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			The Economics of Success
Twelve Things Politicians Don’t Want You to Know
By Eamonn Butler

			Listening to politicians, one would think that the mechanism of capitalism has failed. They tell us that the solutions lie in their hands: more debt, banking-regulation, and ‘oversight’. But are they telling us everything? The Economics of Success focuses on twelve truths on which the success of our economic system is based and that politicians would least like you to know. 

			Dr Eamonn Butler is Director of the Adam Smith Institute, one of Britain’s oldest think-tanks, which is ranked as a world leader on economic and social policy issues. He previously wrote bestselling The Rotten State of Britain and divides his time between Cambridge, London and Scotland.

		

	
		
			Introduction

			Who was it who promised a ‘trampoline recovery’ out of the collapse? 

			The reality seems to have very little spring in it for the UK, Europe, the US and others. While growth is returning, our scramble out of recession has been slow. Historically slow, in fact: in past recessions – going back to the Middle Ages – the bad times did not last so long and the recovery was faster and stronger. Today, we are still worse off than we were before the crisis. On past form, we should have bounced back, and higher, by now.

			The obvious question – which nobody seems to ask – is why this downturn is so dismally different from every previous one. What are we doing now that makes the recovery so much slower and weaker than those in the past?

			The magic wand of financial intervention: ‘but wait, there is more!’

			It is not for want of trying that our recovery is so anaemic. Unlike previous large recessions in modern history, today our authorities firmly believe they understand the problems and that they have plenty of tools to deal with them. So they have slashed interest rates to near zero, created new money out of electronic thin air (‘quantitative easing’), and let inflation ambush people’s savings, all in the hope getting us all spending again. On public spending, things are not very different. Our leaders seem to think that if we the public won’t spend our money, then they will have to spend it for us in order to get things moving. There has been talk of ‘austerity’ but very little of it in reality: UK public spending has hardly fallen, and the government continues to borrow to fund a public lifestyle it could not even afford during the good times, before 2008. 

			So why, despite the gargantuan efforts of our politicians and regulators, and their unwavering faith in what they are doing, are things not working the way they were hoping they would? And more importantly, what lies ahead? 

			It is pretty clear that what growth we have had over the past five years is fuelled by government and household spending and borrowing – in other words, by consumption and credit rather than by investment and productivity. So, given this wall of money, why aren’t firms sharing this cheer and investing confidently to create the goods and services of the future? A quick look at their balance sheets demonstrates their misgivings. Britain’s 250 largest companies are sitting on around £750 billion cash. Rather than investing it in expanding their businesses, they are not persuaded that their investment would lead to commercially viable rewards in the future. Meanwhile, millions of small businesses are putting off hiring new staff. They all see the consumption that has been going on for five years, but they are not convinced it is sustainable.

			The government’s hope is that borrowing and spending will keep things ticking along until confidence and investment returns. But unless we do something radically different, Japan may not be the only country to suffer a ‘lost decade’. Even if Britain’s government does get its books into balance by 2018, the decade from the crisis to there will have been a complete write-off. We will scarcely be any in a better position, and all we will have to show for it is public debt at a record high. The government’s debt, which stood at £828 billion in 2010, is now half as much again, at £1,254 and counting. That is equivalent to three-quarters of the country’s entire earnings, and by 2018 it will rise to four-fifths. Good luck to us.

			Bring on the regulation: ‘let’s punish the bastards’

			What else are we trying? We look at the 2008 financial crisis and the problems that many countries have experienced after it and, fashionably, we blame it all on the financial system. Profit provokes greed, we say; any system built on profit is cutthroat, self-serving, anti-social and unstable; we need to intervene, control and regulate it.

			Leaving aside the question whether this is true or not, one may well ask who will do the controlling and regulating? The answer is simple. It is the same politicians and regulators who have been trying so hard to resuscitate our economy and persuade firms that the future is bright – and failing.

			What, then, of the track record of intervention? For example, the opening up of China to world trade has delivered huge economic benefits to both sides. However, the Chinese government did not stay on the sidelines. Instead it intervened heavily. Its policy of keeping its currency cheap, so as to boost exports, created huge distortions. China bought dollars (in the shape of US Treasury IOUs) to keep the dollar high and the yuan cheap – effectively lending Americans the money to buy its goods. 

			Indeed, such keen lenders were the Chinese that the American government was able to force down interest rates and still borrow even more. Low interest rates gulled American citizens into more borrowing too. House prices rose as people extended their loans or took new ones. It was like printing money. Anyone could take out a loan to buy a house and flip it, certain they would make a profit on any type of property – good, bad or ugly. And millions of Americans did precisely that.

			And what about the banks? People today think the banks were not regulated enough and that the authorities should get tougher on them. But in fact, banks were already the most regulated sector in the economy before the whole financial system came to grief in 2008. 

			High and growing regulation increased the brittleness of the system. Why? Because large institutions can absorb the huge cost of regulation far more easily than small ones. A big bank can afford the fleets of compliance officers they need to tick all the regulatory boxes, a small one cannot. So financial institutions absorbed others and grew in size. The more they grew, the less competition they faced and the less careful they needed to be. Eventually the financial sector was dominated by a small group of institutions – which were so big that everyone knew the government would have to bail them out in a crisis. 

			With that implicit guarantee, and protected from competition from new, innovative companies by a moat of regulations, the banks were able to pursue more and more risky deals in the hope of squeezing out every possible dollar. Further regulations, such as those intended to ensure the banks held enough ‘safe’ assets, actually had the opposite effect to that intended, raising the risk profile of the entire system by herding the banks into identical assets and ways of doing business. Greek government debt, after all, counts as a ‘safe’ asset as far as the regulators are concerned. When the first cracks appeared, the damage quickly spread to (almost) everyone. 

			A 1000-year record of economic success

			So, apart from such failed intervention by politicians and regulators, is there another solution we can turn to?

			We know how to rekindle economic growth, because we have done it before. History shows that we do not need politicians or regulators who are Wizards of Oz. Where people have been left to their own devices, without we-know-better bureaucrats trying to outsmart them, prosperity has increased at record rates. That was true as far back as China’s Song Dynasty, which saw a huge increase in overseas and domestic commerce, and during which the population doubled. A similar surge in deregulation, breaking the guilds, trade and economic growth gave us the Renaissance in Europe. Thanks in part to the pro-market thinking of Adam Smith, the great era of free trade in the nineteenth century led to a further upsurge in living standards and population. More recently, economic liberalisation in India and post-socialist policies in Eastern Europe, China and South-East Asia have likewise brought huge economic and social improvements.

			Competition is a much better regulator than any official, and left to itself, the competitive market regulates businesses just fine. This is because there are tens or – in the case of the US – hundreds of millions of us considering the future in the light of what we know. It is a vast conceit by politicians, regulators and officials to believe that they can somehow direct and channel the worldwide market economy into something better, safer and more socially beneficial. A handful of politicians and civil servants cannot – even if they were all the very brightest among us – hope to know as much as millions of people, collectively, know about their own circumstances, opportunities, and future. 

			Although many countries have now opened up to world trade and will never look back, many G-12 countries, such as America, Britain and others in Europe, are struggling to get back to growth after the 2008 financial crisis. While other countries are rediscovering the idea of profit and open markets as a benefit to society, we appear to be moving in the opposite direction and are demonising it. 

			We look upon trade, business, commerce, enterprise, markets, competition and profit as if they are an unavoidable unpleasantness that requires the direction and restraint from a small group of right-thinking people. Never mind that it is these things that produce not only economic growth but all the social and philanthropic improvements – not to mention the government programmes – that economic growth pays for. 

			What drives people to seek out and apply new technologies? It is the possibility of making a profit. And where markets are most vibrant, there is more opportunity for more people to make more profit. Nor should we be embarrassed about that. Profit is simply creating something more valuable out of things that are less valuable – something we all aim to do, every day of our lives. Furthermore, profit works both ways. The purchaser also profits, otherwise they would not be buying the seller’s product or service. 

			By creating value we improve ourselves and, through voluntary exchange in the marketplace, the lives of everyone who cares to trade with us. It is to this, not just technology, that we owe the huge rise in living standards that the world is now experiencing. The world creates that improvement through voluntary exchange between free individuals, not through the coercive power wielded by the interest groups who dominate elections and the political process. A more benign and beneficial human institution it is hard to imagine. 

			Perversely, however, we insist – particularly when times are bad – that certain groups in the economy make too much profit. We like open markets, but not when we are looking for a scapegoat.

			While this may be understandable, it is not possible to combine the politics of envy with the economics of success. Government regulations are too often – perhaps always – counterproductive and give rise to unintended harmful consequences. We need to create the conditions for competitive open markets to emerge and let them do their beneficial work. When it comes to predicting the future and what might succeed in it, politicians and regulators are certainly no better, and usually much worse, than experienced businesspeople investing their own money. Driven by the demands of powerful interest groups (business and otherwise), governments will end up perverting the system they are trying to manage – producing worse results than where they started from.

			What we do need is a radical change in direction if we want to avoid being hit by an iceberg of debt. This book aims to mark a new path by setting out the 12 foundations of the economics of success.

		

	
		
			1
The Sexy Idea of Capitalism

			Still waiting for the epoch

			Reports of the death of capitalism have been wildly exaggerated. There was no shortage of such reports after the financial crash of 2008. Every day brought some intellectual saying that Marx had been proved right: the internal contradictions of capitalism had finally brought the whole system down, and a new epoch of state/intellectual/proletariat control was dawning. The banks had very nearly ruined us all. Had not their greed and self-indulgence finally killed the very system that generated their enormous wealth and bonuses? Wasn’t it now time for government to step in and create real, socially useful jobs to replace the fake financial-froth jobs created by the capitalists and bankers?

			If Marx was right in his predictions, he had certainly taken his time. His book Das Kapital was first published in 1867, some 140 years before the crisis. But then as the sixteenth-century prophesies of Nostradamus continue to show, people will carry on believing just about any prediction, provided you are not too precise about when it might happen. Hope springs eternal in the human heart, and one or two of those asserting that 2008 marked the death of capitalism might just have been around long enough to have been disappointed that the Wall Street Crash of 1929 had not.

			Capitalism, it seems, just won’t lie down. It is like watching one of those cartoons where, no matter how many times Wile E. Coyote is squashed by boulders or blown to smithereens by ACME explosives, he always returns, bruised but undeterred, to try some other cunning ruse to defeat Road Runner.

			The predicted catastrophe did not happen – though it might well happen if our politicians continue to believe that they can live indefinitely beyond our means. Just as capitalism bounced back after the Great Depression, now it is bouncing back after the latest crisis. The world economies are recovering. Even America and Britain, the countries most affected by the financial crisis – partly because their financial services sectors are so much larger and more international than those of most other places – are growing again and creating jobs. The despised banks that had to be bailed out by governments are now generating profits and repaying their loans faster than scheduled. Taxpayers in the US might even make a profit on the deal.

			It has not been governments leading this job creation and economic recovery. Governments were largely bankrupt before they started paying trillions to bail out the banks. Now they are completely bust, and quite incapable of stepping into the hole left by the imagined demise of capitalism. They have been shedding jobs, not creating them. In Britain, some 423,000 public-sector jobs were lost in the first five years of the crisis, but 1.3 million had been created in the private sector. By 2012, the private sector was creating five times as many jobs as the public sector was losing.1

			Of course, most of the intellectuals rushing forward to dance publicly (though prematurely) on the grave of capitalism were university professors and other state dependents. Scan the economics and politics sections of any university bookshop in Britain and you will be truly astonished by the number of books by Marx and his followers. It is not the students who are turned on by all that historicist guff, of course, but the teachers. The students just write the Marx-fawning essays that the teachers want, get the credits, and move on into commerce where they can hope to make megabucks. 

			The problem with ‘capitalism’

			Marx, in fact, gets a lot of credit that is not due. He is widely imagined as the coiner of the word ‘capitalism’, but the Oxford English Dictionary credits William Makepeace Thackeray, in his novel The Newcomes – though it is plain he is talking about financial capital rather than some economic system of production, distribution and exchange. Gavin Kennedy, on his Adam Smith’s Lost Legacy blog, has traced the word much earlier, to the French economist Turgot, who used ‘capitaliste’ in an essay around 1769; and he traces the English term to William Godwin, who used the word ‘capitalist’ in his Political Justice of 1794.2

			The trouble with words is that they have both what philologists and logicians call an intension (basically, what the word means) and an extension (all the various bits of prejudice and innuendo that get loaded onto it). The words ‘capitalism’ and ‘capitalist’ have certainly acquired plenty of such prejudice. To most people today, a capitalist remains a fat businessman in a top hat, while capitalism itself is a system for repressing the poor in order to benefit the rich.

			That is a nineteenth-century travesty. Intellectuals were horrified by the thought of the new poor of the northern towns, working for low wages in factories and mills, living in back-to-back houses turned black by the smoke of coal fires. As today, they had a dreamy vision of a bucolic existence that they fancied must be incomparably preferable to the mill housing schemes.3 But no one was forced to move to the towns from the countryside; they chose to do so, in order to give themselves and their children the prospect of a better life. But still the image stuck. The result is that ‘capitalism’ is now a word weighed down by all this extensional baggage. 

			Why businesspeople hate competition

			Mind you, capitalism has picked up some junk of its own. It is supposed to deliver us benefits through a sort of evolutionary competition. You produce a product, but if someone else produces a better/faster/cheaper product you will start losing customers. They are not forced to buy from you, after all. So to stay in business, you have to respond, and make your own even better/faster/cheaper.

			The only trouble is that, although people in business make their living from this competitive process and extol the virtues of free markets in principle, quite a number of them actually hate competition in practice. A few love the thrill of it, but most, like the rest of us, have a lazy streak and would much prefer to have a monopoly that guarantees them an easy living. 

			But unless you own the only mine that produces some exceedingly rare but hugely important mineral, monopolies are hard to come by. Make a nice profit from something, and you can be sure that someone else will take you on and try to capture some or all of it for themselves. It is not surprising that the people Marx called ‘capitalists’ - the ones who inherited their wealth, for example, and draw rent - hate the competitive capitalist system. They would much prefer to be able to set their own prices than be at the mercy of the markets.

			Lean and hungry beats size

			Marx, living in the age of industrial mass-production, thought that size was everything. Large scale meant cheap production. So to see off the competition, companies would have to get larger and larger until the world was controlled by a slew of monopolies. In fact, companies in the developed countries today are getting smaller and more numerous. There are six times as many small businesses in Britain than there were forty years ago. 4 That is because we tried giantism and discovered that there are diseconomies of scale too. 

			The bigger an organisation grows, the harder it is to manage. (Britain’s National Health Service, employing 1.4 million people in England alone, is a plain example. Any private boss would break it down into much smaller platoons that managers could actually get their heads round.) Large companies necessarily have long lines of communication, making them slow. Fashion-conscious customers may be demanding a new kind of widget, but by the time this news gets up from the staff in the MegaCorp shop to MegaCorp international HQ – and by the time the demand has been analysed, new widgets have been designed, the production line has been adjusted and the new-look widgets finally arrive in MegaCorp shops – some nimble upstart MiniCo with better/faster/cheaper production systems will probably have beaten them to it. 

			You do not have to be huge to take on a huge competitor. You can practise guerrilla competition. Every part of MegaCorp’s global business will find itself harried by some smaller, leaner, more innovative MiniCo that is only to happy to gouge out just a little bit of its business. The once mighty IBM is a shadow of its former self, as is Microsoft, plus countless other examples. For every one of the 1,001 products that a MegaCorp produces, there can be some smaller, specialist competitor. Exactly the same occurred when Britain’s state telephone monopoly was opened up to the market in 1984. Though far bigger than any competitor, it faced fierce competition everywhere: switchboards, handsets, cables and later in broadband and down-the-line entertainment.

			Certainly, large companies might well face large competitors too. There was a time when the biggest merger and takeover deals were measured in millions of pounds or dollars; now they are often measured in billions. Even the largest company, squatting in a nicely profitable market, can be humbled by someone else who would like to take some of that profit. Thus the huge oil company Mobil was taken over by Exxon; the pharmaceuticals giant SmithKlein Beecham (itself the product of mergers and acquisitions), was taken over by Glaxo Wellcome (ditto); the American pharma leviathan Warner-Lambert was bought by Pfizer; BellSouth was acquired by AT&T. Nobody is vouchsafed market dominance – far less a monopoly. The antidote to one large concentration of capital is another large concentration of capital – or many small ones.

			Governments, not markets, create monopolies

			There is only one true source of monopoly – the politicians. Only they have the power to regulate and tax business (which many of them seem to delight in doing) and so to squash the competition, real or potential. Which in turn means that if businesspeople can convince politicians to place regulations or taxes on their competitors, they might corner a large slug of the market. 

			It is not even difficult to do. A favourite ploy is to tell ministers that regulations are required in order to stop ‘cowboys’ foisting substandard goods or services onto an unsuspecting public. And when officials come to draft the new regulations, it will be the established, household-name companies that they consult on how exactly to frame them. That is why we end up with regulations that exclude innovative competitors, bolster the old ways of doing things and close off new and potentially better methods and products.

			I saw this first hand when I edited a magazine for the British Insurance Brokers Association in the 1980s; they promoted an Act of Parliament limiting the use of the term ‘insurance broker’ to people who had certain qualifications, and who signed up to a statutory code of practice that they (of course) had drafted. In the end, luckily for the insurance-buying public, it did not do them much good because their competitors simply called themselves ‘insurance agents’ and carried on. But unluckily for the public, that setback made them campaign for even broader regulation, which eventually gave us the giant, unloved and mercifully now demised Financial Services Authority.

			Regulation kills new competition 

			Big and established firms can deal with regulation far more easily than their small, start-up competitors. They are big enough to afford a fleet of compliance officers to trawl through the official documents and tick all the boxes on the report card to the regulator. So even if a new regulation applies to every provider, it is the established suppliers that will gain. 

			It is worth remembering that the government is a very large economic player itself. In Britain it spends half the nation’s income, running the schools, the health service, pensions, plus large chunks of personal insurance, transport, infrastructure provision and much more. Clearly, it needs the help of private companies to help it deliver all these important things; and that provides the perfect opportunity for those businesses to extract favours and privileges from their politician partners. 

			I have lost count of the number of meetings I have attended in the sleek, spacious offices of Parliament’s £235-million Portcullis House, where businesspeople have been sitting round a table with politicians, and the discussion begins along the lines: ‘Minister, your new ABC scheme is working well and we are delivering it very effectively, but it would work even better if you just tweaked the XYZ conditions….’ What they actually mean is: ‘Minister, please tighten the XYZ rule, so that the competition doesn’t get a look-in and we clean up.’ What they should be saying is: ‘Minister, your ABC scheme is a bureaucratic nightmare, and about as well-targeted as a buffalo stampede. Stop wasting everyone’s money and scrap it now.’

			This is not capitalism, it is crony capitalism – crapitalism5– and in Chapter 2 we will look at this unholy alliance between politicians and business in more detail. Suffice it now to say that businesspeople cannot create cushy numbers for themselves without the explicit help – witting or unwitting – of ministers and officials. Without the aid of that official power to rig markets, businesspeople would have to face open competition and produce what customers wanted better/faster/cheaper, or risk losing trade. 

			Theory versus practice

			So who would want to defend capitalism? The propaganda war is already lost, with the very word well barnacled with nasty connotations. Yet for all its faults, capitalism is what we have – and still have, despite the many reports of its demise. Paraphrasing Winston Churchill, capitalism is the worst form of economics except everything else that has been tried. Capitalism has shortcomings because commerce is human, and human beings are never perfect.

			One can argue the theory of capitalism, which is at least based on a realistic view of human nature, against the theory of the alternatives, which are not. Equally, one can argue for the reality of capitalism against the reality of the alternatives: after all, capitalism has not deliberately murdered 3,000 people a day throughout its existence, as the 60-year stint of Lenin, Stalin, Mao, Pol Pot and other alternative leaders did.6 But usually one is invited to argue the reality of capitalism against the theory of some anti-capitalist paradise. Nice try.

			Don’t ask me to defend capitalism

			The loaded word ‘capitalism’ may be unclear to many. But the concept is not. It is an economic system that takes account of human nature, and channels it in socially beneficial ways – through the simple and tested principles of voluntary, open and competitive exchange between diverse suppliers and diverse customers – with government around to help enforce the voluntary rules that make trade possible, but lacking the power to grant favours or privileges to any of those involved.

			Some people would describe that as a ‘free market economy’, but again the word ‘free’ carries many meanings and could be misinterpreted. People in this kind of economic arrangement are not ‘free’ to ignore or cheat: to make trade work, everyone involved has to accept some restraints on their behaviour. Such restraints are voluntary between all those involved, but they also run deep in the culture and common law of societies in which trade and commerce are most advanced. So the phrase ‘voluntary market economy’ does not quite sum it up either, and ‘social market economy’ was captured long ago by the Germans. How about ‘open-market economy’? That implies a framework of rules, agreed and enforced by those involved; but it also implies that others are free to join in – that there are no special privileges to protect anyone from competition. The rules must not block competition or allow cosy arrangements.

			Green shoots

			Whatever you call it, it is an amazingly resilient system. Anatole Kaletsky, the iconoclastic, brilliant and often completely wrong economic commentator of The Times, says that capitalism does not break because it bends.7 Exactly right. Adjusting in the face of change is what the whole market process is about. You produce something that people like and willingly buy. You have to be flexible, because tomorrow they may prefer what your competitor produces. So of course the process is resilient; its whole intention is to deliver us what billions of different customers value, whatever the daily changes that go on in our vast and complicated world.

			True to form, Kaletsky immediately ruins his useful bends-not-breaks insight by saying that such a flexible system can stand any amount of tax and regulation you care to throw at it, which is plainly untrue – though it is always amazing to see how the green shoots of the open market economy can break through the concrete of government intervention.

			Despite the biggest economic crisis since the 1930s, most of the world has managed to carry on pretty much as before. Canada and Australia, both with large – but prudently run – banking systems, needed none of the bank bailouts handed out in Britain and America. Iceland, which let its banks fail and looked too deep in debt to recover, has experienced a comeback. Japan looks in better shape than it has for a decade, despite the disastrous years 2007-2008. Even in America, Britain, Iceland and Ireland, which were at the eye of the financial hurricane, there are signs of recovery.

			In the past two decades, perhaps 2 billion of the world’s poorest people have lifted themselves out of poverty – not by the wholesale adoption of an open market economy, but by just a few faltering steps in its direction. China opened itself up to trade, foreign investment and private enterprise. India initiated a huge economic liberation in the early 1990s that abolished price controls, cut taxes, abolished public monopolies and scrapped regulations. With trade walls (and a few real ones) falling and communications technology to link them, once-isolated countries are now part of a global trading world. 

			As more and more countries have entered this world by adopting open-market economy ideas, wealth has spread, particularly to their poorest people. That is something that decades of central control under Mao never managed to do in China, nor decades of social-democratic regulation in India. Some 80% of China’s growth, 80% of its employment, and 90% of new jobs are generated by the private sector, not by its (sizeable) government. 8 India’s growing IT sector came from nowhere just a few years ago, but now accounts for 7% of the global market, with $87 billion worth of exports; its software market is growing by 14% a year; hardware and software between them attract around $8 billion worth of foreign investment and the IT services sector is estimated to touch $225 billion by 2020. 9 It is hard to imagine that any of that would have happened if the development of the industry had been down to government planners in Delhi. 

			Even a small measure of free, open competition is revolutionising people’s lives. None of these countries is a showcase for the open market economy. And many might love to continue their postwar TIBS policy – tax, inflate, borrow, spend – if only they could. But so far, even markets-lite is managing to do more for developing countries than financial aid has ever achieved.

			The great fact of progress

			Deirdre McCloskey is more interesting than one would expect of an academic from an academic family. When I first met her, and up to the age of 53, she was a man, called Donald. She is interesting, however, because she is a polymath who can and does view things we take for granted from unusual angles. She is Distinguished Professor of Economics, History, English and Communication of the University of Illinois at Chicago, so there are quite a few disciplines she can shake up for a start. 

			However much you might want to criticise the market economy, she argues, you cannot overlook ‘The Great Fact’ – that despite all the fetters that have been placed on it by the attitudes and power-structures of the time, it has delivered the most amazing uplift in the world’s living standards over the last three centuries. 

			Up to about 1750, human life changed very little. Most people worked on the land, in the laborious, uncertain, weather-dependent activity of cultivating food. Their tools and methods were pretty much what the Pharaohs would have recognised from their own time. Very few people had any money for luxuries such as a spare set of clothing or a second pair of shoes. Few could afford to eat meat. What wealth there was belonged to those in power – sovereigns and their officials and friends and hangers-on – who were given powers to tax the peasant population for their own profit.

			Existence was pretty miserable. In 1800, the income of the average citizen of the world was somewhere between $1 and $5 a day; it is hard to be precise. But split the difference and call it $3 a day.10 Today that might just about get you a latte in any of the developed world’s capitals, but after that you would be going hungry and you wouldn’t have anything except the cardboard cup left to make into your clothes, shoes and shelter. 

			Now, world average earnings are nearer to $50 a day. That makes the average citizen somewhere between about 10 and 50 times better off than their grandparents’ grandparents were. That is an astonishing rise in living standards. 

			Even that is merely an average, though, which conceals the prosperity that a number of countries have been able to achieve – and that other countries have miserably failed to achieve. Tajikistan, a country as far removed from the idea of an open-market economy as you could imagine, struggles by on average earnings of little more than $7 a day. Contrast that with average earnings in America, which are today something over $100 a day. Americans, in other words, have an average living standard 14 times higher than people in Tajikistan, and are somewhere between 20 and 100 times richer than their ancestors were when they were electing Thomas Jefferson into the new White House. Meanwhile, in Switzerland, Australia, Canada and Britain – all among the world’s most economically free and open economies, according to the Economic Freedom of the World report11 – average earnings are more than $90 a day. 

			A sexy idea

			Another larger-than-life figure puts this astonishing achievement another way. Matt Ridley is a Viscount and a working member of the House of Lords. But long before he inherited his title, Ridley was already a prize-winning author and lecturer on evolution, the human genome project, and human progress. There is evolution in ideas too, he says: ‘Ideas have sex.’ Successful ones multiply.

			‘Compared with 50 years ago, when I was just four years old,’ he writes, ‘the average human earns nearly three times as much money (corrected for inflation), eats one third more calories, buries two thirds fewer children, and can expect to live one third longer.’ That is an amazing improvement in just 50 years. ‘In fact,’ he continues, ‘it’s hard to find any region of the world that’s worse off now than it was then, even though the global population has more than doubled over that period.’12

			And while the rich get richer, the poor have been doing even better. ‘Between 1980 and 2000, the poor doubled their consumption,’ notes Ridley. ‘The Chinese are ten times richer and live about 25 years longer than they did 50 years ago. Nigerians are twice as rich and live nine more years. The percentage of the world’s people living in absolute poverty has dropped by half.’

			Even in homely terms, this progress is astonishing. The common expression ‘not worth a candle’ derives from an older one: ‘The game’s not worth the candle’. Imagine it: there you are in your thatched cottage, playing an evening game of chess by candlelight. It is turning into a rather drawn-out endgame, but the probable result is clear. Now you have to make an economic calculation: is the enjoyment you are going to get from finishing the game really worth the expense of keeping the candle lit?

			In 1800, a candle providing one hour’s light cost the average person about six hours’ work. By the 1880s, the much more powerful light from a kerosene lamp took 15 minutes’ work to pay for. In the 1950s, with electric lighting, an hour’s bright light took just eight seconds to earn the money for. Today it’s half a second. We don’t even make the economic calculation anymore. In lighting wealth, we are 43,200 times richer, says Ridley, than we were in 1800. Which is why I can never get my kids to turn the lights off. They figure: why bother?

			This is more than just a staggering achievement of technology. You have to ask what drove us to create this technology and drive down its costs. The desire for a comfortable life is certainly part of it. But the parts of life that have advanced quickest are those where there are paying customers and paid suppliers. The average family car today is about 14 times faster (and a lot more if you are prepared to break the speed limit) than the stagecoaches of 1800. 

			By contrast, how come the teaching methods in our universities would still be recognisable to Plato? How is it that the average British home now has three internet-enabled devices, when the Royal Mail struggles to maintain one mail delivery a day? Why do sick people in Britain have to wait months or even years for a CAT scan when they could get the family cat scanned, not to mention diagnosed and operated on, the same day? 

			Could it be that there is only one source for education, mail delivery and healthcare in Britain: the state? So there is very little pressure on their producers to do them better/faster/cheaper; they will not lose business, because their customers are captives. 

			Open markets and the poor

			It is a common complaint that the world is ruled too much by capitalism. But, paraphrasing the words of the Swedish economist Johann Norberg, if capitalism does rule the world, it is doing a pretty good job for the poor.13 

			Columbia University economist Xavier Sala-i-Martin is one of the world’s leading experts on economic growth in developing countries, and its effect on poverty and on standards of healthcare, education and social security. Since the 1990s, he has drawn up estimates of the world distribution of income, poverty rates and inequality. He found that not only was the proportion of extremely poor people on the planet falling, even the numbers of extremely poor people were falling – despite the world’s growing population. World poverty rates in 2000, for example, were between a third and a half of what they were in 1970. And remarkably, there were 250–500 million fewer poor people in 2000 than there were in 1970. 14

			This enormous decline in poverty did not happen evenly, however, and that too is instructive. South and East Asia – opening up to world trade and market economic thinking at the time – accounted for a large fraction of the success. Africa – still heavily controlled and regulated, and largely missing out on the growth of world trade – was still stuck with enormous abject poverty. In 1970, 87% of the world’s poor lived in South and East Asia. Today, says Sala-i-Martin, the most grinding poverty is essentially an African problem.

			Nor can we put South and East Asia’s success in overcoming poverty down to foreign aid. America’s aid billions go mainly to countries that are strategically important to it, such as Afghanistan, Iraq, Pakistan, and Haiti. A little goes to Indonesia and the Phillippines, but compared to these two, far more goes to African countries such as Uganda, Sudan, Congo, Somalia, Liberia, Mozambique, Nigeria and Ethiopia. When Britain’s Department for International Development did a re-think of where it wanted to spend its anti-poverty funds, Ethiopia again came out as the top priority. In 2000, the United Nations established its Millennium Development Goals, aiming that before 2015, it would ‘reduce by half the proportion of people that, in 1990, lived on less than one dollar a day.’ In 1990, 10% of the world’s population lived on less than one dollar a day, making the MDG target 5%. But when the target was set in 2000, dollar-a-day poverty was already down to 7% – meaning that the world was already two-thirds of the way to the 2015 target. ‘The world,’ concluded Sala-i-Martin, ‘might just be in a better shape than many of our leaders believe!’

			Quite. In 2013 the World Health Organisation published figures for life expectancy for the world’s richest and poorest groups. In 1990, life expectancy at birth was just 52 years for low-income regions; in 2011 it was up to 60. People in the richest countries, certainly, can expect to live a lot longer, as they always have. Their life expectancy at birth averaged 76 in 1990 and 80 in 2011. Which means that the poorest people in the world are living eight years longer than a generation ago, a much greater increase in longevity than the extra four years that the richest can expect.

			UNICEF’s 2012 Levels and Trends in Child Mortality Report shows a similar picture. Between 1990 and 2011, the global mortality rate of under-fives in developing countries dropped a staggering 41%. Indeed, it fell everywhere. But the highest rates are still in Sub-Saharan Africa, where one in nine children dies before the age of five, over 16 times the average for developing countries. 

			The prosperity brought by the spread of market principles has also allowed people to invest less time in the activity of staying alive and more on educating their children. According to the 2006 UNESCO Education for All Global Monitoring Report, world adult literacy increased from 57% in 1950 to 82% in 2004. Gender disparities in literacy declined significantly since 1970. UNESCO found ‘strong links between illiteracy and poverty,’ with ‘a significant correlation between measures of poverty and the adult literacy rate.’ Money cannot buy you everything, but a little economic improvement can still cure a multitude of social evils.

			A lesson from a cynic

			How to stimulate economic improvement for ourselves, now that we, too, badly need it? There is a story about Alexander the Great, the hugely successful Macedonian leader and military strategist, who conquered most of the known world before he was 32. Alexander visited the Cynic philosopher Diogenes of Sinope, who rejected all trappings of wealth and lived in a barrel. Alexander asked what he, with all his wealth and armies, might do to help the great philosopher. ‘Stand out of the sunlight,’ replied Diogenes.

			We could use Diogenes around today. When our leaders do follow his advice, stand out of the sunlight and let the market economy do its stuff, it is amazing how quickly economic improvement and prosperity revive. 

			There have been many examples from recent history. Perhaps the most spectacular is the postwar economic liberalisation in Germany and the amazingly rapid recovery – the so-called German Economic Miracle – that followed it. 

			This Wirtschaftswunder was down largely to one man – Ludwig Erhard. After the Second World War, Germany was split into four administrative areas by the occupying powers, although the British and Americans soon combined theirs into the ‘Bizone’ in order to improve their coordination of the reconstruction. The Americans appointed Erhard, who had a background in business economics, as economic adviser in Bavaria, and shortly afterwards he became the Economics Director of the Bizone, which covered most of Western Germany. A free-market liberal, Erhard knew that economic recovery was being held back by the mass of regulations and controls that the Allied powers were imposing – in particular, huge numbers of price controls that they hoped would keep goods and services cheap and accessible for the desperate families of postwar Germany, and wage controls intended to ensure that German industrialists could get affordable labour.

			The controls kept labour and products affordable, right enough, but not available. Absenteeism was rife, since workers found their controlled wages hardly enough to live on. Producers refused to supply goods at the loss-making official prices. Families therefore resorted to the black market for illicit work and for the essential products they needed.

			Erhard chose a Sunday – when he knew the Allied commanders would not be at work – to suddenly and without consultation lift the price controls. The military were outraged, but the genie was out of the bottle. With prices now free, the black market disappeared and absenteeism dropped. Ten years on, output per person was an astonishing three times higher than before. There was even enough wealth to absorb the many refugees from the now-communist East. Germany was on its way to becoming the industrial powerhouse of Europe.

			A modern example

			Half a century on, and on the other side of the world, the magic still worked. Over several decades up to the early 1980s, the heavily agricultural country of New Zealand had become increasingly burdened by controls, especially the subsidies and protections given to farmers. New Zealand tried to insulate itself from foreign competition through rigid controls on trade and foreign exchange markets. But by 1983 the (Labour) Minister of Finance, Roger Douglas, realised that these efforts to steer and protect the economy were not working. 

			After the 1984 election he introduced the economic policy package that became known as Rogernomics – a market-led restructuring of the economy. Subsidies to farms and industries were reduced or cut entirely, as were import tariffs. Wage and price controls were scrapped. The financial market was deregulated and controls on foreign exchange were lifted. Marginal income taxes were halved. Controls on hiring and firing workers were eased. The central bank was freed from political control and given targets to cut the 18% annual inflation rate. New and better accounting standards helped the government keep track of its budget. Civil servants were given performance-based contracts. Government-owned businesses were deregulated and sold.

			This large dose of economic realism caused initial problems, particularly for sheep farmers and other capital owners whose cosy protections against competition were removed. But it was a brief time of turmoil, rather than further decades of decline. Economic growth soon started to return, and much stronger. Even farm production revived and grew as agriculture became more efficient: just fifteen years after the reforms, the value of farm production was 40% higher than it had been before. Wine production is now a hundred times larger than it was then – even though the wine industry lost its subsidies as part of the reforms. Other sectors grew fast, particularly the newly liberalised finance industry. New Zealand shot up the international measures of business freedom. It now ranks as one of the best places in the world to do business. 

			On yet another continent, Chile’s economic liberalisation also led to a turnaround of the country. Even military governments soon learn they need competent civilians to run the daily activities of government, and after the 1973 coup that ended the socialist government of Salvador Allende, Chile’s military dictator Augusto Pinochet knew that he had to end the country’s hyperinflation and create more of a market economy. He called on some young Chilean economists who had studied in Chicago, the home of open-market economics thinking at the time. They cut import tariffs, turned the failing state pension into a private system based on individual accounts, opened up government monopolies, privatised huge numbers of government-run farms, stabilised the currency and freed up the financial sector. 

			Their reforms turned around the failing country of Chile. Its fruit and vegetable industry boomed, becoming a major export earner. Its wine industry, now famous for its high quality, became one of the world’s largest. Today, Chile is the second-richest country in South America, its per capita GDP only just behind that of Argentina. It now has the least poverty, the lowest infant mortality, the highest life expectancy, the lowest inflation, and more international trade agreements than any other South American country. Halfway through it also became an operational democracy: ideas are now as free as the market.

			The wealth of nations

			All these examples – and many more – show that when you stop trying to boss the market economy about, it does all the work for you. Your industries stop spluttering and start to prosper. That generates wealth, not just for business owners but for workers and families too. There is more money to improve education, to boost health and life expectancy and to support people in need.

			As we have seen, it is the poor that gain most from the rising prosperity created by the market economy. But everyone benefits. We are told that money cannot buy you happiness. Maybe not always and everywhere, but certainly in principle it does buy happiness. Researchers have explored this, and found that you cannot be too rich. In fact, the richer you are the happier and more satisfied you are likely to be.

			In a 2013 study published by the Brookings Institution, Betsey Stevenson and Justin Wolfers of the University of Michigan asked a panel of 1,014 people how happy they were. Among those from households earning less than $10,000 a year, about a third (35%) said they were very happy and a quarter (24%) said they were very satisfied with things. Of those from households earning $10,000-$20,000 a year, more (42%) reported themselves very happy and almost twice as many as before (47%) said they were very satisfied.15

			Carry on up the income scale. At $100,000–$150,000, three-fifths (60%) now said they were happy and nearly three-quarters (72%) said they were satisfied. At this income level, there were no unhappy or dissatisfied people in the sample at all. But do not stop there. Among those earning $250,000–$500,000 a year, 83% reported themselves happy and everyone was either very satisfied (93%) or somewhat satisfied (7%). Those earning over $500,000 were all very happy and very satisfied. Nor is this just an American thing. Surveys of 25 countries show the same sort of rise in happiness and satisfaction as people’s earnings increase.

			The itch to control

			While we lecture the political elites of the developing world to relinquish their ideology of control, we are strangely indulgent towards ourselves. We seem to assume that our political elites are perfectly capable of running everything. But our governments continue to grow, because we want them to control even more. The financial crisis, we believe, shows that market economies cannot be trusted to run themselves. That greed gets the better of people like bankers, unless they are firmly restrained. That markets are prone to unsustainable and damaging bubbles and booms and busts, which need governments to smooth out. That when times are good, banks and businesses are throwing money around and pumping up the bubble even more; and that when times are bad, they cut back and make the collapse even worse. 

			More government will fix that, we are told. Commentators like Anatole Kaletsky even believe that the age of the market economy is over and that we are now in a new era in which governments must intervene constantly in order to prick the bubbles and smooth out the booms and busts, and manage growth, employment and financial stability. 

			Really? While difficult times invariably lead to calls to shift greater powers to politicians to sort things out, this book aims to show that they are the wrong people for the job. They are actually part of the problem rather than the solution. What special insight do we think they have? What evidence is there that they are any better at directing an economy than those governments we tell to open up their markets and liberalise their societies?
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