the booms. It was
no mere technical dispute about alternative economic theories. Not only
did the go-stop cycle severely disrupt industrial production and invest-
ment, it led to wildly fluctuating inflation from between 1 and 10 per cent
a year in the 1950s to 25 per cent in the 1970s. In addition to cheating
people living on pensions and other fixed incomes, the erratic rises in
price undermined national budgeting as well as good domestic house-
keeping. Above all, they created the new post-war practice of annual
trade union wage demands, the escalation of which provoked a succes-
sion of incomes policies leading to the further disruption of strikes and
civic disorder. The final indictment of the Keynesian era is that so far
from inflation warding off unemployment, the jobless total rose remorse-
lessly over the economic cycle from a peak of around 300,000 after the
war to above a million in the early 1970s, before hitting 3 million in the
early 1980s.

Such was the price, or part of the price, paid for the appalling hubris
of the ‘clever sillies’.

Et tu, William!

At least I knew of Shonfield as a deeply committed socialist intellectual,
super-confident in the power of planning to transform Britain’s flagging
fortunes. But what was I to expect when, around 1970, a Conservative
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women’s organisation invited me to share the platform at Caxton Hall
with William Rees-Mogg, whom I then knew of only as the rather aloof,
highbrow editor of The Times. He had a reputation for studious sophis-
tication of manner combined with a quiet profundity of matter which
had already carried him effortlessly from president of the Oxford Union
to chiefleader writer of the Financial Times and City editor of the Sunday
Times before becoming successively political and economics editor then
deputy editor and finally editor of The Times in 1967. In those days the
‘top people’s paper’ was still a touch too Establishment-minded for
my taste, but I was attracted by the topic, which was “The Responsible
Society’, and looked forward to a constructive exchange of views in a
friendly atmosphere. I might have been warned when ‘madam chairman’
greeted Rees-Mogg warmly by his Christian name and turned to me,
briskly announcing that I would speak first.

I recall setting out my standard case that a free society founded
on a market economy gave the widest scope for individual and family
freedom and responsibility, which, I always added, was thrice blessed
by economic, moral and political advantages. If governments would
turn from dispensing universal free benefits, they could provide more
generous support for the declining minority in poverty. When Rees-
Mogg’s turn came, he was formally perfectly polite but made no refer-
ence to my arguments, beyond saying that although he had thought of
a number of possible interpretations of the term ‘responsible society’,
the case I presented had not been one of them. How was that for a lofty
put-down? There followed an eloquent exposition of the paternalist case
for the welfare state with plenty of references to compassion and other
civilised values.

This story is worth telling only because a very few years later Rees-
Mogg, and The Times under his direction, was among the leading
apostles of the best of the ideas that came to be known as ‘Thatcherism’.
Indeed, in 1974, after the collapse of the Heath government, he wrote a
marvellous slim volume assailing the evils of inflation under the title of
The Reigning Error, which he exposed as a manifestation of the pervasive

BEHIND ENEMY LINES

human tendency to push everything, including the money supply, to
excess. His nicely chosen word was ‘inordinacy’, which I have since often
pressed into service to drive home arguments against excessive govern-
ment (I like to believe he would now agree that the neglect of individual
responsibility has been carried to inordinate lengths in the welfare state,
as in many other paternalistic policies).

Keep smiling

I sometimes began to wonder why I should expose myself to such mostly
hostile encounters. But of course it was an essential part of my chosen
work at the IEA, as a kind of missionary in a pagan land preaching the
gospel according to such intellectual giants as Adam Smith, Hayek and
Friedman. After all, our Keynesian tormentors were hardly to be feared
as dangerous cannibals. Furthermore I could often work up my notes
into articles for the Daily Telegraph, the Director or the Spectator.

But beyond economic motives, I must admit I mostly came to
enjoy such jousts and increasingly encountered allies and, most
rewarding of all, new younger converts, especially at my alma mater
of Cambridge, and even at Oxford, the home of so many lost Labour
intellectuals. My favourite meetings were undoubtedly at St Andrews
University, where I had earlier spent seven years lecturing in the
political economy department. Despite the long journey, involving an
overnight stay, I seldom refused an invitation to return to address
the students and was amply repaid when the Scotsman reported that
they received every new Hobart Paper as ‘an additional chapter of the
Bible’. It was an added reward when that beautiful medieval univer-
sity produced two very modern, enterprising graduates, Eamonn
Butler and Madsen Pirie, who in 1977 created the lively Adam Smith
Institute, whose work in spreading the free market message was very
much complementary to that of the IEA. St Andrews also produced
half a dozen young Conservative MPs to support Margaret Thatch-
er’s free market crusade, including the outstanding Michael Forsyth,
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who became an impressive Secretary of State for Scotland under John
Major.

Lighter relief was regularly provided in the 1970s and 1980s by
debates at the Oxford and Cambridge Unions, to which circuit I came
to be regularly invited. Once I had witnessed how casually the ayes and
noes were sometimes counted at Oxford, I took less interest in the final
vote, which was just as well since, in the pre-Thatcher era, the announced
verdict usually went against my free market side. Instead, I came to relax
and enjoy the high-spirited student rough-and-tumble, with constant
good-natured interruptions and often hilarious “points of order’. From
the handbills of debates that I have kept, I am reminded that other
participants over the years included a succession of trade union leaders,
including Ray Buckton, Alan Sapper and David Lea. There were also
plenty of livelier adversaries, including Tariq Ali, Peter Shore, Bernard
Williams and Lord Soper, and a growing list of doughty allies, including
Kenneth Minogue, William Hague, Geoffrey Howe, Norman Lamont,
Bill Deedes, Lord (David) Young, Patrick Cosgrave, Sir Ian McGregor
and John Wakeham.

The first Oxford Union debate that brought hope that the IEA view
was coming into the ascendancy was the year before Margaret Thatcher
won the general election of 1979. The terms of the motion could not have
been more explicit: “That a return to a free market economy would be
the best solution to the British crisis’. I immediately took heart when I
saw that the bumbling Lord Balogh was the main speaker on the other
side, but could hardly believe the vote when it was announced by the
president as: 230 in favour and 128 against. Even if the counting tended
to be a little irregular, there was no disputing our overwhelming victory.
From Cambridge, among the many outstanding allies I best remember
were David Prior, the charming son of one of my most jolly but scep-
tical sparring partners, James (now Lord) Prior, and Simon Heffer, since
author of many fine political biographies as well as star columnist of the
Daily Mail.
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Honourable defeat

Another enduring memory was of a less happy encounter with students
at Exeter around 1968, though it had a happier twist some years later.
After a cold train journey from London with the prospect of returning
after midnight, I had to propose the motion that ‘economic planning is a
form of necromancy’. After verifying the dictionary definition of the key
word as ‘prediction by means of communication with the dead’, I had
leapt at the chance to instruct serious students in my established view
that national planning was essentially backward-looking, being based on
extrapolating past trends, and was doomed to fail. Instead of the antici-
pated victory, I was comprehensively trounced by around twenty-odd
votes to nearer two hundred. It was an honourable defeat in so far as my
tormentor was an exceptionally persuasive debater, a trained barrister,
and unfailingly pleasant to boot. He was the youthful Dick (later Lord)
Taverne, then a confident, well-briefed Treasury minister under Harold
Wilson.

The memory of that defeat is softened by recalling my next encounter
with the still-youthful Dick Taverne around 1980, when he had accepted
an invitation to lunch at the IEA. Greeting him ceremoniously at the
door, I cheerfully confessed shame at the memory of my total defeat at
his hands. His smiling reply was along the lines of: ‘No, there’s no need
for shame. I won the vote, but I now see you won the argument’. It is also
worth noting that he courageously resigned and fought his constituency
as an independent candidate. When freed from the Commons, he was
able to do far more good, first building up the Institute for Fiscal Studies,
then developing the Social Democratic Party, becoming a director of
many businesses, and finally joining the Lords. My only lingering regret
is that, instead of joining me and the other mixed bag of independent
peers on the cross-benches, he joined the Liberal Democrats, who have
always struck me as not particularly liberal and too inclined to look to
government as the answer to every problem.
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Valediction

From comfortable and contented retirement, these hard-fought battles
over Keynesian inflation and collectivist planning seem a vanished era. In
1995 Tony Blair won the leadership of a ‘new’ Labour Party under the brave
banner of ‘a dynamic market economy’, which even some of Margaret
Thatcher’s more Tory followers might have found a touch stark. In 1997
they swept John Major’s government from power. Today, both main
parties vie with each other in lauding choice, competition, enterprise and
avoidance of higher income tax, though not (yet) lower total taxes. It is
now accepted that lower inflation, though not (yet) stable money, comes
before reducing unemployment. It is perhaps less widely understood that
its recent achievement has depended entirely on restoring to the Bank of
England the very control over monetary policy which Labour had reck-
lessly swept away after their electoral victory in 1945.

Since the Thatcher counter-revolution, the central economic battle-
ground has shifted - first, to the extent of Westminster and Brussels
regulation and control compatible with Blair’s ‘dynamic economy’; and
second, to the ability of the British government to manage effectively its
inflated range of functions, and to finance the mounting cost of devel-
oping welfare services, on top of a host of new ‘initiatives’. The smallest
budgetary setback must now risk still higher direct, indirect, central and
local (and concealed) taxation that would further weaken and distort
incentives to individual effort and enterprise.

As a non-economist without business experience, Tony Blair may
be forgiven neglecting the probability (I would say ‘certainty’) that the
gargantuan NHS, even under the masterful direction of John Reid, will
eventually prove impossible to adapt to ever changing opportunities and
requirements — for some of the same reasons that recently prompted
Bill Gates to question whether Microsoft will survive another ten years
of ceaseless global competition. Likewise, rising incomes and frustrated
parental aspirations are likely to overwhelm the ill-performing state
schools, presided over by a combination of self-serving teachers’ unions
and a complacent and bloated educational bureaucracy. Like the drab
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council housing into which I was born almost 80 years ago, the welfare
state must fail increasingly to satisfy what Adam Smith diagnosed as:
‘The uniform, constant, and uninterrupted effort of every man to better
his condition ...", and, I would add: to better the condition of his family,
community and other freely chosen causes.

It is central to my philosophy that no one can be certain about the
precise direction of the changes ahead. This uncertainty prompts two
further questions that overhang our future: first, the pace and scale of
this transformation, and second, whether its progress will be eased or
obstructed by what passes as modern representative government, which
finds such difficulty in restraining its incessant itch to interfere.

Meanwhile, debate has moved away from the clear-cut issue of
dispersed versus centralised initiative, which has been largely won — at
least in principle though not yet in practice. We are still faced with the
crucial judgement of how much government regulation is consistent
with continuing economic success in a global economy faced with totally
unprecedented economic, social and political change. Having watched
the interplay between professed political idealism and crude election-
eering since 1945, I have been repeatedly reminded of Adam Smith’s
description of: ... that insidious and crafty animal, vulgarly called a
statesman or politician, whose councils are directed by the momentary fluc-
tuations of affairs’ (my emphasis). And that was written in 1776, long
before MPs turned professional!

We can now appreciate the huge benefit of removing monetary policy
from the opportunistic control of party politicians. The signal success of
this bold act of depoliticisation demonstrates the urgent need to remove
schools, universities, health services, pensions and other social benefits
from the present unchecked, daily electoral vote-grubbing. Since govern-
ment controls inevitably grow like Topsy and bring with them more
party political administration, I believe experience will increasingly
demonstrate that the less we have of both the better for the true welfare
of our families, the flexibility and vigour of the economy, and the health
of British democracy, with individual freedom at its heart.
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APPENDIX

THE DEVELOPMENT OF THE IEA’'S ACADEMIC
REPUTATION — A PERSONAL REFLECTION
Arthur Seldon

The chain of events that led to my becoming Joint Founder Presi-
dent of the Institute of Economic Affairs began when, as a humble state
scholar, I entered the portals of the London School of Economics and
inadvertently opened the door of Professor Arnold Plant’s room. When
I seemed about to retreat he called, ‘Don’t go, stay,” and that is how I
became his student and reinforced my already keen interest in the tenets
of classical liberalism.

Soon I was attending some of Professor Lionel Robbins’ lectures
and, later, those of the newly arrived Professor Friedrich Hayek from
Austria. I was relieved when his command of English improved and his
lectures became inspiring, especially to graduates. It was not surprising
that I became interested in student politics, and with fellow new ‘Liberal’
friends Stuart Waterhouse, who came from an old Liberal family (his
father knew Lloyd George) and Douglas Allan, who became Head of the
Civil Service as Lord Croham, formed the Liberal Society of the LSE.

I became fascinated by Professor W. H. Hutt’s new 1936 book Econo-
mists and the Public — a Study of Competition and Opinion. He later became
a leading author of IEA writings, attacking excessive trade union power.
One, entitled The Strike-threat System: The Economic Consequences of Collec-
tive Bargaining, sold especially well. Hutt was one of the IEA’s pioneers in
advocating the value of competition. At the time when I read his book at
the LSE, John Strachey’s The Nature of Capitalist Crisis had just appeared,
advocating economic and social policies that would curtail the freedom
of the individual. I was inspired to write a strong critique in the LSE
students’ journal, The Clare Market Review, in March 1937.

After graduation I was appointed Plant’s research assistant, to assist
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his advisory services to growing firms, an appointment that was inter-
rupted by the outbreak of war in 1939. I continued to exchange letters
with him from North Africa and Italy, noting the waste and ineffi-
ciency involved in providing food and clothing without pricing. I have
never forgotten the debt I owed to Arnold Plant, who soon after I was
demobbed recommended that I write a report for the Liberal Party
Committee on the Ageing. This enabled me to study state pensions, and
in 1957 I used some of the material for my first publication for the IEA,
Pensions in a Free Society.

My colleagues on the committee were Lord Amulree, a Liberal peer,
and Dame Barbara Shenfield, who with her husband, Arthur Shenfield,
became most faithful supporters of the early Institute.

While writing the report on ageing I interviewed Lord Beveridge and
noted his emphasis that the post-war state pension should not be paid in
full until a fund had been built in the succeeding 20 years. Doubtful of
this proposal, I later wrote in my early IEA publication that the National
Insurance Fund would be misused by government and that the taxpayers
would have to pay the pensions.

I was recommended to the Institute of Economic Affairs by Lord
Grantchester, one of its early supporters. The IEA was reorganised in
1957 with Ralph Harris as General Director. I then joined as part-time
editorial adviser, becoming full-time editorial director in July 1961. Plant
had suggested my name to Grantchester, and I hope that Arnold was
pleased later when I assembled an IEA book containing four of his most
prestigious essays.

Installed in the Institute, which had very little money to finance
publications, I thought of neglected subjects which would yield to
economic analysis and solutions and, second, of authors who would
share my philosophy. That philosophy, also that of the IEA’s founder,
Antony Fisher, was that people would spend their own money more
wisely than the state would spend it. Authors would have to ignore polit-
ical pressures, give no precedence to what was “politically possible” and
write as academics seeking truth.
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My first choice as author was an old friend from LSE days, Professor
Basil Yamey. I asked him to write on the consumer-unfriendly resale
price maintenance, which prevented retailers from lowering prices. Basil
responded as a good friend, ignoring the fact that the publication would
be by a then unknown Institute, and produced a splendid text which hit
the headlines and changed government policy.

Another early publication was by Norman Macrae of The Economist,
who accepted my invitation — against the advice of his friends — to write
on rent control (To Let?, Hobart Paper 2, 1960).

Through the 1960s and the 1970s I invited some very well-known
economists to write for us. To name a few of a veritable galaxy of intellec-
tual talent: (from the UK) Professor Alan Prest (purchase tax), Professor
James Meade (the Common Market), Professor Alan Peacock and Jack
Wiseman (education), Professor Paish (incomes policy), Professor
Denman (land use planning through the market), Professor F. G.
Pennance, my co-author of Dent’s Everyman’s Dictionary of Economics
(housing and town planning), Professor Alan Walters (money), Professor
Brian Griffiths (competition in banking), Professor Colin Robinson, who
succeeded me as editorial director, and Eileen Marshall (the future for
British coal); (from the United States) Professor Geoffrey Brennan and
Professor James Buchanan (monopoly of money), Professor William
Niskanen (bureaucracy), Professor Gordon Tullock (the vote motive),
Professor Armen Alchian (the economics of charity), Professor James
Buchanan with Professor Charles Rowley (from the UK), Professor Albert
Breton (Canada), Professor Bruno Frey (Switzerland) and Professor
Martin Ricketts (the UK) (the economics of politics).

All accepted my critical editing. Many of my prefaces were repro-
duced in The Making of the Institute (Economic and Literary Books in
association with the IEA, 2002).

The IEA’s publications were praised by Hayek in 1983. As he put it,
‘It has taken the IEA a long time to prove its success. I think it has now
become the most powerful maker of public opinion in England. By now
book shops usually have a special rack of Institute of Economic Affairs
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pamphlets. Even people on the Left feel compelled to keep informed of
the Institute’s publications.’

Academic attention was quickly followed by attention from journal-
istic and political specialists. I recall with pleasure two cogent attacks on
the welfare state: on the National Health Service by Professor Denis Lees
(Health through Choice, Hobart Paper 14, 1961) and on state education by
a hitherto unknown protégé of Professor John Jewkes, Edwin West. West
had studied the history of education in the nineteenth century, particu-
larly the gradual stifling of private provision by the state. It enlightened
many people, not all on the left, who had believed that the state had
to intervene in order that all should receive schooling. The book was
widely discussed and reviewed. West was subsequently offered a chair
at Carleton University, Canada, where he continued his educational
research.

I knew that some Labour politicians were interested in the IEA’s
work and in 1966 persuaded Douglas Houghton, a former minister in
Wilson's government, to write Paying for the Social Services (Occasional
Paper 16, 1967).

The Institute’s work was reinforced by many articles I wrote in the
Daily Telegraph and other broadsheet newspapers. Its features editor,
Colin Welch, had much sympathy with the IEA’s free market philos-
ophy.

My last word must be an accolade for one of the greatest thinkers of
the twentieth century: F. A. Hayek, Nobel laureate in 1974. I was privi-
leged to produce and publish some of his work. Hobart Paper 87, 1980s
Unemployment and the Unions, was an analysis of the stubborn obstacles to
the efficient working of markets in the British economy. In 1990 he wrote
Denationalisation of Money. After this publication he wrote: ‘Against
all my habits, after completing the first chapter of this paper, I left most
of the exacting and time consuming task of publishing the exposition
and preparing it ready for publication to the sympathetic endeavours
of Arthur Seldon whose beneficial care has already made much more
readable some of my shorter essays published by the Institute.’
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My old friend Ronald Coase, who was at the LSE when I was a
student, wrote a few years ago that he believed ‘Arnold Plant would have
been proud of your work’. But it is Hayek’s commendation which gives
me lasting satisfaction.
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