[image: The Undercover Economist Strikes Back]

    
      
        
          
            
              
              About the author 
            

          

        

      

      Tim Harford is a senior columnist at the Financial Times, and his writing has appeared everywhere from Esquire and Wired to the Washington Post and the New York Times. His previous books include Adapt, The Logic of Life and the million-selling The Undercover Economist. Harford is a visiting fellow at Nuffield College, Oxford, and was the winner of the 2006 Bastiat Prize for economic journalism. On BBC Radio 4, Harford presents Pop Up Economics and More or Less, which was commended by the Royal Statistical Society for excellence in journalism in 2010, 2011 and 2012. He has spoken about his ideas at TED and at the Sydney Opera House. 

    

  
    
      
        
          
            
              
              
                By the same author
              
            

          

        

      

      The Undercover Economist 

      The Logic of Life 

      Dear Undercover Economist 

      Adapt 

    

  
    
      
        
          
            
              
              
COPYRIGHT

            

          

           

          Published by Little, Brown

           

          
            978-1-4055-1962-5

          

          
            
              
               

              Copyright © Tim Harford 2013

            

          

          
            
              
               

              The moral right of the author has been asserted.

            

          

          
            
              
               

              All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or transmitted, in any form or by any means, without the prior permission in writing of the publisher.

            

          

          
            
              
               

              The publisher is not responsible for websites (or their content) that are not owned by the publisher.

            

          

           

          
            LITTLE, BROWN
          

          Little, Brown Book Group 

          100 Victoria Embankment 

          London, EC4Y 0DY

           

          
            
              www.littlebrown.co.uk
            
          

          
            
              www.hachette.co.uk
            
          

        

      

    

  
    
      
        
          

        

      

      To Herbie. 

    

  
    
      
        
          
            
              
              Introduction
            

          

        

      

       

      
1 An outlandish display

      The London School of Economics, a few weeks before Christmas, 1949. The Lionel Robbins Seminar is about to begin; this prestigious event is at the razor’s edge of post-war economic thought. Robbins, a giant of economics, has made the LSE a rival to John Maynard Keynes’s Cambridge, recruiting future Nobel laureates such as Friedrich Hayek, John Hicks, Arthur Lewis and James Meade. But this seminar is going to be different, because Meade has persuaded Robbins to invite an unlikely speaker: a small, shy, incessantly smoking New Zealander, a mature student who has just failed in his attempt to get an honours degree in sociology. 

      It isn’t the man – or his ever-present cigarette – which is attracting the stares. James Meade’s protégé has brought with him an extraordinary device – a Heath Robinson contraption resembling an adventure playground for non-existent fish, with half a dozen or more Perspex tanks linked together through a network of pipes, dams and sluice gates and filled with water stained a deep pink with cochineal dye. It looks like what a mad genius might produce if asked to design a water clock. What any of this could possibly have to do with economics is anyone’s guess. But curiosity is a powerful thing, and many of the School’s finest economists are here to gawp, even to laugh, at what promises to be an outlandish display.1

      The subject of this sudden attention, Alban William Phillips, had been born on a dairy farm in Te Rehunga in rural New Zealand thirty-five years earlier. His father, Harold, had equipped the farm with a flush toilet, a generator powered by a water-wheel, and electric light, long before the neighbouring farms had any such wonders. As a result, Bill Phillips and his siblings were able to read long into the night, at least until Harold called ‘lights out’, and inserted a lever into a winch in the bedroom, which pulled a wire, which pulled a chain, which – far across the farmyard night – disconnected the wheel from the generator and plunged the children’s bedroom into darkness.

      Harold taught his children to build crystal radios, zoetropes and toys; his wife Edith, a schoolteacher, encouraged them to study. Secondary school was nine miles away, and Bill soon became bored with cycling – so he got hold of a broken-down old truck that the adults around him regarded as being far beyond repair, and he fixed it. Aged fourteen, Bill used to drive his classmates to school, parking a discreet distance away from the eyes of his teachers.

      Bill might have been expected to go to university – he passed every exam – but there was a problem. In 1929, a collapse in share prices on the stock exchange in New York, on the other side of the world, had set in motion the Great Depression. The effects lasted for years, and reached as far as a dairy farm in Te Rehunga. Prices for agricultural commodities plummeted, and Harold and Edith simply couldn’t afford for their son to go to university. Bill Phillips became an apprentice electrician at a hydroelectric power station instead.

       

      
2 The birth of macroeconomics

      The Great Depression caused industrial production in the United States to fall by almost half. Income per head fell by a third. The unemployment rate averaged 25 per cent through the 1930s. In an attempt to stem the bleeding in its own economy, the United States slapped punitive tariffs on imported products – with desperate consequences for countries exporting to US markets. Mass unemployment in Germany sowed the seeds of Adolf Hitler’s rise. The clutching fingers of the Great Depression scrabbled all over the world.2 

      As well as changing the course of history and diverting an enterprising young New Zealander from going to university, the Great Depression profoundly revolutionised economics – how could it be otherwise? Economists asked themselves what was happening, and why, and whether anything could be done. They took new measurements, formulated new theories and proposed new policies, all concerned with the central question of economic performance as a whole. The Great Depression gave birth to macroeconomics.

      A macroeconomist looks at the world through a different lens from that a microeconomist uses. Microeconomics, which I wrote about in my first two books The Undercover Economist and The Logic of Life, looks at the decisions individuals and firms make. Consider a recent visit I made to my local job centre, cheerlessly designated ‘a branch of the Jobcentre Plus agency’, on an appropriately miserable rainy day. A steady stream of people, young and old, male and female, were in there looking for work. The firms seeking workers had given impressive titles to the jobs, in typo-filled adverts on a chunky touch-screen terminal. The offered pay told a different story.

      
         

        ‘Security Officer, Oxford, £7.88 to £7.88 per ho’

        ‘Weekend Manager, Oxford, Oxfo, £7.50 per hour’

        ‘Retail Town Supervisor, Oxford, Exceeds national mini’

      

      How would a microeconomist view this nexus of miserable-looking jobs and miserable-looking job seekers? He would think about incentives, prices and productivity. How much is that harassed-looking young mum worth to an employer? How much is £7.50 an hour worth to her, if it means she needs to pay for childcare or loses the right to some state benefits? How much did that skinny, spotty teenager in the hoodie invest in ‘human capital’ at school? Are job seekers rational? Can they be ‘nudged’ into a more effective job search with insights from behavioural economics? (The answer, based on a randomised trial in a job centre in Loughton, near London, is ‘yes’.3)

      The macroeconomist looks at this scene from quite another perspective. Instead of analysing individual firms’ and job seekers’ incentives, she will study the bird’s eye view: the fact that there is a recession, that average wages are falling across the economy and the number of people out of work is rising. What could be the explanation for such broad changes? Some kind of shock to the system as a whole, such as an increase in the price of oil or a reduction in banks’ ability to lend money, reducing the system’s capacity to supply products and services? Or a loss of demand, of people’s willingness to spend money on the high street? What might cause such tectonic shifts in the economic landscape? What might fix them, or prevent them? These questions seem abstract. But there can be no doubt of their importance to the lives of millions of people.

      During the agonies of the Great Depression, pioneering macroeconomists fought to make sense of the intractable slump by seeking to understand the economy as a whole, and as something rather different from the sum of its parts. What this new breed of economists had in common was a sense that the economy was a thing that could break – and a thing that could be mended. The most famous among them was John Maynard Keynes, who sprang to prominence after his blistering critique of the Treaty of Versailles, The Economic Consequences of the Peace, and who consistently criticised the UK’s economic policy throughout its depression of the 1920s. But there were others – such as Simon Kuznets, who masterminded the construction of national accounts for the United States, or Bill Phillips’s mentor, James Meade, who as a student in the late 1920s abandoned his study of classics and took up economics instead, horrified by the widespread unemployment he saw around him and determined to do something. Meade later became an influential figure in the wartime governance of the British economy. All these men shared a touch of economic genius, but they also shared something else: a determination to take action.

      Keynes famously declared at the beginning of the Depression that the economy was suffering from ‘magneto trouble’ – that is, a technical fault which might bring the entire machine grinding to a halt, but that could be fixed rather simply with the right tools and understanding. In other words, macroeconomists approached the Depression-afflicted economy in much the same way as fourteen-year-old Bill Phillips approached that forsaken old truck. Everyone else may have abandoned hope, but young Bill thought he could understand it, and fix it. And he did.

       

      
3 The Indiana Jones of economics

      Back in Te Rehunga, an apprentice electrician had decided to see the world. 

      The Wall Street Journal once dubbed Steve Levitt, the co-author of Freakonomics, ‘the Indiana Jones of economics’, but if that swashbuckling label belongs to any economist, it’s Bill Phillips. In between leaving New Zealand in 1935 and his first brush with economics in 1946, Phillips worked in a gold mine, hunted crocodiles, busked with a violin (he was self-taught), rode the Trans-Siberian railway, and was arrested by the Japanese and accused of spying. He eventually pitched up in London and signed up for the London School of Economics. Then the war started, and he joined the Royal Air Force, which promptly sent him back to the other side of the world.

      Phillips immediately established himself as an outstanding engineer, working to upgrade the obsolete aeroplanes that were supposed to defend British-held Singapore from the Japanese. Days before Singapore surrendered, he found himself on the last convoy to flee the city, on the Empire Star – a refrigerated cargo ship designed to carry twenty-three passengers, but which was packed with over two thousand people, many of them women and terrified children. When the convoy was discovered and attacked by Japanese planes, Phillips found a new use for his talents as an engineer. He brought a machine gun up to the deck, and more importantly improvised a mounting for it. He then stood there for hours, fending off the attackers as bombs struck the ship around him.

      This extraordinary performance earned him the MBE medal for bravery, but didn’t spare him from spending more than three years in a Japanese prisoner-of-war camp. Conditions were bad. Phillips later said that the small men survived and the taller men starved; he was one of the small ones. (By the end of the war, he weighed just seven stone.) To keep everyone cheerful and up to date on news from the outside world, Phillips continued with his engineering improvisations. He built concealed radio sets, one of which was tiny enough to be hidden from the guards in the heel of his shoe. He would have been tortured and killed had it been discovered.

      He also designed and built little immersion heaters, which the inmates used every evening to make hundreds of morale-boosting cups of tea. The guards never did work out why the camp lights flickered and dimmed each evening.

      Although Phillips himself made light of his prison-camp experiences, it was not until many years later that the darkest episode of these years was revealed: in the summer of 1945, Phillips and thousands of other men were transferred to a death camp, where they watched the Japanese mount machine guns on the camp walls, pointing inwards, and where they were forced to dig their own mass graves. One of the other prisoners was the writer Laurens van der Post. In his memoir The Night of the New Moon, he describes the death camp, and a daring escapade with a ‘young New Zealand officer’ capable of performing ‘a near miracle’ with his engineering. Phillips, van der Post and another officer called Donaldson broke into the camp commander’s office in search of spare parts for Phillips’s tiny radio. Phillips repaired it just in time to hear the news: the Americans had dropped a bomb on Hiroshima. The end of the war was at hand.

       

      
4 The Phillips Machine

      When Phillips returned to London at the end of the war, after the mother of all gap years, he simply resumed his interrupted studies at the London School of Economics. He took up sociology, a degree that contained some basic economics modules, and became intrigued by the engineering-style mathematical equations that were becoming popular in the new subject of macroeconomics. He started skipping his sociology lectures and disappearing to his landlady’s garage in the London suburb of Croydon, where he put together a hydraulic representation of the equations his lecturers had been scribbling on the School’s blackboards. 

      One of those lecturers was James Meade. Meade might easily have been taken aback when a student who had all but abandoned sociology approached him with a proposal to rework the calculus of economics as a study in plumbing. Thanks to Meade’s patronage, however, Phillips was given the opportunity to demonstrate his mind-boggling machine in the exacting forum of the Robbins Seminar in late 1949. It was his big chance – his last opportunity to demonstrate that, far from being an academic failure, he had something serious to contribute to the brave new world of macroeconomics.

      A cigarette never far from his lips, Phillips began his seminar by fiddling around at the back of the array of Perspex pipes and tanks and starting up a pump that had been scavenged from a Lancaster bomber. The pink-dyed water began to squirt into a tank at the top of the machine, and from there, flow down from one container to another. The pump screeched in the background like a kitchen blender as Phillips demonstrated what the machine could do.

      The professors were astounded. Perhaps they would have been less so had they known more about Phillips’s unorthodox education – the differential equations he’d studied by correspondence course; the hydraulic engineering he’d learned as an apprentice; the mechanical scavenging and repurposing he’d picked up on the farm and perfected in the defence of Singapore (it wasn’t just the pump that was salvaged from bomber scrap; even the device’s Perspex tanks were cut from the Lancaster’s windows) – and of course his courage.

      The machine worked perfectly. Within five minutes, the entire room was buzzing with excitement at what Phillips had created: the first ever computer model of a country’s economy.

      The MONIAC, or Monetary National Income Analogue Computer – these days usually just called ‘The Phillips Machine’ – churned out solutions to equations, using hydraulics instead of differential calculus to calculate the answers. It was a simple computer, although not quite as simple as one might assume. The machine could solve nine differential equations simultaneously and within a few minutes. Such a feat was impossible to do by hand; even in the 1950s economic models were worked out not by digital computers but by rooms full of human ‘computers’ – typically women armed with paper and mechanical calculators to provide the mathematical equivalent of a typing pool. It would be years before digital computers could support economic models as complex as the MONIAC’s. Duplicates of the MONIAC Mark II – an expanded version of the original machine – were sold not just to Cambridge and Harvard but to ambitious governments in developing countries, and even to the Ford Motor Company.

      Today, at seven feet tall and four or five feet wide, the MONIAC Mark II seems an imposing if rather quaint piece of equipment. Down the centre of the machine runs a Perspex-fronted column, intersected every foot or so with weirs and sluice gates leading off to side chambers. Column sections are neatly marked INCOME AFTER TAXES, CONSUMPTION EXPENDITURE and DOMESTIC EXPENDITURE. One compartment, the size of a small tropical fish tank, is labelled INVESTMENT FUNDS; along one wall is a curved dam made of flesh-coloured plastic, marked LIQUIDITY PREFERENCE FUNCTION. At the top corners of the machine are two spools of paper, poised to scroll gently as four pens connected to different floats wait, ready to trace lines up or down like a seismograph, recording the ebb and flow of the ‘economy’. A few plastic pipes, looking for all the world as though they have been scavenged from washing machines (perhaps they were) are tucked away behind the machine. At the bottom is a large tank marked NATIONAL INCOME; a small pipe leads from that tank back to the top of the machine, from where the flow of money can begin again.

      If the MONIAC was the result of exquisite engineering skill, Phillips’s flash of inspiration – that hydraulics could be used to solve complex systems of equations – was close to genius. Of course, the hydraulic computer was less flexible than digital computers would eventually become. Each equation quite literally had to be carved into the flow-control system of the MONIAC, in small squares of Perspex set in a neat white frame, with a thermometer-like scale along the side. The equations themselves were slots, one in each piece of Perspex, each with a particular shape and angle, snugly holding a peg which ran smoothly on brass rails. Each peg was attached to a float and a sluice gate, so that as the water level in a tank rose, the peg would move up and – depending on the shape of the slot – would also move sideways, opening or closing the sluice gate. Phillips had carefully calibrated his equations to what was then known about the British economy: how much income people tended to put aside as savings, for example, or the overall response of supply and demand to prices in the economy. And, to his surprise, he found that the machine was watertight enough to be accurate to within 2 per cent – a higher level of precision than was required, given the likely quality of the economic statistics of the day.

      To the cognoscenti, Bill Phillips’s machine was more than just a brilliant technical achievement. It also embodied some ground-breaking economics. For example, when moving between an old steady state and a new one after some change in the economy, the machine produced cycles or even turbulence for a time, meticulously recorded by the rise and fall of the seismographic pens. These turbulent transitions were well ahead of the theorists, who simply had to ignore such dynamics at the time, and even now cannot fully cope with them. Another example: the MONIAC also allowed for floating exchange rates: today the dollar, the pound, the euro and the yen all have free-floating exchange rates against each other, but Bill lived in a world where countries tried to peg their currencies to each other, or to gold. 

      The LSE’s establishment rushed to give Phillips a job. Within a decade he had been made a professor, then a very senior position in the UK; not bad for a man with no honours degree and no economics qualifications of any kind.

      The MONIAC was much loved in its day, for its power as a computer and for the sheer ingenious exuberance of the thing. The machine was celebrated in the humorous magazine Punch – and, much later, in Terry Pratchett’s novel Making Money. And it became an influential teaching aid: at the LSE, James Meade used to attach two MONIACs together, plugging the ‘export’ pipe of one into the ‘import’ pipe of the other, one representing the US and one the UK, to create a model of international trade. He would then invite pairs of students to play the roles of Chancellor of the Exchequer and Chairman of the Federal Reserve, manipulating interest rates or other variables in an attempt to increase the national income of their respective nations. Among the future economic policymakers who cut their teeth in Meade’s lectures was perhaps the Fed’s most successful chairman, Paul Volcker.

      Eventually – inevitably – the MONIACs fell into disuse. An engineering professor at Cambridge, Allan McRobie, has refurbished one and it is now in full working order. The central bank of Phillips’s mother country, New Zealand, also keeps a MONIAC on display. And the London School of Economics kept a machine as a teaching aid until as recently as 1992. It was then transferred to the Science Museum in London, where it sits in a great hall facing Charles Babbage’s posthumously constructed Difference Engine.

       

      
5 Fixing the macroeconomic machine

      The water that flows around the Phillips Machine is a good analogy for the way a macroeconomist thinks about the economy in terms of financial flows and reservoirs, of large quantities sloshing to and fro. Macroeconomists contemplate big glugs of spending power devoted to different ends: private consumption, government spending, investment, the purchase of imports. And these financial flows do not simply deepen or evaporate of their own accord, they can be dammed, redirected and siphoned off by the choices of citizens and, in particular, by the whims of the economic policymakers who can alter interest rates, taxation, or the quantity of money produced by central banks such as the Bank of England or the Federal Reserve. 

      Bill Phillips revolutionised the study of economics. But he didn’t solve for ever the problem of how to keep the macroeconomic machine ticking over smoothly. That much is obvious from the fact that we are still suffering the consequences of the economic crisis that began in 2007. It is not as severe as the Great Depression, nor (yet) as long-lasting, but it is not absurd to make comparisons between the two events. This recession, like the Depression, has stimulated a tremendous hunger for action. We need, once again, economists with the same attitude to this dysfunctional economy that Bill Phillips had to that clapped-out truck: the attitude that we can fix it.

      But to fix it, we need to understand it. And that is what this book is all about. It’s not a strident call for action, nor a searing list of people to blame for the crisis. (You can find plenty of those elsewhere.) Nor is it the kind of popular economics book that offers practical ideas you can apply in your personal or business life. (You can find plenty of those elsewhere, too – including my previous books.) If it's insights into the workings of life at human scale that you're after, then quantitative easing will prove to be about as much use to you as quantum physics.  

      And the same applies in reverse, too: our experience of everyday life at human scale will prove of limited value when we want to understand how entire economies work. Tempting as it is to think that it would be plain common sense to run a modern economy by extrapolating from our personal experiences of running a household or a firm, we shall see that such thinking can lead us badly astray. If keeping a major economy ticking over were no more challenging than balancing a current account, I wouldn't feel the need to write this book and you wouldn't have an interest reading it.  

      What I have to offer in the coming pages instead is a determined and practically minded poke around under the bonnet of our economic system. I’d like us to find out, together, as much as we can about how it works. And once we’ve done that, I’d like us to figure out whether there is anything we can do to make it work better.

      One more thing: this is a tough assignment, so I hope you won’t mind that I’ve volunteered you to take the lead role.
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              The economy: a user’s manual
            

          

        

      

      
        ‘Microeconomics concerns things that economists are specifically wrong about, while macroeconomics concerns things economists are wrong about generally.’ 

        
          
            –
             
            P.J. O’Rourke, 
            
              Eat the Rich
            
          
        

      

       

      
Wait a minute – suddenly the economy is my problem?

      Relax. It’s a big responsibility, I know: an economy is for life, not just for Christmas. But you’re a diligent person and you’re eager to learn. 

       

      
I am?

      I’m sure you are, otherwise you wouldn’t have bought this book. You’ll do a great job. 

       

      
But I’ve never studied economics.

      Ha! You’re not alone. There are a few people with their hands on the levers of the world economy who have – for instance David Cameron, the Prime Minister, or Ben Bernanke, the chairman of the US Federal Reserve. He not only studied economics, he taught it at Princeton. But most of the world’s economic movers and shakers seem happy enough without an economics degree. The Chancellor, George Osborne, has a degree in history, as did President George W. Bush. President Obama, President Hollande of France and Mariano Rajoy, Prime Minister of Spain, all studied law. Angela Merkel, the German chancellor, was a chemist.  

       

      
No wonder the world economy is in such a mess. I wouldn’t ask an economist to develop a new industrial chemical or defend me in court; why would a lawyer or a chemist be able to run the economy?

      You’re being rather kind to economists. One of the things I want to persuade you of is that while economics can help you, actually running an economy requires much more than that. John Maynard Keynes once argued that ‘the master-economist must possess a rare combination of gifts… He must be a mathematician, historian, statesman, philosopher – in some degree. He must understand symbols and speak in words. He must contemplate the particular in terms of the general, and touch abstract and concrete in the same flight of thought. He must study the present in the light of the past for the purposes of the future. No part of man’s nature or his institutions must lie entirely outside his regard.’ 

      It’s not easy, but you have to admit it doesn’t sound like a dull job.

       

      
Right. So – where do I start?

      I’ve just put you in the driver’s seat, so let’s start by looking at the dashboard. How quickly – or slowly – is your economy ticking over? Is it speeding up or slowing down? 

      Fortunately, you’ll have a small army of government statisticians to feed you this kind of information. That wasn’t always the case. If you’ll indulge me in a little historical scene-setting, governments have been trying to collect economic data for many centuries, but until quite recently the motivation was always greed: they wanted to know how rich people were so they could work out how much to tax them. Hence historical data-gathering exercises such as Caesar Augustus’s famous census (the ‘Census of Quirinius’), the one that apparently required Mary and Joseph to journey to Bethlehem for tax reasons two thousand years ago. The Domesday Book of 1086 was William the Conqueror’s catalogue of his newly won subjects, their possessions and their taxable value. In the 1660s, William Petty produced the first estimate of a country’s national income (that of the United Kingdom), as distinct from its wealth or stocks of silver and gold. Petty’s number, £40 million a year, is commonly reckoned as having emerged from the very first ‘national income accounts’. Intellectually, this was admirable stuff. Less admirable is that Petty had learned his trade surveying Ireland so that Oliver Cromwell could confiscate bits of it to give to his soldiers.

      It was only in the 1930s, with the Great Depression – and perhaps also the possibility of war – that governments really became serious about measuring the economy with a view not to grabbing a slice of the economic pie but to fixing problems with the economic machine. (I’m not suggesting that politicians no longer want a slice of the pie; it’s just that transparency and democracy have constrained such unseemly desires.) The Depression posed a new set of problems for governments, partly because it was so severe, and partly because they were more democratically accountable than they had been in the past. President Franklin D. Roosevelt, for example, was elected with the expectation that he would do something to end the economic crisis. But what? Not only was it unclear why the crisis was so deep and enduring, but it was also hard to work out the details of how the economy was performing. For example, the government might try to ease the suffering caused by unemployment by handing out welfare payments, or attack the problem directly with big infrastructure projects designed to create lots of jobs. But how much of a problem was unemployment? How many people really were unemployed? There were simply no good statistics available, and so Roosevelt’s administration began to collect them.

      Foremost among the economists who pioneered the modern era of collecting economic data was Simon Kuznets, who later won the Nobel prize in economics. Kuznets developed a system of ‘national income accounts’, a logically consistent framework for adding up all the income in the economy – or all the production, which turns out to give the same result. The centrepiece of national income accounting is a number called Gross Domestic Product, or GDP. This measures the total value of all the stuff that is produced in the economy. For example, the GDP of the world is about $70 trillion these days. All the smart phones and tablet computers, barrels of oil and kilowatt-hours of wind energy, haircuts and Brazilian waxes, sacks of rice and cartons of fried chicken wings, and everything else produced in the entire world, are collectively worth about $70 trillion a year. That’s about $10,000 per person, although it’s very unevenly distributed.

       

      
Hang on, though. That’s just money. A Brazilian wax might have the same monetary value as the cost of a week’s food for a poor family.

      You’re absolutely right. Actually, if the Brazilian wax is fancy enough and the family is poor enough, we might be talking about a month’s worth of food. When I say ‘value’ and ‘worth’ I’m not talking about aesthetic value, or practical value, or the satisfaction these products and services might bring. Gross Domestic Product does not attempt to incorporate such slippery concepts, as reasonable people can have different subjective approaches to them. What we can measure objectively is how much money someone has shown themselves to be willing to pay for something. If a copy of the Bible sells for the same price as Fifty Shades of Grey, or the same price as this book, they’re all the same as far as the GDP is concerned. 

       

      
Isn’t that a bit of a handicap? Look, if you’re putting me in charge of the economy, you should know that I care more about food for the poor than Brazilian waxes.

      That’s very commendable. And yes, it can be a bit of a handicap; on the other hand, it’s also an advantage. If, like Simon Kuznets, you’re looking for a single number to measure the size of the economy, having everything measurable on the same scale is handy. Think of it this way: it’s a little bit like mass. Your brain probably weighs less than 1500 grams, and a bag of sugar typically weighs 500 grams. The fact that you value your brain more highly than three bags of sugar doesn’t tell us that mass is a useless concept. 

       

      
But it does tell me that if my primary concern is the welfare of my people, then I should care about something more than just GDP growth.

      Quite so. I am particularly fond of one pithy quote: ‘The welfare of a nation can scarcely be inferred from a measurement of national income as defined by the GDP… goals for “more” growth should specify of what and for what.’ That splendidly lucid statement came from none other than Simon Kuznets himself. The man who invented GDP never thought it was a measure of welfare, and neither should anyone else. 

      Of course, you might want to measure the welfare of your society more directly. And that’s fine – if tricky. There are lots of competing ways to do this. You could measure ‘human development’, as the United Nations Development Programme does: it’s a weighted average of income per head, years of education, and life expectancy. You could measure poverty rates or inequality. You could try to measure the ‘subjective well-being’ of your country’s citizens – that is, their happiness. We’ll look at all these questions in more detail in the final chapters of the book.

      But for now, my point is a simple one. You’re concerned about environmental damage? Great. Ever notice how rich countries generally – not always, but generally – tend to have better environments than middle-income countries? You want your people to be well educated. Good for you. Are rich countries or poor ones better placed to afford good education systems? You abhor people going hungry due to poverty. Do we tend to see more or less of that in rich countries than in poor ones? I could go on, but you get the idea. You care about things other than economic growth – but unless you’re a particularly revolutionary soul, you will probably conclude that strong economic growth will give you the breathing space to think about these other things.

      And while we’re on the subject of rich and poor countries, let’s make an important distinction between GDP and GDP per capita. If we’re looking only at GDP – that is, the overall size of an economy – then we will find that the US economy is by far the world’s largest. With a GDP of about $15 trillion, it’s bigger than its two closest rivals put together, China (over $7 trillion) and Japan (about $6 trillion). All the European Union economies together add up to another $17 or $18 trillion, with Germany the largest; add in the remaining trillion-dollar economies – Brazil, Russia, Canada, India, Australia, Mexico and South Korea – and we’ve covered most of the world’s economic output. But consider countries like Qatar or Switzerland. The GDP of such places is not remarkable, but their GDP per capita is enormous – significantly higher than the likes of the US, Japan and Germany, and multiples of the likes of Brazil, India and China.

      Per capita, by the way, simply means per person.

       

      
Why don’t economists just say ‘per person’?

      I think people make them nervous. But if you want more evidence that anyone who cares about people should also care about GDP, consider what happens to people in a recession. (A recession, by the way, is what we call it when GDP gets smaller for a few months; a depression is when, after such a fall, GDP keeps falling or stagnates for years.) Millions of people find themselves jobless, or trapped in jobs they hate, too fearful to leave. Unemployment hurts people far more than mere loss of income would suggest. There’s a burgeoning field of ‘happiness economics’, and it shows that being unemployed is one of the single most depressing situations that any of us are likely to experience. 

       

      
I don’t think I need happiness economics to tell me that unemployment sucks.

      Fair enough – although it’s still important to know just how bad it is, and that it’s not just a question of income. And it’s important to know how bad unemployment is compared to other economic woes, such as inflation. It’s really bad. The economist Arthur Okun once produced a ‘misery index’ by adding the unemployment rate to the inflation rate; if they were each, say, 5 per cent then the misery index would be ten. But that was just a thought experiment by Okun, and recent research shows that an extra percentage point on the unemployment rate is four times as grim as an extra percentage point on the inflation rate.1 

      You can see that these abstract-sounding numbers immediately have practical implications about how economic problems affect our quality of life. But we can also do quite down-to-earth experiments to find out more about what’s really going on. For instance, in the summer of 2012, a young Lebanese Ph.D. student, Rand Ghayad of Northeastern University in Boston, used a computer program to generate 4800 resumés and mail them off to try to secure 600 advertised vacancies in different industries across the country.

       

      
I know the job market is tight but that’s ridiculous.

      Very funny. Actually, Ghayad only ended up studying for his Ph.D. because he graduated during a recession and, surprise surprise, couldn’t get a job. But of course his mass mailout was designed to figure out what sort of candidates employers were interested in calling for interview. Those 4800 fake resumés were carefully generated to be consistent in most elements, but to vary in three ways: whether the candidate’s experience was in the relevant industry or not; whether the candidate had hopped from job to job before; and whether the candidate had been unemployed for longer than six months. 

      Unsurprisingly, candidates with recent relevant experience were at an advantage, and a history of job-hopping did not help. But what was really striking was the effect of long-term unemployment. Applicants with experience from the wrong industry who had been unemployed for fourteen weeks or less were more than three times as likely to receive a call from the employer than applicants with experience in the right industry but who had been unemployed for six months or more. Employers are, apparently, more interested in shunning the long-term unemployed than in looking for relevant experience. And of course this is a really depressing finding, because you can see that a recession and a couple of missed opportunities can quickly drag perfectly good people away from the job market, perhaps forever. A recession does huge damage in its own right but it can also leave long-lasting scars.

      Another piece of evidence comes from the economist Till Marco von Wachter, of the University of California Los Angeles. Von Wachter has studied what happens to particular groups of people trying to find jobs in tough labour markets – for instance, people who lose their jobs in a mass redundancy, or who graduate from school or college. He has found that if such people have to look for work in a recession, rather than when the economy is booming, they tend to suffer lasting damage to their earnings. Part of the problem is that people, understandably, accept jobs that aren’t in the fields they really wanted to enter. They accumulate skills, experience and contacts in the wrong career. A decade after the end of the recessions he studied, von Wachter could still see differences between those who had to look for jobs in a slump and those trying to find employment in a boom.

      Recessions have intangible costs, too. Benjamin Friedman, an economist at Harvard University, argues that downturns have moral consequences: as people feel insecure and unhappy, charitable donations fall, nepotism, racism and other forms of intolerance and closed-mindedness rise, and with them anti-democratic forces. The Great Depression, followed by Hitler and the Second World War, is of course the example that absorbs all the attention, but Friedman believes that the same forces are at work more subtly in gentler downturns.

      This stuff matters. We should care about it. But it’s not enough to care – we also need to figure out how the economy works, why it misfires, and what to do about it.

       

      
OK, so I should be trying to stop recessions. Tell me, then. Why do they happen?

      If only there were a simple answer. Sometimes, it’s true, there is a cause we can easily pinpoint – an economy might shrink because a country has gone through a shock like a war or a revolution or – less dramatically, but with no less impact – a sudden collapse in the price of its major exports. We’ll learn more about events like that in Chapter 6. At other times, though, an economy just sickens and takes to its bed for no obvious reason. Frustratingly for economists, this happens all the time. 

      Let’s look at Japan’s recent economic history, for instance. In the early 1970s, Japan’s economy grew by more than 20 per cent in just three years, after stripping out the effects of inflation. Maybe that doesn’t seem like a big deal, so let’s think about what it means: it’s the equivalent of miraculously getting an extra day’s production out of a five-day week. Quite a change over just three years. And yet in 1974, instead of putting in a fourth year of brisk growth, the Japanese economy actually shrank. Despite this blip, Japan’s economy grew at about 4 per cent a year, on average, during the 1970s and 1980s. But for the past two decades, it has been growing at just 1 per cent a year. Over a couple of decades, that adds up: if it had continued to grow at 4 per cent a year, Japan would be almost twice as productive and twice as rich today. This is pretty mind-boggling.

      Clearly, economists don’t understand everything about how to stop an economy’s growth slowing or going into reverse. If we did, it wouldn’t happen, and you wouldn’t be reading this book. But we have learned some things about how to understand, prevent and cure recessions. And it’s how to deal with these problems that I want to spend the first two-thirds of this book talking about.

       

      
Two-thirds of a book! Crikey. Are you sure there isn’t a much simpler solution that you’re missing?

      The world is full of people who will tell you that there is. Tie your currency to gold! Always balance your budget! Protect manufacturing! Eliminate red tape! That kind of thing. You can safely ignore these people. Anyone who insists that running a modern economy is a matter of plain common sense frankly doesn’t understand much about running a modern economy. 

      For instance, let’s consider a couple of attractively simple ideas you might hear, one from each end of the political spectrum. First, imagine that you get a left-of-centre advisor whispering in your ear that you should hire 100,000 temporary workers to undertake public works, such as digging drainage ditches. This, he argues, would boost employment and stimulate the economy. It sounds so reasonable – what could be more obvious than the idea that if you hire lots of people and put them to work, the economy will grow?

       

      
It does sound pretty reasonable, actually.

      But let’s not be hasty. Where will those workers come from? If you want to hire 100,000 people, there’s no guarantee that you’ll find 100,000 people who were just sitting around. You may find that you’re competing with the private sector; people may leave their existing jobs because they like what you’re offering better. Wages are likely to go up, which is nice if you have a job, but private sector companies might also replace call-centre workers with computers, street sweepers with street-sweeping machines, and supermarket staff with self-checkout machines. Or private sector firms might simply shrink, or grow more slowly than they would have done, because you’re wandering around the place offering cushy jobs. 

      And another thing: where will the money come from to hire 100,000 people? Perhaps you plan to raise taxes; but then taxpayers will have less money in their pockets to spend. Or you could borrow, which might push interest rates up and encourage people to save money rather than spend it. Are you still so sure that this plan is reasonable?

      Don’t get me wrong. Your advisor’s plan might work. There are certainly economic situations in which, logically speaking, it should. But there are also situations in which it would do much more harm than good. We need to know more about how the economy works before we appeal to common sense.

      And in case you think that only left-wing ‘common sense’ is counter-productive, we could equally look at the kind of plan that would be suggested by a pro-market, right-of-centre advisor: cut taxes to stimulate the economy. Again, this seems reasonable. If you cut taxes you will leave more spending money in people’s pockets, and you will also encourage people to work harder because they will keep more of the fruits of their efforts. But again, there is plenty more going on behind the scenes. If you cut taxes then for any given level of public spending you will need to borrow more money to fund public spending. Where will that borrowed money come from? It must come from somewhere, and perhaps it will come from the very same pockets of the very same people who might otherwise have paid the taxes. And perhaps they will spend less in anticipation that tax bills will eventually have to rise once you get around to plugging the hole in your government’s finances. 

      Again, this advisor’s plan might work, too. My point is that there will be twists and turns in the story as we try to figure out whether it does or not. A simple, common-sense view of the economy is attractive but dangerous, because in macroeconomics, whenever you point to some obvious change occurring right before your eyes, there is almost always something else changing behind your back, the two phenomena connected by invisible strings and pulleys.

      The definitive statement of this tendency came from a French economist, essayist and parliamentarian, Frédéric Bastiat. In 1850 Bastiat published a remarkable little pamphlet with the simple title, What Is Seen and What Is Not Seen. Macroeconomics is all about what is not seen.

      ‘In the economic sphere an act, a habit, an institution, a law produces not only one effect, but a series of effects. Of these effects, the first alone is immediate; it appears simultaneously with its cause; it is seen. The other effects emerge only subsequently; they are not seen; we are fortunate if we foresee them,’ were Bastiat’s opening words.

      He then went on to describe what must be one of the most famous thought experiments in economics: whether accidentally breaking a window might stimulate the economy, as many people seem to think. It is true, of course, that broken windows increase demand for glaziers. If a child breaks a window, wrote Bastiat, then ‘The glazier will come, do his job, receive six francs, congratulate himself, and bless in his heart the careless child. That is what is seen.’

      What is not seen is the cobbler who might have received the six francs in exchange for a pair of new shoes – but does not, because the money was spent instead on replacing the window. It is easy to forget the cobbler, or shopkeeper, or landlord, or whoever else might have received the money, in part because neither we nor they will ever know they have missed out. Even the child’s parents may not know: they are unlikely to have some specific alternative use in mind for the six francs. More likely, at the end of the month, they will have less in the jar of coins on the kitchen shelf, and spend less as a result.

      Yet again – sorry to labour this point – it’s not that breaking a window can never stimulate the economy. It could – but the chains of causation involved would be far longer and more twisted than naively contemplating the fact that the glazier has an extra six francs in his pocket.

       

      
Yes, I see. All very interesting. Look, um, it’s very thoughtful of you to give me an economy to run, but – er – is there nobody else who fancies doing it?

      You’re not getting away that easily. Sure, macroeconomics is a subject with which we can tie ourselves in knots, if we’re not careful. But the macroeconomic greats such as Phillips and Keynes were men of action: they wanted to understand the economy because they wanted to change it – to re-engineer it so that it worked better. We cannot simply collapse in a corner, sucking our thumbs and rocking backwards and forwards as we contemplate the sheer, awful complexity of the task ahead. And yet, neither must we approach ‘magneto trouble’ by flipping open the bonnet and whacking away at random with a hammer. We must, instead, try to understand how economies work and why, sometimes, they don’t. That means understanding an economy as a system, attempting to track ‘what is not seen’ as well as ‘what is seen’. 

      I can see you’re feeling daunted. So let me cheer you up with an inspirational story.
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