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INTRODUCTION


The ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by little else. Practical men, who believe themselves to be quite exempt from any intellectual influences, are usually slaves of some defunct economist.

John Maynard Keynes, The General Theory of Employment, Interest and Money


In 1661, with the French state’s finances in disarray due to mismanagement and the cost of fighting wars, Louis XIV appointed Jean-Baptiste Colbert his foremost finance official, later giving him the title of contrôleur général des finances or finance minister. The new minister duly set about reform: he reduced waste and graft and removed many of the tax exemptions that nobles enjoyed. At the same time, he also eased some unfair burdens on the poor. Ultimately, his skilful balancing of fiscal demands allowed him to improve the exchequer’s position considerably without alienating the population and threatening the stability of the regime. In explaining his success, he noted that ‘the art of taxation consists in so plucking the goose as to obtain the largest possible quantity of feathers with the smallest possible amount of hissing.’1

Finance ministers today still cite Colbert’s comment. But only to lighten a dry fiscal speech or dull passage in their memoirs. These days, balancing the books without provoking insurrection (or its twenty-first-century equivalent, electoral failure) is only part of the art of taxation, so far as policymakers and their advisers are concerned. Taxation is no longer seen as a zero-sum game of deftly spreading the burden. Skilful taxation now involves combining the raising of revenue with other policy objectives, such as the stimulation of wealth creation or nudging citizens into behaving in a more productive or socially responsible way.

And it’s not seen as an art. Taxation today is viewed as a science, underpinned by mathematical models with accurate predictive powers. If a finance minister wants to encourage people to work harder, there is a model to tell him or her how to tailor the income tax rate. If the aim is to encourage businesses to invest and hire more, there’s a model that tells the minister how to calibrate corporate taxes. And if a government wants to reduce the consumption of, say, sugary drinks, there’s even a model to tell them how much tax should be levied on a can of cola to achieve a given reduction.

The engine powering this mindshift is Economics. It barely existed as a field of serious knowledge in Colbert’s time. But in the centuries since, it has evolved from a combination of folk wisdom and intuition into a highly formalised body of study, built on complex mathematics and the exploration of vast data sets. And it’s not just the art of taxation that it has revolutionised. How we decide employment protection rules or safety standards on consumer products; how we choose what services governments should provide: how we determine the way different countries interact commercially; all have been transformed by economics. Almost every area of policy that impacts our material welfare is now set with reference to models honed in the great universities of Harvard, Cambridge or Chicago. These models are all elements of a social science dedicated to showing us how to allocate our limited resources so as to maximise our utility or, in layman’s terms, to get the most bang for our bucks.

There is a saying made famous by the Nobel memorial prize-winning economist Milton Friedman that ‘There’s no such thing as a free lunch’ – that we can’t magic wealth out of nothing (say, by printing money) or shift costs into the ether. Friedman’s view was that if we legislate to reduce a burden on some citizens, or to increase the advantages they may enjoy, there will be repercussions somewhere down the line, that will involve a cost for others and might even ultimately mean the measure is counterproductive. So even if a meal is priced at zero, someone, somewhere is paying for it. Modern economics may disparage the concept of free lunches, yet, today, one often gets a sense from key economists and policy-makers that a free lunch isn’t that far away. Economics aims to show how we can generate growth by identifying more efficient ways of organising society, thereby making us richer and, hopefully, happier, with the least amount of sacrifice on our part. Such a utopia is achievable, economists believe, because they understand the mechanisms that drive everything from business investment and production decisions to consumer purchase choices, to individual attitudes to saving.

The idea that social scientists can show governments how to boost economies at little or no cost is relatively new. For centuries public finance was something of a one-sided game: when rulers needed to raise taxes to meet such necessary expenses as fighting a war or paying officials, they simply extracted what they needed from the people they ruled and assumed their predations had little or no impact on overall national income.

But, in the eighteenth century, that started to change. A key early figure leading this slow revolution was Robert Walpole, Britain’s Chancellor of the Exchequer and first prime minister2 from 1721 to 1742. Walpole had studied the commercial policies of every government in Europe,3 and therefore brought an analyst’s mind to the problems facing Britain in the 1720s: an exchequer weakened by decades of war with the French, a nascent manufacturing base that needed to expand and a complex and widely-evaded system of taxes.4

Conventional thinking would have dictated that the new chancellor should raise tariffs on imports, both to promote a trade surplus and to raise revenues. Walpole didn’t. Instead he did precisely the opposite: he cut them. It was a counter-intuitive master stroke. By introducing tariff cuts on such raw materials as dyes and chemicals he reduced manufacturers’ costs, thus making exports more competitive.5 At the same time, the tariff reductions contributed to such a rise in imports of raw materials that government revenues didn’t suffer.6 This was not Walpole’s only innovative policy. He also offered subsidies to exporters of manufactured goods, cut export duties and introduced quality controls so that shoddy businesses would not sully the name of Britain as a manufacturer. In addition, he pursued, albeit unsuccessfully, what would today be considered base-broadening tax reform.7

It is, however, with the Scottish philosopher Adam Smith and his 1776 work An Inquiry into the Nature and Causes of the Wealth of Nations that practical policy making first acquired a fully thought-through and coherent analysis and theory of the workings of a country’s economy. Today, many of Smith’s insights are so familiar as to seem almost obvious, but at the time he appeared something of a revolutionary – indeed, he was later to refer to his book as a ‘very violent attack … upon the whole commercial system of Great Britain’.8

Smith was openly dismissive of the prevailing mercantilist orthodoxy, which argued that national wealth was increased by exporting more goods than one imported, something governments were supposed to facilitate by levying tariffs on imports and supporting exporters. Instead he argued that maximum prosperity would be achieved if a country allowed its markets to operate unhindered, famously evoking the metaphor of the ‘invisible hand’ to describe the economic forces that ensured that ‘by pursuing his own interest’ each person involved in trade ‘frequently promotes that of the society’.9 His notions on everything from international trade to the considerations that governed wages and savings were fresh and often counter-intuitive. The free market ideas he espoused would be adopted and built on by others, including David Ricardo, to become what was known as the Classical School of economics.


Smith’s ideas are said to have influenced Prime Minister William Pitt and contributed to his decision to ignore powerful protectionist forces at home and abroad to negotiate a trade liberalisation treaty with France in 1786. But perhaps their earliest significant influence came with Robert Peel’s Tory ministry of 1841–6. Peel had a deep understanding of the works of Smith and Ricardo. He cited both men in parliamentary debates in the 1830s and 1840s,10 and appears to have adopted the classical view of the economy as a mechanism that could be speeded up or slowed down by regulatory adjustments and subtle changes in taxation. He accepted Smith’s idea that lower tax rates might actually boost revenues,11 argued against governments protecting inefficient industries12 and believed that some taxes were less likely to slow growth than others. It was his repeal of the Corn Laws in 1846, however, that proved to be one of the landmark nineteenth-century examples of economic theory steering policy.

Britain had introduced the Corn Laws in 1815. Drawn up very much in line with the mercantilist thinking that was still influential in the early nineteenth century, they were designed to protect farmers in general and landowners in particular from foreign competition via a sliding scale of tariffs on grain imports. However, over the following decades, as the Industrial Revolution took root and the British population became increasingly urban, the balance of the population began to shift from those who produced grain to those who consumed its derivatives – in particular, bread – and the tariffs came under increasing attack. Some worried that by keeping grain prices artificially high, they made it harder for ordinary people to feed themselves. Others argued that higher bread prices put upward pressure on wages, thereby making British industry less competitive internationally and so threatening Britain’s position as the world’s pre-eminent industrial power. Matters came to a head in the mid-1840s when Peel made the decision to break with the agricultural interests so key to the Tories and abolish the tariffs, making up the funds forgone through the re-introduction of income tax. The move divided his party. Whether and to what extent it was responsible for the jump in exports that followed has been much debated. Arguably, though, it does signal the moment when economic theory and debate truly started to enter the bloodstream of political life.

The late nineteenth century saw a significant shift in economic theory, thanks to what has been termed the ‘marginalist revolution’. Classical economists took the view that the prices of goods or wages were set by the cost of production or sustenance. Now a new generation of thinkers, who came to be known as the Neoclassical School,13 posited that they were determined by the value or utility attached to them by the purchaser. This world view suggested, among other things, that humans behave in an economically rational way – that their responses to demand, supply and prices follow a predictable course. Its implication was that these responses can therefore be accurately assessed and measured. The French philosopher and mathematician Augustin Cournot was a key early figure in this theoretical revolution. His 1838 book Research on the Mathematical Principles of the Theory of Wealth argued that it was possible to calculate human responsiveness to price signals. However, it is Britain’s Alfred Marshall who arguably deserves most credit for shaping the modern approach to measuring responsiveness. His 1890 book Principles of Economics included, among other things, an outline of the concept of price elasticity of demand, and used what have since become familiar-looking demand and supply curves to describe the mechanisms underpinning human decision-making.

People had always known that raising the price of a good tended to dampen demand for it. People had even previously used the term elasticity to refer to the response to price signals.14 What was new here was the notion that humans make decisions based on rational preferences that are stable over time; that their price responsiveness can be measured; and that predictions can therefore be made about what individuals or businesses would do if prices of goods, interest rates, tax levels or other economic variables change.

Appropriately enough for an industrial age, this was a view of the economy as a sort of mechanism governed by scientific laws – what one of the founders of Neoclassical Economics, William Stanley Jevons, referred to as ‘the mechanics of utility and self-interest’15 – that could be uncovered, understood and employed to make predictions and set policies that would generate wealth. It had huge practical implications. A business might, for example, use Marshall’s concept to establish whether its customers had a high price elasticity (i.e. that they would react to a price increase by sharply reducing demand) or a low price elasticity (i.e. that a price increase would have little or no effect on their buying habits). Equipped with such knowledge, the business could set prices to maximise revenues and profits. The theory had implications for politicians too. They could use estimates of elasticity to set revenue-maximising duties on goods. The US Treasury was among the first government institutions to construct financial forecasts in around 1920 that factored in direct and indirect responses to policy changes,16 though dynamic economic modelling really only took off in the 1930s with the work of Dutchman Jan Tinbergen and Norwegian Ragnar Frisch. (The two received the inaugural Nobel memorial prize in economics in 1969 for the development of models that described how the economy functions.)17 That said, the Marshallian world view of rational individuals behaving according to mathematical rules tended not to leave that much room for government involvement.18 The assumption was that politicians were as likely to hinder progress as to help it – that they introduced inefficiencies into a system that, left alone, would regulate itself.

From Adam Smith to Alfred Marshall, then, economists were mainly concerned with the behaviour of individuals and companies. That, however, changed in the 1930s with the growing influence of the Cambridge-based economist John Maynard Keynes and, in particular, his publication in 1936 of arguably the second most influential book on economics after Smith’s Wealth of Nations: The General Theory of Employment, Interest and Money. Keynes espoused a macroeconomic view of the world. He argued that economic peaks and troughs were endemic to capitalism, that these caused serious economic and social damage, and that it should be the job of government to moderate the impacts of these cycles by intervening as necessary in the nation’s economy. Essentially, he believed that governments should increase expenditure or cut taxes in the bad times and do the opposite in the good times. The 1930s economic depression that followed the 1929 Wall Street Crash was, in his view, a function of an absence of demand. Weak demand for goods, he argued, led to weak demand for workers, which led to unemployment, which led to an absence of incomes in the economy, which in turn led to weak demand. Keynes suggested the way out of the depression was for governments to spend money to rekindle demand. That would encourage companies to hire workers and to invest in capacity to generate products to meet this demand. If the spark was successful, it would fire up a virtuous circle that allowed the government to raise taxes to pay back the cost of the jump-start.

While arguments still rage about the causes of the depression and its end, the consensus among economists and most governments in the United States and Britain from the late 1930s on was that the injection of demand by governments – such as Franklin D. Roosevelt’s New Deal programme – contributed to the end of the crisis. After the war, Keynesianism became the dominant approach to macroeconomics, increasingly supported by sophisticated mathematical models that calibrated the level of demand that needed to be injected or removed. As Walter W. Heller, chair of the Presidential Council of Economic Advisers under John F. Kennedy and Lyndon B. Johnson, noted in 1966, governments were happy to be ruled by these models:


Economics has come of age in the 1960s. Two Presidents have recognized and drawn on modern economics as a source of national strength and Presidential power. Their willingness to use, for the first time, the full range of modern economic tools underlies the unbroken U.S. expansion since early 1961.19



The physics of society

Keynesian demand management finally fell into disfavour in the 1970s, in the midst of new global economic difficulties, but the belief that economists could and should inform government decision-making remained. If anything, it became stronger. As policymakers turned back to the allure of the free market, they seem to have become even more susceptible to expert guidance on how best to make it work. Now, increasingly, economics became an industry in its own right, aided by ever more powerful and affordable computers able to crunch growing quantities of readily available data. Sophisticated models offered answers on everything, from how to control inflation or encourage investment to whether or not a tax rise was advisable. Today, if a country wants to increase women’s participation in the labour market, economists can recommend which tax policies or subsidies are most likely to achieve this at the lowest cost to the exchequer. If a government wants to improve the lot of the lower paid, economists will advise on how to calibrate welfare payments so as to provide financial support without deterring self-reliance. In the process they have developed enormous confidence about the reliability of their predictions and the range of issues on which they are qualified to pronounce. As one famous economist, Robert Solow, noted, ‘The best and brightest in the profession proceed as if economics is the physics of society.’20

The use of the word ‘physics’ here is telling. The physical sciences are built on immutable rules that allow us to predict outcomes with great precision and certainty – for example, Newton’s Laws of Motion and Law of Universal Gravitation will accurately predict physical phenomena, such as how fast an object will move along a track given the application of varying degrees of force, or indeed how much power a rocket needs to break free of the earth’s pull.

Governments and the bodies that advise them, like the Organisation for Economic Co-operation and Development (OECD) and International Monetary Fund (IMF), seem to think that economics works in much the same manner. It’s assumed that markets allocate resources efficiently, that people respond to particular economic cues in consistent and predictable ways. These days it’s also assumed – only slightly more controversially – that government intervention to tackle perceived market failures tends to be inefficient and counter-productive. The result over the past four decades has been remarkable unanimity – in the West, at least – on such policy issues as deregulation, tax cuts for businesses and a weakening of trade unions. These policies have been followed not just by the political right, as one might expect, but also by parties to the left of the political centre. In the UK, the Labour Party cut corporate taxes to boost growth. In Germany, the SDP pursued deregulation to spur employment.

As a recent graduate back in 1995, I felt a similar confidence about economists’ ability to plot outcomes. Asked at a job interview with a Dublin-headquartered packaging company why I had elected to study economics, I told the long-serving managing director, who had grown the business from a small local operation into an international enterprise worth hundreds of millions of pounds, that I had done so because I believed it was a discipline that helped one understand how the economy worked. His response rather cut me off at the knees. ‘Do you really think so?’ he said, in a tone in which irritation, amusement and pity were equally mixed. He did not doubt that markets were good at building wealth, but he said he was sceptical about economists’ vaunted ability to understand exactly how the process occurred and their claim to be able to make accurate predictions about the future. I didn’t get the job.

The managing director’s cynicism has always nagged at me. But what actually prompted me to explore the wisdom or otherwise of governments in recent decades relying heavily on economic models was the events that followed a series of investigations I conducted in 2012 and 2013 into the tax affairs of various multinational companies. To minimise their tax liabilities, I had noticed, a number of high-profile multinationals were channelling profits out of the countries where they earned their money into tax havens. The coffee giant Starbucks was a case in point. On the surface, the largest and most profitable coffee chain appeared to have been operating in the UK for over thirteen years without breaking even. Equally puzzling were the twin facts that it had been informing its investors that the UK was a goldmine and that the executives who ran the supposedly failing UK operation were frequently lauded to investors by Starbucks’s chief executive Howard Schultz and promoted within the organisation.21 My story hit a nerve, and prompted more reaction than I had expected, including boycotts and pickets of stores, and led to the company’s chief financial officer being hauled in front of a parliamentary inquiry to explain why, among other things, it was routing coffee beans via Switzerland to ensure that profits derived from sales in Britain were not reported here. In the end, the company agreed to pay an additional £20 million in tax to try to draw a line under the public furore.

I noticed other big organisations used similar practices. The European boss of Google testified at the same parliamentary hearing at which Starbucks’ chief financial Officer had received a grilling. Asked by MPs why his company paid almost no tax in Britain either, he explained that because Google Inc. made all its sales to UK clients from Ireland, it didn’t actually have a tax residence in Britain, and therefore didn’t owe tax there. On scrutinising the OECD Model Tax Convention, I realised that Google’s tax advisers had carefully chartered a course through a legal loophole that allowed the company to report its £4 billion a year in advertising sales to UK-based customers as non-taxable exports from Ireland, rather than taxable British sales, even though – according to numerous job advertisements I had seen – Google was regularly recruiting UK-based salespeople and – according to LinkedIn – employed hundreds of staff in London who described themselves as salespeople.22 The same practices, I found, operated in many other countries too.

At the time I filed my reports, many people in Britain were still experiencing the painful aftermath of the 2007/8 financial crash. Not surprisingly, therefore, there was considerable anger that some of the richest companies in the world appeared not to be paying their way. Politicians swiftly saw which way the wind was blowing. In a dig at Starbucks, Prime Minister David Cameron told the World Economic Forum in Davos that companies needed to ‘wake up and smell the coffee’ if they thought they could operate in Britain without paying their dues.23 The G7 launched an anti-corporate tax avoidance effort in conjunction with the OECD.

But the reaction was not universal. As I continued to report on the shenanigans of big businesses, I came across a lot of people who thought the problem wasn’t that companies were not paying enough tax, but the exact opposite: that they were being asked to pay too much. There was a view among economists, the British minister then responsible for taxation, David Gauke, told me in 2013, that taxes on corporate profits discouraged businesses from investing and expanding. To that extent they could be regarded as counter-productive. The idea that corporate taxation was a risky financial tool surprised me. I’d never seen any empirical evidence that this might be the case. It seemed a dubious truism.

And it’s not the only dubious economic truism to have come my way. I have, for example, frequently encountered highly influential people who bemoan the march of ‘health and safety’ not only because they distrust government ‘interference’, but also because they believe such measures are economically damaging. Regulations, the argument goes, impede growth because they distort business decision-making, diverting resources from productive activities to mere compliance. Arguably, too, they can be actively harmful, because they replace the possibility of an agile response by manufacturers to consumer concerns or demands with slow-moving and heavy-handed bureaucracy. As someone who has investigated fatal disasters at the oil group BP,24 the sale of dangerous home appliances25 and the appalling Grenfell Tower fire in London, which killed eighty-two people,26 I have to confess I’m dubious whether such claims hold up. My own researches suggest that they don’t.

As I have become more sceptical about such popularly received wisdom in various economic policy areas, I have also become dubious about the ability of many widely accepted economic models to explain the present or predict the future. I recall reading a few years ago that when William Pitt announced his proposal for an income tax in 1798, it was initially predicted that the measure would raise £10 million in the first year; that this figure was reduced to £7.5 million before the tax was actually introduced in 1799; and that in the event the sum raised was £6 million in the first year and £6.25 million in the second – not a bad margin of error given the challenges of establishing accurate numbers back then.27 Yet when, in 2012, the British tax authorities published a lengthy study that examined the consequences of the government’s decision in 2009 to increase the top rate of income tax to 50 per cent from 40 per cent, they said that the £3 billion in extra revenue their model originally predicted had actually turned out to be £1 billion.28 The most sophisticated models they had been able to call on had apparently been proved wrong by a factor of three. It was a performance that compared very unfavourably with a not dissimilar exercise conducted in the Republic of Ireland at much the same time. Here the Department of Finance opted not to use sophisticated estimates of behavioural responses to calculate the likely yield from a new tax – the Universal Social Charge (USC) – introduced in 2011 to help pay for the bail-out of the country’s banking sector. Instead it ignored cutting-edge forecasting models and went for what was essentially a back-of-the-envelope calculation that only made some allowance for expected economic growth.29 Their prediction was that the new tax, levied at 7 per cent on average incomes, would raise 3.2 billion euros in 2011.30 In the event they got it wrong by just 0.1 billion euros: the actual yield that year was 3.1 billion.31

It’s not that useful economic thinking must provide us with precise forecasts. As Keynes is supposed to have said (but probably didn’t): ‘It is better to be roughly right than precisely wrong.’ If economic models or theories can point us in the right direction and give us a reasonable estimate of the scale of a force or impact, they’re helpful. For example, if consumers are building up levels of personal debt that will require ever-rising house prices and wages to sustain – think the United States in 2006 – economists don’t need to tell us exactly how much a drop in GDP this situation will likely result in. If they can simply show the risks are unsustainable and material, this can prompt and inform government action and protect society. The question is whether a model, which may have grown out of theory rather than any observations of the world, provides an answer which is ‘roughly right’, or is wrong no matter how far back you stand and squint.

In recent decades, economists claimed to have identified copious empirical evidence to justify many of their theories. But empirical evidence in economics is not like empirical evidence in physics. The latter is established by repeatedly running experiments in controlled environments. Economists can’t isolate segments of the economy, set up dummy samples and repeat experiments over and over again. As a result, they usually seek proof by studying data sets to identify correlations that are consistent with the theory.

And correlations can be dangerous, as a 2014 paper by Robert Novy-Marx, a professor of finance at the University of Rochester in New York,32 nicely demonstrates. In it Novy-Marx identified a number of interesting relationships between trends in meteorological and astronomical data and stock market returns – that colder months of the year were typically followed by a strongly performing stock market, for example, and that ‘value-driven’ investment strategies – that is to say, buying stocks with low price-to-earnings ratios – performed very well during periods of high levels of solar activity. For an investor such findings offered a potential goldmine. But the paper was a joke, intended to highlight the risks of inferring causation from correlations. Interestingly, I first came across it in a research note published in 2018 by analysts at the Swiss bank UBS, where it was included to provide a cautionary story for fund manager clients looking for ‘leading indicators’ that they hoped might act as signposts to future economic or financial trends.33 Of course, financial professionals have an incentive not to infer causation from spurious correlations. Doing so will, before long, lead them to make a stupid prediction and thereby put their bonus or job at risk. Economics professors, by contrast, do not face such professional penalties.

Two other considerations have to be taken into account when establishing the discipline’s claims to scientific truthfulness. The first is its ideological nature – its tendency, as one author of widely-cited papers on tax and growth told me – to be ‘often influenced by the dominating ideology and belief system of the day’.34 The second, far more fundamental, consideration is that, for a century or more, economics has become a body of study that claims to be able to explain and predict human behaviour, according to the narrowest of criteria: people’s supposed responsiveness to price signals. There’s no room in the average modern economic model for humans as they actually are, with all their emotions, loyalties, contradictions and irrational impulses.

In the following chapters, I will consider a range of key areas where strongly held but, to my mind, highly questionable economic theories have influenced or shaped the way businesses and governments have behaved. I will seek to demonstrate how a dangerous blend of political ideology, professional self-interest and unwavering adherence to long-held intellectual frameworks has led to policies that have not only failed to help society as a whole but have also actively harmed it. Indeed, I’ll explore how a dogmatic approach has at times turned Milton Friedman’s ‘free lunch’ dictum on its head and prompted economists to argue that their theories can provide painless solutions.






1

THE LAFFER CONUNDRUM

Do lower taxes help growth?





On a Friday morning in June 2016, Donald Trump was alerted to a lengthy email that had been sent to a close aide a couple of hours earlier. It was from a journalist, and related to an investigation into the then-presumptive Republican Party presidential candidate’s finances. Trump did not like what he read and instructed the aide to get the reporter on the phone.

I was at home in London playing on the sofa with my two young sons when my mobile phone rang and a woman with an American accent asked if I would take a call from Donald Trump. Obviously, my email had touched a nerve. The property developer and reality TV star was campaigning for his country’s highest office on his business credentials, saying he could use his commercial acumen to supercharge America’s economy. My suggestion that he had lost hundreds of millions of dollars on his golf investments wasn’t consistent with that message.1 Trump wanted to set me straight.

After almost half an hour of being called a ‘jerk’ and a ‘dummy’, it was clear to me we had got as far as we were going to on golf, so I decided to change the subject. I asked him about his grand economic plan for the US. As I pointed out, he had been talking about it a lot in speeches and interviews up and down the country, but had not given away much detail. Trump’s response was that he wouldn’t go into specifics ahead of the plan’s official release. He assured me, though, that:


We’re going to have a great economic plan for the country. We’re going to make America great again. Just like I have no debt2 … we’re going to reduce the debt of the country. We’re going to increase jobs.



It struck me as an ambitious plan. Reducing government deficits and increasing employment don’t, especially in the short term, necessarily go together. Historically, when governments wanted to reduce their debts, they tried to cut expenditure. This usually involved axing public sector jobs and purchases from suppliers in the private sector, who would then similarly be forced to axe more jobs. In economic language, a fiscal contraction is expected to exert contractionary pressures on employment and the economy generally.

In the weeks after we spoke, Trump went public with a more detailed outline of his plan. The magic ingredient that would square the circle, he said, was a large-scale reduction in taxation. Tax cuts would boost economic activity, which would lead to higher incomes, profits and spending, which in turn would generate higher government revenues, which would allow a reduction in the national debt. It was an attractive message, and it resonated well with US voters. Trump was duly elected. In office he proved true to his word. The signature legislative achievement of the President’s term was the sweeping Tax Cuts and Jobs Act 2017. Trump predicted the economy would ‘take off like a rocket ship’ once his tax cuts kicked in.3

His mindset is far from being an international one-off. Over the past decade, the governments of countries from Argentina4 to Australia5 have taken office on the back of similar promises. In the UK, Boris Johnson claimed in June 2019 that the government could boost revenue by cutting taxes.6 He became Prime Minister in July.

Rulers have levied taxes for perhaps 4,000 years,7 and for most of that time the assumption has been that if you want to increase revenues, you increase tax rates. Now, it would seem, the opposite would appear to be the case. Why? The answer lies partly in the consequences of a decision America made over a century ago about how to pay for a war.

The education of Andrew Mellon

Days after being appointed finance minister of France in March 1917, Joseph Thierry spoke of his fears regarding his ‘heavy task.’8 At the time, France was at one of its lowest points in the war. Few territorial gains had been achieved in the preceding two years, and the strategy of seeking advances by heaping soldiers upon enemy machine guns had so demoralised troops that they would soon mutiny. But Thierry’s ‘melancholy’9 was not caused by the challenges at the front. His problems lay in the exchequer. The war had already cost France, he estimated, around $13 billion.10 This had been raised largely through the issuing of government bonds. But by the third year of the war, the public’s appetite for them was showing signs of fatigue. Months later, Thierry would be forced to increase promotional spending to attract buyers for the 1917 issue of government perpetual bonds or rentes. 11

Other fiscal measures the government had been enacting or was planning were similarly problematic. Printing money to fund the war effort had helped, but there was a limit to how far Thierry could go without risking runaway inflation. And the finance minister’s ambition to bring more money into the economy by entreating Americans to import more French luxury goods could never do more than make a marginal difference.12 The fact was that a partially occupied, war-ravaged country was never going to be able to export itself to fiscal sustainability.

Thierry felt the extent of the nation’s predicament was perhaps not fully appreciated by his countrymen. He informed members of parliament they were trying to fool themselves about the budgetary position.13 He told businesses and the public they needed to steel themselves for an arduous financial campaign, in addition to the military campaign.14 Borrowing and printing money had reached their limits, the pragmatic former commercial lawyer from Marseilles argued. More painful measures would be required to make ends meet. Thierry would have to raid his dispirited fellow citizens’ wallets. In the summer of 1917, he announced a hike in income taxes, with a particular focus on top earners. ‘We feel confident our new legislation will have the desired results,’ he said: ‘namely, in throwing the main burden of taxation on our richer classes’.15

It wasn’t that much of a burden. His measure would lift the marginal rate on the highest earners from 10 per cent to only 12.5 per cent,16 a fraction of the level now thought appropriate or acceptable in developed nations.

Across the English Channel, the wealthy weren’t having it so easy. By the summer of 1917, Britain’s top marginal rate of income tax was approaching 50 per cent, enabling the government to fund 28 per cent of the country’s war expenditure from taxation, in comparison to France’s 18 per cent.17

Across the Atlantic, meanwhile, politicians’ confidence and ambitions were even greater.

The United States was a relative newcomer to income tax. The Union government had imposed it during the Civil War, but it had subsequently been abolished and was not levied again at a national level until 1913, when the top rate was set at 7 per cent.18 Within a month of entering the First World War in April 1917, however, Congress began to discuss increasing tax rates to pay for the fighting. Democrats and the so-called ‘progressive’ or liberal wing of the Republican Party proposed the ‘conscription of wealth’19 – arguing that since the poor were being forced to enlist and give their lives for victory, the rich should, for a time, give up a big chunk of their incomes. Some Republicans, by contrast, preferred the option of funding the fighting through borrowing, arguing it was only fair that future generations contribute to the benefits of the future peace the current generation would be giving its lives to secure.

After months of tortuous debate, in which patriotism was often invoked, the accusation of socialism frequently levied and unintended consequences repeatedly predicted, in October 1917 Congress passed the War Revenue Act.20 It hiked tax rates to a maximum level of 67 per cent.21 A year later, further increases would take the top rate to 77 per cent on incomes over $2,000,000 per year.22

From 1917 to 1919 the 1917 War Revenue Act raised almost $1.2 billion in income tax annually. This compared to under $200 million being paid in federal income taxes in 1916, and nothing a few years previously.23 Most of this sum was raised from the great body of people who were paying tax at relatively modest rates. Individuals receiving over $50,000 a year (the top 1 per cent of earners) faced a marginal tax rate – that is to say, the rate on every extra dollar earned above a threshold – of just 16 per cent. One had to be earning $500,000 a year or more (the equivalent of $12 million or more today) before one started to pay over 50 cents in the dollar on additional earnings.24

The 1917 tax hikes were introduced as an extraordinary measure and were intended to be temporary. So by the end of the decade, with the war now won and war debts reduced,25 politicians were beginning to think about a ‘Return to Normalcy’, as the Republican presidential candidate Warren Harding described it in his campaign speeches. When Harding won the 1920 election, he installed as Treasury Secretary a man with a clear idea about what ‘normalcy’ should look like in the fiscal sphere.

Andrew Mellon was one of the wealthiest men in America. He had built the banking business founded by his father into a major lender to the nation’s industrial tycoons, and had also acquired his own substantial interests in coal, steel and real estate. The grandson of Scots-Irish immigrants who had had to make their way in the world, he believed firmly in the power of personal initiative and the abundance of opportunity afforded by America, which he described as ‘a civilisation which offers unprecedented rewards to any man who is willing to work’.26 Perhaps not surprisingly, therefore, he considered income redistribution by the government as a form of punishment of the industrious, and generally opposed state intervention in the economy (except where it involved restricting actual or potential competitors who posed a challenge to his own commercial interests).27

Unsurprisingly, too, he was an admirer of Adam Smith. He was a firm believer in the power of the ‘invisible hand’. And when it came to taxes, he held strongly to Smith’s view that, if they were pitched too high, they ‘may obstruct the industry of the people, and discourage them from applying to certain branches of business which might give maintenance and employment to great multitudes’.28 Mellon, like Smith, believed that such a financial burden discouraged entrepreneurship, everyday business activity and hard work. Like Smith, he feared that it therefore caused less income to be generated, and taxed, and less demand for goods and services, which in turn meant less tax revenue from those goods and services. As he wrote in his 1924 book Taxation: The People’s Business: ‘It seems difficult for some to understand that high rates of taxation do not necessarily mean large revenue to the Government, and that more revenue may often be obtained by lower rates’.29

Mellon’s arguments for tax cuts proved persuasive, and in November 1921 Congress approved a Revenue Act that put in place a series of reductions. While it would be unfair to characterise them as ‘tax cuts for millionaires’, it would probably be accurate to say that they represented cuts that only a millionaire would notice. People earning up to $100,000 a year saw reductions in their marginal rates of 1–2 percentage points.30 Meanwhile, those on incomes in excess of $300,000 received reductions of up to 15 percentage points.31 Mellon also introduced a 12.5 per cent capital gains tax rate on assets held for over two years. Previously such assets had been taxed at normal rates, so the move represented a major boost for the better off, who were the most likely members of society to enjoy income from shares or investments in property.

In 1923 President Harding died and was replaced by his Vice President, Calvin Coolidge. The new president turned out to be an even more ardent supporter than his predecessor of Mellon’s policies. In 1924 and 1926, the Treasury Secretary was therefore able to step up his tax-cutting efforts. Again, the main beneficiaries of his reforms were high earners. He abolished the highest-earning tax bands, bringing the rate on incomes over $200,000 down to 25 per cent from 58 per cent. He also enacted more modest reductions of 4 to 12 percentage points for those earning under $50,000.

In terms of tax yields, Mellon’s policy was seemingly vindicated. Tax return data show that from 1923 income tax revenues began to rise, and that the biggest increases in revenues came from those who received the biggest tax cuts: the wealthy. In 1923, Americans with incomes of in excess of $100,000 paid a total of $320 million in income tax. In 1928, two years after the last of Mellon’s swingeing cuts, those in this category paid almost three times as much.32 It was no wonder, therefore, that with tax rates down, economic growth purring away and the government finances on a healthy trajectory,33 Mellon’s standing politically and with the public should have been rock-solid.

But then came the Wall Street Crash of 1929 and the Great Depression of the 1930s. Almost overnight Mellon’s reputation for fiscal acumen was shattered. Not only had he failed to predict the financial collapse, he also failed to grasp just how severe its consequences would prove to be, declaring as late as 1930 that ‘I see nothing in the present situation that is either menacing or warrants pessimism.’34 His popularity nosedived. In 1932 President Hoover gave in to Congressional pressure and removed him from office. From being acclaimed as a financial genius, he became almost overnight a byword for the callous rich, seeking to entrench their privileges. President Hoover, in his memoirs, described Mellon as actually welcoming some of the cleansing effects of the Great Crash.35 Some went further, suggesting that not only had Mellon failed to see the crash coming but that he was also largely responsible for it. His tax cuts on the wealthy and, in particular, the cuts on capital gains, they argued, had encouraged stock market speculation and a bubble in share prices.

After the publication of John Maynard Keynes’ The General Theory of Employment, Interest and Money, Mellon’s stock fell further. In the eyes of the macroeconomists of the late 1930s onwards, he had got things completely the wrong way around. When the economy was booming he should have applied the brakes by taking money out of the system. Instead he had overheated it by stimulating demand with tax cuts. When the economy had slowed, he should have injected more stimulus and demand by increasing expenditure. Instead he had cut it. According to the prevailing wisdom of the post-war years, Mellon had exacerbated the peak and trough by applying pro-cyclical, rather than the correct, counter-cyclical policies. By the 1960s, Mellon was largely forgotten.36 Insofar as his tenure as Treasury Secretary was remembered at all it was usually for mismanagement.37

Forty years after Mellon left the Treasury Department, though, events far from Washington would help spark a revival in his reputation.

On 17 October 1973, oil ministers from members of the Organisation of the Arab Petroleum-Exporting Countries (OAPEC) met in the Sheraton Hotel in Kuwait City to discuss how best to support Egypt and Syria in the war against Israel they had launched days earlier on the Jewish holy day of Yom Kippur. Their decision was to cut oil production, in the hope that curtailed supply and higher prices would prompt the big oil-consuming nations to pressure Israel, which had gained the upper hand in the conflict and counter-attacked, to pull back. Some OAPEC members, including Saudi Arabia, halted all oil exports to the United States and the Netherlands, which were seen as especially supportive of Israel.

Oil prices soared in the following months, adding to lesser increases that oil producers had extracted in the previous few years38 as part of an effort by the larger Organisation of the Petroleum-Exporting Countries (OPEC) to wrestle control of the international oil market from the ‘Seven Sisters’ – the big Western oil companies. In March 1974, the oil embargo was lifted without achieving much by way of political advantage for the Arab states.39 But the economic map had been redrawn between oil producers – mainly developing nations – and the West. As Shah Mohammed Riza Pahlevi of Iran told reporters, ‘The industrial world will have to realise that the era of their terrific progress and even more terrific income and wealth based on cheap oil is finished … If you want to live as well as now, you’ll have to work for it.’ 40

At the beginning of that year, the main concern among Americans and Europeans had been that their economies might be growing too fast. By the end of 1974, it looked as though the Shah’s prediction was coming true. And it wasn’t just that growth was slowing. In both the United States and Europe, unemployment was rising, while inflation was climbing up into double-digits, a toxic combination which became known as ‘Stagflation’.41 This wasn’t supposed to happen. Keynes had held that economic slowdowns were the result of insufficient demand, while inflation was the result of excessive demand brought on by an overheating economy. The solution to the former was to inject demand via additional government spending or reduced taxation, while the answer to the latter was reduced spending or higher taxes. Stagflation, however, left governments struggling to decide whether to hike taxes to cool inflation or to cut taxes and increase spending to tackle unemployment. Confused responses included the US President Gerald Ford’s attempts to do one, then the other, within a matter of weeks.42

The immediate cause of the problem was the big hikes in oil prices – since Western economies were so reliant on oil, higher crude prices fed through to higher prices for all goods, while short-ages hit output. It was an external shock of a type that Keynesianism did not really envision. But the roots of stagflation also went rather deeper. The 1960s economic booms in the United States and Britain had been fuelled, partly at least, by expansionist fiscal policies and low interest rates. These had led to rising inflation43 and increasing deficits.44

In their attempt to manage inflation, the US and UK tried price and wage controls. As most economists predicted, the measures were ineffective, and in the UK helped prompt industrial action.45 Left with seemingly no cards to play, some experts began to wonder if Keynes had missed something. Perhaps, they thought, the father of macroeconomics had been too focused on demand and had overlooked the importance of the other major force in economic theory: supply. After all, for an economy to function, the supply of goods and services is as important as the demand for them. That left the question, though, whether supply created demand, or demand created supply? It was a classic chicken-and-egg conundrum.

Tackling the supply end of the equation posed a further – practical – problem too. Demand, as Keynesians pointed out when considering how to encourage growth, was something that governments could influence. They could choose to spend public money on, say, building bridges to create demand for workers whose wages would spark higher spending in the shops, or by or paying higher pensions to the retired to directly create higher spending in shops and indirectly create extra demand for workers. Finding a way to influence supply was a far tougher nut to crack, at least in the short term. It was not, therefore, something Keynesians considered very much.

In the years that followed the oil crisis, though, a small group of Keynes sceptics thought they had found the answer.

Voodoo economics

In September 2019 I found myself on the touchline of a football pitch at my children’s school in south-west London with another parent. While discussing lift-sharing for the kids, I mentioned that I would soon be travelling to Nashville, Tennessee, a destination unusual enough to prompt my friend to ask why. I thought for a moment about how to describe my research visit, before responding that I was going to meet America’s most famous living economist.46 Although the woman I was talking to had previously worked in finance, she stared at me blankly. ‘Arthur Laffer,’ I said. She continued to look at me blankly. I decided to resort to a cultural reference I knew she’d recognise.

If you were a teenager in the late 1980s – or perhaps since – a movie moment you’ll almost certainly remember will be the class-room scene from Ferris Bueller’s Day Off. In it, an economics teacher (played by actual economist Ben Stein, a former speech writer for Presidents Nixon and Ford, who became an Emmy-winning comedian and actor) draws an inverted U-shape on a blackboard and proceeds to ask his near-catatonic pupils in a droning voice: ‘Anyone know what this is? Class? Anyone? Anyone? Anyone seen this before?’

As with all his questions, the teacher is forced to answer this one himself: ‘The Laffer Curve … this is very controversial. Does anyone know what Vice President Bush called this in 1980? Anyone? Voodoo Economics.’

The Laffer Curve is that rarest of things: an economic phenomenon. It exploded into the public consciousness in the United States47 in the late 1970s, and proceeded to become the dominant economic orthodoxy of the US Republican Party. The curve – a visual representation of Dr Laffer’s theories – was also widely reported on in the United Kingdom and Australia and adopted by numerous, mainly right-of-centre, politicians in both countries. Many Conservative Party parliamentarians, including Boris Johnson, still hold faith in the curve.48

On the flight to Nashville, a question began to preoccupy me. I wondered why Laffer, who had spent most of his working life in California, should have chosen to move to Nashville. America’s most illustrious economists usually live near Ivy League universities on either coast or by the Great Lakes, most notably in Chicago. Tennessee was – and is – an unusual choice.

Shortly after I arrived at Laffer’s home – the second-oldest in the upmarket Bellevue neighbourhood west of Nashville – he led me down to a living room with sofas and antique tables and chests on which were crammed stone carvings, cut-glass trinkets, old china and photographs of Laffer with family members and famous politicians.

As his mastiff licked my face and his great Dane nudged my leg, Laffer told me about Nashville’s booming economy. Then he told me a joke that answered the question that had been on my mind. ‘Did you hear about the man who moved from Tennessee to Illinois?’ he asked.

I shook my head.

‘No, me neither,’ he said, and laughed.

At eighty, Laffer retained the charm, energy, mischievousness and detailed recall of data that made him such an effective marketer of his brand of economics. Illinois, Laffer explained, was a state that levied high income taxes on residents (on top of federal income tax, Americans can also face state and local income taxes). Tennessee, on the other hand, imposed no tax on earned personal income. Laffer said that, a decade earlier, he had grown tired of California’s high income taxes. He had therefore looked at the map of the United States to identify those states with no income tax on salaries. Finally he had settled on Tennessee.

‘I paid for this house with my first year’s tax savings,’ he said. And he said he wasn’t the only one chasing such savings.

Later, over a dinner of Costco roast chicken, mac ‘n’ cheese, salad and a little wine and bourbon, he shared a discovery he had made when preparing to leave San Diego. Laffer’s large collection of antiques, fine china, paintings and fossils had required a fleet of trucks to move. He had checked the prices of van rental companies like U-Haul and found something that those not initiated into the mysteries of the Laffer Curve might find surprising: the price of renting a truck from Los Angeles to Nashville was twice the price of hiring one from Nashville to Los Angeles.

‘What does that tell you?’ he asked with a grin.

So Laffer figured he wasn’t the only one being lured from California to Tennessee by low taxes or the strong economic growth that these may bring.

The belief that national economies can be manipulated through taxation was, of course, not something Laffer invented. As I have already mentioned, Keynes saw taxes as a tool to manage demand. But Laffer’s take on this basic tenet was different. He held, and believed his curve showed, that taxes were also a powerful tool to stimulate or retard supply.

What has become known as supply-side economics was first advanced by the Canadian economist Robert Mundell, who in 1999 would be awarded a Nobel memorial prize for economics for his work on currencies and exchange rates. In the 1960s, Mundell had become troubled by the increasing role of the state in the economy. Government spending and tax take as a percentage of total output had risen massively after the Second World War in most Western nations. In the United States, where Mundell spent most of his adult life, the share had risen from around 15 per cent in the 1930s to around 30 per cent in the late 1960s.49 By the early 1970s, Mundell had become convinced that the increased tax burden in Western nations was weighing heavily on these countries’ growth. His reasoning was that taxation acted as a wedge between what one party paid and another party received in commercial transactions. In effect, it reduced the price the selling party received or increased the price the purchasing party had to pay. Neoclassical economic theory holds that people purchase less when prices rise and supply less when prices fall, so to Mundell it logically followed that an increased tax burden inevitably reduced the number of transactions taking place. In short, US tax rates of 50 per cent on salaries, 70 per cent on dividend income and 50 per cent on corporations’ income (the levels were higher in Britain at time) were all discouraging people from working, investing, innovating and starting up new businesses. ‘The national economy is being choked by taxes,’ said Mundell – ‘asphyxiated.’50

Laffer adopted Mundell’s ideas, and joined the offensive against high taxes. As 1970s inflation pushed more and more nominal salary earners, investors and entrepreneurs into the higher income bands, their campaign intensified. They argued that prevailing tax rates were so damaging to the economy as a whole that they were actually producing less revenue than lower tax rates would have done.51 And they predicted that if the tax boot was taken off the throat of the economy, employment, business start-ups and investment would increase to such an extent that the Treasury would reap higher tax revenues at the lower rates. In his lectures to students, Laffer illustrated the effect via a simple diagram that comprises little more than an X and a Y axis and a curved line.

The curve resembles the nose of a jetliner (unlike the inverted U-curve that appears in Ferris Bueller and countless other popular depictions). Tax revenues appear along the horizontal X axis, and tax rates on the Y axis. At the origin, where tax rates are zero, revenues are also zero. As tax rates rise, revenues initially increase. But as tax rates rise beyond a certain point, revenues start to fall, and the line moves back towards the Y axis to the point where, as the tax rate reaches 100 per cent and the curve intersects with the Y axis again, the revenue hits zero again.

Neither Laffer nor Mundell said precisely where they thought the United States or other countries were on the curve, or why they believed the United States was in the prohibitive range on the graph. The curve was a theoretical construct, and not the product of an economic model populated with empirical data.
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The response from mainstream economists to Laffer’s theories and forecasts was not positive. In 1971, Paul Samuelson, the ‘foremost academic economist of the twentieth century’, according to the New York Times,52 delivered a lecture at the University of Chicago entitled ‘Why They Are Laughing at Laffer’. The attack was perhaps a little cruel, given that Samuelson was America’s pre-eminent economist and a Nobel memorial prize winner, while Laffer was still a year off receiving his doctorate. ‘It was’, as Laffer told me, ‘very painful at the time’.

But Laffer persisted. In any case, he was more interested in influencing policy than winning the respect of academic economists. He became friends with Jude Wanniski, an editorial writer at the Wall Street Journal, who became, in Laffer’s words, ‘the crazy, wild revolutionary for supply-side economics’.53 Wanniski, in turn, converted his boss, Robert Bartley, to the Mundell-Laffer hypothesis and soon the editorial page of the Journal became, as Bartley put it, ‘the mouthpiece of supply-side economics’.54 Laffer and Wanniski also began to meet government officials to press them to put supply-side thinking into practice.

In late 1974 the two linked up with Dick Cheney, a former classmate of Laffer’s at Yale, at a restaurant a stone’s throw from the White House. At the time, Cheney was a senior aide in the administration of Gerald Ford, who was then mulling a tax increase. Laffer thought this was the opposite of what the President should do. To illustrate his argument that a hike would discourage work and business activity, thereby causing an economic contraction, a reduction in the tax base and therefore probably a reduction in tax revenues, he grabbed a cocktail napkin, took out a pen, and sketched the curve he had long used with students. And he explained that, as far as he was concerned, the United States occupied a spot in the upper half of the graph, where higher tax rates produced lower revenues. For Cheney, who was to serve as Defence Secretary to President George H. W. Bush and Vice President to George W. Bush, the napkin scribbles marked ‘a significant moment in my own development’.55

Months later, Laffer sketched the graph again at a meeting with Ford’s Chief of Staff, Donald Rumsfeld, who later said he, too, had found it ‘compelling’.56 But Laffer’s ideas didn’t get much traction in the White House. Alan Greenspan, Ford’s Chief Economic Adviser, who was a traditional balanced-budget fiscal conservative, gave short shrift to Laffer’s claims that one could cut taxes and boost revenues at the same time. Ford sided with Greenspan. Years later Ford would remark of supply-side economics that ‘I don’t believe a word of it.’57

But the supply-siders would not give up. Wanniski, later known as ‘the hype man’ of supply-side economics, set about taking their message to the widest possible audience, penning editorials in the Journal and conservative publications like The Public Interest. In 1978 he published The Way the World Works, a primer and manifesto for supply-side economics that would become a bestseller. In it, he described the 1974 meeting where Laffer drew the curve for Cheney. Laffer reckons he must have drawn fifty curves on fifty napkins, but Wanniski created the folklore of a single momentous dinner, which in later retelling came to include both Cheney and Rumsfeld.58 The resonance of Wanniski’s tale was such that, decades later, the Smithsonian Museum would display a napkin on which Laffer had drawn the curve, claiming it to be the napkin that ‘sketched a new direction for the Republican Party’.59

The Way the World Works didn’t only advance the Laffer Curve. It took on those fiscal conservatives like Greenspan and Ford who believed supply-side thinking to be an economic Ponzi scheme. Echoing Laffer, Wanniski argued that supply-side economics was essentially neoclassical economics and its core principle that people respond in a rational, predictable way to price signals. And taxes on their labour or investments, Wanniski suggested, constitute price signals. He argued, further, that the idea that lower taxes could raise more revenue was not something modern-day supply-siders had dreamt up. The Roman Emperor Augustus, Napoleon, US founding father Alexander Hamilton and Adam Smith were all supply-siders or had been aware of the dangers of high taxes (the fourteenth-century Muslim philosopher Ibn Khaldun and the Anglo-Irish writer Jonathan Swift would also in time be added to the list of historical figures who supply-siders said believed that high taxes could lead to lower tax revenues).

Centuries-old theories, and stories like the napkin anecdote, helped grab the attention of a wide audience, but to convince a sceptical public and a Republican Party historically wedded to balanced budgets, supply-siders needed hard evidence. Fiscal conservatives based their opposition to tax cuts that were not matched by spending cuts on the uncomfortable tendency of such cuts to be followed by inflation and deficits. Wanniski didn’t marshal specific data to counter this and support his central hypothesis. But he did believe that the recent past afforded an example of tax cuts leading not just to a Keynsian temporary lift through the stimulation of demand, but to an actual re-engineering of the economy – a booming, low-inflation economy with budgetary surpluses where people worked harder and smarter. The era was the 1920s. And the man responsible – The Way the World Works’ ‘principal political hero’, according to a review in The Public Interest 60 – was Andrew Mellon.

The rehabilitation of Andrew Mellon

The strong growth and fiscal surpluses the United States enjoyed in the 1920s after Mellon slashed tax rates showed, Wanniski argued, the power of supply-side economics. That left the crash of 1929 to account for, but Wanniski had an explanation for that which absolved Mellon of any blame. According to his thesis, the market collapse and subsequent depression were sparked by a policy that was the antithesis of what Mellon stood for: a tax hike – specifically, the Smoot-Hawley Tariff Act, passed by Congress in 1930, which imposed tariffs on imports. He explained that as the Act made its passage through Congress in 1929, investors and businesses became increasingly alarmed about the potentially damaging impact import tariffs might have on companies and on the economy more generally. Manufacturing prices would rise, they feared, and a trade war might ensue.61 As their worries grew, the stock market crashed.

It’s not, it has to be said, a widely held view. Indeed, the only time I have ever seen a mainstream economist advocate it is in Ferris Bueller’s Day Off. And lest anyone should think Ben Stein was being serious, he later made it clear that he was ad-libbing. His considered view, expressed in one of his regular New York Times columns, was that the idea that Smoot-Hawley caused the Depression was ‘almost comical’ (given his lone position at the intersection of economics and comedy, he’s probably well placed to judge this).62

Nevertheless, supply-siders continued to make ground, attracting interest from such politicians as Congressman Jack Kemp, who cited Wanniski’s defence of Mellon in Congressional debates, and a potential Republican candidate for the Presidency called Ronald Reagan. Once ensconced in the White House in 1980, Reagan would cite Andrew Mellon’s tenure as Treasury Secretary as a high-water mark for the Republican Party’s economic stewardship, rather than the embarrassment many Republicans of the previous half-century had perceived it to be. A 1982 Congressional report on fiscal policy stated that ‘Secretary of the Treasury Andrew Mellon [is] considered by some the finest public servant to fill that position since Albert Gallatin’ 63 (a reference to the longest-serving holder of that office, whose statue today stands outside the Department of the Treasury in Washington, DC, on a pedestal with a plaque describing him as a ‘genius of finance’). Mellon ceased to be an instigator of the Great Depression. Instead he became the creator of the ‘Roaring’ Twenties, cited in political speeches and newspapers all over the world. According to the White House website in 2020, he ‘built a thriving business empire before becoming the Secretary of the Treasury, during which time he advocated for economic policies that sparked the tremendous prosperity of the 1920s.’64

Wanniski’s account of how Andrew Mellon made the 1920s roar helped take supply-side economics from the fringe to the political mainstream, not just in the United States but overseas too. Laffer helped steer Chile’s economic restructuring under dictator Augusto Pinochet in the 1970s and 1980s and advised Margaret Thatcher’s government on its tax reform in the 1980s. His influence persists to this day. In 2019, Donald Trump (whom Laffer has advised during his candidacy and presidency) awarded the economist the United States’ highest civilian honour, the Presidential Medal of Freedom. In Britain, Boris Johnson, who has also long been an advocate of ‘supply-side reforms’,65 cited Ibn Khaldun while campaigning for his party’s leadership to explain how he could increase revenues by cutting taxes. The idea of tax cuts that pay for themselves is incredibly attractive – a quintessential free lunch; something for nothing.

The day after my dinner with Arthur Laffer I spent several hours with him at his offices in Nashville discussing economics and eating fried baloney sandwiches. In the course of our conversation he listed various examples of the Laffer Curve at work. He also pointed out to me the curious way in which the recipients of the biggest tax cuts in the 1920s – the wealthy – ended up paying a lot more in tax after the reductions than they did before. The implication was clear: if their payments went up, it must have been because Mellon’s tax cuts incentivised them to work harder and more productively. If ever there was proof of the Treasury Secretary’s genius, this surely was it.

The Roaring Twenties revisited

Laffer’s account, however, doesn’t tell the full story, not least because it doesn’t take it back quite far enough. The fact is that whereas income tax was a known quantity in Britain in the 1910s and 1920s, for countries such as the US and France it was a relatively new experience. By the outbreak of the First World War, the UK had had over seventy years of continuous experience of income tax. The Exchequer knew how to assess incomes and devise anti-avoidance mechanisms. It could therefore impose what even the leader of the Labour Party described as ‘bold’ tax rates.66 (Some suggested that Britain should be bolder – the left-wing Fabian Society sought a 70 per cent tax on incomes over £100,00067 – but concern that such rates would encourage tax dodging beyond what the Revenue Commissioners could counter deterred the government from taking such a step.)68 For the French authorities, by contrast, such boldness was unthinkable. At the time, all Frenchmen had the vote, while in 1917 only property-owning, which is to say fairly affluent, Britons did, so one might have expected a ‘soak the rich’ approach in France, not Britain. But Joseph Thierry realised it would be pointless to try to levy high income taxes, because French bureaucrats simply didn’t know how to enforce them.69 His decision to impose a 12.5 per cent rate was a grimly realistic one. It might not raise much, but the chances were that people would find it sufficiently untroubling that they wouldn’t try to avoid it. The United States shared France’s lack of experience in the field of income tax, but its politicians seemed unaware of the implications of such inexperience. Experts, on the other hand, immediately worried about enforcement. As Edwin Seligman, considered the country’s foremost scholar of taxation, noted: ‘No machinery has yet been devised to check the returns from individuals engaged in business or occupations.’70 There were few ways to check whether people were lying in their returns or whether they were exploiting loopholes in the Revenue Act – for example, splitting shares or property between family members to ensure no one individual entered the higher tax brackets, or putting property into companies to avoid tax (technically illegal under the terms of the Act but almost impossible to enforce).71 So although the US, unlike France, imposed extreme tax hikes, affluent and wealthy Americans had plenty of scope to avoid them.

Their efforts show in the figures. In 1916, when the top income-tax rate was just 15 per cent, 206 Americans reported receiving an income of over $1 million per year. In 1921, when the top rate was 73 per cent,72 only twenty-one people claimed to have done so. Over the same period, the number of people who said they earned over $300,000 dropped 70 per cent.

There are no reports of the era’s millionaires skipping north of the border or to war-damaged Europe’s tax havens. Those who appeared in the Richest People in America list featured in Forbes magazine for the first time in 191873 still lived there in 1923 or had died there. And despite the supposed disappearance of the wealthy, the economy continued to grow in the years after 1917, and incomes overall rose.

So when supply-siders say that the massive tax cuts Mellon introduced in the 1920s were followed by a significant increase in reported taxable incomes and higher tax payments by the richest Americans, they are absolutely correct, but their rationale for this phenomenon is hard to sustain. Congress had made it clear that the high wartime tax rates were temporary. It therefore made sense for the wealthy to hold off declaring income while taxes were high. And when the Democrats attacked the decision to drop the rates to 25 per cent in 1925, it made sense for taxpayers to report income, just in case rates were hiked again under a future government. That the increase in tax yield was greatest in areas such as dividends and capital gains, which can be easily timed, rather than salaried income, further points to a non-supply-side interpretation of the overall statistics.74

It’s certainly true that there was a general economic recovery in the 1920s. It could therefore be theoretically argued that even if tax cuts didn’t increase people’s productivity as much as the Laffer school would argue, they did have an impact. But even this lesser claim is tendentious. Given that he was appointed in the midst of a deep recession and that the US economy had gone through cyclical phases of growth and recession before his tenure and would do so again afterwards, it’s a not unreasonable assumption that Mellon’s stewardship would have seen some sort of transition from slump to recovery regardless of what he did. And that other countries with very dissimilar tax regimes experienced similarly strong growth during this period makes it seem even less likely that it was tax cuts in the US that boosted growth. After the war, high levels of debt forced the French government to hike taxes. By 1920, the country’s top marginal income tax rates exceeded 60 per cent.75 Yet France’s growth rates in the 1920s exceeded those of the US.76 Germany, too, which suffered hyperinflation in the early 1920s, experienced higher growth rates than the US in the ‘Goldene Zwanziger’ even though it, like France, raised tax levels.77 The international experience suggests that even if Mellon had not cut taxes in the way he did, the United States would have enjoyed a buoyant decade economically in the 1920s.

Fad economics

If the 1920s are not the proof of concept that supply-siders claim them to be, neither are two other test-case periods they often cite: the early 1960s and the 1980s.

The so-called Kennedy tax cuts, which were signed into law by Lyndon B. Johnson in 1964, cut the top income tax rate from 91 per cent to 71 per cent and the corporate income tax rate from 52 to 48 per cent, as well as introducing a range of other tax breaks.78 The economy subsequently accelerated, with GDP growth averaging 6.3 per cent between 1964 and 1966, up from the 4.4 per cent average from 1961 to 1963.79 It is conceivable that the prospect of earning higher post-tax earnings or returns encouraged idle people to take up jobs, businesses to expand and entrepreneurs to launch new ventures. It’s much more likely that the tax cuts provided a major Keynesian stimulus, by putting more money back into the economy, albeit at a cost of wider deficits (a topic I will return to in Chapter 8). Overall the reductions were equivalent to about 2.2 per cent of Gross National Product in 1965, according to a Congressional Budget Office estimate.80 Further demand was created by the Vietnam War and the need to equip a vastly expanded military. That inflation increased significantly during the period suggests additional supply or production in the economy was struggling to keep up with the additional demand, undermining the claim that increased supply was the main growth driver.

The Reagan tax cuts, which were actually inspired by Laffer, also sit uncomfortably as proof of supply-side economics in action. True, average annual GDP growth during the Reagan presidency was a healthy 3.5 per cent, but this was thanks to borrowed money. A massive demand-side stimulus, with deficits averaging over 4 per cent of GDP annually 81 – a level whose only peacetime equivalent was during the Great Depression – left the country saddled with vast debts. Equally embarrassing for the supply-side cause was that Bill Clinton achieved 3.9 per cent annual growth82 after raising tax rates. Clinton’s experience also supported the ancient theory that higher, not lower, taxes helped balance the budget, with federal deficits averaging under 1 per cent of GDP under his watch.

The dearth of hard evidence to support supply-side theory over the past four decades during which politicians have repeatedly put the policies into practice partly explains why the academic community still mostly holds the theory in disdain. Polls of economists since the 1970s – often commissioned when a government announced plans to cut tax rates and boost taxes in the process – have repeatedly shown they reject the idea of self-funding tax cuts. In 2012, for example, Chicago Booth University asked a panel of senior economists whether a cut in US federal income tax rates would raise taxable income sufficiently to ensure that the annual total tax revenue would be higher within five years than without the tax cut. Thirty-three per cent said they disagreed. Thirty-eight per cent said they strongly disagreed. None said they either agreed or strongly agreed.83 This view seems to be prevalent regardless of the political leaning of the economists involved. The Harvard professor Greg Mankiw, for example, served as Chair of the Council of Economic Advisers to President George W. Bush. Yet in his 1997 textbook, Principles of Microeconomics, he discussed supply-side economics in a section titled ‘Charlatans and Cranks’: ‘An example of fad economics occurred in 1980,’ he wrote:


when a small group of economists advised presidential candidate Ronald Reagan that an across-the-board cut in income tax rates would raise tax revenue … Almost all professional economists, including most of those who supported Reagan’s proposal to cut taxes, viewed this outcome as far too optimistic.84



The question therefore arises: why has supply-side economics taken such a hold? Part of the answer has to be Laffer and Wanniski’s sales-manship. Part has to do with the interpretation some have placed on historical economic data. But it’s also important to remember the circumstances of the decade that gave rise to the theory.

The 1970s are widely remembered as a dismal period economically in Europe and the United States. The previous couple of decades had witnessed extraordinary growth. In the US GDP had risen by 3 per cent in real terms per capita annually. In some European countries the figure was above 4 per cent. The pre-1973 period also largely brought full employment on both sides of the Atlantic.85 Post-1973, by contrast, growth slowed, and unemployment crept up. In reality, 1970s unemployment was low by pre-Second World War levels, or modern standards. And if one uses the most widely accepted orthodox measure for long-term economic performance – real GDP growth per capita – the 1970s rate of around 2 per cent per annum was about average for the twentieth century.86 But that was not people’s perception at the time. They felt poorer because they were witnessing the end of an unprecedented economic boom. They were also bewildered by the explosion of inflation. Rising prices ate away at the value of savings and wages, and generally caused huge uncertainty. In Europe inflation contributed to wage disputes, which led to labour strikes, while in the United States slowing growth and rising prices contributed to a stagnant stock market that made middle-class investors feel poorer.

Unsurprisingly, therefore, citizens began to question their leaders. In the United States, voters ‘went from being economic populists, who thought the system was rigged against them by Wall Street, to being social and conservative populists, who thought that government was the problem’, according to Karl Rove, a Republican political strategist who was the architect of George W. Bush’s White House bid.87 The result was a seismic political shift. In 1978 Rove himself helped Bill Clements to become the first Republican to win the Texas governorship since 1869.88 Two years after this, Ronald Reagan swept into the White House, declaring ‘In this present crisis, government is not the solution to our problem; government is the problem.’89 The shift occurred in Britain too. From the late 1940s to the 1970s, the government of the country had been conducted according to the so-called ‘Post-war Consensus’. Both major political parties, Labour and the Conservatives, had agreed on policies of high taxes and significant state intervention in the economy. In 1979, the country elected Margaret Thatcher, who promised a fundamental break with these policies. Across developed nations, in fact, ‘the view that the growth and financing of the public sector has, on balance, stifled growth’ attracted widespread support around the world, the OECD90 observed in 1985.91

A crisis of confidence in the old ways created an opportunity for people to come in and offer new ideas. Supply-side economics fitted the general disillusionment with the effectiveness of government. It also provided answers that seemed easy to execute and that appeared cost-free to governments. True, many experts pooh-poohed its central tenet. But then they were having their own crisis of confidence in the 1970s. And the uncertainty that followed created precisely the right conditions for a fringe idea to take centre stage.

The Chicago School

In the post-Second World War period, many economists implicitly or explicitly subscribed to Wagner’s Law, a theory posited in 1883 by the German economist Adolph Wagner.92 Wagner had mapped how, as a sample of countries had become richer, their public expenditure had increased. He saw this correlation as evidence that rising government expenditure was both a cause and feature of continued growth. The years after 1945 appeared to confirm this. Increased government investment and more detailed stewardship than in the past, it seemed, contributed to robust growth.93 James Tobin, one of the most celebrated US economists of the twentieth century, who would also be awarded the Nobel memorial prize in economics, summed up the thinking of many of his peers when he said in 1960 that ‘Increased taxation is the price of growth.’94

Not all economists agreed, though. In 1947 the Austrian economist Friedrich Hayek established the Mont Pelerin Society, a group dedicated to the cause of encouraging free-market, laissez-faire ideas in a period when expanded government involvement in society seemed to be unanimously supported across the political spectrum.95 Another founder member of this small club was Milton Friedman, who in the second half of the twentieth century would become perhaps the loudest voice raging against Keynesianism. He opposed minimum wage rules and income redistribution and took a poor view of government regulation and government-backed central banks. Friedman and his peers at the University of Chicago argued that government interventions aimed at improving the economy were at best inefficient and at worst counterproductive. The Chicago School, as Friedman and other government sceptics at the university came to be known, held that markets tended towards equilibrium, and that any attempt to steer them led to instability and inefficiency. In practical terms, they argued, governments should resist the temptation to try to smooth out demand in the economy. At its core, this thinking was that of Adam Smith and his intellectual descendants of the Neoclassical School – the belief that human beings respond to price signals in a way that maximises their own welfare; and that this rational and predictable decision-making can only be distorted, and the productive process made less efficient, by government inserting itself in the transactions that power the economy.

Friedman placed enormous faith in the tendency of markets to achieve an economic equilibrium in which employment and productivity are maximised. That such a viewpoint hinged on some assumptions – for example, a belief in perfect competition – that were patently not true didn’t trouble him. His view was that the economy was so complex that any theories about it were bound to involve assumptions that might be unrealistic. What mattered was whether these theories allowed one to make accurate predictions. If they did, then whether the assumptions they rested on might or might not be accurate was irrelevant.96

Most economists up to the 1970s largely accepted the neoclassical economic thesis that policies that cause market distortions lead to inefficient resource allocation. However, in a context where significant government intervention in the economy, via historically high taxes and spending, didn’t appear to be causing any harm, they seemed happy to overlook this contradiction between economic theory and reality. They concluded, for example, that even though higher taxes might make employment less attractive in principle, in reality people were either not influenced by this or felt powerless to respond. Moreover, when they examined data for the period between the end of the Second World War and 1980, they usually found no evidence that the higher taxes and government spending that prevailed then had dampened growth.97

But as faith in Keynesianism waned in university economics departments, interest in examining the role of government more critically surged. Academics began building complex models and crunching data sets that related to all kinds of government interventions in the economy. Academic journals in the 1980s became filled with what some described as ‘second-generation’ analyses of the impact of tax rates and government spending on growth. Their findings offered a stark contrast with those of earlier studies. Now, it seemed, there was indeed a negative relationship between government intervention and economic growth.98 Higher taxes and government spending did lead to slower growth and, consequently, poorer populations. The dozens of papers that made these points might not have proved the supply-side argument that tax cuts paid for themselves (in any case, otherwise sympathetic figures such as Friedman didn’t believe this), but they did suggest both that government was injurious to growth and that taxes shaped people’s behaviour. As one of Friedman’s colleagues at Chicago University, Robert Lucas, put it, Keynesianism had run out of road. Stimulating the supply of labour and investment should now be the focus of economics: ‘The potential for welfare gains from better long-run, supply-side policies exceeds by far the potential from further improvements in short-run demand management.’99

The pitfalls of correlations

It wasn’t long, however, before doubts started to be expressed about both the validity and the methodology of these second-generation studies. In some cases, the problem was that models that looked very convincing on the blackboard didn’t hold in the real world. For example, in 1990 the economist Sergio Rebelo used a theoretical model to calculate that a 10-percentage-point increase in taxation would cut a country’s growth rate from 2 per cent to 0.37 per cent. ‘Taxation can readily lead to development traps and growth miracles,’ he concluded in his widely-cited paper.100 Yet when Rebelo, one of the most prolific authors of peer-reviewed papers on tax economics during the 1990s, and another economist, William Easterly, began to analyse real-world data with a view to proving this definitively, they encountered a problem. ‘Many growth models imply a strong negative impact of taxation on growth,’ Rebelo told me in late 2019. ‘I worked for three years with Bill Easterly on the empirical connection between taxation and growth. We could not find any strong evidence … So I had to change my mind and abandon those early models.’101

As academics continued to study the links between growth and taxation (usually in the hope of identifying such a link), they repeatedly found a major and systemic flaw: that the claim of a negative relationship between tax levels and growth rates was being made on the basis of selective information and samples. A highly influential 1983 World Bank working paper on the injurious nature of taxes afforded a clear instance. It compared the ratio of total tax revenue to gross domestic product for twenty countries, and concluded from this that low-tax countries enjoyed higher growth rates.102 However, when the working paper was reappraised, it became apparent that the countries selected for analysis had been chosen almost at random, and that if the model was re-run with a different selection of random countries, the results were not replicated. It was a bit like one study arbitrarily selecting twenty people, finding those who wore dark clothes were taller, and so concluding that it must therefore be the case that all tall people prefer dark clothing; and another study finding that a sample of twenty different people revealed that the tallest wore lighter clothing.

Another study, published in 1991 by the Harvard Professor Robert Barro, which received a lot of attention, found that government spending as a percentage of GDP was inversely correlated with economic growth.103 But when the study was re-examined it emerged that the results were skewed by the inclusion of countries with different income levels. Developing countries frequently have lower government social spending as a percentage of GDP and higher growth rates than developed countries – the Asian tigers, like Japan and South Korea in the 1970s and 1980s, being an example. But over time, developing countries’ growth rates slow and converge with developed countries’ rates, and their government spending expands. When Barro’s calculations (and those of others who used the same approach) were re-run and the sample adjusted so that only countries with a similar income level were compared, the negative correlation between government spending and growth fell away.104

The findings of other studies were distorted by the time period selected. Those, for example, that compared the strong growth of the 1960s, when governments were generally smaller than today, with more modest growth rates in the 1980s, could show a negative correlation between government spending or tax and growth.105 Those that studied the same assumptions but took a longer view found that the correlation fell away.106 Poking holes in rivals’ findings is, of course, scarcely the unique preserve of economists. What is striking about the whole tax-incentive debate is that it was also the authors of early studies claiming negative correlations between tax levels and growth who found themselves having to report that they couldn’t replicate their results if they examined wider data sets.107

There was another problem, too, and it’s one that has come to dog economic research: calibrating econometric models. Countries differ from one another in endowments, demographics, politics and other ways that can have a big impact on growth. Simple comparisons between GDP rates and tax burdens or spending levels can therefore be highly misleading. For example: Japan’s low GDP growth in recent decades has been exacerbated by a falling population.108 The US growth rate has been supported by a higher birth rate and immigration.109 If you want to compare the impact of a variable, like tax, on two such countries you have to make adjustments accordingly, perhaps by using GDP per capita. If you don’t, you risk concluding that an economy is successful when its population is actually becoming individually poorer, or that it’s unsuccessful when in fact its citizens are becoming more prosperous. Longevity is another factor that should be taken into account. Increased longevity is usually seen as an indication of economic and societal success. However, it also reduces GDP per capita growth, since the added years of life are usually non-working years. In the past forty years European longevity has increased far faster than US life expectancy.110 Not to allow for that when comparing European countries with America can skew a calculation significantly.

When economic studies that posited a link between low tax and high growth were reassessed, this time controlling for age, school enrolment, starting income and various other factors, the earlier published findings often turned out to rest on very shaky foundations, and other factors – such as openness to trade – surfaced as much more likely causal factors. Time and time again, it seemed, second-generation studies adopted models that were questionable, or ones whose results could not be replicated by differently calibrated models.111 Add to that the inevitable miscalculations112 – some economists said they couldn’t replicate the outcome of their peers using the same data, a common problem in economics113 – and the new certainties seemed less certain.

But the biggest problem with the second generation of tax research was that, for all the stand-on-one’s-head-and-squint-and-you’ll-see-them correlations they identified, they could not explain the screaming reality of the previous century. From 1870 to 1912, US tax revenues were just 3 per cent of GDP,114 and the country experienced average per capita growth of 1.9 per cent per annum.115 After the Second World War, government spending entered a new, higher level, averaging around 30 per cent of GDP between 1960 and 1997. During this period the United States experienced average per capita growth of 2.2 per cent per annum.116 The UK experienced a similar trend, growing at its fastest rate ever in the 1950–73 period as the role of government expanded enormously.117 Longer term, the picture is even more stark. The UK’s tax burden and public spending was around 10 per cent of national income in the first decade of the twentieth century and over 40 per cent in the last quarter,118 yet economic growth averaged just 1 per cent in the first decade and over 2 per cent in the latter period.119

Other European countries including France120 have experienced similar trends, as have Asian countries. Japan experienced average annual GNP per capita growth rates of 1.5 per cent from 1887 to 1917,121 during which it went through its first great industrialisation, and government spending was just a few percent of the economy.122 Between 1950 and 1980, growth averaged twice that, despite government expenditure doubling in size to over 30 per cent of GDP.

If public spending and taxation, as a rule, weigh on growth, how could governments expand from 10 per cent to 40 per cent of the economy and their countries not suffer much lower growth rates? Or, if low tax was so good for growth, why weren’t the late-nineteenth century and early-twentieth a period of more dynamic expansion? And, by the same token, why do cross-country comparisons show that having a low tax- or government-spending-to-GDP ratio has been a feature common to poor countries, not rich ones? As the renowned tax economist Joel Slemrod wrote in 1995: ‘If the cost of government is so large, why is this cost so difficult to discern in time-series or cross-country studies?’123


Concerns about big government are not just a feature of the late-twentieth century. In the 1830s Britain elected the Whig Party on the promise of ‘retrenchment and reform’ of government, after the Napoleonic Wars prompted an expansion of the state. Keynes once suggested that a tax-to-GDP ratio of 25 per cent might be the maximum an economy could bear124 – well below the 37 per cent level that Britain’s 2020 Chancellor of the Exchequer, Rishi Sunak, has identified as his preferred ceiling.125 But in many respects the focus on government size is often not instructive, not least because the most commonly used metric – tax or spending as a percentage of GDP – is so simplistic as to be misleading. For example, France’s spending-to-GDP ratio is inflated by its expenditure on childcare and family support. The US government does not cover all this. However, the United States offers tax deductions for children that the French tax code does not. From a revenue perspective, giving someone money or cutting their tax bill is much the same thing,126 which is why the technical name for deductions are ‘tax expenditures’. Including these in one’s calculations can give a very different picture. For example, the Netherlands is often depicted as a quintessential example of a pampering European ‘big government’, a perception apparently supported by its above-OECD-average tax-to-GDP ratio. In 2010 the OECD estimated the ratio at 36 per cent, compared to 25 per cent in the United States. However, Dutch tax expenditures amounted to just 5 per cent of tax revenue, while Washington gives exemptions worth over 30 per cent of tax revenue.127

Leaving aside the problem of assessing precise government size ratios, the fact is that governments can sometimes do things more efficiently than the private sector. The UK spends less than 10 per cent of GDP on its government-run healthcare system. Meanwhile, the United States’ largely private system costs 17 per cent of GDP.128 The UK system provides free universal healthcare, which the US system does not, and, by many metrics, achieves better health outcomes than the US system.129 Governments have also shown themselves more effective than the private sector at providing roads and bridges (when the private sector does build such infrastructure, it is frequently only when awarded a minimum toll revenue guarantee by government),130 the provision of security and the administration of justice.131 And, insofar as a society considers income redistribution desirable, governments have been more effective than the historic private-sector alternative of charity.

None of this means that wasteful government spending is harmless. History shows that big government as a result of profligacy – excessively generous pensions, white elephant projects or exorbitant state employee wages – will as surely lead to unsustainable deficits as a business which loses control of costs will go bankrupt. But failure to find consistent material evidence to show that bigger government leads to slower growth has left us much where we were fifty years ago. Today, economists generally agree that tax cuts can provide short-term boosts to growth, but not nearly enough to make the reductions pay for themselves. Meanwhile, tax-rate rises are seen as likely to curtail growth, but not to such an extent that they will reduce tax revenues, which means that if one does have a budget-deficit problem, taxation almost certainly needs to be part of the solution. The neoclassical theory championed by supply-siders – that we could significantly sharpen incentives to create wealth by reducing the tax burden on society – captured the economics profession’s imagination for some time, but more recently has lost its hold, even in traditional free-market bastions like the University of Chicago.132

The problem is, though, that claims of a miraculous, welfare-enhancing discovery – such as that magnets can cure cancer or that lower taxes boost growth – invariably attract greater attention than those which offer no easy solutions. For this reason, the constant drip-drip over the past few decades of papers that have echoed the basic supply-sider argument have left their mark on the public consciousness. And they still have a disproportionate and baleful effect on government decision-making.

No free lunch?

After I returned to Britain from Nashville, I got to thinking about U-Haul truck rates, and found myself punching destinations into the online price tool to see if Laffer’s theory about truck hire costs being correlated with tax rates was accurate. At first it did indeed seem that the cost of trucks to Nashville from cities in states with high income taxes was higher than the cost of trucks going the other way.

But then I broadened the sample to include other low tax states, and the correlation fell away.133 What’s more, I found that the supposed link between tax rates and internal migration didn’t hold up even for Tennessee. Nashville might have been booming, with around 100 people a day moving there, but Tennessee as a whole was losing citizens, despite its low tax rates. Meanwhile, high-tax California was still receiving net inward migration from other states. When I surveyed the literature, I found that economic studies over the years had failed to find a negative correlation between US state tax rates and state-by-state economic growth. On the contrary, the richest states tended to have higher taxes.

It seemed the U-Haul prices were yet another supply-side anecdote that sounded convincing on first hearing but didn’t live up to close scrutiny. Supply-side theory failing to predict van rental rates is, however, a relatively harmless shortcoming. Far more serious is the effect of such a theory when it plays out at a national level. In 2016, Donald Trump told me he planned to get the US budget deficit down from its then annual level of $585 billion. Two years into office in 2019, and after his tax cuts, it was $1 trillion.134
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THE FELDSTEIN REVELATION

Do high taxes make us lazy?





The queues tend to build up first on the section of motorway north of Lyon. By noon, the stretch that skirts the Rhône south of the city is also clogging up, and vehicles enter a glacial stop-start rhythm that can involve driving for miles without leaving second gear. The motorway from Paris to Marseille is known as the Route du Soleil (‘Road of the Sun’): travel it any Saturday in July or August and you’ll find yourself surrounded by barely moving Renault Scenics crammed with bags, board games and beach toys often covered by colourful towels to protect them from the sun. Front-seat passengers rest their bare feet on the dashboard. Up ahead, campervans with bicycles fixed to the back inch past Peugeot SUVs pulling trailers. On the side of the road, electronic signs flash warnings such as ‘Véhicule Arrêt – Soyez Vigilant’ or tell you that the next service station is closed due to long queues. Occasionally, the traffic begins to clear and cars speed up. That’s probably the most dangerous part, because invariably, before long, the cars ahead of you suddenly brake sharply, forcing you to do the same and pray the people behind are doing likewise. To reduce the risk of being tail-ended, motorists activate their emergency lights while slowing, as an additional form of brake light. But the pieces of broken plastic and glass on the side of the road show the system doesn’t always work.

For millions of French, the Route du Soleil is synonymous with traffic. It’s even earned a place in Guinness World Records for the longest ever traffic jam – a 176 km tailback in 1980.1 In point of fact, that didn’t happen in summer. It was in February, and caused by tourists returning from their winter ski break in the Alps.

Why does the road to sunshine, or snow, experience these occasional severe congestion problems? Some (usually foreigners) say bad driving is a factor. The Lyonnais say the passage of the Route through their city centre creates an unnecessary bottleneck. But if you followed the work of US economist Ed Prescott, you might have another answer: taxation.

In 2004, the year he was awarded the Nobel memorial prize for economics, Prescott published a paper entitled ‘Why Do Americans Work So Much More Than Europeans?’2 In it, he sought to explain a large divergence that had emerged over the previous forty years. During the 1960s and early 1970s, Western Europeans and Americans worked a similar number of hours each year – indeed, the French actually worked slightly longer hours than US workers. But by 2000, the situation had changed radically. Now the French were working 15 per cent fewer hours than the Americans. They still do today.3 A major explanatory factor was an increasing fondness on the part of Europeans in general, and the French in particular, for taking holidays.4 US workers have no legal entitlement to paid annual leave, although most employers do give some.5 The French have, alongside the Spanish, the most generous paid vacation entitlement in Europe, with up to 36 days’ paid leave each year6 – longer if one builds up overtime by exceeding the 35-hour working week. Hence the congestion on the Route du Soleil and other autoroutes on ‘les jours de grand départ’.

Europeans’ long holidays are a function of government legislation and negotiated agreements between workers and employers. All parties are aware that longer holidays come at a cost: unions generally accept that fewer hours worked means less output, which must result in lower wage increases. This is evident in the macroeconomic data: French workers are just as productive per hour as US workers, but their GDP per capita over the course of a year is lower. So why do Europeans choose, as a group, to forgo income in return for leisure? And why don’t Americans?

Some have suggested that varying cultural preferences explain the difference, but Prescott thought the answer lay in the fact that Europeans were rational economic actors. He noticed, when examining labour supply and government revenue data, that ‘when European and US tax rates were comparable, European and US labor supplies were comparable’. His conclusion was therefore that the Europeans were simply responding rationally to a price signal. They were working fewer hours, because their governments made working less financially attractive.

Microeconomic mechanisms

In the previous chapter I looked at the arguments that have raged about the economic pros and cons of big government, and showed how, in terms of the overall impact of tax burdens and state spending as a percentage of GDP, there is no convincing correlation between government size and growth or wealth levels. Advocates of small government, though, would argue that this proves very little: modern economies are so large and complex, they say, that even large trends or shifts get buried in the macroeconomic data. What matters far more, and the area where one should be able to more easily spot the impacts of tax policies, is via microeconomic channels such as corporate investment, personal saving decisions and, perhaps most critically, how hard people choose to work. Here one really can measure the extent to which government tax policies affect economic behaviour, because one is looking at individuals and their motivations, not states and their mechanical complexities. And it is in this microeconomic arena, small government advocates claim, that their arguments for low taxes can be most unambiguously demonstrated and proved.

The notion that lower taxes are an incentive to work is well established in Western societies. Seven of the last twelve UK Chancellors of the Exchequer, going back to Labour’s Denis Healey7 in the 1970s, have cut income tax rates, and done so saying they wished to encourage effort and industriousness (Healey’s predecessor, the Conservative Anthony Barber, also reduced income taxes, but his stated aim for the move was a desire to give the economy a Keynesian stimulus).8 Japanese governments, German chancellors, US and French presidents and prime ministers of Australia,9 Canada10 and Ireland have all reduced income taxes in the past forty years citing an intention to stir their populations toward greater effort. Their moves are consistent with the guidance from organisations like the OECD and IMF. Broadsheet newspapers and current affairs magazines around the world regularly state as fact in their editorial and news pages that lower taxes lead to greater effort. Opinion polls from the United States to Latvia have also shown many voters accept this premise.

This idea wasn’t created by Arthur Laffer, Ronald Reagan or Margaret Thatcher. It’s much more deep-rooted than that. People seem to find it intuitive that if you reduce someone’s take-home (post-tax) earnings, they will feel less inclined to work hard. Even when Britain was drifting towards greater egalitarianism in the immediate post-Second World War period, a 1954 poll of 1,429 English and Welsh workers found that 73 per cent of the men questioned said they believed this to be true.11

In the post-war period, concerns about the disincentive impacts of taxation had relatively little impact on policy around the world, with top rates of income tax hitting 80 per cent or more in Britain,12 the United States13 and Japan.14 Amid slowing growth in the 1970s, thinking on the matter changed,15 and between 1981 and 2010 the average top marginal statutory rates of personal tax in OECD members fell from 66.8 per cent to 41.7 per cent.16 Since then, concerns about growing inequality have prompted much talk about re-imposing higher taxes on the wealthy. And some actions. In 2010, Britain increased its tax rate on top earners to 50 per cent from 40 per cent (later reduced again to 45 per cent). In 2017, the Japanese government approved tax increases for higher earners, helping fund tax reductions for those on lower incomes.17 Bernie Sanders, a front-running candidate for the Democratic Party’s presidential nomination in 2016, launched his 2020 campaign with a proposal to increase the top federal income tax rate to 52 per cent from 37 per cent.18 The high-profile US Congresswoman Alexandria Ocasio-Cortez even started a campaign for a 70 per cent top income tax rate.19 And polls show wide support for higher taxes on the wealthy. A 2018 survey conducted for the OECD that asked 22,000 people around the world ‘Should the government tax the rich more than they currently do in order to support the poor?’ found that, overall, 68 percent said yes (with respondents in the United States more likely to agree than those in France).20

But the fact that popular feeling sometimes now inclines towards higher taxes for the ultra-wealthy hasn’t destroyed that basic, long-rooted assumption that tax and hard work are uneasy bedfellows. And that assumption is so embedded in the DNA of classical and neoclassical economic theory that it has proved difficult to shift.

To understand why, we need to revisit the development of economics as a science, and rehearse again the basic laws of supply and demand.

The economic law of gravity

As early as the 1690s, the philosopher John Locke stated as axiomatic that ‘The price of any commodity rises or falls, by the proportion of the number of buyers and sellers.’21 Later generations accepted the basic premise, but altered and refined it. For classical economists such as Adam Smith in the eighteenth and David Ricardo in the nineteenth century, prices are ultimately a function of production costs – in other words, goods which are more expensive to create cost more. For economists who created the ‘marginal’ revolution of the nineteenth century, prices are actually determined by the marginal utility consumers derive from the production – that is to say that a person will be willing to pay for an additional good, such as an extra chocolate bar, a price equivalent to the pleasure they derive from it. If that’s £1 for the chocolate bar, then they will pay up to this level even if they find out that the manufacturing cost is only 20 pence. If it’s £1, but manufacturing costs take it to £1.50, they won’t purchase. Alfred Marshall’s model, based on a mechanistic view of human behaviour, whereby people behave in a rational and predictable way in response to price signals,22 has become familiar anyone who has had even the most basic exposure to economics.
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The basic supply-and-demand model holds that the volume of a good or service which suppliers are willing to provide increases with price. This tendency is captured in an upward sloping line called the supply curve. In the example above, suppliers are willing to offer 1,500 units when the price is £100, and just 1,000 when the price is £50. Conversely, the demand curve shows that consumers, in aggregate, will only demand 1,000 units when the good’s price is £100, but 1,500 when it’s £50. At a price of £50, buyers want more than sellers are willing to supply, while at £100 the sellers will not all be able to find buyers. There is, however, an equilibrium point on the model (E) at which the market ‘clears’ – that is to say, a point at which the volume demanded and offered will match, and the supply and demand curves intersect. In this particular example, the market equilibrium price is £75.

Key to Marshall’s world view was the notion of the elasticity of supply and demand and the ability to quantify it. If someone reduces consumption by 10 per cent when the price rises by 10 per cent, for example, they are said to have a price elasticity of demand of -1 (often expressed without the minus sign). Different people will have different preferences for every product, but even if these are widely dispersed, economists say one can derive an average responsiveness to price for a population that allows useful predictions to be made. High elasticity means a sharp reduction in purchases in response to a price change upwards. In the example below, the shallow curve A shows that a 25 per cent increase in price from £80 to £100 leads to a 75 per cent drop in quantity demanded – the sort of scenario one could imagine with a discretionary purchases of luxury items, such as restaurant meals. The steeper demand curve, B, reflects the preferences of an individual or group with a low price elasticity. Here, even though the price rises tenfold from £10 to £100, the quantity demanded falls just 50 per cent to 125. This could reflect purchases of necessities, like water or medicine. Suppliers are also believed to display price elasticity, although in the opposite direction, with higher prices leading to higher supply, and so displaying a positive elasticity.
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Marshall’s curves exemplify the neoclassical view of the world. As the Bank of England states on its website in 2020:


Supply and demand is a bit like an economist’s version of the law of gravity. It’s the basis which decides how much everything costs: a cup of coffee, a house and even your salary.23



Just as physicists believe Newton’s laws apply in all circumstances (on this planet at least), so economists believe the laws of supply and demand govern every earthly financial transaction. Some argue the laws even apply to non-pecuniary exchanges. The Nobel prize-winning economist Gary Becker argued that the laws of supply and demand could be applied to the search for love and help explain our choice of spouse. That’s something of a niche view, but the founding principle of neoclassical economics is fixed and immoveable: human beings are rational agents exhibiting constant preferences and are eager to maximise their material welfare; their willingness to transact is not guided by whimsical factors such as cloud formations or tarot card readings. Because they are rational, their responsiveness to price changes is predictable and measurable.

Of course, economists know that, just as wind speed and surface temperature may influence the operation of gravity in any given case, so various other external factors may have to be considered when it comes to what determines quantity demanded or supplied. There may, for example, be a ‘usual’ price for a bottle of water, but if the temperature rises sharply from one day to the next, a beach stall may sell even more bottles of water at £2 each than it did a day earlier at £1 each because buyers are both more numerous and thirstier. Economists therefore qualify their model with the Latin tag ceteris paribus: ‘all other things being equal’. Inevitably, circumstances never remain constant over time. However, economists also believe that the key factors that influence demand and supply, such as population, the state of technology and, indeed, weather can be factored into models, or assumed to balance out over time. Economists tend to see the factors that cannot be built into models, like changing public mood, as insignificant compared to the importance of price, and consequently the ‘ceteris paribus’ qualification is not usually seen as a limitation on the application of the concept of elasticity.

When it comes to income tax, neoclassical theory clearly states that if a worker finds themselves having to hand over some of the money they receive for a good or their work to the government, they will be less inclined to provide that good or their service. It’s a mathematical certainty. That much is clear from the upward-sloping labour supply curve. The only detail that has to be ascertained is the gradient of that curve, which will determine at what level the tax rate will start to deter work to the extent that it harms the economy.24 What, then, is the slope? How elastic is the supply of labour?

Earning more, working less

John Locke never extended his thinking about supply and demand to wage determination.25 At the time he was writing, the idea that higher prices would stimulate additional supply wasn’t one people associated with the labour market. Indeed, many people thought that peoples’ inclination to work followed a very different pattern. The English pamphleteer Thomas Manley complained in 1669 that ‘nor has the increase in wages amongst us been occasioned by a quickness of trade … [people] work so much the fewer days by how much more they exact in their wages.’26 Mercantilist thinkers of the seventeenth and eighteenth centuries similarly worried that the more workers were paid, the less they worked,27 dissipating their higher wages in such unhealthy habits as drinking and fornication (perhaps in an attempt to emulate the upper classes of the time), thus in time suffering even worse poverty than before. The gloomy mercantilist view would have been hard to test since in the five centuries to 1800 wages didn’t really rise with any consistency.28 But it was certainly true that, once the Industrial Revolution got under way, wages rose and working hours fell. For example, workers in the carding room of Rhode Island’s cotton mills, who in 1840 were toiling fourteen hours a day for $3.28 a week, were by 1884 receiving $5.40 a week for an eleven-hour day.29 Assuming a six-day week, this means that, even ignoring the modest inflation over the period, per-hour wage rates doubled. It’s a picture replicated elsewhere in other developed countries and other industries. In Britain, for example, average real earnings rose 300 per cent between 1860 and 1970, while hours worked dropped by a third.30

As with the working hours trends, long-term unemployment data suggested that higher real wages did not stimulate an increase in the labour supply. British unemployment averaged under 5 per cent in the 1870s when wages were relatively low. It averaged over 8 percent in the last quarter of the twentieth century when wages were far higher.31 US unemployment figures, similarly, were comparatively low in the (lower-paid) nineteenth and early twentieth century, and rose sharply during the (better-paid) twentieth century.32

A direct comparison between different countries over this period confirms the pattern of higher pay being correlated with less work. In 1911, for example, among male workers over the age of ten in England and Wales, the employment level stood at 84 per cent. In the better-paid US, by contrast, the employment level was three percentage points lower, despite the fact that, owing to the high level of internal migration of young men, the country had a higher proportion of working-age males and fewer retirees than Britain.33

It makes perfect sense. If we can feed, clothe, house and educate ourselves without having to work (or have our children work) fourteen-hour days, why wouldn’t we choose to? But this truth also clashes with neoclassical economic principles. If the market rate for an hour’s service increases, it follows that a worker should be more, not less, inclined to forgo leisure time and to sell more of their time to employers.

The way economists reconcile the data with theory is to argue that labour isn’t like other goods or services. They note that people certainly do respond to higher wages, frequently accepting jobs that involve working longer hours and extra pay (promotions) or doing overtime when their boss offers time-and-a-half. In such situations, what economists call the substitution effect is in play, prompting people to sacrifice leisure time for more money. But at the same time, as they get richer, the ‘income effect’ comes into play, stimulating them to forgo some of the wages they could have earned if they had elected to work those extra hours in favour of more leisure time.

The substitution and income effects act in opposite directions: one encouraging us to work more, the other to work less. The slope of the labour supply curve, and peoples’ responses to wage increases or higher net incomes as a result of tax cuts, hinge upon the relative strengths of the two forces. Two hundred years of working less and less suggests the income effect has historically had the edge, giving a downward-sloping supply curve, or that the elasticity of labour supply is actually negative, not positive, as the laws of demand and supply assume.

This much is apparent from various studies conducted between the 1950s and 1970s. A notable paper from 1968 that sought to establish if there was a link between hours worked and tax-adjusted earnings among male workers conceded that there didn’t appear to be one.34 Others came to a similar conclusion.35 Research of a more anecdotal nature concurred: at least half a dozen such surveys in Britain, Canada and the United States published in academic journals from 1950 to 1980 indicated that while people might not be happy about a tax hike, they were unlikely to change their working patterns in response. ‘It is generally agreed that the labour supply of all adult males is largely unaffected by changes in marginal tax rates. In most studies, both the substitution and the income effects are very close to zero’, stated the Congressional Budget Office in 1978 when Republican Congressman Jack Kemp teamed up with Republican Senator William Roth to pen a Bill that sought to enact big tax cuts.36
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Economists like Robert Mundell and Arthur Laffer were sceptical of such research. To them, it was simply inconceivable that people did not respond to clear price signals. Perhaps earlier researchers had simply been wrong in failing to find a work-pay link: after all, empirical data analysis was a relatively new field of economic study. Or perhaps the long-term inverse correlation between work and pay no longer held. There were some signs that the century-long downward trend in hours worked had slowed sharply.37 Perhaps leisure had become less precious now people had more of it and the income effect had lost its potency?

Whatever doubts other economists might have had about Mundell and Laffer’s ideas, they proved persuasive with one key group: conservative politicians. And when they took power in 1981, they acted decisively. The Reagan Economic Recovery Tax Act of 1981, with its 25 per cent across-the-board reduction in income tax rates (more for the better off), constituted the biggest tax cut in US history. Here at last was the decisive test for supply-side economics and those seeking to establish how elastic labour supply was to wage and tax cuts. After all, if ever a single piece of legislation gave all Americans reason to work harder, this was it.38

Supply-side economics in the dock

So what happened in the US when Reagan adopted his swashbuckling tax cut reforms of 1981? Almost immediately, unemployment jumped upwards, and continued to rise through 1982.39 It began to fall in 1983, but it wasn’t until the end of 1984 that jobless levels fell below the level of early 1981. In 1981 and 1982 hours worked also fell.40 Far from stimulating people to work harder, it seemed, putting more money in their pockets was making them work less.

One would think that that might have been game over for the supply-siders. Paradoxically, though, Laffer viewed it as a vindication of his views. Later he recalled Ronald Reagan ringing him to celebrate after the Tax Act passed. But Laffer ‘wasn’t as enthusiastic as he [Reagan] thought I should be’.

The President grew tetchy and pressed him. ‘What’s the matter, Arthur? Why are you this way?’ 41

In response, Laffer posed a question. ‘Sir, how much would you shop at a store a week before that store has a discount sale?’

According to Laffer, the penny dropped for Reagan immediately. ‘Oh, my goodness, how bad is it going to be?’

Laffer didn’t mince his words: it would be ‘terrible’, he said; the country was facing ‘a barn burner’.

The point Laffer was making was that, while the tax cuts had been enacted in 1981, they were being phased in over three years, from 1982 to 1984. Workers therefore knew that, all other things being equal, their net pay per hour would be higher in 1983 and 1984 than 1981 and 1982. For Laffer, this explained everything: Reagan had effectively created an income effect that made leisure time relatively ‘cheaper’, in terms of forgone earnings, in 1981 and 1982. Naturally, Laffer argued, it made sense for a rational agent to consume more leisure earlier when it was cheap, rather than in 1983 or 1984 when it would be more expensive. This wasn’t contorted, after-the-fact justification either. In December 1981 Laffer wrote an article for Barron’s magazine in which he argued that the deferral of the tax cuts would encourage people to work less in the near term and that, as a result, 1982 would be a year of weak economic growth.

It’s worth mentioning that a lot of other things were going on at the time. In 1981, Europe, where countries had not in the main cut income tax rates, entered a recession. Oil prices spiked, and in the United States the Federal Reserve Chairman Paul Volcker jacked up interest rates to almost 20 per cent in a war against inflation that was inflicting a lot of collateral damage on the economy.

But for Laffer these were minor matters. For him, the recovery of 1983 and rising employment was not cyclical or the result of lower oil prices or monetary policy, but rather the rational response of people to tax cuts. He was, however, if not a lone voice, a rare one. In a 1989 research paper, President Reagan’s former chief economic adviser Martin Feldstein examined the precise pattern of the 1983– 84 recovery to better understand why it had been stronger than some previous cyclical recoveries, and concluded that there was ‘no support for the proposition that the recovery reflected an increase in the supply of labour induced by the reduction in personal marginal tax rates’.42

Feldstein was a Harvard professor who had acted as the voice of fiscal caution in the Reagan administration. He had antagonised some in the cabinet and provoked public rebukes from administration officials by giving interviews calling for higher taxes to curb the ballooning deficit. Feldstein thought the Laffer Curve was ‘hyper-bole’,43 and the two men regularly clashed over advice to Reagan (‘I won every battle,’ Laffer told me). In his view, the idea that workers had actually chosen unemployment or to reduce hours at the height of the recession, in order to consume more leisure while it was relatively cheaper, was ridiculous. The slashing of interest rates by Volcker in late 1982 offered a far more convincing explanation for the economic revival in 1983.44 In academic and policy circles, Feldstein’s view was widely shared.

True, there were some workers whose behaviour was consistent with Laffer’s side of the argument. Surveys over the years have shown that some very low-paid employees in the United States, and Britain, appeared to be highly sensitive to tax changes. But this was because the interplay of the tax and benefit systems was such that in some situations they stood to lose as much in benefits as they gained, post-tax, from working – effectively, they could face marginal tax rates of 100 per cent.45 Married women, too, according to studies in the United States, UK and Continental Europe,46 were also sensitive to tax rates. But the calculation in this case was often whether after-tax incomes could cover the costs of working, such as childcare. The more revealing picture, in terms of judging the relative merits of Laffer and Feldstein’s competing claims, was that the larger body of workers didn’t appear to respond to tax cuts, and even the highest-paid professionals and managers, who received the biggest percentage drops in their average and marginal income tax rates, also failed to work longer hours after the 1980s tax cuts.47

None of this would have surprised economists of the 1960s and 1970s, whose consensus the Congressional Budget Office had summarised in 1978. These economists mostly accepted the basic neoclassical theory that individuals should respond to price signals, like higher net wages, but they understood that institutional, social and practical considerations might get in the way. For example, when US corporate executives,48 Canadian insurance agents and accountants,49 investment managers50 and British solicitors51 told economic researchers doing 1950s, -60s and -70s surveys that tax reductions would not encourage them to work more, they often stated that the reason was that they were already working long hours.

As for the average worker, the median working week in the US in the mid-1980s was forty-two hours.52 Given other calls on people’s time, such as childcare, a large proportion of employees would not have had the spare capacity to work much longer hours even if they had wanted to. Besides, most employees, then as now, were not granted that flexibility. If a business closed at 5 p.m. and was shut at the weekends, its employees couldn’t opt to work an extra couple of hours each day or do a shift on a Saturday morning for extra pay. It’s possible that some might have elected to secure second jobs or shift to jobs that offered the opportunity to get paid for working more hours, but for the majority such moves were rarely practical.

For entrepreneurs or people investing in new enterprises, theoretical work stretching back to the 1940s holds that taxes actually encourage risk-taking, because, as losses can be set against a tax bill, risk is effectively being shared with the government. Lower tax rates, by contrast, place more of the downside on the entrepreneur or investor.53 Surveys of entrepreneurs over the years have neither proven nor disproven this belief. What they have shown, though, is that business creators don’t consider the tax factor at all when planning new ventures. Entrepreneurs don’t decide not to launch a new venture because taxes have gone up. Nor do they rush to register one because a tax cut has just been enacted.

In other words, economists at the time had good reason to assume that the Reagan tax cuts would not boost the economy in the way he hoped. Even those who were more sympathetic to the policy tended to be of the view that tax cuts stimulated demand rather than prompted a big increase in the labour supply. Laffer’s confidence notwithstanding, the supply-siders had not yet won the argument.

Working harder, earning more

But if that all makes it seem case closed, a contrary view soon started to circulate, courtesy of a very unlikely expert: ‘Marty’ Feldstein.

In 1987 Lawrence Lindsey, an Assistant Professor of Economics at Harvard University, published a paper in which he noted that, following the 1981 reduction in the top rates of income tax, the incomes of top earners had increased markedly.54

Lindsey’s paper didn’t offer an explanation for the rise, though in comments later he suggested that it was probably partly connected with tax avoidance, since lower taxes reduce the incentives to hide income from the tax authority. It may also have been connected with the fact that at times when people see a good chance of an imminent cut in taxes (as in 1980 and 1981), they opt for a discretionary delay in reporting income from, for example, the sale of assets such as businesses, shares and property (that much of the increase in high incomes after 1981 came from capital gains supports this view). Lindsey, however, also suggested – without supporting data – that ‘perhaps one-quarter to one-third of the increased reporting of income was due to increased effort.’55

Lindsey was a protégé of Feldstein at Harvard, had been advised by him on the 1987 paper, and had published it with the National Bureau of Economic Research, of which Feldstein was President. And Feldstein, not surprisingly, was intrigued by the findings.56 Was it possible, he asked himself, that the rich really had changed their behaviour as a response to tax cuts in a way that wasn’t showing up in labour force data? He decided to do some digging, and by 1992 had secured confidential data from the Internal Revenue Service on 4,000 individual taxpayers from the 1980s. This ‘panel data’ was statistical gold dust. One can observe trends in groups of taxpayers sorted by income group in the published IRS data, but over time the people in those groups change, which means we can’t actually see the way specific individuals’ behaviour changes. Feldstein’s data, by contrast, allowed one to follow actual individuals through time.

Now Feldstein examined the impact of Reagan’s second great tax-cutting budget, the Tax Reform Act of 1986, which reduced marginal tax rates for average earners by a few percentage points,57 but slashed the top marginal income tax rate on wages from 50 per cent to 28 per cent. If ever there was a massive incentive to the better-off to work more, this was it. And what were its consequences? Reported taxable incomes rose. And those of the highest earners – those with the greatest incentive to work more – rose the most. Indeed, the income of the group with average earnings of $479,000 per annum enjoyed a 70 per cent increase in their incomes – and that was excluding capital gains, whose realisation can, of course, be timed to benefit from lower tax rates.58

Feldstein’s conclusion was that previous studies that had measured labour force responses had ‘incorrectly interpreted’ the data on hours worked. Hours worked, he argued, don’t tell one much about the output of ‘higher-income individuals, who have substantial discretion about the intensity with which they work, and for whom variations in effort can substantially affect income even if the number of hours is unchanged’. In other words, if you want to know how hard a high earner has been working, you should look at their pay check, not their time card. Feldstein calculated the elasticity of taxable income, which is to say the supply responsiveness, for the different income categories he examined. In 1978, when the Congressional Budget Office assessed the likely outcomes of the Kemp-Roth bill, which would form the basis for the 1981 tax cuts, it estimated an elasticity of labour supply for average earners to be close to zero, and that low-income groups had slightly higher elasticities.59 Feldstein found that, including effort as well as hours worked, the average person had an elasticity of over one, while his top income group had an elasticity of taxable income of over three. What this meant was that, for every dollar reduction in the tax bill of those in the $479,000-per-annum category, they generated another $3 in new income. With so much more additional taxable income, as Arthur Laffer had predicted, tax cuts could be self-funding. ‘All the arguments I had with Marty, he was on the other side on every one. Until he finally did the research in 1993,’ a satisfied Laffer told me in 2019.

Feldstein’s reputation, combined with the seemingly high quality of the data he used, helped ensure his research reached a wide audience (not too much emphasis was placed on such shortcomings as the fact that his income-elasticity estimate for top earners was based on the experience of just twenty-two people). In the years after his paper emerged, others did similar research and, working on the basis that incomes rather than hours could be used to measure the productivity of high earners, came to the same conclusion: better-paid employees had much higher responsiveness to tax rates than had previously been observed.60

In the early 1980s, Feldstein had branded Laffer and his followers ‘extremists’.61 With Feldstein’s help, they had entered the political and academic mainstream.

The great UK elasticity stretch

Before long, the ‘new tax responsiveness literature’,62 as it came to be known, was having an impact on state treasuries around the world. They were persuaded by the increasing body of academic work during the 1990s and 2000s that claimed that high-income individuals were responsive to tax rates. They came to believe that the big tax cuts the US and British governments introduced during the 1980s had been the right strategy. True, the research that came after Feldstein usually estimated taxable elasticities as being much lower than three. But they were also a lot higher than zero. Tax cuts for the rich might not always be self-funding, but they still brought in more tax revenue than would have been the case if the elasticity of taxable income was zero. And Feldstein’s conclusion that lower tax rates encouraged the rich to work a lot harder also meant cuts made broader economic sense.

If a plumber works an extra hour each day because a tax cut makes this more appealing, this directly boosts the economy to the tune of the approximately £50 he or she charges per hour. If the plumber’s clients include other businesses, his or her work may have an indirect benefit on the economy by helping those businesses generate additional revenues. And the plumber’s spending of the £50 also boosts the economy. Everyone benefits, albeit by a modest amount. With a chief executive, not only is the direct impact of working harder and earning more money far greater because their salary is a lot higher than the £50 an hour the plumber earns, but the indirect impact can also be exponentially greater. If a CEO, through additional hours or diligence, sees an opportunity to launch a new division for her or his company, this could well add hundreds of millions of dollars to the economy.

One country where such considerations played out as practical policy was Britain.

In the UK in late 2008, Gordon Brown’s government announced a plan to increase the top rate of income tax to 45 per cent from 40 per cent for those earning over £150,000 – the top 1 per cent of earners.63 Months later, the Labour government announced the rise would actually be to 50 per cent.64 Conservative-leaning newspapers decried the move as an appeal to ‘class war’.65 Brown and Chancellor of the Exchequer Alistair Darling rejected the accusation that the move reflected a desire to the ‘soak the rich’. They argued the move was motivated purely by financial pressures. Britain’s economy was in chaos and the exchequer was in crisis as the government struggled to bail out the financial sector. With unemployment soaring, and incomes falling, Labour said the only ones with any money to spare were the better-off.

There’s some evidence to support Darling and Brown’s defence that they weren’t trying to launch a fundamental shift of the tax burden on to the rich. Firstly, the move was intended to be short-term – to last only so long as the country was in crisis.66 Secondly, at the same time as the 50 per cent rate was announced, the government sneaked in a 60 per cent tax rate for people earning between £100,000 and £115,000. This move, which was expected to raise almost as much as the new 50 per cent rate in its first year,67 was totally contrary to the principle that the better-off should pay more, as it left British taxpayers facing a rate progression from 20 to 40 per cent to 60 per cent, back to 40 per cent on earnings between £115,000 and £150,000 and 50 per cent thereafter. But it was successful in political terms because this tweak was hidden in the removal of the tax-free allowance, which meant the government raised a lot of money with relatively little bad news coverage.

The Conservative leader David Cameron didn’t believe the move to a 50 per cent rate was ideological. But he didn’t think it was financially motivated either. He reckoned that high earners were responsive to tax changes, and he suspected Brown and Darling thought so too. His take, therefore, was that the new 50 per cent rate was a political ruse.68 As the professed party of low taxes, the Conservatives could never support a 50 per cent rate. That meant the party could not deny a desire to cut the rate, which in turn meant Labour could go into the upcoming May 2010 election saying that the Conservative government wanted to give millionaires a tax cut.

The Conservatives did win the election in 2010, and they did want to cut the 50 per cent rate, but they still faced a problem of how to handle a possible public backlash. Fortunately, elasticity of taxable income was on hand to help.

The Labour government had said the 50 per cent rate should raise an additional £7 billion. The question was, would high earners conform to supply-side theory and restrict their efforts and earnings? Alistair Darling believed the temporary nature of the 50 pence rate would mean wealthy people wouldn’t find it practical to move abroad or change their behaviour, outside of the predictable income-shifting ahead of the introduction of the rate in April 2010 (i.e. move forward payments to the earlier period). However, when it came to budget forecasts, Marty Feldstein could not be ignored.

By 2009, Her Majesty’s Treasury had read a lot of ‘new tax responsiveness literature’ and was using a vast and complex mathematical equation known as a Computable General Equilibrium (CGE) model to map the impacts of policy changes on the economy. Few people even in policy circles knew how the CGE model worked, or if it worked at all, but tax changes were nevertheless typically fed into the model to see their impacts. By 2009, this model incorporated an estimate for elasticity of taxable income that was informed by the work of the mainly US academics who had built on Lindsey and Feldstein’s work.

A Freedom of Information Act request by a think tank in 2009 showed that the Treasury used an elasticity estimate of 0.35 for people with incomes over £150,000.69 This suggested that additional revenue would not amount to £7 billion a year, as the government had originally intimated, but £3 billion. And it was the £3 billion figure that therefore duly appeared in the budget projections.

In 2012, as Darling’s successor George Osborne prepared for his third budget, he pressed Cameron hard to allow him to cut the top rate of tax. The Prime Minister remained concerned that the move would play badly with the electorate.70 But the two men had a stroke of good luck. Shortly before the 2012 budget, HMRC reviewed the tax data for the first year of the new 50 pence rate and decided an error had been made by the Treasury under the Labour government.71 The correct figure for the elasticity of taxable income for Britain’s high earners was, they said, not 0.35 as the Labour government had estimated, but actually 0.48. And possibly higher.72

You might not expect 0.13 of a percentage point change in an arcane calculation would have attracted much interest outside of tax geeks and local policy wonks. But in the following months, HMRC’s findings were picked up by almost all UK newspapers, the New York Times,73 US National Review,74 Breitbart and outlets in Africa and Asia. It also prompted commentaries from many US think tanks including the Heritage Foundation,75 Hoover Institute,76 and American Enterprise Institute. 77

Needless to say, it wasn’t the fractional change in an elasticity number that grabbed peoples’ attention, but its overall impact on the top-line revenue figure. Based on the re-estimation of elasticity, HMRC had concluded that the 50 pence rate had not raised £7 billion. Nor had it raised the £3 billion that an elasticity figure of 0.35 suggested. At most it had brought in another £1 billion, or possibly nothing, or possibly even a minus sum, as the efforts of the wealthy collapsed under the onerous burden of Labour’s tax rise. Osborne was able to declare that the 50 per cent rate had raised ‘next to nothing’.78 Cameron was able to claim that by sending millionaires scurrying from the country, Gordon Brown’s ‘election gambit cost the country £7 billion’.79 And the two men were able to make the tax change they had always wanted to. In March 2012, Osborne announced a cut in the rate, to 45 per cent, effective from the 2013– 14 tax year.

The result? When the cut came into effect over a year later, reported earnings by high earners immediately soared. Gleeful news stories and editorials from Washington to Sydney proclaimed that Britain had just proved that supply-side economics really did work. In his weekly Daily Telegraph column, Boris Johnson noted that Britain ‘had seen a classic example of what economists call the Laffer Curve’.80 Cameron claimed that his political opponents had managed to turn a revenue projection of up to £7 billion into a cash outflow of £7 billion. He had rowed back from their policies, and the beneficial effects were there for everyone to see.

Voodoo accounting

Some years after Osborne abolished the 50 pence rate, I found myself browsing through Table 2.6 of HMRC’s income tax data. This, as few people even within HMRC probably know, gives tax liabilities by income source, tax band and marginal rate, and it’s not the kind of data set to get many people excited. But my inspection revealed something very interesting: a lot of people paid the ‘additional rate’, as the 50 and – later – 45 per cent rate was officially known. And at that additional rate they paid a lot of tax. According to my calculations, the move above 40 per cent on top earners had yielded an average of an additional £4.7 billion per year each year between 2010 and 2013. Why then were the government and its advisers claiming the opposite?

It all came down to the very complicated assumptions of what one thought would have happened if taxes had not risen. The Conservative-led government’s claim that the introduction of the 50 per cent rate hit revenues, and that the reduction in the rate to 45 per cent in 2013 increased revenues, was based on the fact that reported incomes of high earners were lower in the tax year when the 50 per cent rate was introduced, than in the previous period, and higher in the year the rate was cut to 45 per cent than in the immediately preceding period. HMRC, economists and, outside of political speeches, most politicians knew that a lot of either unrelated or short-term factors impacted these numbers. For example, reported incomes were influenced by the economic cycle and, importantly, what’s known as forestalling: the moving forward or delaying of the sales of assets or payment of bonuses or dividends, to ensure gains are reported in a lower tax period. The question in determining how much the tax rates really raised or had the capacity to raise hinged on one’s measurement of the change in underlying behaviour, stripping out one-off or short-term avoidance measures.

If there was no underlying change in work effort, then one could simply do as I did with Table 2.6, and apply the 40 per cent rate to the reported income levels to estimate how much additional money the 45 or 50 per cent rates raised (also known as the static revenue impact). But HMRC prefers a costing that factors in behavioural changes, because it believes there are significant behavioural responses or, in other words, that for the wealthy the taxable income elasticities are significantly greater than zero. This means the reported incomes I observed in Table 2.6 were lower than would have been the case if the top tax rate had not been increased.

HMRC came up with its 0.48 elasticity figure, and dynamic costings of the tax changes, by estimating a counterfactual income level in 2010–11 for high earners, assuming there had been no tax change, and comparing this to the actual reported incomes. It came up with its counterfactual outcome by identifying two proxies for the incomes of people earning over £150,000 per year, and using these to calculate escalators that were then applied to the pre-tax-hike reported income levels. It wasn’t a bad idea. But HMRC made some key errors with the proxies it identified.

In early 2012 HMRC identified two data sets that were closely correlated with incomes over £150,000, yet not influenced by tax rates on such incomes. First, HMRC observed that incomes of those earning over £150,000 per year had over the previous thirteen years moved in line with the incomes of those in the £115,000 to £150,000 bracket. It then checked some early tax returns for people in this lower category, and found that in 2010–11 their incomes had risen 6 per cent. Secondly, HMRC observed that the incomes of people earning over £150,000 moved almost in lockstep with the stock market – no surprise given that HMRC data showed that around 50 per cent of the people earning over £150,000 were bankers, City of London lawyers, consultants and others who tended to get big bonuses when markets rose, as they did – sharply – in the year the 50 per cent tax rate was introduced.

On the basis of these two proxies, HMRC estimated £150,000-plus incomes should have risen £10 billion in 2010–11, and that the tax change pushed reported incomes £20 billion below where they should have been in that period. Based on capital gains and dividend income returns, HMRC estimated over £12 billion of this was due to one-off shifting of income between periods that didn’t reflect any real economic impact, but almost £8 billion was ‘attributed to other underlying behaviour’ – i.e. wealth forgone due to reduced effort.

But there was a gaping hole in HMRC’s elaborate calculations. So keen was it to publish its estimate to coincide with Osborne’s March 2012 budget that it did so before it had all the tax returns data of those earning between £115,000 and £150,000 a year. When all the numbers were in, they revealed that incomes in this pay bracket did not rise 6 per cent as the tax experts had assumed. They actually fell 4 per cent.81 What’s more, HMRC’s assumption that a recovering stock market signalled a commensurate rise in high earners’ incomes was also wrong. In the years after the banking crash, the UK financial sector did not return to its high-paying ways. Accounts for the UK arms of international investment banks, City law firms and accountants82 all showed it took a decade for even nominal earnings to return to pre-crisis levels. And this wasn’t just a London blip. Data for the New York bonus pool also showed average pay-outs remained below the pre-Lehman collapse highs as late as 2018.83 The previously observed correlation had simply broken down. Put simply, a clearer examination of both the approaches used by HMRC suggests that even if tax rates had not risen in 2010, higher earners’ income would still have fallen. And if HMRC was wrong in assuming that incomes above £150,000 would have risen in the absence of the introduction of the 50 per cent rate, then its estimated £8 billion putative revenue decline disappears, and with it the claim that the elasticity of taxable income is anything like 0.48. Indeed, the actual figure would be more consistent with the labour supply elasticity estimate of 0.063 which the US Congressional Budget Office derived for high earners in 2007.84 Or possibly even zero. Either way, the £4–£5 billion revenue figure one can see in Table 2.6 remains the best estimate for the exchequer impact of the additional rate.

In what reads like a desperate grasp for the most circumstantial anecdotal evidence to support its elasticity estimate, HMRC cited a news report about London-based hedge fund managers considering moving to Switzerland, and concluded from this that some high earners must have left the UK in the years after the tax rises, so depriving the exchequer of much-needed cash. This wasn’t the case. Berne’s meticulously maintained records show that the number of financiers moving from London to the Alpine cantons actually shrank from almost none in the mid-2000s to even closer to none in the years after the tax hike.85

The decision of one investment firm to move its headquarters to the tax haven of Guernsey grabbed some headlines, but the firm later said that only ten people were hired on the tiny island.86 In aggregate, Guernsey saw a 90 per cent drop in net inward migration after the financial crisis, suggesting it didn’t benefit much from the 50 per cent rate.87 Neighbouring Jersey reported a similar, if less dramatic drop in net inward migration at this time.88 The islands do not provide the detailed breakdown that the Swiss do, but when I visited the Channel Islands in early 2020, officials and finance executives I spoke to said they didn’t see any impact from the tax change.

Similarly, emigration from Britain to Europe’s glitziest fiscal paradise Monaco fell in the eight years after 2008 compared to the previous eight-year period,89 while reports about potential exoduses to the Caribbean and other tax havens failed to be followed by reports of actual relocations. Perhaps the moves were simply missed because they were so few? After all, how many people are there who have the flexibility to move overseas and continue their current high-paying occupation (financially-motivated emigration is not done for a pay cut), but are also the kind of person who is content to stay put and pay a 40 per cent tax rate but willing to emigrate to avoid paying 50 per cent?

It would be reasonable to assume that HMRC’s widely reported belief that tax rises raised no revenues would have caused the Conservative government to move back to the pre-hike levels. After all, George Osborne was keen at one point to cut back to 40 per cent,90 and Boris Johnson and a raft of other Tory MPs and ministers repeatedly urged for the move. But across four separate Conservative governments, led by prime ministers who had said that the increase of the tax rate to above 40 per cent was economically damaging, no further action was taken to reduce the rate below 45 per cent. Perhaps that was because even at this 5-percentage-point levy on top of the 40 per cent rate, the government was taking in an additional £3 billion to £4 billion per year in revenue.91 There was no empirical evidence to suggest that Britain’s business leaders and wealth creators were even trickling out of the country. And there was no empirical evidence to show that they were working any less hard.

In 2016, Osborne left government and took up a number of roles in the private sector, which, according to parliamentary disclosures and other reports, earned him as much as £1 million per year, a sum that put him squarely in the crosshairs of the 45 per cent rate. But, interestingly, when I spoke to him in 2019, he said he wasn’t personally demotivated by the fact he had to give almost half his income to the tax authority. Nor was he worried that this might be a problem more broadly, even though the 45 per cent rate (47 per cent including social insurance charges) represented a 10 per cent increase over the 2010 marginal tax rate – an increase so large it’s at the upper end of the range of changes academics use to model elasticities. ‘You do get perception tipping points which economic theory wouldn’t really pick up,’ he told me. ‘You can get away with a 49 per cent rate of tax. But a 50 per cent rate of tax, this instantly telegraphs a message around the world that this is half of my income.’

He said he didn’t accept the classical view of elasticity. He didn’t even think most individuals knew their marginal tax rate, let alone that they would respond to it in a constant, linear fashion when it moved a few points. His view was that people are relatively indifferent until a breaking point is reached – in this case, a breaking point that starts at 50 per cent.

While Osborne’s decision to cut the 50 per cent rate cheered conservative thinkers across the world, his rejection of the inner workings of elasticity of taxable income doesn’t sit easily with adherents of Martin Feldstein’s work. ‘His theory is ridiculous,’ Stan Veuger, a resident Scholar at the American Enterprise Institute, told me when I visited the think tank’s home in Washington, DC, known as the Andrew Mellon Building after its famous former resident. But then, if the calculations behind one of the most celebrated tax cuts of the past twenty years are questionable, and the basic theory underpinning it is not endorsed by the man who enacted the cut, perhaps the whole basis of the new tax responsiveness literature isn’t as rock-solid as groups like the American Enterprise Institute like to believe.

The myths of tax responsiveness

By the turn of the millennium, Americans and Britons had come to realise that their countries were not as equal as they had been in the 1970s. In the United States, the median income had hardly budged in real terms since 1973, while the top 1 per cent of earners had seen their incomes soar. In Britain, the richest 20 per cent saw their incomes rise 50 per cent more between 1977 and 2015 than the lowest quintile.92 The top 1 per cent of earners saw their share of total pre-tax national income jump from 6.6 per cent in 1981 to 11.7 per cent in 2015.93 Looking back over that long-term trend, people began to wonder about the basic assumption underpinning the new tax responsiveness literature. Lindsey, Feldstein and others had decided the better-paid must be working harder because they were being paid more. And they were working harder because they got taxed less. But it seemed that the rich also enjoyed income rises when their tax rates didn’t change, or even when they rose (as happened after Bill Clinton’s 37 per cent hike in the top income tax rate in 1994).94 Did increases in seven-figure pay slips really reflect a response to tax incentives, or were they just a consequence of an increasingly unequal world?

In 1999, Austan Goolsbee, who would go on to be Chair of Barack Obama’s Council of Economic Advisers, examined tax changes in the United States from the time of Mellon to the late 1960s. His research showed that the strong inverse correlation between tax rates and incomes that Feldstein identified following Reagan’s 1986 tax cuts was not part of a broader pattern.95 In other words, whatever might or might not have happened in the 1980s, it certainly wasn’t replicated at other times. For example, the income pattern following the 1970 decision to cut the top tax rate on salaried income from 70 per cent to 50 per cent pointed to an elasticity of taxable income among people earning over $150,000 in 1970 ($1 million in 2020 money) of less than 0.25.

Conversely, Goolsbee noted that when tax rates were increased significantly on high earners in 1935, incomes of 298 of the highest-paid executives in the country (with average incomes of around $840,000 in 1998 dollars) continued to rise, and at a faster pace than for those who were not affected by the tax increases. In aggregate, the implied elasticity of taxable income was actually less than zero, indicating no disincentive impacts on work intensity.

At times, the increase in earnings among the better-off was so steep as to make Feldstein’s claim that pay could be seen as a yard-stick of effort seem beyond unlikely. Between 1990 and 2000, for example, the average bonus in the New York Securities Industry rose steadily from $15,540 to $100,530. Bankers may have worked harder over the course of that decade. But is it really possible that they were working six or seven times harder by the end of it? Then there were the earnings differentials among different types of wealthy people to be considered. Between 1979 and 1993, the incomes of arts, media and sports professionals in the top 0.1 per cent of earners enjoyed real growth, excluding capital gains, of 5.2 per cent per annum. Scientists in the top 0.1 percent saw their incomes rise 2.4 per cent annually. Millionaire entrepreneurs outside the arenas of finance, media and real estate enjoyed growth of only 1.3 per cent annually.96 Super-rich farm and ranch owners saw their incomes fall sharply. Is it really likely that news anchors and top golfers increased their effort materially more than entrepreneurs, scientists and farmers? Did different professions have different elasticities of taxable income? It seems far more plausible that other factors were in play: deregulation, new technology and globalisation were all enriching some more than others.

A better understanding of tax avoidance has also seen some of the supply-siders’ strongest evidence of behavioural responses being increasingly dismissed. Several studies have claimed that the bigger part of observed income elasticities reflects avoidance behaviour such as forestalling.97 But many of these behaviours are short-term. It is also often argued that seeking to ‘over-tax’ the rich will fail because they will simply pay tax advisers to find avoidance techniques. But in reality, the biggest tax ‘loopholes’ are more often than not a deliberate policy decision. When Alistair Darling announced in 2009 that he planned to increase tax rates from April 2010, he was giving those who might be affected by the measure a year to arrange their affairs so as to minimise the hit. Why would he sacrifice revenue like that? Because he was aware that a general rise in income tax was a politically sensitive subject. But when it came to taxing bond traders in the midst of the banking crisis, he didn’t have to worry about negative headlines or public opinion, so his late 2009 levy on bank bonuses was made effective immediately.

In much the same way, George Osborne didn’t immediately introduce his cut in the 50 per cent rate. He announced it over a year before it became effective.98 He was signalling to people who were thinking about selling assets or paying themselves dividends from their businesses that they could hold off and realise their profit in a lower income tax environment from 2013. At a single stroke, he saved them money, and gave the government political ammunition against those who said the cut was a sop to the rich, because he could be confident that there would be a big jump in taxable income in 2014 and a resultant increase in exchequer receipts.

Even where income shifting isn’t actually encouraged by the government, it’s usually a short-term phenomenon. In a world of automatic exchange of information between tax authorities and requirements on taxpayers to disclose tax avoidance structures, other avoidance behaviour, like converting yourself into a company or buying into tax shelters, is not a material challenge to motivated tax collectors and finance ministers. The watertight ways of locking one’s money away from the taxman – such as shifting domicile around the sale of assets or use of quirks like Britain’s non-domicile rules – represent policy decisions and, to be frank, their uptake remains attractive to the super-rich whether the top rate of tax is 50 per cent or 30 per cent.

So when it comes to measuring elasticity of taxable income, estimates of short-term income responses to previous tax changes (as HMRC attempted in 2012) are of limited relevance in estimating the long-term impacts of a move in tax rates. In 2000, Austan Goolsbee estimated that the short-run elasticity of taxable income exceeded one, but the elasticity after one year ‘is at most 0.4 and probably closer to zero’.99 In other words, almost all of the most widely reported behavioural impacts of tax changes reflect short-term factors or ones that can be tackled by government response, and not increased or reduced effort on the part of the taxpayers in question.

Such findings also suggest that tax-elasticity estimates from the United States, whose tax system offers a wide range of income-tax deductions, giving taxpayers the opportunity to push the envelope in their return, may not be appropriate bases for modelling in other countries. These deductions have been credited with explaining why estimates of US elasticity of taxable income have tended to exceed estimated elasticities in countries such as Canada.100 Indeed, in Norway, which has strict anti-avoidance rules and a tax authority happy to take avoidance cases to the Supreme Court, economists examining the response to a 1990s tax cut calculated that income elasticity was effectively zero.101

The more people have looked at the new tax responsiveness literature, the less it has seemed to describe the real world. In particular, the growing body of research during the 2000s undermined Feldstein and others’ conclusions that developed countries’ income tax rates were on the wrong side of the Laffer Curve. It was a two-sided debate, but by 2006 even Feldstein had concluded his view was in the minority: ‘If you look at the household response to marginal tax rates,’ he told an interviewer, ‘the typical professional economist’s view and also that of most tax policy officials is that people don’t seem to respond very much.’102

Attempts over the years to tie income tax rates to overall growth have also failed to support the supply-sider case. Certainly, one can find negative correlations between high income tax rates and growth. For example, countries that have lower personal income taxes often grow faster than ones with higher incomes taxes. But that’s usually because poorer countries tend to raise relatively little money via income taxes and, in relative terms, they also tend to grow faster than rich ones. High income taxes have been a feature of rich countries, not poor ones. Ironically, even within the United States, high state income taxes are more correlated with affluence than low taxes.

Nor is there evidence that income tax cuts boost growth for any period other than the short term (consistent with a traditional Keynesian stimulus) – and even then they won’t be self-funding.103 This being the case, it follows both that tax cuts now will lead to tax increases later, and that the effect of such measures will be contractionary, because governments will spend that money servicing debt in the future rather than funding stimulative programmes, like road-building or defence spending.

Whose definition of rational?

Taxation, then, doesn’t explain why I got stuck between Germany-registered Audis, Dutch campervans and Peugeot estates on the Route du Soleil in July 2019. To be honest, I don’t know for sure why the French take more holidays now than they did in the 1970s. I also don’t know why the Japanese and Koreans104 and other nations have begun to behave in the same way. My suspicion is, it’s because they can afford to, and because they don’t believe that in the long-term you can work a loaves-and-fishes miracle with a tax cut.

As I sat in my hire car listening to raspy-voiced chanteuses on the radio, I wondered about the concept of the rational economic agent. Ed Preston and Martin Feldstein believed a rational person would slack off if they were taxed more. Indeed, Feldstein held that a utility-maximising individual would not be as likely to go to college or accept a promotion if they thought their future net income was going to be reduced by a higher tax rate. His logic was that they would realise the net lifetime return on their efforts would be reduced, and so they would be less inclined to make sacrifices today for future financial gain. He didn’t say it but, by implication, this means that people would also ignore the potential that they might benefit in the future from the higher taxes that were being levied (even though almost everyone is either a state employee, employee of a state supplier or uses government services, like roads).

Even if Feldstein’s calculations stood up to scrutiny, which they don’t, I find it hard to accept his definition of rational behaviour. For one thing, even the most ardent of government critics doesn’t operate on the presumption that governments burn all the money they take from taxpayers. A rational person considering all the economic information – Feldstein’s premise – would assume they would benefit somewhat from the government spending that higher taxes generate and this should moderate the presumed disincentive to work.

But the more fundamental difficulty I find with his predictions is his assumption that a rational individual would engage and disengage professionally in line with changing estimates of the discounted value of their long-term post-tax income stream.

The best career advice I ever got was to work hard. It’s the recurring guidance I have received from the nuns, Christian Brothers and Jesuits who taught me since I was four years of age. I heard it on Bavarian automobile production lines, in New York restaurants, on Dublin derivative-dealing desks and in London newsrooms. No one ever said to vary your effort and investment in yourself based on changes in your remuneration. No one said take your foot off the pedal if your bonus disappoints, take a longer lunch hour if the raise you wanted doesn’t come through, or don’t bother doing night courses if the company cuts back on its discounted share purchase plan. Studying hard, getting a job and working hard have been the simple rules that, for a century, have underpinned individuals’ financial self-advancement in the developed world.

True, long-term earning potential does influence people to choose some careers over others – say, investment banking over charity work. But that’s a question of ranking, rather than a graduated preference. Being motivated primarily by money means going for the best-paying job, not that 10 per cent fewer students on the milk round will apply for the Goldman Sachs trainee programme because a regulatory change means bond trading now pays 10 per cent less than it used to. Do Wall Street or City of London graduate applications really tack up and down with tax rates? Feldstein must have thought so. He’d have us believe that the most financially motivated people accelerate or brake their efforts like a throttleman trying to glide a power boat across choppy waters.

In the real world that’s just not practical. The most ambitious people – the ones Feldstein believed were most sensitive to changes in tax – know that behaviour today has long-term consequences. One’s career is not like a commodity market where opportunities to transact are replicable and available ad infinitum. Not studying for a degree in finance in the 1980s might have meant a would-be Master of the Universe missed out on the 1990s explosion in banker bonuses that financial markets deregulation facilitated. Bill Gates almost certainly knew in 1975 that the opportunity he had to start a software company would not exist ten years later. A CEO knows that if she reacts to a change in the tax treatment of options by spending more time getting her golf handicap down, she can be sacked and see the stream of options dry up altogether. A few people might be so offended by a tax increase that they do change their behaviour, but that’s not enough of a collective response to have an impact on the economy. I suspect the reason the data doesn’t show successful people work less when tax rates rise is because it wouldn’t be rational for them to behave in this way. As an economics professor, it’s likely that Martin Feldstein was regularly asked by his students for career advice. I wonder exactly how many he told: ‘Whatever else you do in life, make sure you have a high elasticity of taxable income.’

Yet despite the weight of evidence against tax being a dampener or stimulator of effort, the notion that it is remains remarkably persistent. Perhaps this reflects fear: an irrational worry that if we try to levy high taxes on the wealthy they will skip town or down tools and send the economy into a tailspin. Perhaps it reflects aspiration: ambitious people don’t like to think that some of the rewards of ambition might one day be taken from them if they, too, make it to the top. And it may also reflect a tendency to believe what we’d like to be true: that we can pay less tax and at the same time have lower public debt and enjoy better public services. What it doesn’t reflect is what we see happening around us in the real world.
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THE HIRE AND FIRE DEBATE

Is job security economically damaging?





Early one morning in December 2014, thousands of people began to gather in Turin’s Piazza Vittorio Veneto, a vast colonnaded neoclassical square overlooking the Po river. Many wore red hats, singlets or coats. Others prominently displayed light-blue scarves and caps. Red was the colour of the CGIL trade union, Italy’s largest; blue the colour of those who belonged to the UIL union. Union leaders had predicted 30,000 would turn out for the protest. By some estimates, the number that gathered on the cobblestones at the centre of Italy’s industrial capital was over twice as many.1

At around 9 a.m., the crowd began to march out of the square, led by Susanna Camusso, the bright-red-coated General Secretary of CGIL. Italy’s largest trade union had been affiliated with the left-of-centre Partito Democratico since the party’s establishment, so the PD’s entry into government in 2013 should have led to comfortable times for trade unionists. But after the PD leader Matteo Renzi became Prime Minister earlier in 2014, the friendship had frayed. Frayed to the point of prompting Camusso and other union leaders to call a general strike. As union members marched north past the old wood-panelled cafés under the porticos along Via Po, they waved red balloons and flags and held up banners that spelt out the source of their anger in large letters – ‘Jobs Act’ (the English-language name Renzi gave to the centrepiece of his economic plan) – alongside the slogan ‘Cosi Non Va’ – ‘It doesn’t work this way.’ When the marchers reached the Piazza San Carlo, a baroque gem ringed by façades decorated with intricate plasterwork, Camusso took to a stage and laid into the Prime Minister and his signature reform.

The Jobs Act was the first major piece of legislation passed by the Renzi government, and was designed to tackle one of the highest unemployment rates in Europe by relaxing labour-market protections. The logic was simple: if it could be made easier to fire workers for underperformance or when times were tough, employers would be more willing to risk taking on additional staff when new business opportunities presented themselves or when times were good. For Camusso, this represented the threat of a return to the grim working conditions of the 1920s, to redundancies, to the ‘blackmailing’ of workers and the ‘threatening’ of unions, and to the continuing flow of unemployed youth overseas.2 For Renzi, who had worked tirelessly in previous months to overcome opposition to the measure by giving speeches at factories across the country and warming the sofas of night-time talk shows, it was the only way forward.

His view was shared by Professor Giuseppe Bertola, an economist at the University of Turin, and one of the most widely-cited authors on labour market reform in Europe. But, as Bertola explained to me during a break from marking his students’ exam papers, it was clear that it would never be an easy sell. The unions were bound to be hostile: ‘It was opposition motivated by a fear of going to a situation where the workers are slaves,’ he said. ‘This was not a true perception, but this was the psychology, the reason to have this vocal opposition.’

Bertola’s positive view of the reforms was shared by most labour economists, the International Monetary Fund,3 the Organisation for Economic Co-operation and Development (OECD)4 and other organisations who advise governments on economic policy. Their thinking was straight out of the neoclassical economic textbook: measures like the requirement on companies to consult employees on lay-offs, give notice of redundancies or pay workers compensation when they are dismissed are seen as ‘rigidities’ that impede the functioning of the labour market. Modern neoclassical economists believe the maximising of national wealth relies on society efficiently allocating the factors of production, such as land, labour and money. They simultaneously hold that in slowing this allocation, market distortions make it harder for markets to clear and, therefore, result in fewer economic transactions and less output overall.

This thinking doesn’t mean the state should never intervene to protect workers. Bertola pointed out to me that if, for example, prejudice leads to people of particular religions or races being effectively barred from certain roles or professions, it may be necessary for government to step in. The reason for this, however, is practical rather than socially enlightened. Economic theory dictates that discrimination leads to lost opportunity and a misallocation of labour, resulting in a lower output of goods and services. Anti-discriminatory rules may therefore be required to enhance efficiency. That they might also make society fairer is a side effect rather than a specific goal. As a rule, though, orthodox economic theory assumes that in most cases firms are best able to decide upon their own labour needs and that they are unlikely to discriminate against capable workers, because that would put them at a competitive disadvantage with companies that don’t discriminate.

This thinking harks back to the laissez-faire theories of Adam Smith and the other classical economists. However, it was the neoclassical economists in the late nineteenth century who devised the mathematical view of the economy on which the modern model of labour markets is based. This orthodox view holds that if a government passes a law requiring firms to pay severance to laid-off workers, employers will perceive this as increasing the overall, long-term cost of labour (calculated by incorporating into the actual market wage an estimate of the size of a typical redundancy pay-out, adjusted for its probability) – and restrict their purchases of labour accordingly. Hence, to many economists, it is a mathematical certainty that job protection will be damaging to employment.

The high cost of making workers redundant will also slow employers’ responses to changing business environments because the expense involved reduces the cash saved by cutting the head count. For this reason the employer may delay lay-offs until workers’ productivity drops so low, and therefore the cost of retaining them gets so high, that it’s worth incurring the redundancy costs. This additional cost drains firms’ coffers further and makes them even less competitive. At a macroeconomic level, economic theory states that, by deterring dismissals, labour protection measures slow the economy’s ability to shift workers from less productive activities, such as low-margin manufacturing, into more productive sectors like software production. Moreover, by delaying a rise in unemployment, employment protection delays the downward adjustment in wage rates during a downturn that might help a country to regain its competitiveness.

In recent decades, economists have devised mathematical models that seek to capture all these effects and estimate the precise impacts of specific labour laws. One model designed in 1993 suggested that employment protection rules that require employers to pay severance packages worth one year’s wages will reduce employment by roughly 2.5 per cent and decrease average productivity across the economy by over 2 per cent.5 Other models have claimed to show that job security provisions have prolonged periods of unemployment6 and slowed firms’ adoption of new technology.7

Theory also states that those most adversely affected are the unemployed, because job protection deters job creation. To that extent, the concerns of trades unions are therefore self-interested ones: members fear being cast out onto a sclerotic jobs market. Camusso’s lament about Italy’s youth being forced to emigrate are, economists would say, a shedding of crocodile tears. Trade unions’ defence of labour market protections is, quite simply, selfish.

So wide is the economic consensus on the issue that Italy hasn’t been the only country that has sought to push through reform. In the post-banking-crisis period after 2010 several countries either tabled or introduced measures to cut back on employment protections, including Greece, Slovenia, Portugal and Spain.8 Spain, with one in four workers out of work in 2012, was pressed by the European Union and IMF, which had saved the country from default with large loans, to curtail its generous severance pay regime. Even Britain, the country seen as Europe’s least generous in terms of dismissal benefits, came up around this time with a plan to slash employment protections in the hope this would help address a near doubling of unemployment after the 2008 crash.

As the Great Recession cut tax revenues and forced governments to spend more on unemployment benefits, countries didn’t have much money to spend on fiscal stimulus programmes. Even if countries had independent control of interest rates – and eurozone members did not – rates were generally so low that additional reductions were unlikely to stoke growth. Labour market reform was seen as one of the few levers EU governments had at their disposal that might jolt their economies back towards growth. And the lever was free – there was no cost to the exchequer, unlike other unemployment-fighting policies often advocated by international organisations, such as training programmes or investment in infrastructure. In Italy, therefore, despite fierce opposition and slipping poll ratings, Renzi pressed ahead in 2015 with implementing the Jobs Act.

That countries should be seeking to roll back labour protection measures that neoclassical theorists had always told them were economically counter-productive raises an inevitable question. If it was all such a bad idea, why did individual countries go for it in the first place?

The sharp rise and gentle fall of labour protection

The connection between workers’ rights and the Treaty of Versailles is not perhaps an obvious one. Today, we think of the role of the treaty as bringing the First World War to an end. We may be aware that it also created the precursor to the United Nations, the ill-fated League of Nations. But one of the treaty’s most enduring creations is usually overlooked: The International Labour Organisation or ILO. Initially known as the ‘International Labour Office’, the ILO was established to improve the conditions of workers by helping establish rules governing labour conditions, such as hours worked and maternity benefits.

It may seem odd that a treaty aimed at settling the most barbarous conflict humankind had ever engaged in and preventing future industrial-scale slaughter should concern itself with whether, for example, women could be forced to work night shifts. However, there was a logic to this. The authors of the Versailles Treaty were concerned with all potential causes of future conflict, not simply diplomatic and military ones, and they feared that harsh or unjust labour conditions could well ‘produce unrest so great that the peace and harmony of the world are imperilled’.9 ‘Peace can be established,’ they argued, ‘only if it is based upon social justice.’10 Labour conditions thus came to be seen internationally as key to the sustainable development of societies.

The ILO has never actually had the power to set regulations that govern countries’ labour markets. Its 187 members are free to adopt or ignore its conventions and protocols. However, as a forum for discussing and highlighting the concerns and ambitions of ordinary workers it has proved its worth, helping move such issues up the international political agenda and acting as a bellwether of global views. Almost from the start one of its major preoccupations has been with employment protection rules. As early as the 1930s, when a few countries began legislating for compensation in the event of dismissal, the organisation was proposing that all workers should receive severance pay when laid off.

After the Second World War, when the ILO was reconstituted within the UN, it renewed the struggle for greater worker protection. And in 1963 it brought into being its epoch-defining ‘Recommendation 119’. Stating that ‘A worker whose employment is to be terminated should be entitled to a reasonable period of notice of compensation in lieu thereof’, the recommendation set a benchmark for how advanced economies should behave.

Recommendation 119 reflected what some countries were already beginning to do, and helped prompt others to introduce or enhance employment protections. In the same year it was introduced, Britain’s Conservative government, dismissing objections from business groups, passed the Contracts of Employment Act, which barred employers from laying off workers without reasonable notice. In 1965, a Labour government passed the Redundancy Payments Act, which not only made redundancy compensation compulsory, but also dictated that it should rise in step with length of service. Other prosperous countries took similar steps. Japan, for example, had first introduced a system for redundancy payments in 1936.11 In the decades after the war, it built up a set of rules that offered workers some of the strongest anti-dismissal protections in the world. Elsewhere in Asia, other countries also began to require notice periods and redundancy payments. There was a recognition that there were costs attached to labour protection, but those who championed it argued that it was a justifiable form of redistribution from the haves to the have-nots. As the UK Labour politician Julius Silverman put it in 1963:


It may be said that such payments would constitute a serious charge on industry and I appreciate that … But the circumstances for a man who has spent his life working for a firm, and then finds himself thrown on the scrap heap, may be much more difficult, if he is expected to manage either with no compensation or with an inadequate amount of compensation.12



Silverman suggested that it was possible that protecting employees might even benefit the economy. More humane conditions, he argued, would improve staff morale and so stimulate productivity. In an era when the world economy was booming, with developed countries enjoying full employment, economists were prepared to waive classical theory and its dislike of market distortions, and accept that any harm such distortions caused might be countered by benefits such as improved worker motivation that sat outside the neoclassical framework.13

But amidst the widespread move to some form of labour protection there was a notable outlier: the United States. Although the biggest financial backer of the ILO, America has always been luke-warm about its goals. For example, while France has ratified 127 of the ILO’s Conventions and two Protocols and the United Kingdom has ratified 88 Conventions and two Protocols, the United States has ratified just fourteen Conventions.14 Over the decades, some Democratic Party politicians, backed by labour unions, have tabled proposals to introduce federal provisions for severance compensation, but the moves have never got far. Even today, there is no federal obligation on US businesses to recompense people who have been let go, although one or two states and cities have introduced a degree of redundancy protection, sometime in the face of federal government opposition.15 In 1971, for example, Maine ruled that employees should be given advance notice of mass redundancies or pay severance.16 The general feeling, though, even among the unions, seems to have been that it should be left to individual employers and employees to agree severance deals, not that they should be written into national law.

In the heady decades that immediately followed the Second World War, America was something of an ideological outlier. But with the oil crisis and sharp economic downturn of the 1970s, that started to change. Now Keynesian theory was in the dock. All forms of government intervention in the economy were starting to be perceived as suspect. And worker protection, having been widely embraced, was beginning to look distinctly suspect. Academic economists and multilateral organisations such as the World Bank began to claim that worker protection was among the factors that were making Western economies uncompetitive. It implicitly raised labour costs, they claimed (since employers had to factor potential dismissal costs, into their wage bills), and reduced firms’ ability to respond to the economic shock they were experiencing.

Since little research had been done on the impact of severance pay, there was scant empirical evidence for their claims. But by the early 1980s the proof seemed to lie in the relative performance of different economies. Western European nations, which had introduced relatively strict labour protections, had relatively high unemployment, while the US, which had much fewer protections, seemed relatively healthier. During the 1960s and 1970s, the International Monetary Fund and OECD had advised countries that the best way to preserve high employment was to ensure good education systems, ongoing training for workers and moderate wage rises.17 By the 1980s they were regularly prescribing reductions in labour protections.18 From 1979, the OECD’s annual reviews of the world economy routinely cited ‘over-protective legislation’ as one of the main impediments to better functioning of labour markets. When the IMF gave countries loans, one of its prerequisites in return was greater labour market flexibility.19

European nations generally resisted pressure to change tack. Despite urging from many quarters, European Union White Papers in 199320 and 199421 stuck to the bloc’s mantra of ‘High Labour Standards’ and resolutely refused to engage with the issue of labour reform. The EU Commissioner responsible for the 1994 paper, Padraig Flynn, argued that ‘there is no evidence that a free-for-all in the labour market would create jobs.’22 Critics responded by becoming increasingly vociferous. Europe’s introduction of ‘extreme’ protections, they argued, had helped create a ‘Eurosclerosis’ of permanently high unemployment rates. US officials, international organisations and commentators alike increasingly urged European countries to launch wholesale labour market deregulation.23 Of the 1994 White Paper, the European edition of the Wall Street Journal baldly declared that ‘the report reflects the thinking of a fading era.’24

What finally tipped the balance was another great economic crisis: the collapse of the Lehman Brothers investment bank in 2008 and the international banking crisis that followed. By early 2009, interest rates were at historic lows, governments were injecting hundreds of billions of euros into banks and policymakers were scrambling around for any measure to halt a feared economic collapse.

Suddenly, ideas that had previously been considered anathema or ineffective took on a new lustre. Spain, for example, historically had some of the world’s most restrictive rules when it came to sacking permanent workers. These said that if an employer wanted to make large numbers of such staff redundant, it had first to show the authorities that there was a valid commercial reason. If it could do so, it then had to pay permanent staff as much as forty-five days of salary per year of service to sever their employment contract. (In order to avoid these restrictions, companies often employed staff (up to a third overall) on temporary contracts that carried few protections.)25 Now, with a fully-fledged banking crisis and a collapsing housing market, the government turned its attention to labour law. ‘We urgently need labour-market reforms for their short-term impact on hiring,’ the Bank of Spain’s Governor Miguel Angel Fernandez Ordonez said in February 2009.26 If protections for permanent contracts could be loosened, economists argued, then rational, profit-maximising firms would both hire more workers and increasingly employ them on permanent rather than temporary contracts.

Steered by this logic, between 2010 and 2012 Spain introduced major changes to the rules governing permanent contracts, slashing the amount of severance pay that had to be paid to long-term employees and removing the need for firms to justify sackings to the authorities. To strengthen the incentive to hire more permanent staff, the government gave workers on temporary contracts enhanced rights. Mariano Rajoy, the Prime Minister who pushed through most of those reforms in the face of staunch opposition from unions, was unapologetic. They were ‘fair, good for Spain and necessary’. ‘This is the reform that Spain needs to stop it from being the country in Europe that destroys the most jobs,’ he told a congress of his Popular Party in Seville in 2012.27 He didn’t predict how many jobs would be created as a result of the added flexibility, but said that if his programme were followed, unemployment would be lower than when he took office.

In many ways Italy’s labour rules were even more restrictive than Spain’s. Article 18 of the 1970 Statuto dei Lavoratori, for example, allowed workers such a low evidential bar when arguing that dismissals were unfair that an employer wishing to sack a worker might find the only practical way to do so was to offer a big pay-off. Not surprisingly, Italian economists loathed such rules and regulations, and had pressed governments for years to make the changes they regarded as essential. When one, Mario Monti, was appointed as Prime Minister by a divided parliament in the midst of a debt crisis in 2011, it briefly seemed that the experts might have their way. As the unelected head of a cabinet of unelected technocrats, however, Monti lacked both a political mandate or a parliamentary power bloc to make substantial change possible. It wasn’t therefore until early 2014, when Matteo Renzi, the media-friendly thirty-nine-year-old Mayor of Florence, was appointed Prime Minister that change finally seemed practicable. The new Prime Minister, Italy’s youngest ever, promised to shake Italy out of its stupor with a set of bold reforms. He pledged to smash through the vested interests that he said had caused Italy’s stagnation, in the process earning the nick-name ‘demolition man’.

Like Spain, Italy had a two-tier labour market, whereby some staff were permanent and so protected by law and others were hired on temporary contracts and so lacked labour protections. Renzi said that by easing the restrictions on removing permanent staff, his reform gave companies a greater incentive to hire staff on permanent employment contracts. It would ‘unlock the fear’28 to hire staff, he argued. It would be a ‘Copernican revolution’29 in employment. Renzi estimated that at least 200,000 people on temporary contracts would be moved onto permanent contracts within months,30 and that ultimately more and better jobs would be created. To encourage this, he offered generous tax breaks to employers taking on extra staff before the end of 2015.

Renzi’s reforms may have been opposed by the unions, but the economic community welcomed them. As did the international press, who painted the fresh-faced, energetic Prime Minister as just the kind of leader European countries needed to prod their nations out of their stupor. The Financial Times, Economist and Wall Street Journal all lauded Renzi for his courage. International economic organisations also showered praise on him. The World Bank raised Italy eleven positions in its ranking of competitiveness on the back of his reforms. The IMF ‘commended’ Renzi, saying the Jobs Act would help ‘facilitate the reallocation of workers across jobs’.31 The OECD said the Jobs Act had ‘the potential to drastically improve the labour market’.32 Secretary General Angel Gurrìa said it could be ‘the real engine of change’ for Italy’s economy.33

Given such intellectual consensus, it’s hardly surprising that Britain, too, considered pushing through labour reform. According to the OECD, Britain offers permanent workers the least protection against individual and collective dismissals in Europe.34 In global terms of the G20 group of twenty major economies, it is neck-and-neck with Canada and just ahead of the United States and Saudi Arabia in terms of its generosity toward workers. Nevertheless, many Conservatives felt that what protection existed was excessive, and when the Conservative-Liberal coalition came to power in 2010, the Chancellor of the Exchequer George Osborne promised change. The government’s first move was to delay the point at which an employee was entitled to protection under the Unfair Dismissal Act from one year of employment to two years. It also considered seeking opt-outs from European Union employment protection rules for British employers. And in order to come up with a framework for more fundamental reform, Prime Minster David Cameron asked a grandee of the private equity industry, and significant Conservative donor, Adrian Beecroft, to draft a report.

Beecroft’s report,35 which was published in 2012, recommended that the UK adopt measures that would allow employers to dismiss staff they saw as underperforming or surplus to requirements at will for modest payments. He predicted that if his plans were ignored, unemployment would continue to be a major problem, but that if they were adopted, firms would become more efficient and more prepared to take on staff. Within nine years, he suggested, his measures could add 5 per cent to GDP. ‘We’re in a sort of phase in this country and probably most of the Western world where we’re so frightened of injuring people’s feelings, we ignore all the people,’ he told the Daily Telegraph. 36

Senior Conservative party figures, including former Defence Secretary Liam Fox37 and future Foreign Secretary and Deputy Prime Minister Dominic Raab,38 loudly supported the no-fault-dismissal measure. However, the Conservatives’ junior coalition partner, the Liberal Democrats, refused to support the move, so it was dropped. It was left to Spain and Italy, therefore, to point a possible future path for Europe.

The jobs boom that wasn’t

By the end of 2015, Renzi was claiming that the evidence showed that his measures were working. ‘The numbers are stronger than any predictions,’ he wrote on his website in December. By early 2016, he was talking of ‘The Jobs Act boom’.39 And at one level he was right. Italy’s unemployment rate was indeed lower than it had been – down from 12.8 per cent when Renzi took office to 11.5 per cent in early 2016.40

Whether or not this was a sign that the Jobs Act was working, however, was rather more questionable.

Throughout Europe, the banking crisis and the recession that came in its wake led to a spike in unemployment. This was followed by an inevitable improvement as the global economy began to recover, and all European countries experienced stronger demand for their exports, increased tourist visitors and increased foreign investments. The question, therefore, is not whether unemployment fell in Italy after Renzi’s reforms, but whether the fall outstripped that of other European countries in the same period. And the fact is that it didn’t. Indeed, the fall in Italy’s unemployment rate was disappointing. Between 2013, the year before Renzi proposed the Jobs Act, and 2018, Italian unemployment fell 1.5 percentage points. Across the European Union, however, the average was a 4.1 percentage point reduction – despite the fact that Europe as a whole had had lower unemployment than Italy and therefore less slack to take up.41

What’s more, such improvement in the employment figures as Italy was able to show was demonstrably not down to the Jobs Act pushed through by its Prime Minister. If Renzi’s claims had been correct, there should have been an upsurge in new permanent jobs. There wasn’t. Thanks to legislation passed in 2011 to restrict early retirement, more over-55-year-olds were remaining in post by 2015. Employment actually fell among under 50s.42 And more temporary jobs were being created. The removal of supposedly toxic restrictions on permanent employment signally failed to boost this part of the labour market. One early study bluntly concluded that ‘the analysis shows that the Jobs Act failed in achieving its main goals’.43 The European Commission, which had piled pressure on Italy since at least 2009 to introduce the reforms, similarly and embarrassingly had to agree when it produced a detailed assessment in 2017. Instead it made the vague and optimistic promise that ‘The impact of the overall reform on productivity is expected to materialise in the longer term.’44

Spain’s experience was very similar. Again, unemployment fell in the years after the reform, but again at a slower pace than in other European countries. It wasn’t that Spain’s economy was being left behind. It enjoyed relatively robust economic growth after the labour reforms were introduced. However, this growth wasn’t being converted into jobs in the way analysts said it should have.45 A review by one EU agency in 2015 found that ‘The reform has not contributed much to the creation of employment.’46


Nor was this a peculiarly European phenomenon. Australia’s Productivity Commission, which had been asked to review the country’s workplace relations (WR) framework, concluded: ‘surmise aside, there is little robust evidence that the different variants of WR systems over the last twenty years have had detectable effects on measured economywide productivity.’47

What went wrong?

The failure to establish any statistical link between labour market protections and unemployment levels in Italy and Spain shouldn’t have come as any particular surprise. The fact is that a provable link has eluded economists for at least thirty years. A rash of theoretical studies in the 1980s and 1990s that devised models claiming to show employment protection weighed on jobs were rapidly overtaken by empirical studies that rejected their findings.48 Professor Giuseppe Bertola – who supported labour market deregulation in principle – concluded as early as in 1990 that:


job security provisions are often cited as a major factor in the high unemployment in European economies. This paper finds that such provisions do not bias labour demand toward lower average employment.49



By 2006, even the OECD accepted that the large body of evidence was against the economic orthodoxy that less protection meant more jobs.50 One review of previously published papers in 2005 summed up the body of knowledge on the subject thus: ‘Our results suggest a yawning gap between the confidence with which the case for labour market deregulation has been asserted and the evidence that the regulating institutions are the culprits.’51


One gets the sense that this is an area where surmise and wishful thinking tend to trump hard facts. Adrian Beecroft, interviewed by a parliamentary committee shortly after publishing his review for the UK government about the predicted gains from cutting job protections, said: ‘I will accept the accusation that my views on whether or not this would improve the efficiency of people working in businesses is [sic] based on conversations, not a statistically valid sample of people.’52 That no-fault dismissals would boost job creation was ‘self-evident’, he told members of parliament.53

Those like the IMF and the World Bank and financial commentators in the broadsheet press who still claim – or, as the Australians put it, ‘surmise’ – a link between unemployment and employment protection frequently cite America as a shining beacon of workplace flexibility and job creation. But, again, the evidence is simply not there. It’s certainly true that American workers tend to move from job to job more frequently than their European counterparts. Indeed, Professor Bertola concluded in a 2000 study that they do so twice as often.54 But job turnover rates are not the same as employment rates, and an impression of job dynamism is not the same as job creation.

In 2010, consultants McKinsey tested the theory that the fifteen core, long-standing European Union members (which excludes fast-growing eastern European economies) were laggards on job creation. Its conclusion was unambiguous: ‘Between 1995 and 2008, the EU-15 created 23.9 million jobs, of which only 8.7 million were related to its increase in population during this period. In comparison, the United States generated 20.5 million jobs, most of which (18.8 million) accommodated a rising population.’55 These findings were of a piece with an earlier study that argued: ‘There is no evidence that jobs are created and destroyed at a more rapid rate in North America than they are in Europe. However,’ it went on, ‘workers do appear to circulate faster through the existing jobs in North America.’56

Bad for business?

In 2017, James Dyson, inventor of the eponymous vacuum cleaner and Britain’s foremost entrepreneur, was asked what it would take to create a manufacturing renaissance in the United Kingdom. ‘Easier to hire and fire,’ he responded bluntly, acknowledging his answer would be ‘controversial’. He said the ‘very difficult employment laws’ in Britain made it hard to ‘flex your workforce’ up and down in line with demand so as to remain efficient.57

Interestingly, though, when Dyson shifted production of his vacuum cleaners out of Britain in 2002, he chose to move to a part of the world – Malaysia – where redundancy costs were actually higher than in the UK: four weeks’ pay per year of service versus 1.5 weeks in Britain.58 Of course, it could be that he felt the need to defend his decision to move manufacturing from his home country and was looking for a suitable scapegoat. Or it could be that, when he was being interviewed, labour rules happened to be topmost in his mind.59 But it’s a mark of the gap between the accepted wisdom and reality, that even those who say employment protection represents a powerful disincentive to investment don’t respond to the supposed disincentive themselves. The fact is that, while employment protection may be a mortal sin against the rules of economics or some peoples’ views about how the economy should be structured, its actual impact on firms is far more modest than often depicted. Take Spain, which was seen by economists, before Rajoy’s 2010–12 reforms, as being particularly inflexible. For decades the country had been punching above its weight in terms of attracting foreign investment, even in highly mobile sectors like car-making. And whatever dismal picture economists may have been painting, the experience foreign carmakers in Spain had in managing their work-forces seems to have been a very positive one. Indeed, Ford long held that its Valencia plant was one of its most efficient and flexible plants in Europe.60 Besides, when the economic hurricane of 2007 hit the world, the carmaker was able to react flexibly, reducing its Spanish workforce to meet the challenges it faced. That a country has employment rules that prevent flippant workforce churn does not mean that businesses are unable to react to strong headwinds. As it happens, Ford was able to take the same defensive steps in both Spain and Britain, even though one country has strong employment protection, and the other the weakest in Europe.61

Besides, fluid labour markets also have downsides. High staff turnover creates upheaval and increased training and recruitment costs. Magnus W. Alexander, the first President of the Conference Board, a US business-backed think tank, and author of possibly the first empirical study of such matters, certainly found this to be the case. His 1916 paper, entitled ‘Hiring and Firing: Its Economic Waste and How to Avoid It’,62 argued that two sure ways to boost the economy were to train flagging employees better and select candidates more carefully. Labour rules provide an incentive for employers to take these measures. They also act as a disincentive to employees to move, since they create a hypothetical cost to the employee – in terms of lost severance entitlement – of leaving their current job. As most individuals are risk-averse, they are likely to value the effective insurance benefit severance pay offers above the cost to the firm.

German executives sometimes argue that their country’s strict employment protection rules force them to think hard whether candidates will fit before deciding to take them on, resulting in less time wasted on recruitment in the long run. Admittedly, this is a hard thing to quantify, but it’s nevertheless suggestive that in one survey conducted in Britain after the introduction of unfair dismissal legislation, around 11 per cent of firms surveyed said they had made changes to improve the quality of their hiring choices.63 It’s similarly hard to prove the truth or otherwise of a claim made by some British politicians when severance pay was introduced in Britain in the 1960s that such protection would inspire employees to work harder, watch the clock less and show more initiative. But it’s likewise notable that companies frequently offer severance packages when they don’t have to – as happens commonly in the United States – or more generous packages than is required by law. Clearly, they see a benefit to themselves in terms of improved productivity that exceeds the financial cost of giving these commitments.

A related potential benefit of employment protection that has attracted a lot of attention in recent years is ‘skills deepening’. The idea is that an employee, if they think they are going to be around for a long time, may invest more energy in improving their skills, and in particular in ways that might only have relevance in that organisation, as opposed to focusing on getting experience in the firm or doing evening classes that would position them for their next role at a different company. They therefore boost their current employer’s productivity. At the same time, if the employer believes the employee will be sticking around, he or she may be more willing to invest in training and so, again, boost productivity.64 One study following Britain’s decision in 1999 to increase the number of workers covered by the unfair dismissals act concluded that employers paid greater attention to their employees and that they paid them more.65 At the other end of the spectrum, easy firing is associated by some with the growth of low-skill, low-productivity and inevitably low-income jobs.66

Numerous studies conducted in Europe and the United States also claim that labour rules lead to ‘capital deepening’: an increased investment in equipment that can boost the productivity of workers.67 The theory is that if a firm is concerned that employment protection will make it harder to shed workers in a downturn, then it will try to operate with a smaller, more efficient workforce – something that can only be achieved by employing better technology. This, in turn, some have argued, leads to greater innovation68 and higher growth.69 While this particular mechanism would have a downward impact on employment at the level of individual firms over the economic cycle, it should simultaneously lift incomes and it should also support employment opportunities across the economy.

The fact remains, though, that no one has found a meaningful positive or negative correlation between productivity and redundancy restrictions.70 It could be that employment protection brings costs and benefits to firms and that the two balance each other out. Or it could be the positives and negatives are simply not very strong. But what is certainly the case is that if a government cuts employment protection on the promise of high employment, it is a promise that is unlikely to be fulfilled.

And that’s not the only downside governments face when they seek to remove employment protections. There’s also what economists refer to as opportunity cost. It’s not a concept that they themselves devised.71 Rather it’s one of those everyday truisms, like price sensitivity, to which they attach a technical term, thereby creating the impression that they understand the mysterious mechanisms by which we make decisions. Opportunity cost is what ordinary people would call missed opportunity. If we take the less beneficial of two courses of action, we may end up better off than when we started, but still worse off than if we had made the optimum choice. Governments, like individuals, face opportunity costs to actions. In the context of employment rights, the question is whether reforming them is worth the political and social capital and strife involved, given that other reforms might prove far more beneficial.

Italy offers a perfect case history. At the outset of his premiership, Renzi said ‘the first thing’72 he wished to tackle was labour market reform, because he saw unemployment as the country’s biggest economic problem. To academics, long-term unemployment is a consequence of a distorted labour market. And Italy’s labour market operated under rules that deviated strongly from economic orthodoxy. It seemed logical that the two positions were related and that changing one – the labour market rules – was the solution to the other – a poorly functioning labour market.

Some with more practical experience, however, were sceptical.

‘We have never considered Italian labour laws as a problem,’ said Sandro De Poli, Chairman of the Italian unit of US giant General Electric (one of Italy’s biggest foreign investors), when Mario Monti first attempted to revise Italy’s labour rules in 2012.73 Instead De Poli pointed the finger at Italy’s convoluted bureaucracy and byzantine approach to decision-making, whereby, for example, projects require approval from many different authorities. ‘This uncertainty on rules is unacceptable,’ he argued. ‘The fact that at every step you must confront an array of officials, each of them saying something contradictory, does not help and is the biggest hurdle to investment,’ he said. ‘The next fundamental step is tackling bureaucracy,’ he added.

Others have long felt that Italy’s focus should be on fixing a courts system that moves so slowly that contracts are often unenforceable.74 ‘A fundamental purpose of government is to create a judicial system that produces efficient, fair, and predictable results,’ said John Phillips, the US Ambassador to Italy in 2016, in a speech in Milan. ‘Does Italy have this? Many potential investors have told me that, simply put, the answer to that question is “no”. And that is the number-one reason,’ he added, ‘why they decide against investing in Italy.’75

Other priorities that have been identified include tackling fraud and corruption. Italy’s unusual statute of limitation rules, which Renzi said he wanted to change, give such a narrow window for law enforcement to take action that it is all but impossible to prosecute fraudsters, tax evaders and corruption. Such rules, many have argued, adversely affected governance. According to one 2016 analysis, almost one in ten Italian senators and deputies had either benefitted from the statute of limitations or were then on trial or under investigation for white-collar offences covered by short enforcement windows.76

So there were lots of positive reforms Renzi could theoretically have made. But he wasn’t in a position to do so. As the political battle to push through and implement the Jobs Act preoccupied him over the course of 2014 and 2015, other planned legislation inevitably stalled or was watered down.


In the event, only one other major reform did work its way through parliament.

In 2016, the legislature approved a bill to remove the existing requirement that both houses of parliament approve all new laws. The reform, which Renzi said would help make governments more stable and allow him to cut the bureaucracy that he argued was strangling Italy, was acknowledged to have enormous and potentially very beneficial significance. However, it required a change in the constitution, and this meant a referendum.

Again, Renzi hit the road and began tirelessly selling a plan to the public that would have done no more than bring Italy in line with its European peers. But things didn’t go his way. In Turin, Renzi’s Partito Democratico lost the town hall in June 2016, when voters elected a candidate from the populist Five Star movement as mayor. Successive polls and local elections showed support leaching away from the incumbent. It wasn’t that voters were particularly wedded to perfect bicameralism. Indeed, it probably wasn’t even really an issue for them. As the Economist magazine noted at the time: ‘Italians will be basing their votes not on the content of the referendum question, but on how they feel about Mr Renzi and a course of labour-market reforms adopted last year.’77

In the event, Renzi’s proposed constitutional reform was rejected by 59.1 per cent to 40.8.

Looking back on the tumultuous events of 2016 from the vantage point of 2019, Professor Giuseppe Bertola conceded that the Jobs Act was the root of Renzi’s failure. ‘Prioritising employment protection is in many situations the politically wrong thing to do,’ he said, while glancing at a spreadsheet of exam results that showed exposure to economic orthodoxy wasn’t having the desired effect in the University of Turin either. ‘Politicians, maybe they think it’s a free lunch. But maybe firms who can’t hire will fire, and those which might hire don’t. There’s no free lunch.’

Renzi was forced to stand down after he lost the referendum and his planned judicial, education and other reforms were shelved. Italy continued its drift toward populist leaders who offered not so much free lunches as free-for-alls. Just over a year after the referendum, Italy held a general election that returned the Five Star movement, led by the agitator comedian Bepe Grillo, as the largest party. ‘Cinco Stelle’ agreed to form a government with the far-right ‘Lega’ or Northern League. Suddenly, economic reform was back on the agenda. But it was reform of an altogether different type from what Renzi and his supporters in the IMF and OECD had had in mind. Foreign investors dumped Italian assets and government bonds suffered their worst fall in more than twenty-five years as fears grew that the new administration’s promises of increased spending and tax cuts would send the public finances into a tailspin.78

One of the new government’s first moves was to roll back some features of the Jobs Act.
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THE JENSEN CLAIM

Can money make you a better manager?





In April 1984, around fifty economists gathered in a chapel on the University of Rochester campus, just a few miles from Lake Ontario in upstate New York. They really shouldn’t have been there. The donors who had generously sponsored the construction of the interfaith prayer space, a pretty stained glass and concrete structure at the end of the college’s main quadrangle and overlooking the banks of the Genesee River, had stipulated that it should be used only for religious events. A gathering of academics exploring the ways of Mammon could hardly claim to fall into that category. But since the Graduate Business School, which was hosting the meeting, was relatively new, and lacked its own conference facilities, its leading lights had had no choice but to go cap in hand to the chapel authorities.

The conference the economists had organised was in honour of William Meckling, the recently-retired Dean of the business school and the key force in its development.1 His approach had been an unusual one. Most ‘B-schools’ then, as now, sought to teach students how to tackle business challenges by having them examine specific company case studies and infer dos and don’ts. Meckling, by contrast, believed that the best way to understand businesses and find solutions to the challenges that managers faced was by employing economic theory. The Managerial Economics Research Center, which he and the Business School’s first new professor, Michael Jensen, founded in 1977 under the auspices of the business school, was designed, he said at the time, to ‘foster the application of economic principles and methods to a range of managerial and organisational problems which have heretofore received little attention from the economics profession’.2

Managerial economics at the time was a small but growing field that attempted to use theory to tackle practical tasks, like product pricing, capital structure, cost management and identifying optimal output levels. For example, it would explore how the concept of price elasticity of demand might be used to set the prices a firm charged for their products so that profits were maximised. The 1984 conference was about a subject that had been a concern of Meckling’s for at least twenty years, and one that had recently been hitting the headlines for all the wrong reasons: executive pay.

In the early 1980s, many Americans were scandalised by increasingly frequent reports that the biggest publicly-traded US corporations were paying their chief executives annual pay packets that exceeded $1 million. Fat cats, newspaper editorials claimed, were effectively setting their own inflated salaries. Peter Drucker, the country’s foremost scholar of management and an adviser to its major corporations, condemned what he saw as a trend of corporate greed and predicted it would demoralise the broader workforce and eat away at the success of US businesses. Some politicians said pay caps should be introduced.

The economists at the symposium, titled ‘Management Compensation and the Managerial Labor Market’, took a rather different view and approach. They weren’t concerned with moral indignation or fuzzy concepts of employee morale. As Jensen and Kevin Murphy, another Rochester economist who helped organise the conference, wrote in a column published in the New York Times a few weeks later, ‘no one expressed concern that compensation was “too high”’. It was indeed possible, as Professor Jensen suggested in one conference paper, ‘that executive compensation is “too low”’.3 What interested Jensen and like-minded colleagues was the economic effect of remuneration practices, not their ethical justification. Corporate America faced headwinds in the 1970s, with stagnant share prices and millions of good-paying manufacturing jobs lost. Executives had taken to routinely blaming the broader economy for this predicament, but managerial economists such as Jensen wondered whether the fault might not lie within organisations rather than outside them. And one key element, for them, was executive pay.

Jensen, Murphy and their peers were not offended by rising executive pay partly because they understood that, in real terms, there had been no explosion in CEO pay. The rash of seven-figure pay cheques was largely a function of rampant inflation in the 1970s. In fact, in the early 1980s, executive compensation was at the same level relative to average wages that it had been since the late 1940s – that is to say, it had only risen above inflation to the extent that all wages had.4 What did offend Jensen and Smith, however, was the way in which executives were being paid. For decades, most of the earnings of the top executives of big US and European companies came in the form of a fixed salary. Frequently, and particularly in the United States, bosses also received a bonus, which was typically tied to year-to-year profit performance. In the United States, depending on the prevailing tax treatment of capital gains vis-a-vis regular income, the executives might have received some of this bonus in shares. But the variable element of pay was limited.

For economists such as Jensen and Murphy, this approach was wholly inadequate.5 An element of incentive was there to coax managers to push their companies vigorously forward, but it simply wasn’t powerful enough. If you really wanted dynamic leaders deploying entrepreneurial flair, the economists argued, you needed to offer rich potential rewards. ‘On average,’ they claimed:


corporate America pays its most important leaders like bureaucrats. Is it any wonder then that so many CEOs act like bureaucrats rather than the value-maximising entrepreneurs companies need to enhance their standing in world markets?6



The problem was not that there were too many fat cats, but rather that there might not be enough.

The Parable of the Talents

Jesus’s Parable of the Talents shows (at a literal level, at least) that there is no guarantee that the person you ask to act on your behalf will necessarily reward your trust. Since time immemorial, owners or ‘principals’ have faced the risk that the managers they hire to oversee their assets may not do so honestly or diligently. The joint-stock companies that became popular in Europe in the seventeenth century were often a byword for incompetence and dishonesty. In The Wealth of Nations, Adam Smith wrote of the ‘knavery’ of their directors, highlighting the many British and European corporate failures they had left in their wake, and arguing that it was inevitable that such managers would be more wasteful and less inclined to seize growth opportunities than owner-managers. Nonetheless, joint-stock companies became more common and, over time, steps were taken to curb their worst excesses. Embezzlement and other forms of fraudulent behaviour were made criminal offences. Companies were required to make public various aspects of their finances, to help mitigate the danger of investors and creditors being wantonly misled about the state of a business’s affairs.

It was not until the early twentieth century, however, that attention started to move from curbing the egregious abuses of managers to finding ways to improve their performance. And here, as in so much to do with the corporate world, it was the USA that led the way. Slowly, from the 1910s, more rapidly in the 1920s, some of the country’s biggest companies began to supplement standard salaries for their top executives with substantial bonus schemes linked to performance.

The American Tobacco Company affords a classic – and early – instance. The corporate giant had emerged from a monopoly of the same name created by the son of a poor farmer turned tycoon, James B. Duke, which, by the end of the nineteenth century, controlled almost all of the US cigarette market. Forced to see his group split up into several companies as a result of the trust-busting drive pioneered by President Teddy Roosevelt and formulated in the anti-monopoly Sherman Act, Duke had then moved to England to run a sister company called British American Tobacco, that would decades later buy American Tobacco. By the time of his death in 1925, the business he had built with his brother had yielded Duke a personal fortune of over $100 million.7

The new American Tobacco Company that emerged was floated on the New York Stock Exchange in 1912 under the command of Percival Hill, a Harvard man who had served with Duke for twenty years. He faced stiff challenges. Thanks to the Sherman Act, former stablemates had now become rivals, and although the American Tobacco Company boasted strong brands including Bull Durham and Pall Mall, the going proved tough. Cigarette prices had to be cut and promotional efforts intensified.

To galvanise his managers to negotiate this difficult new landscape, Duke decided to introduce an incentive scheme. If profits increased from the then level of $10 million per year to over $11.4 million, he declared, his fellow top executives would receive 7.5 per cent of the additional sum. He himself would take 2.5 per cent of the excess. It was a deal that paid off handsomely for managers. In 1918 earnings hit $17 million. In 1925 – the year in which Percival Hill died – they reached a record $22 million.

Hill was succeeded as president by his son, George W. Hill, who had been with the company since 1904 and had been head of the Pall Mall Brand. His genius was advertising. It was under his auspices that what would become America’s favourite cigarette brand, Lucky Strike, was launched. According to his adman Albert Lasker, its promotion became ‘a religious crusade’ for George W. Hill.8 He would have packets of Lucky Strikes dangled on strings in the windows of his Rolls-Royce, whose tail lights were emblazoned with the brand’s logo. Hill even named his pet dachshunds Lucky and Strike.9

The spirit of continuity at the top of American Tobacco extended to compensation arrangements. Under Hill junior, the 1912 bonus scheme not only remained in place but also remained steadfastly linked to the 1912 targets. What had once been seen as a reward for extraordinary achievement became a trough at which management could gorge itself. By 1930, Hill was earning around $1 million a year, over 800 times the average industrial wage.10 And he wasn’t the only tycoon to be doing well. By now American Tobacco’s former sibling Lorillard had a similar scheme. So did General Motors and Loews,11 the owner of the Metro-Goldwyn-Mayer film studios. Bethlehem Steel had an even more generous plan, which in 1929 yielded its boss Eugene Grace over $1.6 million.12 In the past five years the CEOs of British American Tobacco have been paid an average $9.7million per year.13 Had their pay been calculated on the same basis as George Hill’s, they would each have received over $100 million a year.

Nonetheless, Hill and his board didn’t feel the 1912 scheme offered them sufficient incentive, and in 1930 they introduced an additional arrangement that allowed all staff to purchase company stock at a quarter of its market value. ‘I am certain,’ Hill was quoted as saying, ‘that modern business practice, conforming with the policies of many large business enterprises, approves the wisdom of offering inducements by way of stock ownership in the company to the men who make the success of that company possible.’14 What he didn’t reveal was that over half of the benefits of the new plan, which were estimated to be worth $30 million in total, would go to the directors.15 Based on his own expected pay-out, Hill was set to receive $1.2 million in share gains for 1930, on top of his salary and cash bonus of over $1 million.

American Tobacco’s lack of candour about management compensation wasn’t unusual. Most companies did not disclose their executive incentive schemes, leaving shareholders unaware just how much they were paying to have their companies managed. But all that changed with Hill & Co.’s 1930 share grab. The scheme happened to catch the eye of an enterprising lawyer called Richard Reid Rogers, who smelt a rat. He purchased some American Tobacco stock and then petitioned the courts to block the share plan, on the grounds that shareholders had not been given the information necessary to make an informed decision. Forced to come clean by the courts, in early 1931 American Tobacco disclosed Hill’s $1 million salary16 and bonus, and the $1.2 million he was due from the new share scheme.17

Reid Rogers’ actions were probably not altruistic. It seems he may have hoped to extract a pay-off from American Tobacco in return for dropping his lawsuits. But whatever his motivation, the investigation he prompted shone a light on practices that would otherwise have gone unnoticed. And in the context of the Great Depression, they struck many people as unacceptable.

One Montana Democrat said the excessive salaries were ‘outrageous’ and ‘unpatriotic’, and called for legislation to prohibit them.18 Senator Thomas Gore of Oklahoma, a member of the Senate Finance Committee and an antecedent of Bill Clinton’s Vice President Al Gore, wanted an 80 per cent tax on all salaries over $75,000.19 Their demands were not met. But in 1934, Congress did pass legislation requiring companies listed on the stock market to publish annually the remuneration of their most senior executives.20 And by the end of the 1930s all the big listed companies were doing so. Thanks to the Great Depression, many profit-linked bonus schemes were by now yielding nothing, while others had been abandoned. Some executive salaries had risen to help cover the gap, but overall the effect of the new rules was to reduce pay for top bosses. Disclosures in 1935 showed that pay had fallen sharply at most companies for which there was comparable data from 1929.21 By 1936, George W. Hill was having to make do with a total pay package worth $246,174, including his bonus – around 10 per cent of what he had been slated to receive for 1931 before a judge put a hold on his $1.2 million share bonus. Eugene Grace at Bethlehem Steel had to settle for just $180,000, all of which appeared to be salary (up from a base salary of just $12,000 in 1929).22

For forty years, from the mid-1930s onwards, CEO23 pay largely stabilised in real, inflation-adjusted terms.24 The pay practices reflected the thinking of the time, shaped by people like Drucker, who saw the organisation as a whole as the prime driver of success and was sceptical of the economic contribution of any one individual or class of individuals.25 Company bosses were paid at a level that was consistent with having unusual skills, but not with being seen as the overwhelming force behind the corporation’s success.

Just after he was named as Dean of the Rochester business school in 1964, William Meckling went on a tour of other US business schools to examine what was being taught in these institutions. At one he encountered a famous senior policy professor leading a discussion about executive compensation at General Motors. The conclusion was that no one was worth the near $750,000 per year that the then-GM CEO was paid.26 Meckling may have been bemused, but it was a view that at that time would have been shared by most Americans – and economists.

It was a 1976 academic paper that was instrumental in moving executive pay back in a direction American Tobacco’s Hill would have found familiar. Entitled ‘The Theory of the Firm’, it wasn’t strictly speaking about manager pay, but rather sought to devise a new explanation for why firms existed. Most people probably see corporations as existing to allow economies of scale to be achieved, but to economists, firms are a theoretical paradox. Mainstream economics perceives the world as being made up of independent economic agents interacting through an infinite number of transactions, each of which allocates resources perfectly efficiently. Attempting to organise and plan these interactions would, theory goes, create inefficiencies. However, that’s what corporations do – they organise the production process. A British economist called Ronald Coase had attempted to square the circle by hypothesising in his 1937 paper ‘The Nature of the Firm’ that the reason that firms existed was because transaction costs sometimes made open-market purchases or sales of goods or services expensive, and that, by effectively internalising transactions, firms avoided such costs. It’s an arcane discussion that preoccupies few people outside economics but exercises many within the profession. Coase won a Nobel memorial prize for his ideas on transaction costs.

Not everyone liked Coase’s idea, in part because it held that markets were not always efficient. ‘The Theory of the Firm’ challenged Coase’s view, and argued that firms were actually platforms for conducting more, and more complex, market-based transactions. Corporations were, as the paper put it, ‘legal fictions which serve as a nexus for a set of contracting relationships among individuals’. This meant that the firm was simply a proxy for its owners, and that its behaviour was defined by the contractual arrangements that existed between it and clients, suppliers and staff. The significance of this for executive remuneration was that it showed managers would behave in a way which fulfilled their employment contracts but could never truly act in the shareholders’ interests – because the manager was not a partner or guardian of the shareholder but rather a self-interested seller of their time and efforts to shareholders. The paper presented a new model for understanding what by this time had come to be known as the ‘agency problem’: the risk that hired managers might not look out for shareholders’ best interests. ‘The Theory of the Firm’ argued that, assuming all parties were rational and sought to maximise their utility, it was a mathematical certainty that managers would indeed behave in a self-serving way: they would seek to avoid tasks they didn’t like, such as haggling with unions or making lay-offs, that might be required to preserve the health of the firm. They would seek to soak up perks of the job – attending gala dinners, say – but avoid actually doing the job. The way to minimise the agency problem, the paper argued, lay in improving the contractual relationship between the shareholders and the managers, namely by ‘devising and applying an index for compensating the manager which correlates with the owner’s (principal’s) welfare’.

The paper’s authors were two alumni of the University of Chicago who shared the free market ethos of Milton Friedman. They had left Chicago but not gone far, settling at one of the other ‘freshwater’ belts of free-market-orientated, anti-Keynesian economics departments based near North America’s Great Lakes. The lake was Ontario and the university was Rochester. The authors were Michael Jensen and William Meckling.

Jensen had no doubts about the significance of ‘The Theory of the Firm’. When he came to the University of Chicago to present the paper, he announced to his host, and former thesis supervisor, Eugene Fama that the paper would ‘destroy’ key parts of Fama’s book The Theory of Finance, known as the ‘White Bible’ because of the regard in which the white-covered tome was held among academics.27 It was a comment that was typical of Jensen’s provocative style:28 once, in a debate with Warren Buffett, he compared the great investor to a lucky coin-flipper, a comparison Buffett described as ‘rude’.29 But he was right about the impact the paper would have. It was destined to become one of the most widely-cited economics papers in history – with over 88,000 citations as of 2020 – and would make its authors famous in scholarly circles.

Jensen’s paper might not have made it beyond such circles had it not been for the context in which it was published. Economists had written about the agency problem since at least 1932,30 but it was a niche concern among academics and people in the broader world had taken little notice. Why would they? The economy and corporations were doing well, with profits and shares rising at a healthy clip, so it didn’t look as though the agency problem, if it existed, was a big one. But in the 1970s things changed. Stock markets stagnated, and they did so as a new theory, spearheaded by Eugene Fama, was taking hold. Efficient Markets Theory, which years later would win Fama a Nobel memorial prize, argued that stock markets were perfectly efficient and rational.31 This meant that if share prices were languishing, it reflected the fact that investors had carefully considered all the evidence and concluded firms’ management was bad. Suddenly, it seemed, the agency problem was bigger than people had realised.

As the 1970s gave way to the 1980s, a new phenomenon arose that further heightened concerns around the agency problem. The years after the appearance of ‘The Theory of the Firm’ were ones of turmoil for big businesses on either side of the Atlantic. Buccaneering US financiers like T. Boone Pickens, Kirk Kerkorian and Carl Icahn and British knights James Goldsmith, Gordon White and James Hanson ruthlessly discarded the cosy consensus whereby the managers of rival companies might compete aggressively for the same market but not for control of each other’s assets, and elected instead to blast their way into boardrooms with uninvited takeover bids that threatened to upturn or even wipe out companies that had stood for generations.

Their tactics were immortalised in movies such as Wall Street, Other People’s Money and Pretty Woman, which tarred them as villains but also gave them a veneer of glamour. Labour unions, executives and many politicians may have accused corporate raiders of putting the long-term health of the industrial sector at risk for a quick buck (the Hanson group, for example, was notorious for slashing research budgets after buying companies), but the raider playbook of buying companies with (usually) borrowed money, and then selling off the parts, proved highly lucrative. At least for a while.

For those economists who took a hard-nosed, cynical view of human behaviour, the players in these corporate battles often confirmed the psychology at the heart of the ‘agency problem’. Tobacco and food group RJR Nabisco’s chief executive officer F. Ross Johnson was a case in point. Immortalised in the book Barbarians at the Gate,32 he was seen as a negligent and profligate manager who was more interested in flying around on the company’s fleet of corporate jets and playing golf with sports stars than running his business. For managerial economists, RJR’s takeover by private equity firm KKR represented the triumph of an efficient market. Jensen saw the takeover battle as ‘the arena in which alternative management teams compete for the rights to manage corporate resources’.33 If a corporate raider was prepared to pay a higher price for a company than the value its prevailing share price ascribed, then it was because the prospective new owners were able to make more money out of the company’s assets. This was to say, they were better managers. Not all chief executives were like Johnson, according to Ron Schmidt, a colleague of Jensen’s at Rochester who also presented a paper at the 1984 conference, but there were nevertheless more than a few of them. ‘And the takeover people looked for companies like that,’ he said.34 That America’s largest corporations lobbied Congress to introduce measures to make it harder to launch hostile takeovers only served to reinforce the views of economists like those at Rochester, that takeovers were a clash between good and at best mediocre management. ‘Managers formerly protected from competition for their jobs by antitrust and financing constraints that prevented takeover of the nation’s largest corporations are now facing a more demanding environment and a more uncertain future,’ Jensen wrote. ‘It is not surprising that many executives of large corporations would like relief from this new competition for their jobs.’35

Solving the agency problem

Meckling was acutely aware when he and Jensen founded the Managerial Economies Research Center at Rochester in 1977 that ‘We know little about how alternative compensation and performance evaluation schemes affect behaviour.’36

But in the late 1970s and early 1980s a flock of academics began to examine agency theory, and a consensus of sorts emerged among them as to how one might influence the behaviour of managers to ensure they did act in a way that would best serve investors’ interests. The key, so the thinking went, was to make the experience of chief executives and shareholders more similar. As it was, in the early 1980s, the positions of the two parties were very different. Shareholders stood to gain if managers did a good job, but could also lose money or just see their investment stagnate if managers did a bad or mediocre job. Managers, on the other hand, got a fat salary whatever happened, and maybe a bit of a bonus if things went well.

By reframing the employment contract to make a manager’s experience reflect that of investors, this new wave of economists argued that managers would, in working for their own benefit, simultaneously and almost incidentally perfectly serve shareholders’ interests. The key to everything was to link pay to share prices. As Fama had argued, the stock market prices all relevant information about the performance of a company into its share price immediately.37 This meant that one didn’t have to think about how to measure whether a manager did a good job: if they did, the share price would go up. And at the same time, investors would benefit. It was all very neat and simple.

But the idea that the market was always right was also a bold claim, and at the time one far from universally accepted by other economists. ‘The stock market often makes mistakes,’ the Director of the Federal Trade Commission’s Bureau of Economics, F. M. Scherer stated in evidence to a Congressional hearing into hostile takeovers. ‘At any given moment in time, some companies will be undervalued by the market relative to their long-run earnings potential, while others are overvalued.’38 Robert Shiller, who mapped the relationship between earnings and share prices across many decades and concluded markets were fundamentally irrational, and who, ironically, won the Nobel prize jointly with Eugene Fama in 2013, was scathing of his fellow economist’s views. ‘I don’t know if Fama ever states his theory really clearly,’ he said; ‘if he did it might sound a little odd.’ Not only did he think Fama’s ideas were wrong, he didn’t even think they were science. Rather, he viewed Fama’s efficient market hypothesis as part of a deliberate plan by Milton Friedman and his University of Chicago colleagues to twist economics to advance an anti-government political agenda. ‘I shouldn’t try to psychoanalyse Eugene Fama,’ he said,


but I know that he is committed … to a libertarian philosophy, teaching at the University of Chicago where Milton Friedman once lived. It must affect your thinking somehow that they really believe in markets. I think that maybe he has a cognitive dissonance. His research shows that markets are not efficient. So what do you do if you are living in the University of Chicago? It’s like being a Catholic priest and then discovering that God doesn’t exist or something, you can’t deal with that, you’ve got to somehow rationalise it.39



The Nobel prize committee tried to justify their decision to honour two men with diametrically opposed views by arguing that Fama was talking about the short term and Shiller about the long term, a distinction Shiller didn’t entertain.

Despite scepticism among many economists, the notion that a company’s share price could serve as a useful measure of the relative success of a manager gained ground. But that still left the question of how to calibrate rewards to ensure maximum success. The principles of risk aversion state that humans won’t generally accept a bet unless they believe the odds to be stacked in their favour – or at least that they won’t be left worse off than if they hadn’t gambled at all. So, for example, a chief executive on a fixed $1 million pay package is unlikely to accept an offer of $2 million if they are told that this is conditional on a significant rise in share price, and that they will receive nothing if the share price flatlines. If one wants to significantly motivate a manager, a significant upside therefore has to be offered. The view taken was that while one way to achieve this was to pay the manager in shares, a better and more efficient mechanism was stock options. By giving a manager the option to buy shares at the current market price, at some time in the future, one created the potential for them to make a profit if the shares appreciated in value, while simultaneously ensuring no cost to the shareholder if the manager’s efforts failed to deliver. And, of course, the more the manager drove up the share price, the more they and the investors would receive. Some nay-saying economists suggested that if bonuses really were to shift the dial they would have to be on such a generous scale that they might damage the overall profitability of the firm.40 But such pessimism was rejected by adherents of the idea.

With the economic theory and justification established, firms that advised companies on executive compensation started to come on board. In 1984 their industry body, the American Compensation Association, formed the Task Force on Executive Compensation, on which Rochester’s Kevin Murphy sat, to consider how packages should be designed. Investors welcomed the idea, and soon the idea of remuneration that was predominantly share-linked, rather than fixed, took off.

Some worried that to rely on rising shareholder value when evaluating the performance both of a company and those leading it was a dangerous metric. ‘Shareholders tended to be short-term in their thinking. We didn’t have a lot of recognition of the short-term, long-term debate,’ said John Wilcox, who in the early 1990s was chairman of Georgeson & Co., a New York based firm that advised fund managers on how to vote on resolutions at company meetings.41 Short-termism was seen as a particular problem among professional fund managers. After all, they arguably had a financial incentive to be short-termist. Their investors might predominantly be people saving for retirement on a twenty-year or more time timeframe, but fund managers were judged on year-to-year performance. They benefitted from successful short-term strategies. Whether those short-term strategies proved beneficial in the long term was not their concern. That said, there were plenty of people who warmly embraced the new incentives approach. ‘In general, they’re one of the best forms of compensation when it comes to aligning the CEO with the shareholder … options turn managers into shareholders,’ said Cari Christian, executive director of United Shareholders Association, a shareholders’ advocacy group, in 1992.42

By the early 1990s most big US companies had adopted compensation plans whereby most of a chief executive’s pay potentially came in the form of share price-linked awards, and in the years that followed executive pay in the US started to rise sharply. In 1990, the average CEO of a company in the S&P 500 index of major firms earned around $3.7 million in 2018 prices. In 2000, they received $22 million.43 Over the same period, the median wage for US workers rose just 40 per cent to $41,990.44 One study calculated that the aggregate compensation paid by public companies to their top-five executives between 2001 and 2003 amounted to 10.3 per cent of the aggregate earnings of these firms during the period.45 This was a return to levels that had sparked so much outrage in the early 1930s.
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Executive pay in the UK: Let our executives grow rich

America wasn’t alone. On the other side of the Atlantic, views of corporate pay in Europe were also undergoing a sea change. Up until the late 1980s, surveys consistently showed that UK executives were poorly paid in comparison with their European peers. This was partly due to the fact that many private companies listed on the London Stock Exchange were dominated by large shareholders (often company founders or families of company founders) who kept a tight grip on management pay (though some did pay – relatively small – cash bonuses).46 And it was to an extent because some of Britain’s biggest corporate beasts, like jet-engine maker Rolls-Royce, airline British Airways and carmaker British Leyland, were partly or wholly in public ownership, and so under constant political scrutiny.

But mindsets were starting to change. In 1975, the newly elected leader of the Conservative Party, Margaret Thatcher, made a ground-breaking speech to business leaders at the St Regis hotel in New York, in which she attacked the ‘progressive consensus’ that she believed elevated an obsession with equality above the ambition for growth and wealth creation. ‘The pursuit of equality itself is a mirage,’ she said.


Opportunity means nothing unless it includes the right to be unequal … I would say, let our children grow tall and some taller than others if they have the ability in them to do so. Because we must build a society in which each citizen can develop his full potential, both for his own benefit and for the community as a whole, a society in which originality, skill, energy and thrift are rewarded.47



Her view was clear-cut. Some people were intrinsically more productive than others. They should be encouraged and rewarded. Society as a whole might become more unequal as a result, but society as a whole would also gain. As Thatcher’s former Chancellor of the Exchequer Norman Lamont put it many years later, ‘Inequality is the natural product of a society which is dynamic.’ 48

Thatcher’s world view was and remains controversial. But it played well with voters, tired of rising unemployment, high inflation and seemingly endless industrial unrest. Her vision of a dynamic, upwardly mobile society won her three election victories, and it was, in time, even taken up by the left-of-centre Labour Party. Indeed, the architect of Labour’s 1997 election victory, Peter Mandelson, remarked that the party was ‘intensely relaxed about people getting filthy rich’.49

By the end of the 1980s, the shareholder bases of Britain’s biggest companies had become privatised and diversified.50 Companies thus gained more flexibility in setting manager remuneration and during the 1990s began to adopt the share-linked pay practices that were sending pay soaring in the United States. Typically, this involved bolting option plans onto existing fixed salaries (which also continued to rise at above-inflation levels), so the shift to performance-related pay offered little downside to managers. Initially, the share awards were a small portion of overall compensation, but by the end of the 1990s the share-linked element of compensation came to dominate many pay packages.51
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Between the early and mid-1990s pay for top executives doubled, prompting calls for legislative curbs. The government opted to force companies to publish more clearly the value of share awards, hoping that transparency might exert downward pressure on pay or at least link it more closely to performance. It failed to cool the rise in pay. In 1992 the average boss of a company in the FTSE 100 index of the biggest UK firms earned £450,000. By the turn of the millennium, this had increased to around £1.5 million. By 2010, FTSE CEOs were earning an average £4.5 million.52 Over this period when CEO pay rose tenfold, and managers took an ever-larger chunk of corporate profits,53 average pay didn’t even double.54

Indeed, remuneration consultants and companies argued that government action to increase transparency had encouraged CEOs to demand pay rises to keep up with higher-paid peers55 – a somewhat disingenuous claim given that large UK-registered companies, both listed and unlisted, had been obliged to publish the pay of their highest paid director – almost always the chief executive – for decades.56 Their charge, though, was of a piece with that made in the US by academics and consultants like Kevin Murphy, who blamed President Clinton’s decision in the 1990s to restrict the tax deductibility of fixed CEO pay above $1 million on the escalation in tax-deductible share-related pay.57 Essentially, those economists sympathetic to the cause were telling government to keep out of matters that didn’t concern them and leave executive remuneration to those who knew best: firms and the economists whose ideas had powered the pay explosion.

In the decade since the 2007 financial crash, CEO pay in the United States and Britain has largely stabilised, at levels somewhat below the all-time peaks in real terms. Nonetheless, compared to ordinary people, top executives get paid on a scale that was unimaginable fifty years ago. The average boss of one of the 350 biggest US companies was paid 278 times what the average worker was in 2018, up from 34 times in 1980 and just 20 times in 1965.58 In the UK the average FTSE 100 boss earned 117 times average pay in 2018, up from 20 times in 1980.59 Continental European chief executives have also seen sharp rises in pay and a shift to largely equity-linked remuneration, although the rises have been less extreme.60

Performance-related pay in the dock

So is there any empirical evidence to show that the theory works in practice? Do generous bonuses at the top really drive business success?

Initially, there were strong signs that aligning management’s financial incentives with those of shareholders was working as intended. By 1990, most big US companies had instituted equity-biased executive remuneration programmes, and in the years that followed the stock market soared.

A local Rochester company provided a case in point. It had endured a tumultuous experience in the 1970s and 1980s, with modest returns for shareholders. Michael Jensen and Kevin Murphy probably would not have been surprised because, until around 1980, Eastman Kodak’s managers were indeed paid very much like government employees. That is to say, Kodak was rare among US corporations for not offering its managers incentive pay.61 Top executives received fixed remuneration and a ‘wage dividend’: a performance-related bonus that was awarded to all staff on the same basis. This accounted for a small share of an executive’s overall compensation. For example, in 1952, the company President, as the top executive was then known, received $162,365 in salary and another $22,898 in wage dividend. The pay practices reflected the ideals of the company’s founder.

In April 1880, George Eastman, a Rochester resident who had developed a keen interest in photography, leased the third floor of a building on State Street, where he began to produce a new form of photographic plate he had patented.62 This part-time venture soon gave rise to another which focused on roll film. Roll film would make photography available to the masses and generate enough wealth to allow Eastman to become one of his era’s greatest philan-thropists. Rochester University would be one of his biggest beneficiaries, and in recognition named its main quadrangle after him.

By the beginning of the twentieth century, Kodak had become a major multinational. In 1914, it built a skyscraper on State Street to house its burgeoning headquarters. It had a steel structure and a brick façade in what has been described as a ‘modified French Renaissance style’. For decades it was the tallest building in Rochester and overlooked a vast site where the company’s roll film was produced. To this day, Kodak Tower is still the Eastman Kodak Company’s corporate headquarters.

Eastman was generous to his staff, paying them well, and in 1924 personally giving them a third of his shares.63 However, Eastman Kodak was not an especially generous company when it came to remunerating managers. Around 1930, when its profit was half the level of American Tobacco’s, its boss earned under $100,000 compared to the $1 million awarded to American Tobacco’s Hill.

During the early 1980s, amid sagging earnings due to increased competitive pressures from overseas rivals like Fujifilm, Kodak began to offer managers modest share option plans.64 But profits, and the share price, continued to flag. So in 1989, after a collapse in earnings, the company announced a sweeping restructuring plan that included large job cuts. It also decided to tie manager compensation more closely to share price performance, placing up to 40 per cent of the managers’ annual pay at risk.65 Then, in January 1993, as earnings and turnover fell again,66 Kodak doubled down on the strategy with a plan to require the firm’s top forty managers to hold up to four times the amount of their annual salaries in company stock. ‘All our senior managers will act and behave like owners of this company,’ said the then Chief Executive, Kay Whitmore, ‘because they will be substantial owners.’67

Whitmore was succeeded that year by George Fisher, who was hired in from technology group Motorola Inc., where he had presided over explosive growth. Fisher galvanised the company, refocusing Kodak on its key money-spinning division – the high-margin camera film business – and selling off some of the businesses, such as digital imaging, which had previously been bought to diversify the company’s income streams. He was hailed a hero, and profiled in Forbes magazine in January 1997 under the headline ‘How an outsider’s vision saved Kodak’. His leadership saw Kodak’s share price soar.

Fisher was richly rewarded. In the late 1980s, the long-serving CEO, Colby Chandler, earned around $1 million per year.68 In the early 1990s, Whitmore had received average annual compensation of around $1.5 million per year. Between 1993 and 2000, Fisher received remuneration valued at $120 million, mostly in options.69 But with the stock at an all-time high, investors were not complaining.

A raft of studies published during the 1990s showed that executive pay and the return shareholders received had become much more correlated than before:70 clear evidence, they concluded, that managers were responding as economic theory predicted they would. Given that a shift from paying staff in cash to paying in shares will automatically lead to some sort of correlation between pay and share prices, perhaps the authors of those studies should not have been surprised. Even Murphy acknowledged that the correlation didn’t necessarily show ‘that the increase in stock-based incentives has led CEOs to work harder’.71

Indeed, the closer one looked at the evidence, the harder it proved to sustain the argument. Not every company had dived as fervently into equity-linked pay as Kodak did during the 1990s. The share price performance of those that didn’t was no worse or better than that of those that did.72 And it was apparent in any case that in any organisation there are many forces at work over which executives – brilliant or otherwise – have little control. On top of all that, studies from the 1990s failed to find evidence that companies that richly rewarded their CEOs actually reported higher earnings than those that did not.73 One found that financial performance accounted for just 4 per cent of the variance in CEO pay levels.74

The evidence from the historical record was none too encouraging either. The 1920s was a period of soaring executive pay in the United States, yet real per-share earnings for the S&P Composite Index were lower between 1920 and 1929 than in either of the previous two decades. The period from 1945 to 1970 saw CEOs paid ‘like bureaucrats’, yet also witnessed the strongest run of US corporate earnings growth in the country’s history.75 Theory states that share prices should reflect the future earnings potential of a company, which makes sense because that represents the cashflow that will be available to investors over time. But by mapping share prices and earnings across over a century, Nobel laureate Robert Shiller found that share prices often have as much if not more to do with vague feelings of market optimism or pessimism as with corporate profitability. In 1921, when the US economy was in a deep recession and people didn’t feel very optimistic, the average Price– Earnings Ratio for the S&P 500 Index rose was around 5: a level well below historical averages. By 1929, the average PE Ratio was 30. Similarly, between 1990 and 1999, the average PE across the index rose from around 17 to 44. In other words, while agency theory suggests that the market is always logical and right, history shows it is neither. Companies were rewarding chief executives generously not because of what they had achieved but because of the mood of the market.

In 1997, Kodak’s shares hit an all-time high of $94.38 per share, but then began to slide. The CEO refused to accept there was a fundamental problem with the company’s business model. Indeed, Fisher was so confident he launched a share buyback programme and declared in April 1999 that, at $77, the shares were ‘significantly undervalued in the marketplace’ and that the company would re-purchase shares, even if they reached $100.76 He was wrong. Within a year, the shares were trading at less than half that level. As the new millennium unfolded, and new CEOs took over, earning ever-larger sums, film sales collapsed and Kodak’s profits evaporated. The shares fell steadily until, in 2012, the company filed for bankruptcy protection. Fisher’s decision to refocus on film, a function of his inability to see how quickly digital photography would destroy this market, had been disastrous.


Today the Kodak Tower casts a sombre shadow on State Street. Some of the Kodak campus has been taken over by a community college, whose yellow school buses sit parked around the entrance to the building. Inside the tower, much of the space lies vacant, Kodak’s staff now a tiny fraction of its former level. Not far away is the Xerox Tower, a minimalist charcoal-coloured concrete construction that resembles one of the Twin Towers that formerly stood in Manhattan, and that in 1968 overtook the Kodak tower as Rochester’s tallest building. Xerox was another company that bet heavily on share-linked performance pay following operational weaknesses in the 1980s. It, too, experienced a major surge in the share price in the 1990s, before it collapsed when fundamental problems with its business model became evident.

Neither company was run by incompetent slouches. Fisher told an interviewer in mid-1997 that he had not taken a holiday since taking up the leadership of Kodak in 1993.77 And ultimately both companies fell victim to external vagaries beyond their managers’ control. Several CEOs had made crucial errors that helped destroy shareholder value, despite being paid ever-increasing amounts not to.

Performance-related pay: the verdict

Ultimately, the great gaping hole in agency theory is that by taking a simplistic, mathematical view of people it comprehensively ignores basic human psychology. People work for money, it argues, so it follows that the more you pay them the harder they will work. This is undoubtedly true in some situations and under certain conditions: it’s been shown, for example, that workers paid piece rates may produce more in the course of an hour than those paid a flat rate, at least in the short term.78 But it doesn’t hold as a universal, unwavering rule.

Stark evidence of this basic truth came my way a while back in a rather unexpected way.

In 2018, the German news magazine Der Spiegel came into possession of computer hard drives crammed with terabytes of emails, financial reports and other documents related to European football clubs and organisations. The data dump was too large for any one news outlet to process alone, so Der Spiegel invited over a dozen organisations around Europe to help mine the information, including my employer, the Reuters news agency.

As part of our investigation into tax evasion and other unethical behaviour involving footballers and their agents,79 I examined a great number of football contracts and emails. As I read through them, an intriguing pattern emerged: in most cases players were entitled to bonuses when they won games, scored goals or simply lined up to play, but in all cases the inducement represented a tiny part of the footballer’s overall compensation. One widely reported example was the Chilean forward Alexis Sanchez, who in January 2018 signed a contract with Manchester United that paid him a basic salary of over £20 million each year.80 There was also a bonus element to his package. If he scored a goal, he would receive an additional £75,000. If he assisted another player to score a goal he would get £25,000. Assuming he performed much as he had done the previous season, the chances were that he would net over £2.5 million (though, in a move that would surely have made Michael Jensen choke, Man United had capped the bonus at £2 million). In other words, if the Chilean performed well on pitch, he stood to gain a sum of money that was less than 10 per cent of his total pay package.

When I asked football agents whether such bonus arrangements were standard, they responded that they were. There was no point, they said, in a club offering big performance incentives: they would have no effect. No one seriously believed that a top-flight Premiership footballer would not give his best in a game. Underperformance risked the loss of one’s place on the team, would jeopardise future playing opportunities at other teams and possibly cost a player accolades such as championship medals and trophies. It was clear from the emails I read about potential team moves and contract terms that footballers were motivated by money. However, it was equally clear no one believed the lure of more money made them a better player.

If that’s true of footballers, does it hold for CEOs? There’s certainly no evidence that bonuses push executives to work harder or better than their natural inclinations would prompt them to do. George Fisher didn’t become a better leader when Kodak started to pay him over ten times what he had earned previously at Motorola,81 where he had presided over a period of stellar growth (that continued long after he left). In the more than a hundred economic studies of executive pay I have studied, I have not found one that explains how aligning the interests of shareholders and managers could help the managers make smarter choices. As one former CEO who went on to teach at Harvard Business School said, ‘All the financial incentives in the world won’t transform CEOs into better decision makers.’82 Conversely, the notion that a CEO might deliberately make sub-optimal decisions or fall asleep at the wheel because he or she was not sufficiently enthused by their potential bonus seems as likely as Alexis Sanchez not bothering to dodge past a defender and stick one in the back of the net because he had already hit his bonus cap and knew he wouldn’t receive any cash for the goal.

This seems to be tacitly accepted by the very community that waves the banner for executive bonuses. In early 2020, I counted sixty CEOs of major listed US and European companies who had stood down abruptly since the beginning of 2017.83 A third of those departures were linked to sexual or other misconduct, allegations of bullying or presiding over ‘toxic’ corporate cultures and product scandals like the Boeing 737 Max crashes. I identified around forty cases where the CEO’s departure followed a period of operational or share price weakness. These cases are probably representative of what boards and investors might consider to be significant underperformance on the part of a CEO. In a dozen cases, the companies said publicly or briefed reporters that the departure followed a disagreement over strategy – the board did not agree with the direction that the CEO wanted to take the company in, in terms of markets the CEO wanted to focus investments on, or major corporate acquisitions or mergers the CEO wished to engage in. In the other cases, investors usually told journalists that the departures reflected the fact that they had lost faith in the CEO after the boss had failed to articulate or execute a clear turnaround strategy. The one thing I was unable to find was any reference to a CEO being sacked because they were not working hard enough. The closest I could come was a demand by the hedge fund Elliott Management in March 2020 that Jack Dorsey stand down as CEO of Twitter Inc. There was a risk, Elliott Management argued, of him being distracted by occupying a similar role at the payments firm Square Inc.

Of course, some might argue that if an executive is not paid enough, they might opt to take their superior decision-making skills elsewhere. High pay is often justified as the result of market forces. This argument has significant flaws, not least because most CEOs are internal hires and the rapid rise in pay in the 1990s did not coincide with any observable change in the market structure that might have driven it. But it’s also not germane here. The adoption of share-linked pay was based on the perceived need, argued by managerial economists like Michael Jensen, to improve the quality of managers by aligning shareholder and manager interests, not to stop executives moving around.

Executive bonuses have come in for much criticism in recent years at a popular level, and proof of the relevance of agency theory remains as elusive as ever. Academics have increasingly found the way in which ‘the complexities of organisational life are ignored’84 by the theory hard to, well, ignore. But neither the bonus culture nor the theory that underpins it has gone away. As recently as 2017, Norges Bank Investment Management, one of the world’s largest investors in equities thanks to its stewardship of the $1 trillion Norwegian Oil fund, confidently declared that ‘Agency theory remains relevant to executive remuneration in listed companies because CEO incentives do not match those of shareholders. It is therefore in the interest of shareholders to better align the actions of the CEO with their interests.’85 Amid the novel Coronavirus pandemic in 2020, such logic was used by biotechnology company Novavax to justify awarding top managers tens of millions of dollars worth of share options. Although the managers already had options that would net them millions if their company produced a successful vaccine, the company argued that providing them with additional options would make success more likely.86

Ironically, two people who have accepted a basic flaw in the thinking that underpinned the shift to share-based compensation in the 1990s are Jensen and Murphy. In 2004, they published a paper saying that the market was not, after all, always right. They wrote that shares could be overvalued, and that in such situations – as they believe occurred in the 1990s – share-based pay could be value destructive for a company. ‘In the presence of significantly overvalued equity,’ they wrote, ‘such equity-based incentives are like throwing gasoline on a fire.’87

But while economics lays claim to scientific attributes, it doesn’t necessarily feel bound by scientific rules. In physics, finding that a central plank in your thinking doesn’t hold is sufficient to send you back to the drawing board, and diminish your reputation in the eyes of peers. Not so in economics. If it were, the repeated proof that the central thesis of Milton Friedman’s career – that inflation could only be controlled via managing the money supply88 and could not be tamed via increasing interest rates89 – was wrong would have severely damaged his reputation within the economic community. It hasn’t.

And so Jensen is in one way consistent when the acceptance of imperfect markets does not cause him to rethink the conclusions built on this assumption. When I spoke to him in 2019, he said he wasn’t aware of anything that made him question the conclusions of his earlier research.

‘It absolutely had an effect,’ he said, with a hint of either pride or defiance.

And that effect, I asked, was to make businesses more efficient?

‘Without a doubt.’
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THE STIGLER HYPOTHESIS

Does a minimum wage cost jobs?





Dartmouth’s narrow medieval streets, with their wood-framed houses, record the centuries of affluence generated by the Devon town’s bustling port. The town has played a part in some of the most important chapters in Britain’s history – the harbour was a gathering point for fleets that departed for the Crusades and in 1588 provided some of the ships that defended England against the Spanish Armada. Just down the coast is the shingle riverbank from where, in 1620, the Mayflower set off across the Atlantic in what would become the origin story of the United States of America.

Dartmouth died as a trading port a long time ago, but the town’s rich history means it remains a bustling place. The extravagant former merchants’ homes are now tea rooms, hotels and pubs. On summer days, the streets are filled with tourists, stopping regularly to feast on such local delicacies as pasties and fudge, and some of the best battered fish and thick-cut chips in England.1 But being a tourist destination has proved rather less lucrative than being a port for trade and supplying crusaders, man-o’-wars and pilgrims stopping off on their way to change history. The hospitality industry, like the other main employers in Devon and neighbouring Cornwall – agriculture, retail and social care – brings jobs but not much money.

Official statistics bear this out. In 1998, 27 per cent of employees in Dartmouth and neighbouring Kingsbridge earned less than the official threshold for low pay of £3.50 per hour. As the government’s Low Pay Commission pointed out that year, there was a higher percentage of low-paid people in this part of the country than anywhere else in England.2 So when a Labour government decided the following year to try to tackle the problem of poor wages, by introducing Britain’s first ever National Minimum Wage, at a rate of £3.60 per hour, Dartmouth found itself in the front line of an economic argument that had raged for over a century.

Sweat shops and the birth of the minimum wage

Dartmouth is a far cry from the sort of place we popularly or historically associate with low pay. In Britain, at least, poverty wages are more often associated in the public imagination with the emergence of the grim factories and industrial towns that sprang up in the eighteenth and nineteenth centuries. In point of fact, though, the earliest debates about subsistence or below subsistence wages focused on the plight, not of factory workers, but of the ‘sweated’ labourers who took on subcontracted work in, for example, the clothing industry, and who worked in small workshops or at home on such tasks as sewing and making shirts. Because they were so widely dispersed and often self-employed, they lacked the muscle of the nascent trades union movement, active in factories, and so were particularly open to exploitation by unscrupulous bosses and the manufacturers who outsourced work to them.

So bad had their situation become by the second half of the nineteenth century, that in 1888 a Select Committee of the House of Lords was set up to look at the whole issue of sweated labour. Hearings were held and witnesses called.3 In 1890, the committee published its fifth and final report, and its chairman, the Irish peer Windham Wyndham Quin, better known as Lord Dunraven, put forward a parliamentary motion ‘That, in the opinion of this House, legislation with a view to the amelioration of the condition of the people suffering under that system is urgently needed.’

Dunraven graphically described the state in which great swathes of the British populace lived. He decried.


the miserable pittance for which these people exchange their almost unremitting toil – the scanty fare, barely enough to keep starvation from the door; the horrible insanitary conditions in which they work, the overcrowding in their dwellings, men, women, and children, often not even members of the same family, sleeping huddled up on the floor of the dilapidated room in which they live and work, and work and die; the children sick of infectious diseases.4



He argued that the unorganised status of sweated labour meant employers enjoyed an unfair advantage when it came to agreeing wages, and could therefore set them artificially low.

Although he didn’t say so in as many words, Dunraven was essentially making a case for setting a national minimum wage. It was something that had never been done before.5 But although both his own Conservative Party and the opposition Liberal Party took a laissez-faire approach to business, Dunraven could have argued that there were precedents for the sort of market intervention he was proposing Parliament should make. Trade unions were legally permitted to organise and use the threat of strikes to achieve higher wages. In Ireland, land courts had been established to set ‘fair’ rents for tenants who felt the ‘market’ rate demanded by their landlord was excessive. He could also have argued that such interventions had not caused economic damage to the country at large. It was not generally held that unions had dented the success of British industry or that the land courts had damaged Ireland’s agricultural productivity. Rather, such policies were seen as purely redistributive – shifting money from the pockets of consumers, employers and landowners to workers or tenants with no or little efficiency losses, and possibly productivity gains as those who had previously been so impoverished became more industrious.

Other parliamentarians agreed the conditions endured by many were grim, but their analysis took a very different form. A chief critic of the minimum wage proposal, Frederick Stanley, the Earl of Derby, saw no misfunctioning of the labour market. Wages were low, he said, because there was an excess of unskilled labour: ‘We all know that the real difficulty – the real danger – is the rate at which the poorest class are increasing in London and in our great towns.’6 His argument was that low wages allowed more people to enter work. His view of a minimum wage (apart from a belief that it would be very difficult to enforce in the informal sweating sector) was that it would force employers to eliminate low-skill, low productivity jobs that could not justify a higher wage. The way to tackle poor pay, he suggested, was either to increase demand for labour through a large public works programme or to encourage emigration. The latter solution, he thought, had its merits; the former would be prohibitively expensive. Ultimately, he thought, the real ‘cure’ was to convince the poor to abstain from early marriages and stop having children they were unable to provide for.

In the short term Derby’s view prevailed, and it was the colonies he was so keen to export ‘excess’ workers to and which still welcomed them – Australia and New Zealand – that became the first to introduce minimum wage rules. However, the issue of low pay in Britain didn’t go away. It remained a niggling sore in the minds of the public and in the press. In 1906 the Daily News, a newspaper founded by Charles Dickens, even organised an exhibition devoted to the issue. Finally, in 1909, Winston Churchill, the President of the Board of Trade, steered legislation through Parliament to establish Trade Boards that would set minimum pay levels in certain industries in which workers did not generally enjoy trades union protection. His argument in favour of his Trade Boards Act was one that Dunraven had advanced: ‘It was formerly supposed,’ Churchill argued,


that the working of the laws of supply and demand would naturally regulate or eliminate that evil. The first clear division which we make on the question today is between healthy and unhealthy conditions of bargaining. That is the first broad division which we make in the general statement that the laws of supply and demand will ultimately produce a fair price.7



In other words, he took the view that the laws of supply and demand were not freely working due to the exceptional power of employers to influence wage rates. His intention was to rebalance the relationship, without otherwise interfering in the day-to-day conduct of business.

The issue of low wages was also being explored in the United States at much the same time, though with a slightly different emphasis. In Britain, a perceived excess of labour meant many politicians feared that a minimum wage would lead to unemployment. The United States’ traditionally tighter labour market (which Adam Smith said explained the higher wages in the colonies) meant people there were less concerned on this front – the country’s leading economist of the late-nineteenth century, John Bates Clark, argued that any jobs lost by ‘unfit’ companies going under as a result of a minimum wage would be absorbed by the expansion of ‘fit’ companies.8 That left the larger, ideological question as to whether it was appropriate for the state to interfere with workers’ and businesses’ commercial negotiations. Putting more focus on the matter of fairness than the principle of laissez-faire, individual states (Massachusetts being the first, in 1912) began to introduce minimum wage rules, initially covering just women.9 Employers challenged the laws in the courts and during the 1920s and 1930s won a raft of victories, including several Supreme Court judgements that ruled that the fixing of a minimum wage was unconstitutional.10 It was not until 1938 that a federal minimum wage, which would withstand legal challenges, was introduced, during the presidency of Franklin Delano Roosevelt.11

The minimum wage’s rocky path

Having established the principle of a minimum wage, however, both Britain and the United States gradually retreated from it after the Second World War. Trade unions on both sides of the Atlantic favoured negotiated wage settlements over state-enforced minimums, and worried that the latter would remove the need for workers to join unions. In the absence of strong support for it, the US minimum wage failed to keep up with inflation, making it less and less relevant. In Britain, the government’s Trade Boards (later know as Wage Councils) had a decreasing role, as those occupations it covered, like corset-making and working with ostrich and other types of ‘fancy feather’, became less common.12

What ramped up the debate again was the economic turmoil of the 1970s and 1980s. In Britain and America, as traditional unionised industries, such as car-making, shipbuilding and coal-mining, began to decline, and service industries rose, trade union membership started to fall, and the number of people benefiting from negotiated wage agreements fell with it. British unions came to view the notion of a national minimum wage as less of a threat than they had a few years previously and, one by one, dropped their opposition, paving the way for the Labour Party to include the policy in its manifesto for the 1987 general election.13

In the United States, meanwhile, reconsideration of the minimum wage was given urgency by the realisation that the well-paying manufacturing jobs lost in the 1970s and 1980s were being replaced by low-skill, low wage-roles. As the Joint Economic Committee of the US Congress reported in 1986 in The Great American Job Machine:


For more than a decade, the United States has produced more new jobs than most other industrialised nations – nearly 20 million new jobs during 1973–84. However … compared to the period 1973–79, the net new employment created between 1979 and 1984 has occurred disproportionately at the low end of the wage salary distribution (i.e., below $7,000 in 1984 dollars). Between 1979 and 1984, the number of workers earning more than the 1973 median ($14,024 in 1984 dollars) actually declined by 1.8 million.14



No increase in the federal minimum wage had been approved since the 1970s, and the prevailing figure of $3.35 per hour was in 1986 worth less, in inflation-adjusted terms, than in the 1960s. Labour unions urged reform. The US Catholic church, too, pushed for change, arguing that a higher minimum wage constituted ‘an essential measure of economic justice’.15 Many voters seemed to like the plan too. One poll found that 71 per cent of Americans supported Senator Ted Kennedy’s plan for a $4.65-an-hour minimum.16 Michael Dukakis, the Democratic nominee for President in the 1988 election, also supported an increase.17

But the dominant political climate was hostile. In Britain, Margaret Thatcher made clear her total opposition to any idea of a national minimum wage. The prospects of young people would be blighted by Labour’s minimum wage policy, she argued, ‘because people could not then afford to employ them and give them a start in life. A quarter of a million jobs could be at risk.’18

Her US political soulmate, Ronald Reagan, felt the same. He believed the minimum wage was a fundamentally flawed policy and that giving it additional bite would cost more jobs than were already being lost. ‘The minimum wage has caused more misery and unemployment,’ he said in 1980, ‘than anything since the Great Depression.’19 Business groups agreed. The US Chamber of Commerce argued that a proposed increase to $4.65 an hour over three years would by 1995 cause the loss of 1.9 million jobs.20 Crucially, many progressives shared this concern. Some Democratic politicians teamed up with Republicans to oppose Ted Kennedy’s plans to restore the US minimum wage to its historical levels as a percentage of the average wage.21 Some in the ‘liberal’ media, swayed by the arguments of economic theory, backed their opposition. In the 1920s, when the argument had been whether or not to allow government intervention in private contracts to improve the lot of the poor, the New York Times editorial page had supported the introduction of a minimum wage. But in the late 1980s, when the paper saw the trade-off as being between higher earnings for some low-paid citizens and fewer jobs for the poorest, it concluded that ‘The idea of using a minimum wage to overcome poverty is old, honorable – and fundamentally flawed.’22

In late 1988, the US Democrats dropped their congressional effort to raise the minimum wage. In Britain, Labour’s support for it was felt to be one of the causes of their narrow 1992 defeat, the Conservatives having made hay with their claim that such a policy would cost two million jobs. In 1993, the Conservative government passed the Trade Union Reform and Employment Rights Act, which abolished the Wages Councils, save for the Agricultural Wages Board.23 Almost a century on from the first legislative moves to end low pay in Britain and the United States, the debate appeared mired in the mud. Over that period, people had increasingly expected governments to intervene in the economy to make outcomes fairer, but when it came to how society paid those at the lowest rung of the labour market, political thinking appeared to have moved in the opposite direction. The reason for this was the entry of a new party into the debate: economists.

Economists enter the fray

The Committee on the Sweated Trades’ investigation was vast in its scope. Interviews were conducted with 291 witnesses on how the low-wage labour market operated.24 Every possible constituency and category of expert was consulted, from retailers, shoemakers, priests and rabbis to the superbly titled Superintendent of the Nuisance Department, as Manchester’s then-chief sanitary inspector was known. Every category of expert, that is, except for one: no economist was asked to offer their thoughts on how the labour market worked or how wage controls would affect employment.25 This was probably because at the time ‘political economy’, as the area of study was known, was perceived to reside in a similar category of knowledge to philosophy. It might broadly guide thinking on a few major themes such as trade, but, like philosophy, it was not deemed to be of practical help with everyday problems.

Economists had first given serious thought to the idea of a minimum wage at least as early as the late-eighteenth century, when Jeremy Bentham wrote of it.26 His unequivocal view was that it was a bad idea: ‘a regulation which fixes the minimum of wages, is a regulation of a prohibitory nature, which excludes from the competition all whose labour is not worth the price fixed.’ John Stuart Mill argued much the same in his 1848 work Principles of Political Economy. He thought such a measure would lead to the elimination of jobs and higher unemployment across the economy, requiring state subsidisation of the unemployed. Marshall’s development of supply-and-demand curves allowed a visual expression of how this would work in practice.


The graph shows labour supply and demand – the former sloping upward to reflect the economists’ assumption that higher prices stimulate additional supply, and the latter sloping downward.

At equilibrium point E, there is a market-clearing wage, in this case £10 per hour, where the demand for workers and supply are perfectly matched. This gives a total level of employment (conceivably measured in hours or the number of jobs) of Lm. However, if the government imposes a wage floor which is above the market-clearing wage, then the amount of labour which employers will demand falls, to Lmw.
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Supply-and-demand curves didn’t become part of the popular consciousness until some years after Marshall published his work. It’s therefore fair to say that early advocates of the minimum wage, including Winston Churchill, didn’t see the labour market precisely in Marshallian terms or as a straightforward matter of supply and demand. Rather they regarded wages as being a product of negotiation. As a result, they felt that employers could afford to pay their workers more and that a government could safely intervene and rebalance things in favour of workers without dampening overall labour demand.

In 1899, the American neoclassical economist John Bates Clark devised a model that, in theory at least, showed that labour markets were not driven by such fuzzy forces as ‘bargaining power’,27 but by discernible rules. His theory of marginal productivity claims that employers will pay employees an amount that reflects their contribution to the firm’s profits, and therefore, by extension, that employment will expand and wages increase up to the point at which hiring additional staff at the prevailing wage rate offers no more profit to that firm – when, in other words, the marginal productivity is zero. So, for example, a supermarket might opt to employ additional cashiers to deal with long checkout queues, thereby improving customer service and so increasing revenue and profits. But at a certain point, the extra income generated by an additional cashier will drop below their wage cost. Once that happens, and the average profitability per cashier falls to the point where it threatens to turn negative, the retailer will stop hiring additional staff.

That all works well if the market is in equilibrium and wages are set according to the marginal productivity of workers. But, the theory posits, if an increase in wages is imposed via, say, a government-mandated minimum wage, then suddenly the marginal productivity of many workers will not be sufficient to cover their wages. At this point, assuming the firm retains its existing staffing level, it will be losing money.

If you hold the Churchillian view of labour markets as a power play between workers and employers, then it is difficult, if not impossible, to model the mechanisms that determine wages or employment in a way that allow you to make predictions about the outcomes of different policies. However, if you accept Clark’s theory and the principle that the demand curve for labour absolutely determines employment and wage levels, then predictions are entirely possible, and the realm of wage-setting attains the authority of a science. It’s no surprise, then, that Clarke’s analysis should have been welcomed by economists and that it should have become hugely influential. Over the decades that followed, even those economists most at ease with government intervention in the economy argued that minimum wages were synonymous with unemployment.

In a 1930 paper on government-prescribed wage levels, John Maynard Keynes concluded that a minimum wage would be unworkable as it would cause capital flight.28 Post-war Keynesian economists including Nobel laureates James Tobin29 and Gunnar Myrdal,30 a development economist dismissed as a socialist by some conservatives,31 both argued that a minimum wage would price workers out of employment. In 1988 Paul Samuelson argued that the policy actually hurt the poorest families and favoured middle-class families.32 A 1976 survey of professional economists found that 90 per cent ‘generally agreed’ or ‘agreed with provisions’ that ‘a minimum wage increases unemployment among young and unskilled workers’.33 The most widely sold textbooks of the 1960s, 1970s and 1980s, such as Economics: Principles and Policy by William Baumol and Alan Blinder (‘minimum wages reduce employment’) and – my own university tome – The Applied Theory of Price by Donald McCloskey (‘the minimum wage causes unemployment’) were clear on the point that minimum wages reduced employment.

Through the decades there were a few dissenters in academic circles. In 1946 Richard Lester, an associate professor at Princeton, published the results of a survey he conducted among businesspeople that showed that executives did not base their hiring decisions on such abstruse considerations as the marginal costs of labour.34 Indeed, they didn’t even know what these costs were. His conclusion was that the traditional supply-and-demand model simply didn’t apply to employment, and that institutional factors such as community attitudes, the presence of labour unions, etc., were important determinants of employment levels and wages. ‘Reasoning about labour markets as though they were commodity markets,’ Lester later wrote, ‘seems to be an important explanation for erroneous conclusions on such matters as minimum wages.’35 The response from the mainstream of the profession was scathing. A University of Chicago alumnus who would in time become one of the Chicago School’s leading scholars, George Stigler, published a rebuttal in 1946, and called peers to be ‘outspoken and singularly agreed’ that minimum wages killed jobs.36 In the decades that followed, Stigler’s view would prevail among economists. But it didn’t seem to influence policymakers much. In 1949 President Harry Truman approved a near doubling in the minimum wage; countries including France, Japan, the Netherlands and Spain introduced minimum wage rules. True, as stated earlier, the impact of statutory wage floors waned in the UK and United States in the 1950s and 1960s, but only because labour unions preferred collective bargaining as the primary wage-setting mechanism.

But as in so many other arenas, thinking shifted in the 1970s and 1980s, and as politicians looked to free-market forces to tackle economic problems, the voices of those who claimed to understand how markets worked became more influential.

In 1977 Jimmy Carter established an independent Commission to examine the evidence on the minimum wage so that future policy on the issue would be fact-based. Four years and $50 million (in 2020 dollars) later,37 the Minimum Wage Study Commission published its final report, which encapsulated, in great detail, the sum of academic knowledge on the matter. The voluminous study, and a 1982 summary of it published by three economists who sat on the Commission,38 led economists to coalesce around the idea that minimum wages had adverse effects on low-skilled employment – the roles which it principally impacted.39

Gradually, the accepted wisdom in economics became the public policy orthodoxy, practised by governments, advocated by organisations such as the IMF and OECD and accepted by the mainstream media. It’s unclear whether Margaret Thatcher and Ronald Reagan’s positions on minimum wages were dictated by economic theory (although Thatcher did cite free-market economists such as Milton Friedman40 and Friedrich Hayek41 as strong influences) but the near unanimity among economists in the 1980s, and their rising influence, meant the decision to allow wage floors to wither away seemed like a simple case of following scientific advice.

But, then, a small band of economists had the temerity to test the science.

Fast food economics

In November 1991, the economics departments of Princeton and Cornell University, two Ivy League colleges, held a conference at Cornell’s campus in Ithaca in upstate New York. The topic was the minimum wage, and the papers presented at it were deemed noteworthy enough to prompt Industrial and Labor Relations Review to feature some of them in a special edition on the minimum wage it issued the following year. Among them were three by the economists Alan Krueger, Lawrence Katz and David Card, which, in time, would turn received wisdom on its head. The three young economists had examined data following recent changes in the federal and state minimum wages and, they claimed, had failed to find any negative employment effects. They had also scrutinised previous research and come to the conclusion that those papers critical of the effects of a minimum wage had made erroneous calculations. One paper by Katz and Krueger, which examined employment at fast food restaurants in Texas after a 1991 increase in the federal minimum wage, even suggested that those firms likely to have been most affected by the increase in the minimum wage had seen a relative increase in employment.42

Not surprisingly, their findings ruffled feathers in the economic community. Several researchers, including David Neumark, William Wascher and Finis Welch, whose work was criticised by Card, Katz and Krueger, became particularly active in countering the three men’s accusations of bias, while Neumark and Wascher sought to turn the tables further by claiming that there were errors in Card, Katz and Krueger’s own work.

The debate became even more frenzied after the publication in 1994 of Card and Kreuger’s research paper on the impact of the minimum wage on fast food restaurants in the adjacent states of New Jersey and Pennsylvania. Based on telephone surveys of over 400 outlets, it compared the relative unemployment rates in a state where the minimum wage had been raised in 1992 (New Jersey), with those in a state where there had been no change (Pennsylvania). Its unequivocal conclusion – that the minimum wage increase had had no impact – did not go down well with the fast food sector, which feared legislators might use the research to justify further minimum wage hikes, or with Neumark and Washer, who did their own study, using payroll data from 230 restaurants in the two states, to suggest that Card and Krueger’s findings were incorrect and that in fact employment growth in New Jersey had been hampered by the minimum wage. Card and Krueger issued a riposte, criticising Neumark and Wascher’s sample size and its source (some of the data had been supplied by an industry group), and defending their own methodology. Things became frosty. Welch told the Wall Street Journal in 1996 that the new Jersey-Pennsylvania study was ‘generally dismissed by professional economists’; and when some of the protagonists faced off on a panel at an event hosted by the American Economic Association, Card was so infuriated by Welch he refused to even join the debate, and sat glaring at his opponents.43 It was clear, according to his co-panellist that day, that ‘These guys didn’t like each other at all.’44

It wasn’t that Card and Krueger were seeking to overturn neoclassical supply-and-demand theory altogether. They believed that minimum wage rates above 50 per cent of median pay risked killing jobs. ‘David and I have said all along,’ Krueger said in an interview, ‘that there was a tipping point where a great enough increase in the minimum wage would start to reduce employment.’45

But the economic establishment saw the claim that an imposed wage increase would not diminish labour demand as a frontal assault on one of the basic pillars of economics. ‘The inverse relationship between quantity demanded and price is the core proposition in economic science, which embodies the presupposition that human choice behaviour is sufficiently rational to allow predictions to be made,’ the Nobel laureate James M. Buchanan said of the men’s work in 1996. ‘Fortunately,’ he added, ‘only a handful of economists are willing to throw over the teaching of two centuries; we have not yet become a bevy of camp-following whores.’46 The Nobel memorial winner Gary Becker similarly saw Card and Krueger as denying the laws of gravity. ‘Even a wizard would have a great deal of difficulty repealing the economic law that higher minimum wages reduce employment,’ he said. ‘Since politicians are not wizards, they should not try.’47 Harvard Professor Robert Barro, considered one of America’s most influential economists, described Neumark as a ‘hero’ for pushing back against the Card-Krueger-Katz work.48

But the view taken in politically liberal circles was rather different. The new wave of minimum wage research received a wide readership among labour unions and centrist or left-of-centre political parties, which in the 1990s took control in the United States, Britain and France, and helped inform the Clinton administration’s decision to increase the minimum wage in 1996 by 21 per cent.49 In Britain, the Card-Krueger research and a 1994 London School of Economics study, which found that a reduction in the pay levels set by Wages Councils, as a percentage of average wages, had done nothing to increase employment,50 also allowed Labour to argue that its minimum wage policy would not cost jobs.51 When Tony Blair and his Chancellor of the Exchequer Gordon Brown were elected in 1997, they faced dire warnings from business organisations, international organisations like the OECD,52 many financial commentators,53 and of course mainstream economists. But they nevertheless pressed ahead with their plans. It was a huge political gamble, and made Britain a test bed in one of economics’ most heated debates.

Dominant wisdom overturned

In an effort to minimise opposition from business groups, and because, despite arguing that a minimum wage could help the economy, Gordon Brown himself feared a minimum wage could potentially kill jobs, the Labour government chose to introduce the minimum wage at a modest level, with the hope of gradually bringing more people under its protection.54 The rate of £3.60 per hour represented around 40 per cent of median adult hourly earnings. This was just ahead of the US federal minimum wage, which then averaged 37 per cent of median earnings, but was well below that in the Netherlands (54 per cent), France (60 per cent) and Australia (65 per cent).55 In a city such as London, where the cost of living has traditionally been high, and wages have had to be pegged accordingly, it had little practical effect and caused little concern among employers.

But in Dartmouth the £3.60-per-hour level prompted alarm. A spokesman for the Federation of Small Businesses based in nearby Paignton predicted the minimum wage would have ‘a devastating effect’56 on local small businesses. At Dartmouth’s Royal Castle Hotel, which over the years has hosted Cary Grant, Faye Dunaway and Gregory Peck, it helped drive up wages as a percentage of costs from a historical level of 30 per cent to 40 per cent. Since the owner felt that to cut head count would be to damage the quality of service, he saw no choice but to absorb the additional expense.

Other small businesses in the area pushed up prices where they could, but otherwise resigned themselves to taking a hit on margin.57 However, when all is said and done, the one thing they didn’t do was what orthodox economic thinking said they must inevitably do: cut jobs.58 In the year after the minimum wage was introduced, the number of people in South Devon recorded as out of work dropped to its lowest since records began thirteen years earlier and the number of job vacancies soared.59 By 2002, Devon’s unemployment rate had dropped from 4.2 per cent in 1998 to 2.5 per cent.60 In the South-west as a whole (including the rest of Devon and Cornwall), the unemployment rate fell 4.3 per cent in 1999, 8.9 per cent in 2000 and 12.2 per cent in 2001.61

Obviously, factors were in play here that had nothing to do with the existence or absence of a minimum wage. Britain overall in these years, like most of the European Union, experienced healthy growth.62 But what’s notable is that, totally contrary to what economic theory predicted, the areas more affected by the minimum wage didn’t produce fewer new jobs than the rest of the country. The combined drop in unemployment in the South-west was 23 per cent between 1998 and 2001, compared to a 17 per cent drop in London,63 where fewer than 5 per cent of employees earned less than £3.50 per hour in 1999 (as compared with 27 per cent in Dartmouth).

In the years that followed, the minimum wage was repeatedly increased at a pace that outstripped the rise in average wages, prompting further dire warnings about hitting a tipping point that would lead to unemployment. But the data continued to confound the economic orthodoxy. The Low Pay Commission, which was set up by the government in 1997 and which was made up of representatives of business groups, trade unions and economists to study the impacts of the National Minimum Wage (NMW) and advise the government on the level of future increases, concluded in 2015: ‘Research we have commissioned to inform our decisions – now totalling around 140 projects – has generally shown that the NMW has led to higher than average wage increases for the lowest paid, with little evidence of adverse effects on employment or the economy.’64 It also established that those on the minimum wage weren’t predominantly young people on the first rung of the employment ladder, students working part-time or during summer breaks, or other groups whose modest earnings, opponents of the minimum wage say, should not provoke concern. Most – 68 per cent – were twenty-five years of age or older; many were their family’s primary bread winners; some were people of pensionable age.

By the end of 2014, the national minimum wage had put a higher floor than ever on what the lowest paid should earn, relative to median or average earners. However, the slow recovery from the financial crash and great recession meant average wages had not kept up with inflation. And since the Low Pay Commission linked recommended increases in the national minimum wage to changes in median pay, between October 2007 and October 2013 the real value of the wage had fallen 5 per cent.

Given its historical stance on the issue, the Conservative Party should have welcomed the erosion in the absolute value of the minimum wage. After all, in 1999 they fought its introduction to the bitter end, slamming the Confederation of British Industry for dropping its opposition65 and forcing the House of Lords to sit all night to get the bill through. But as George Osborne, a senior adviser to Conservative ministers in the 1990s before he entered Parliament as an MP in 2001, acknowledged to me in 2019, the predictions of economic theory had ‘certainly not proved to be the experience of Britain’. As Chancellor of the Exchequer after 2010, he remained wary, pushing back against trade unionists and others demanding significant hikes in the minimum wage, and feeling in his gut that the basic economic orthodoxy made basic economic sense (after all, as economists in the United States sometimes say, a $1 million minimum wage would certainly kill jobs).66 But he wasn’t happy about Britain’s transformation into a lower-wage economy. He also wasn’t happy that the government was paying out more and more in top-up benefits for the working poor. And so in 2015 he made a critical decision: to stop listening to the economists.

In July of that year, Osborne announced a step change upwards in the minimum wage, one that alarmed even the Low Pay Commission.67 He announced that by 2020 the minimum would rise to 60 per cent of the median wage68 – a level well above the average for OECD members, and one estimated to impact around 2 million workers. The result? In 2019, the Low Pay Commission announced that it had failed to find statistically significant negative employment effects. Back in 1997, in an article in the Institute of Economic Affairs journal, Professor Walter Oi, a labour economist at the University of Rochester, had stated that ‘a policy that can raise the wages of those at the bottom of the wage ladder with no job losses is remarkable. It rivals a perpetual motion machine or alchemy.’69 It appeared that Britain had just become a nation of alchemists.

And it wasn’t alone. Looking across the nations of the EU, the European Commission concluded in 2014 that ‘minimum wages have only a small negative effect on employment, not usually found to be statistically significant.’70 Hungary afforded a case in point. In 2001, the country’s right-wing government unexpectedly increased its minimum wage by 57 per cent. One study found that this reduced employment in small firms – those usually most affected by the minimum wage – by almost 3 per cent.71 In 2002, the government followed up with another hike, lifting the wage by a combined 96 per cent over the 2000 level. Another study found that out of 290,000 minimum wage workers in Hungary, around 30,000 lost their jobs.72 But what was noteworthy here was that while some people clearly and regrettably did lose their jobs, there was no overall increase in unemployment. It would appear that most, if not all, of those workers who were displaced by the hike in the minimum wage went on to find other jobs. And this was in a country where the minimum wage effectively doubled within two years. In 2014, Europe’s biggest economy, Germany, adopted a minimum wage. Analysts predicted doom, particularly in the country’s poorer East, but, again, no damage could be detected and the country proceeded to experience record low unemployment.73

In the face of so much evidence that what didn’t work in theory seemed to be performing pretty well in practice – or, at least, not causing actual economic damage – many of those who previously opposed minimum wages changed their tunes. Some big names, like James Tobin, who had previously spoken out against the minimum wage, began to call for it to be raised.74 Polls of economists showed they were now less convinced that minimum wages cost jobs. Economics textbooks revised their claims that this was its effect.75 International economic organisations also changed their tune. In 2014, the IMF76 and OECD77 called on the US to increase its minimum wage, saying this could be done without killing jobs. In 2017, the OECD also urged Japan to hike its minimum wage in an attempt to help stimulate its economy.78

The dominant wisdom was shifting. But this left the question as to why economists got it so wrong in the first place.

Minimum fact studies

The pillars of the economic establishment who slammed Card and Krueger’s work didn’t dismiss it simply for challenging theory: they said the men ignored the facts. ‘During the past several decades, many studies found that raising the minimum wage does reduce the employment of teenagers and others with low skills,’ Gary Becker wrote in 1995.

This wasn’t a fair characterisation of the state of academic knowledge at that point. It would be more accurate to say that economists had spent decades trying to find convincing empirical evidence that the minimum wage led to unemployment but had failed, and that they had stubbornly insisted that their failure reflected unreliable data or problematic methodology. The report of the commission Jimmy Carter appointed to study the minimum wage – on which the economic consensus against the minimum wage was based – never concluded that the minimum wage reduced employment of low-skilled workers generally. It just couldn’t put its finger on positive proof.

That said, there was one area of the labour market where the Commission identified what it saw as a convincing link between employment and the minimum wage: teenage employment. The number of teenagers in work, it posited, would decline by 1–3 per cent if the minimum wage was increased by 10 per cent.79 Since the percentage decrease was so modest (even within the 1–3 per cent range it suggested, the Commission tended to the lower end) and the section of the workforce involved such a narrow one, this finding was not sufficient to alter the Commission’s overall, very tentative conclusion: ‘The direction of the effect on adult employment is uncertain in the empirical work … Uncertainty about the effects on adults is a serious gap in the literature.’ It was sufficient, however, to give true believers both hope and the evidential ammunition they craved. Sixteen-to-nineteen-year-olds were unskilled workers, they claimed (not uncontroversially). They could therefore be taken as a proxy for unskilled workers more generally. If their employment prospects were damaged by the minimum wage, it followed that other unskilled workers suffered in the same way. It just happened to be that the data the researchers relied on wasn’t good enough.

It was a bold extrapolation. It was certainly true that teenagers occupied an area of the US labour market that had experienced a dramatic collapse in employment in the previous decades. But, as ever, correlation doesn’t equate to causation. Other factors were in play. Some teachers pointed out that by the 1970s and 1980s teenagers couldn’t take on work to the extent they had formerly done, because they had to focus more on getting good grades than earlier generations had. Others argued that teenagers were more likely to engage in volunteer work, because college admission departments were placing more value on this than the experience of, say, waiting tables. Some parents said that safety concerns deterred them from encouraging their kids to get jobs. In 1979, Martin Feldstein, who would go on to be Chairman of President Reagan’s Council of Economic Advisers and author of a study that ‘proved’ the claims of his old sparring partner Arthur Laffer, came up with another answer: teenagers had become work-shy. He conducted a survey of sixteen-to nineteen-year olds, which revealed that the drop in work was not related to a drop in demand for young workers. Rather, he found that:


Most of this ‘out of the labor force’ group show relatively little interest in finding work … For many of them, there is relatively little pressure or incentive to find work.80



His findings suggested that almost half of the supposed unemployed teens he surveyed ‘reported having no work-seeking activity during the previous four weeks, including such things as asking friends or looking in the newspaper’. That teenage employment fell during this period in other countries, like Britain, which didn’t even have a minimum wage (but where parents bore similar concerns about their children’s work ethic), suggested Feldstein might have been on to something.

In the years after the 1981 Minimum Wage Commission report, Charles Brown, one of its authors and the lead author on the landmark 1982 review based on it, continued to follow the published research. As he did so, he noticed a worrying trend. ‘As researchers extended the sample period through the 1980s,’ he wrote, ‘even with statistical specification exactly the same, the estimated effects of the minimum wage on teen employment became smaller.’ His reaction to this was ‘one of puzzlement’.81

Years later, Alan Krueger argued that such trends were evidence that earlier data had been manipulated. He said that earlier studies had used the specification of models to give a result that showed the minimum wage had a statistically significant negative impact on employment (which, in any case, only means the impact was most likely not random – not that the impact was large). However, as the data set increased in size with the inclusion of more years, this book-cooking became harder to sustain, and the truth began to shine through.

Looking back in 1996, Brown concluded that, rather than looking at the possible effects of an increase in the minimum wage on employment, researchers would have been better off seeing whether employment levels had changed in those sectors where a minimum wage had been brought in for the first time – or, as he put it, ‘The most promising place to look for long-run effects should be in coverage changes, with the expectation that they would be relatively large and easy to find.’82 In 1950 only 53 per cent of all private non-farm non-supervisory wage and salary workers had been covered by the minimum wage. In 1977 that had risen to 84 per cent. It should have been fairly easy, therefore, to pinpoint correlations, if they existed. But they didn’t. No one could find evidence of job losses in industries after they became subject to the minimum wage. As Brown said, ‘the time-series data then bites the analyst with a vengeance – evidence that coverage matters is extremely weak.’83

If the lack of evidence for the supposedly baleful effect of the minimum wage should have given adherents of John Bates Clark’s theory of marginal productivity pause for thought, so should another economic development of the 1970s. In the immediate post-war period, there had been a high degree of correlation between real, inflation-adjusted wage rates and productivity – just as Clark had stated, wages were being driven (or, at least, appeared to be driven) by productivity. But after 1973, median US wage rates stagnated, even as productivity rose in what became known as ‘the Great Decoupling’. Yet the views of true believers remained unshaken.

It was partly frustration with the poor quality of research that was being published in the 1980s that motivated Card and Krueger to look deeper into the minimum wage. The two used to jokingly refer to the 1970s and 1980s literature on the subject as ‘minimum fact’ studies.84 Card thought the preponderance of papers that supported the existence of a negative employment effect reflected institutional bias, with studies that challenged this orthodoxy being rejected by journals or simply left in the drawer. As time went on, more economists accepted that such a bias existed. One 2009 analysis of sixty-four studies found that when one corrected for publication selection, ‘little or no evidence of a negative association between minimum wages and employment remains.’85

How the labour market really works

The inevitable answer to the question of why minimum wages can lift wages for millions of workers without killing jobs is that labour markets are far more complex and nuanced than the rigid supply-and-demand graph would suggest. For example, the basic supply-and-demand model assumes that companies cannot simply pass higher wages on to customers – after all, if customers were prepared to pay more for goods or services before a minimum wage, the profit-maximising firm would have already increased prices. However, some of the biggest low-wage employers in North America and Europe – outsourcing service providers like ISS A/S, ABM Industries Inc and Sodexo SA – say they routinely pass on any increased costs as a result of higher or new minimum wages to customers in the short to medium term so that profit margins are not impacted.86 For businesses that find it hard to pass on higher costs in the form of higher prices, minimum wages do sometimes squeeze profit margins. Again, that’s something economic theory doesn’t envisage, since the assumption of competitive markets implies the return on capital employed is at any point the lowest level to convince investors to operate in the business, so that any further reduction in margins and returns would prompt people to exit the business.

The other prediction the neoclassical framework puts forward that has been found wanting is that the imposition of a minimum wage prompts capital – hard assets like equipment – to be substituted for labour. Economists view commercial output as a function of combining interchangeable inputs such as land, labour and machinery according to their relative prices. If one element becomes more expensive, less of it is used, and more of the other elements are consumed in the output-generating process. It therefore follows that higher labour costs eliminate jobs because they encourage businesses to invest in automation. Andy Puzder, a fast food executive tapped by Donald Trump in 2016 to be Labor Secretary, referred to the minimum wage as the ‘Robot Employment Act’. David Neumark similarly believes that such legislation harms employment,87 although his co-author on a paper that sought to show this, Grace Lordan, found that ‘overall, the empirical analysis suggests that firms may re-assess their production processes following minimum wage increases, but so far endogenous substitution has been limited.’88 The area where Neumark and Lordan found the strongest evidence that increased minimum wages did lead to a rise in automation (that is to say, the sector where the correlation between the two was strongest) was in automotive manufacturing. But, of course, the increase of automation in this sector in unlikely to be driven by the minimum wage, since car-making wages tend to be well above statutory minimums, and it is well known that increased automation in the industry is a consequence of advances in robotics being especially applicable in industrial production lines.89 Generally, the uptake of labour-saving devices such as mechanised farm equipment, self-driving trucks or electronic handsets for waiting staff seems to be a function of technical improvements rather than wage costs, which makes sense when one thinks that the basic principle that people are more expensive than machines has held true for centuries, and created an incentive to invent and use new machines.

Ironically, some minimum-wage proponents wish Neumark was right. Low productivity growth in the service sector is sometimes blamed on cheap labour deterring investment in labour-saving equipment. In this sense, if a higher minimum wage encouraged the replacement of, say, checkout workers with automated tills, this might boost labour productivity and support long-term wage growth. But, as Lordan and Neumark found, there’s no clear evidence for this.

In another example of reality trumping theory, some employers say that minimum wages spur them to look at efficiencies in working processes. Theory suggests they would have been forced to do this by market pressures even in the absence of a minimum wage.

There is also an area where employers see the minimum wage boosting productivity but which is ignored by the standard economic model of the labour market: staff turnover. Companies such as McDonalds say reduced turnover helps improve the customer experience they offer and reduces training costs. In an industry like fast food, where staff turnover rates can run to far in excess of 100 per cent annually,90 and where the cost of replacing even waiting and kitchen staff can be high – an average of $2,000 in the United States in 201991 – this can have a material impact on a business and offset at least some of the cost of higher wages. (It’s perhaps worth noting, too, that it’s the high turnover in low-paid jobs that helps to explain why the minimum wage hasn’t hit employment numbers in the way that many economists have predicted. The low-wage economy is also a very mobile one: the worker who loses a position in an inefficient company that cannot afford higher wages will probably, provided overall labour demand is not reduced, quickly find another one – unlike a skilled worker who, if thrown out of a job, will typically find it harder to obtain a suitable replacement.)

There is also a possible indirect benefit to firms from minimum wages that might blunt the impact of higher labour costs. Some companies in the UK reported during the 2000s that the minimum wage had put more money into low earners’ pockets, giving them more to spend in shops and pubs – though, as the Low Pay Commission has shown, it’s hard to make generalisations here as so much depends on the sector in which they are employed.

Taken together, all these various factors and considerations boost the minimum wage case. They also show that standard economic explanations of the labour market fall short when it comes to predicting behaviour and outcomes. Where, then, does that leave economic theory?

A new theory of employment

In recent years, as evidence for the disemployment effects of minimum wages continues to evade economists, even as their uptake internationally broadens and their average level as a percentage of median wages increases, economists have explored a tributary in the standard labour market theory that was previously dismissed as a dead end.

When Lord Dunraven and Winston Churchill proposed introducing a minimum wage, they argued that it was a justified interference with the laws of demand and supply because they believed competition was not functioning properly – in that it was not leading to the outcome that was the most efficient for all of society. They believed that Adam Smith’s ‘invisible hand’ had gone temporarily limp, and the reason for this was that employers had excessive power in wage negotiation. Dunraven and Churchill didn’t outline a detailed theoretical model of how all this worked, but what they described in their discussions on the topic could reflect a condition known to economists as Monopsony.

In a perfectly competitive labour market, neoclassical theory says that wages are a function of workers’ productivity.92 If wages are below the value the worker creates, another employer will lure the employee away with a higher wage. Wages are therefore inherently fair, and workers cannot be exploited. When monopsony prevails, companies have a sort of monopoly power. They have a stronger bargaining position than workers and, consequently, can get away with paying them less than the value they create for the business over and above the basic rate of return the company needs to achieve to justify staying in business. Economists have speculated that there are many possible reasons why an employer might have superior bargaining power. Employees might simply be ignorant of alternative, higher-paying opportunities elsewhere. Companies might be able to convince staff to accept below-market wage increases because they can afford to employ specialist wage negotiators, while staff have relatively less negotiating experience. Employees may face high costs of moving job – the employer’s premises might be convenient for commuting or dropping children to school.

However, market dominance also creates a problem for the monopsonist, because if it wants to expand, it has to offer higher wages, unlike firms in competitive markets that only have to offer the going rate. The monopsonist thereby sees a rise in wages for its existing staff (the assumption is existing staff will have to be paid the same as new staff). Hence, the marginal cost of taking on new staff is high (shown in the steep curve in the graph).

The monopsonist firm, however, can pay employees at a level (Point A in the graph) below the marginal productivity of these employees (Point B). What this means is that the government could indeed mandate for a minimum wage above what the employer has been paying, and yet not destroy jobs. Indeed, it could conceivably increase employment, because its actions would persuade people previously unprepared to work because of the low wages on offer to enter the labour market now that it was worth their while. The market-clearing point on the labour supply curve – the intersection point – would therefore move from A to C (see diagram).
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George Stigler discussed this possibility in his 1946 rebuttal of Richard Lester. However, he dismissed it because he believed that labour markets were competitive. Over the next fifty years, few economists questioned this view. While there were many reasons why an employer might be able to influence wages and push them below the natural market-clearing rate, economists generally took the view that these forces would be balanced out by competitive forces elsewhere, and that the free market would prevail and employees’ wages reflect their contribution to profitability.

It’s not clear yet whether monopsony can be shoe-horned into a mathematical model able to predict the level of minimum wage that can be applied without hurting an economy. To that extent, academic work has so far not been especially helpful to governments trying to make decisions about minimum wages. Recent studies that have sought to estimate a ‘safe’ minimum wage have put the ideal level somewhere between 25 and 50 per cent of the average wage.93 However, that conclusion is not the output of an improved labour market model. Rather, it is simply a reflection of what policy-makers have done (in defiance of economists’ advice) without causing obvious harm to their economies. In 2018, statutory minimum wages in developed Asian and Western European economies averaged around 42 per cent of average wages, but several had pushed above 45 per cent without obvious growth or employment slowdowns (the US figure was 23 per cent).94

The value of models

In 2016, Alan Krueger talked about the need sometimes to rely on economic models that lacked empirical support in order to find answers or to make predictions. Looking back on his time as chair of Barack Obama’s Council of Economic Advisers, he remarked:


I was struck when I worked in the White House at the range of questions I would get from the President. And you’d want to do the best job answering them. That was your job. And there were some cases where there was very little evidence available and there was some modelling which, if you buy the assumptions of the modelling, could answer a lot of questions. And I think that was probably better than the alternative, which is having a department come in and plead its case based on no evidence or model whatsoever.95



It may be reasonable, when one has to make a quick decision and a model is all you have, to act as though that model is correct. But to continue to pretend you have a reliable model when the data doesn’t confirm it is perverse.

As early as 1978, one of the high priests of neoclassical economics, the Nobel laureate Robert Solow, had questioned the received wisdom that wages were a function of a competitive market for labour. ‘It is plain as the nose on my face that the labour market and many markets for produced goods do not clear in any meaningful sense,’ he said then.96 By the late 1980s, when the economic community had spent decades looking for evidence to support its hypothesis that minimum wages led to joblessness, convincing evidence that they were correct continued to elude them.

Some doubled down. Others followed Solow’s lead and questioned the whole neoclassical model of labour supply-and-demand curves.97 Card and Krueger, for example, did not espouse Richard Lester’s view that institutions and societal structures were more likely determinants of wages than demand and supply. They still dedicated their 1995 book Myth & Measurement: The New Economics of the Minimum Wage to Lester, however, a sign of their stated desire to question the extent to which the simple supply-and-demand model described how employers and employees operate in the real world.98 Nonetheless, economists have stuck with the theory of supply-and-demand curves and an equilibrium price where supply and demand clear, or match. Partly this is because, unlike Lester’s ‘institutionalist’ view, the neoclassical view of labour markets allows one to build models that enable the making of precise predictions.99 And if you can’t make predictions, you risk becoming, as Buchanan put it, a ‘camp-following whore’ or, even worse, a profession that doesn’t get consulted on policy decisions.

Was it self-interest that consciously or subconsciously led economists of a conservative and liberal persuasion to stick with the orthodox view of labour markets that dictated that the minimum wage should be economically harmful? That economists could retain fidelity to their models even when they so obviously failed to explain the world was a phenomenon Solow once joked about:


I remember once reading that it is still not understood how the giraffe manages to pump an adequate blood supply all the way up to its head; but it is hard to imagine that anyone would conclude that giraffes do not have long necks. At least, not anyone who had ever been to a zoo.100



Economists like James Buchanan, Walter Oi and countless others who unquestioningly accepted the neoclassical framework were unable to see how a minimum wage could not cost jobs. So, they assumed it did. This approach means that if and when economists do come up with a revised predictive model, they may find policy-makers a bit more sceptical this time.

‘You need some attempt to understand how things work and what’s going on,’ George Osborne told me in the course of an interview in 2019. ‘Otherwise you’d be entirely on acting on anecdote. You need economic theory. I think you just need to be conscious of the limits.’101
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Do ‘sin taxes’ work?





Mary shakes her head when she thinks how much her pack-a-day habit cost. ‘It was such a waste of money,’ she sighs. ‘Most of it went to the government, of course.’ She reckons that at one point she was spending £1,600 a year on cigarettes, 80 per cent of which was going to the government in tax. But then, in 2004, she finally kicked her dependence on nicotine. And after a year during which she regularly felt terrible, she began to feel physically healthier. She became better-off financially as well, of course. The benefits didn’t stop there. Her employer, a large media company, was happy, since non-smokers don’t take cigarette breaks and are likely to take less sick leave and time off for smoking breaks. And the government was pleased because Mary was now less likely to contract the smoking-related ailments that would make her a burden on the National Health Service. It was win-win for everyone.

Mary is not alone. In the neighbourhood of Richmond-upon-Thames in London where she lives, half as many people now smoke as did less than a decade ago.1 That, in turn, is a small fraction of the figure sixty years ago. In 1958, over three-quarters of men smoked.2

Various reasons have been given for the massive reduction in smoking in the UK and elsewhere in recent decades: a greater awareness among the public at large of the risks of smoking, effective anti-smoking campaigns, the banning of cigarettes in restaurants, pubs, cinemas and other public spaces. But for economists – and for the policymakers who are guided by their advice – these are minor forces, and the drop is primarily down to basic economic principles: namely the power of price signals and the way in which high and ever-increasing taxes on tobacco products have dampened demand. The experts have even been able to put a number on the ‘price elasticity’ of cigarettes: after endless number-crunching, the broad conclusion is that, in a developed country like the UK, a 10 per cent increase in the price of cigarettes will lead to a 4 per cent drop in consumption in the short term, and even more in the longer term.3 The actual numbers echo the economists’ argument: between 1970 and 2010, per capita consumption of cigarettes dropped around 70 per cent in the UK4 as prices rose 121 per cent in real, inflation-adjusted terms. No wonder, then, that price (or, rather, the level of tax imposed) has informed the campaigning efforts of anti-smoking groups and shaped the guidance offered to governments over the past two to three decades by international organisations such as the World Bank. For its part, the World Health Organisation sees tobacco tax increases as ‘the single most effective way to decrease tobacco use’.5

The drop in the number of people who smoke has helped create the wider belief – pushed by economists6 – that a whole range of desirable social outcomes, such as increased recycling, more efficient use of oil and gas and healthier eating, can be encouraged through the harnessing of economics. People can be ‘nudged’ to make better choices through particular financial signals. They can be incentivised or penalised in ways that avoid intrusive bans or paternalistic prescriptions, which may be politically unpopular. Hence the ‘fat taxes’ introduced in Hungary, India and Denmark, and the taxes on food or drinks high in sugar imposed by Mexico, many US cities and localities, France and a raft of other jurisdictions. Hence, too, Sweden’s tax reductions for repair services, which aim to encourage the re-use of bikes, appliances and other products.7

Taxes are not usually popular. But the mainstream media and, increasingly, voters have tended to back them when it comes to some ‘sin taxes’ and, in particular, tobacco duties. The former Conservative Chancellor of the Exchequer Ken Clarke has gone so far as to say that a hike in the tobacco levy is ‘the only popular tax increase’.8

But it’s not popular with everybody.

‘I don’t think it’s fair,’ says Ann, from Hull. She smokes a pack of Lambert & Butler every day and resents the politicians who seem hell-bent on convincing her to give them up. ‘I call them the PC [politically correct] brigade,’ she says, standing in the rain outside the North Point Shopping Centre in the Bransholme neighbourhood of the city. To her, cigarettes are a source of enjoyment and relaxation. She believes she should be allowed to make up her own mind about the health risks. And she will continue smoking come what may.

And herein lies the problem. Unlike Mary, Ann isn’t responding as she should to the financial penalties that cigarettes involve; and she’s not doing so even though she is precisely the sort of person who should. Mary is, and was when she quit smoking, in the top 10 per cent of earners in the UK. Ann is in the bottom income decile. Cigarettes accounted for less than 3 per cent of Mary’s net income. Ann spends as much as 20 per cent of her earnings on smokes. That someone with relatively little financial incentive to quit would respond to an increase in price, while someone with a very high incentive to kick the habit does not, is not consistent with economic theory. What’s more, Ann isn’t an anomaly. Over half her neighbours in Bransholme smoke. In Hull overall – one of the nation’s most deprived boroughs – 26 per cent of residents smoke, as against 6 per cent in affluent Richmond-upon-Thames.9 Poor smokers also smoke more cigarettes per day than rich smokers.10 Nor is this a uniquely British phenomenon. The trend towards non-smoking among the better-off has been apparent for several decades in many countries.11 Looking across countries, we can also see patterns of smoking that are inconsistent with what theory suggests should happen. We often see that countries where cigarettes are expensive, in term of the minutes of work it takes to buy a packet, such as Bulgaria, Indonesia and Egypt, also have high per capita tobacco consumption. Meanwhile, other countries like the United States and Sweden have below-average consumption and cigarette costs (in minutes worked).12

Such inconsistencies highlight the uncertainty around ascribing a trend to a single causal factor when so much else is going on at the same time. How do we know whether ‘sin’ taxes on tobacco actually have any effect whatsoever, and that economists are not just claiming credit for other people’s work and sacrifices? To understand, we need to look into the theory of the rational smoker, and at that word so beloved of economists: elasticity.

Sin taxes and elasticity

The history of governments raising taxes, or offering subsidies, in a way that favours selected groups – often the governing party’s supporters – or puts the financial burden on others – such as politically weak constituencies – is a long and substantial one. The history of governments using taxation primarily to discourage particular social practices is rather less so.13 An early instance arose in 1604 when, months after publishing a diatribe against what he called ‘this stinking suffumigation’,14 England’s King James I levied swingeing taxes on tobacco in an effort to stamp out the habit. A few decades later, Peter the Great of Russia placed a tax on beards in the hope that, by pressing his subjects to adopt the clean-shaven Western European fashion, they would also become more Westernised in outlook. These were rare pre-nineteenth-century examples of what would now be called ‘sin taxes’.

In neither of these cases did the monarchs involved expect taxes alone to achieve their policy goals (which in any case were not achieved). But Alfred Marshall’s formulation of the concept of price elasticity of demand in 1890 provided an intellectual framework for how price signals could be effectively harnessed by policymakers to do this.15 Marshall recognised that total demand for products could be influenced by many factors other than price, including increases in population, changes in incomes, weather and advances in technology (which might create new markets and boost demand for a good or generate substitutes for it); but underlying these, Marshall believed, was a consistent price sensitivity on the part of individuals. Indeed, he saw this as a necessary requirement to allow a person to maximise the utility they could derive from their finite resources. He proposed that one could disentangle all the non-price factors from consumption trends (after all, population and income growth and even weather could be measured), so that one could isolate and measure the impact of price alone on purchase decisions.

The Price Elasticity of Demand reveals to us how much, ceteris paribus, all things being equal, a consumer will respond to a change in price. It is expressed as a number and, though it’s negative, since price rises usually lead to drops in demand, it is typically written without the minus sign. An elasticity of 1, for example, means a 10 per cent rise in price leads to a 10 per cent drop in demand. Necessities such as life-saving medicine and basic foods are not generally very responsive to price changes, so they are believed to have low elasticities. Luxuries such as restaurant meals or designer clothes are believed to have elasticities above 1.

As I have already pointed out, although elasticity is a widely used concept, it has by no means gone unchallenged. Some people have questioned whether the concept itself, and demand-and-supply curves more generally, are relevant frameworks for understanding the labour market. When it comes to understanding how we make physical purchases, elasticity may also not capture the processes we go through and the decisions we ultimately make. Take a life-saving medicine. If one needed a prescribed dosage to live, one would continue to purchase only this amount even if the price dropped. And if the price rose, one would do the same: indeed, behaving in this way is axiomatic – if one did not, one would die. And if the price rose to a point at which one could no longer afford the drug, one’s consumption would drop to zero. Since a half-dose would not sustain a person, one would be dead and buy nothing. In this scenario, there would be no price sensitivity – the elasticity would be zero – and then, at the specific price which is beyond the level the consumer can afford a full, life-saving dose, demand would be nothing: the elasticity would be infinite. In such a situation, describing a consumer as having a price elasticity of zero toward modest price rises and an elasticity of infinity at high prices may sound clever, but it’s meaningless.

On the other hand, even if we do have gradated, stable preferences for a good, all other things being equal, the concept may still be useless if the preferences are routinely swamped by changes in factors that cannot be measured and adjusted for, such as mood and fashions or decision-making on the basis of non-rational factors like one’s horoscope. So, while the economic ‘law of gravity’ – the basic supply-and-demand model – says everyone and every product has a price elasticity of demand, in the real world this is not a logical necessity.

Although the term itself wasn’t used much at the time, the concept of elasticity became a matter of heated debate, after the Royal College of Physicians published a report in 1962, unequivocally identifying smoking as a causal factor of lung cancer and other ailments,16 and after the US Surgeon General issued a report with a similar message two years later.17 Among a raft of measures proposed by British health experts, including an outright ban on tobacco, was the idea of taxes to discourage consumption. This was politically very tricky. Britain already had high tobacco taxes. A meaningful increase in retail price could therefore only be achieved via a significant absolute increase in tax levels. And this raised the question of fairness. As one British MP put it, smoking was ‘one of the essentials of life’ for many people.18 Unable to reduce their consumption, they would have no option but to pay the tax. This in turn might further harm their welfare by forcing them to sacrifice other goods or services which were actually beneficial to their well-being, such as healthy foods, healthcare and education.

At the same time, the British government had long relied on tobacco taxes for funds – in the nineteenth century they accounted for 13 per cent of total revenue.19 Hence, ministers were also concerned that an increase in taxation might reduce demand to such an extent that overall tax receipts fell.20 What to do depended on one’s assumptions about price responsiveness. It was a classic test for the concept of price elasticity. But could economists establish that cigarette consumption followed a rational, predictable and measurable pattern?

Elasticity and the price of tobacco

It was a South African researcher working at the Maudsley Hospital in London, Michael Russell, who came up with one of the first studies of tobacco price elasticity after the 1960s health scares. These days Russell is regarded by many economists on both sides of the Atlantic as ‘the father of tobacco control research’. In 1973 he published a comparative study of tobacco price and consumption in the British Journal of Preventive & Social Medicine, which included a striking graph that torpedoed any notion that tobacco consumption did not respond to price changes.21 Rather, he showed a near-perfect inverse relationship between the two.

Russell’s overall conclusion was that tobacco had a price elasticity of 0.6. That this was below 1 reflected the addictive nature of the product. It was, however, sufficiently large a figure to suggest that price had a material impact on demand – a 10 per cent rise, for example, would reduce demand by 6 per cent. From a government point of view, these percentages were encouraging. They suggested that a rise in tax would not reduce consumption so much that revenue shrank.

A year later, another study, by epidemiologist Julian Peto, showed an even closer correlation between price and demand, with a price elasticity of up to 0.64.22

Peto’s study also concluded that the health warning issued by the Royal College of Physicians report in 1962 had had little impact – causing perhaps a 5 per cent fall in consumption – and that the 1964 ban on TV advertising of cigarettes had caused only a 3 per cent drop. ‘It thus seems likely that systematic tax increases would have an immediate and progressive effect on consumption and recruitment, particularly among young people, who are less wealthy and less addicted,’ the report said. ‘Although health education has some impact, there seems to be no other way of reducing smoking on the scale demanded by the still mounting evidence of associated morbidity and mortality.’

Tobacco had long been cheap in America, partly because a powerful tobacco-growing lobby prevented the imposition of high federal taxes, so it was harder to spot national trends between prices and demand than it was in Britain. But by building complex models, economists there unpicked the relationship between demand and other factors, and came to much the same conclusion as British researchers. ‘Based on 1954–80 data,’ one study argued, ‘evidence has been presented that the health scare has had little effect on cigarette demand … rising costs and taxes on output has had a greater effect on quantity than either the advertising ban or the health scare.’23 The federal structure of the United States also created an opportunity for measuring price responsiveness in a different way to Britain. Some US states imposed sales taxes on goods sold at check-outs, while others did not. Some states levied excise taxes on certain classes of goods, such as tobacco, while others, especially tobacco-growing states, did not. Hence, the price of a packet of cigarettes could vary considerably from state to state. By building a ‘cross section’ of America and matching smoking levels in areas with the price level in those areas, one could construct an estimate of responsiveness to price. In the 1980s a number of influential studies were produced using this method, perhaps most notably two by Gene Lewit, Douglas Coate and Michael Grossman24 in 1981 and 1982, which found that adults had a price elasticity of 0.45 and – excitingly from a policy-making perspective – teenagers had a price elasticity of 1.44, which meant that for every 10 per cent increase in prices, teenagers cut their consumption by 14 per cent. Since tobacco is highly addictive, and since, therefore, the best way to stop its use is to discourage people from taking it up in the first place, that teenage responsiveness to high prices suggested a promising future policy route.

Elasticity and the policymakers

Lewit and his colleagues’ papers did not initially garner a lot of attention, but in 1985 political circumstances dragged them into the limelight. Ronald Reagan’s 1981 bumper income tax cuts had been followed by a budget blow-out that had forced the administration and Congress to pass the Tax Equity and Fiscal Responsibility Act of 1982. This had included a temporary doubling of the federal tax on cigarettes from 8 cents a pack to 16 cents. It had been intended as a revenue measure, but by 1985 taxation was garnering more attention as an anti-smoking policy measure, so in April that year, as the expiration date of the excise-tax increase neared, Harvard University’s Institute for the Study of Smoking Behavior and Policy hosted a conference that brought together economists and health experts to discuss the issue. The institute issued a report, with Lewit’s research at its heart, which was soon after circulated to every member of Congress. The report’s stark message was that if the federal excise tax were allowed to fall from 16 cents a pack back to the 8 cents level that had prevailed before 1983, up to 1 million young people would start smoking.25 After debating the tax, Congress decided to keep it at the higher level, and went on to raise it again in 1992 and 1993.

In Britain, policymakers had also begun to accept that tobacco consumption followed economic principles. By 1984, the Treasury had calculated that the price elasticity for tobacco products was 0.5,26 and that same year Chancellor of the Exchequer Nigel Lawson levied a big increase in tobacco duty, ‘having regard to the representations I have received on health grounds’.27 Further piecemeal duty increases followed during the 1980s. In the early 1990s there was a step change in policy. In his 1991 budget, Chancellor Norman Lamont increased tobacco excise duty by 15 per cent, leading to an almost 10 per cent increase in the price of a pack of cigarettes. His successor, Ken Clarke, codified the policy of above-inflationary rises, saying that it was ‘necessary masochism’ which would ‘hammer home the message that smoking can seriously damage your health’.28

This vigorous position on tobacco taxes stood in contrast to what was otherwise a fairly non-interventionist approach to smoking.29 Unlike many other developed countries that had imposed statutory bans or curbs on advertising, the UK relied on a voluntary code that set restrictions on the targeting of young smokers and the use of machismo, sexuality or success in advertisements to promote cigarettes.30 The code was regularly broken by tobacco companies, and it was only when forced by the European Community that the government enacted statutory measures,31 finally banning television advertising of cigars and pipe tobacco in 1991. Britain also resisted international moves to implement smoking bans on international flights in the early 1990s32 and the introduction of statutory and stark health warnings on cigarette packs in 1993.33

Surprisingly, perhaps, the health lobby proved relatively late devotees to the cause. Some health experts had indeed suggested that taxes should be raised to deter smoking as early as the 1960s, but they’d usually simply tacked this suggestion on at the end of a list of other proposals.34 The public health community, acutely aware of the addictive nature of smoking, was sceptical that price could be a powerful tool for combatting smoking.35 When, for example, Gene Lewit and his collaborators applied to a children’s health charity for funding for the work that would lead to their ground-breaking 1982 paper on teen smoking, they were turned down, because the charity’s psychologists wouldn’t believe that child smokers were influenced by price.36 Public information and education campaigns were the preferred tobacco control strategies.37 For many years the World Health Organisation’s strategy for tackling tobacco excluded a tax element. It was medical and psychological: ‘If you have the will power, you’ll quit.’ ‘They thought people don’t respond to taxes; that prices matter for other stuff, but smoking was a personal behaviour,’ said Prabhat Jha, an epidemiologist who joined the World Bank in 1995.38

As experts like Jha reviewed the growing body of economic literature on tobacco price responsiveness, this resistance, however, was gradually overcome. The wide (although not entirely unanimous) consensus among economists who studied the issue helped convey a scientific authority to the studies on elasticity that appealed to medical scientists. Study after study showed that, faced with a price rise, people either cut back on consumption or quit altogether. The price elasticity figures such studies came up with were scattered around the 0.4 level. Economists also honed their framework for understanding the mindset of the smoker. In 1988, the economists Gary Becker and Kevin M. Murphy published their theory of ‘Rational Addiction’, which stated that the age-old understanding of smoking as an irrational weakness was nonsense. People recognised the addictive nature of smoking, Becker and Murphy argued. The reason they took up smoking cigarettes was because they calculated that the utility they gained from smoking exceeded the long-term costs.39 If a rational calculation was being made, it followed that increasing the price of tobacco would change that calculation, and that expectations of future price rises would also dampen start rates and demand. ‘Rational addiction’ would become a common buzzphrase in cigarette consumption models.40

Gradually, economists’ advice – and jargon – became the stock-in-trade of health officials.41 The two camps came together when in 1997 the World Bank – where Prabhat Jha had championed the idea of price elasticity – and the World Health Organisation teamed up to conduct a global study on the economics of tobacco control and, with the help of a team of over forty economists, epidemiologists and tobacco control experts, to design a framework of policies that countries could follow to reduce smoking.42 Seventeen thousand copies of their 1999 report entitled ‘Curbing the Epidemic – Governments and the Economics of Tobacco Control’ were distributed in over twenty languages. The report unequivocally identified taxation as the most effective way to reduce smoking.

If further support were needed for the policy idea, it came from the unlikeliest of sources: the tobacco industry itself. In 1998, as part of a deal between cigarette makers and the Attorneys-General of dozens of US states who had sued the companies for damages to cover the costs of caring for sick smokers, tobacco companies agreed to release millions of secret internal documents. These revealed that the industry had known for years that smoking carried health risks, and that they had suppressed the knowledge. The papers also showed that tobacco companies themselves feared the impact of tax rises.

One memo in particular, written by a Philip Morris employee in 1975, stood out. ‘Of all the concerns, there is one – taxation – that alarms us the most,’ it read.


While marketing restrictions and public and passive smoking do depress volume, in our experience taxation depresses it much more severely. Our concern for taxation is, therefore, central to our thinking about smoking, and health. It has historically been the area to which we have devoted most resources and for the foreseeable future, I think things will stay that way almost everywhere.43



Today the consensus is that that in developed countries tobacco price elasticity is around 0.4 in the short term and up to 1 in the long term. It is further believed that, in developing countries, short-term elasticity is higher – possibly up to 0.8. This 0.4 to 1.0 range represents a policy-making sweet spot: high enough for tax rises to be effective in reducing demand, but not so high that higher prices hit demand to the point where tax revenues drop. Much lower than that – say 0.1 – and the differential would be so slight that it would be hard to know for sure whether it really was a tax increase that was affecting demand or some other factor such as anti-smoking advertisements. Much higher than that, and a tax increase would result in a significantly lower tax yield.

The economic case seems pretty solid.

Elasticity stretched to breaking point

But things are rarely that clear-cut or straightforward. Consider again Russell’s famous 1973 graph mapping male consumption of cigarettes and real prices:
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Data source: M. A. Russell

It’s a very elegant model of price elasticity that perfectly demonstrates how, when prices soar, demand plummets. It is, in other words, visual proof of what economic theory predicts. But a closer examination reveals some problems. Take, for instance, the most dramatic inverse moves in the inflation-adjusted price and consumption in the immediate post-war years. On the surface, they seem to encapsulate a textbook case of market elasticity. But they also happen to cover a period that was very far from normal.

After the war, Britain faced a currency crisis and, in particular, a shortage of US dollars, which prompted the government to limit the importation of all non-essential goods from the United States, including tobacco. It’s true that in an attempt to reduce consumption by 25 per cent,44 swingeing taxes were introduced that raised the price of cigarettes in 1947 by 23 per cent (had the term elasticity been in vogue then, that would have meant an elasticity of 1), but the real reason why consumption went down was, quite simply, that tobacco was astonishingly hard to come by.45 Queues formed at tobacconists. A black market in cigarettes flourished.46 The New York Times told Americans of the ‘dire shortage’ of smokes in England.47 By 1950, the situation was starting to improve, and tobacco consumption rose as a result. What looks on paper very much like a simple demand response to rising and then falling real prices was actually a consumption curve influenced by the restriction and then the easing of physical supply.

Similarly, the increase in consumption during the 1950s, as real prices fell, doesn’t tell the full story of the era. It’s perfectly plausible that tobacco consumption rose partly in response to increased affordability in the years before the Royal College of Surgeons issued its warning about the health risks of smoking. But to suggest that it rose wholly in response to price is to ignore the explosion in television advertising that came with the launch of commercial TV in the 1950s and the five-fold rise (in real terms) in tobacco advertising between 1954 and 1960 that accompanied it.48 (Those sceptical of the power of advertising might dispute this; American Tobacco President George Hill and his adman Albert Lasker – see Chapter 4 – would doubtless beg to disagree). By focusing on manufactured cigarettes, Russell’s elasticity calculation also ignored a major consumer shift during the 1950s and 1960s away from hand-rolled cigarettes and pipes. By the late 1960s, cigarette purchases were up, but tobacco consumption overall was down. Fashions were changing.49

Such oversights generated a flawed elasticity estimate, but even they could not conceal the basic truth that both the real price of cigarettes and per capita male consumption at the end of the period Russell examined were both lower than in 1960 and 1961 when (depending on whose data one uses) UK per capita male cigarette consumption peaked. Total consumption did continue to rise into the 1970s, against a backdrop of falling real prices, but that was due to the social trend of women smoking more. Once that trend ran its course, the data begins to behave in a way that is at odds with economic theory.

True, since 1980, cigarette prices have generally tended to rise and smoking to drop, but what’s problematic for the claim that the former has driven the latter is that the period when the UK strongly committed to real price increases – the 1990s – was not a period when smokers either quit50 or cut consumption at a greater rate than when price rises were less extreme. For example, the price of a 20-pack of cigarettes prices rose 77 per cent in real terms between 1990 and 200051 and consumption fell 23 per cent. Prices rose just 14 per cent in the 2000s, but consumption fell almost 40 per cent.52

The United States showed a similar pattern. As states loaded up tobacco taxes in the 1990s, real tobacco prices rose 57 per cent, compared to rises of 35 per cent in the 1980s and 45 per cent in the 2000s.53 However, consumption fell only 25 per cent between 1990 and 2000, the same rate as in the 1980s but far short of the 35 per cent drop in the 2000s.54

Other countries also defied the basic economic logic. Finland, for example, experienced sharp drops in consumption in periods when cigarette prices were stable or rose slowly. Sweden and Portugal witnessed periods when prices rose, and consumption did too.55

If we take a broader chronological view, the notion of a proportional inverse relationship between price and demand is even harder to sustain. The real price of cigarettes in Britain was lower in 1990 than in 1965,56 but per capita consumption was 20 per cent lower.57 In the Britain of 1948, a cigarette cost tuppence (2d)– the same price as a cup of tea purchased in a café.58 In the Britain of 2020, a cigarette costs, on average, 54 pence,59 but the price of a cup of tea in most cafés today is at least three times that amount. Over that period the percentage of men who smoke has dropped over 75 per cent.60
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How could the results of so many econometric studies be at odds with the time-series data – the actual experience of the past several decades? It’s not altogether accidental. It’s precisely because the time-series data didn’t point to a – ceteris paribus – price elasticity of demand much above zero that so many economists in the 1980s and 1990s sought out alternative methods to calculate tobacco price elasticity.

Take the studies that showed that people in those US states where prices were higher (usually owing to higher taxes) smoked less. There might be a causal relationship, but which way was it working? Perhaps places where smoking was already less common were simply more likely to adopt such stringent anti-smoking measures as cigarette taxes because they knew that fewer people would express objections? For example, it’s certainly the case both that taxes on cigarettes in California are high and that relatively few people there smoke, but it’s also the case that the comparatively low incidence of smoking in California predates the draconian tax hikes.61 Then there’s the basic problem of arriving at accurate figures for the number of smokers in individual states. Researchers have usually relied upon government data of tax-paid tobacco sales to establish smoking levels. But that ignores what are often very high levels of tobacco smuggling. The New York State Department of Health estimated that in 2004, for example, 57 per cent of smokers in the state had purchased cigarettes on which taxes were not paid, with 37 per cent doing so regularly.62 By underestimating New York smoker consumption, a researcher would end up deriving a higher elasticity than true consumption rates would indicate.

Highly complex econometric models of the sort that have often suggested an elasticity of 0.4 and higher pose an additional set of problems.63 They may claim to be able to strip out all the different factors that might influence cigarette consumption to identify the underlying price responsiveness, and they might be able to do so with numerical factors like price, inflation or average income growth, but how do they measure the impact of, say, an advertising ban? One approach they have come up with is to accept the tobacco industry argument that tobacco advertising doesn’t influence overall demand, but rather only the loyalty of existing customers to particular brands, in order to argue that measures such as the TV ad ban simply increase the costs for companies, who are then forced to use alternative, less effective and therefore more expensive means of advertising to achieve their goal. In other words, rather than influence demand, advertising restrictions push the supply curve upwards by an amount linked to the size of the advertising budget.64 It’s an attractively measurable proposition. The problem with it is that it doesn’t make a huge amount of sense.

It’s similarly difficult to put a number on the health concerns that have been expressed about smoking. Many economists interpreted the 1960s US and UK reports that for the first time definitively linked smoking to lung cancer and a range of other illnesses as being impacts that could be accurately measured by examining the short-term price response immediately after their release. Julian Peto, for example, ascribed a one-off 5 per cent point drop in demand to the Royal College of Physicians report. This way of thinking about a health warning makes sense if one considers it to be a stark and immediate alert: ‘Smoking one cigarette will kill you. Don’t do it!’ Presented with such an unambiguous message it’s reasonable to assume that people will either respond straightaway by dropping the habit or, if they perhaps think the warning is bogus, ignoring it (in which case its repetition won’t have any effect on them).

But the people who didn’t quit smoking immediately didn’t think the Royal College of Physicians and the Surgeon General reports were bogus. They simply thought the warnings were not urgent. And who could blame them? The 1962 Royal College of Physicians report stated that ‘most smokers suffer no serious impairment of health or shortening of life as the result of their habit’ – not exactly alarmist and not exactly definitive in the context of counter-attacks from the smoking lobby. It would take many years for the stark risks of smoking to become clearer in the public consciousness.

The early UK government response to the report was also restrained65 and distinctly low-budget.66 It was not until 1971 that the UK government convinced the cigarette makers (it relied on persuasion, having decided legislation was too heavy-handed) to put a – distinctly muted – health notice on each pack:


Warning by HM Government

Smoking can damage your health



In public statements, the avid smoker and health and finance minister Kenneth Clarke continued to use the ‘can’ qualification into the mid-1990s. Not surprisingly, most people remained unaware of the full health implications of smoking into the twenty-first century. I remember receiving treatment for a stomach ulcer in 1993 and being very surprised to be repeatedly asked if I smoked. I had no idea the two things could be connected.

Calibrating an econometric model in which health concerns constitute a one-time factor overlooks decades of drip-drip health reports and media coverage of the damage caused by smoking, government warnings and increasingly graphic anti-smoking advertising. Similarly, adjusting a model for the effect of work-place bans in accordance with the immediate short-term response to a statutory workplace ban is an obviously flawed approach. Actual workplace bans happened over time and were, for most people, largely the result of non-statutory, company-by-company or industry-by-industry practices. Economists interpret the effects of such measures as being in the short term. They ignore the fact that they gradually cut demand in the years after they have been announced.

The basic reality is that the elasticity estimates generated by many economic models are a function of assumptions and measurements many people would not consider reasonable. That includes economists. As early as 1981, economists in the tobacco elasticity field were accusing one another of tweaking their specifications to make the data fit their desired conclusions, a practice known as ‘over-fitting’.67

What about the tobacco industry’s anguish about taxation? The famous 1975 Philip Morris memo prioritising taxation concerns over other anti-smoking measures was written at a time when the only serious anti-smoking measure that had been taken was a TV advertisement ban. Workplace bans and smoke-free restaurants were over a decade away. As for what has happened since, the industry’s behaviour doesn’t suggest a concern that a proportional inverse relationship exists between price and market demand. Cigarette-makers have enjoyed remarkably rude health over the past twenty years, with revenues and profits rising at a healthy clip, helping to make industry shares one of the best-performing sectors over the period. This is partly due to rising demand in developing countries (though in recent years this hasn’t kept in step with population increases). And it’s partly due to the fact that, even in mature markets, profits have risen. The UK and United States may have heaped inflation-busting tax increases on cigarettes, but manufacturers have managed to increase their own prices faster than inflation.68 If tobacco companies today believed that a 10 per cent increase in prices leads to a 4 per cent decrease in demand, their annual real price increases of 1 percent would represent a conscious decision to give up 0.4 per cent of their market every year. They themselves would be bringing the sunset a little closer each year, particularly if they accepted the argument that young people – tomorrow’s new smokers – are most price-sensitive. There’s no evidence, however, that that’s what’s governing their decision-making.

Sin taxes vs non-price signals

In the short term, especially, economists would concede that many factors have affected cigarette demand. Blips in consumption have been observed around smoking bans, big price increases and the introduction and withdrawal of tobacco alternatives like e-cigarettes. But if you believe that the concept of elasticity correctly captures the cigarette purchase decision and that the magnitude of this effect is 0.4, then you will argue that price increases drove the vast majority of the drop in smoking over the past forty years. If you believe that the long-term elasticity is more like 1 – the level a recent review of literature on UK price elasticity says you arrive at if you employ the four main types of econometric models used in calculating elasticity69 – then the decline is pretty much all down to the real price rises since 1980.

That’s at odds with surveys of those who have actually quit, who consistently place health concerns at the top of their list of reasons. A desire to be healthier was certainly Mary’s primary motivation for giving up. After all, smoking wasn’t much of a financial strain for her. Economists are suspicious of such surveys. They argue that people often don’t accurately report what drives them to behave in the way they do, and that they may not even understand why they have behaved as they have done. There is doubtless some truth to this. Yet, Mary and Ann’s reported experiences do seem to hold a clue to the declining popularity of smoking, whether or not one accepts the validity of the surveys of which they formed a part.

On the face of it, the rising cost of tobacco should have encouraged Ann to quit before Mary, because for her cigarettes represent a higher proportion of her weekly budget than they did for Mary. Economists like Prabhat Jha have an explanation for this. They say the relatively weak price responsiveness of less affluent people is due to another economic force that acts in the opposite direction to the price signal: namely, an ‘information effect’. Because Ann in relatively deprived Hull is poorer than Mary in relatively wealthy Richmond, the theory goes, she cannot ‘afford’ to consume as much information as Mary, and so is less aware of the health risks of smoking, and hence is less likely to quit. Ann and Mary are both rational, price-sensitive consumers but they face different resource endowments, all of which directly influence their responses.

That’s fine as far as it goes. But it doesn’t represent how Ann feels or behaves. She may not be able to afford to read two broadsheet newspapers a day as Mary does, but she watches a lot of TV, where health stories are a staple. Moreover, she sees pictorial health warnings every time she picks up a cigarette packet. Mary stopped smoking four years before these were introduced. Ann also lives in an area with a high incidence of smoking-related illnesses, so she sees the consequences of smoking around her with far greater frequency than Mary. Given all those signals, she should actually be more aware of the risks of smoking than Mary.

Even so, while it’s hard to make the case for this particular information effect, and harder still to suggest it explains why people in Bransholme are nine times as likely to smoke as in Richmond, there is a lot to commend the broader argument that the quitting behaviour of different income groups may be linked to differences in their exposure to anti-smoking signals. The fact is that if we look beyond basic health information and price signals, we can see that high earners like Mary have received more prodding than lower-income groups.

When workplace smoking bans were first initiated, they tended to be in white-collar work environments. When Britain first restricted smoking in social environments it went for restaurants (where the affluent are more likely to congregate) rather than pubs. The smoking bans that came into force in the 1990s – on flights, trains and in theatres – similarly affected average and above-average earners the most. Smoking was therefore first ‘denormalised’, in the sense of being impractical or socially unacceptable, among those on median and higher incomes. And once it became denormalised its decline became self-perpetuating. Affluent people found themselves mixing socially in non-smoking environments. Affluent smokers felt pressure to become ex-smokers. Perhaps, too, the banning of cigarette advertising that had once linked smoking with an aspirational life-style had an effect.

Some studies (usually by medical rather than economic experts) have put large numbers on the impact of non-price interventions. And some economic studies have also estimated very low price elasticities for tobacco, quite at odds with the dominant wisdom. But it’s questionable how reliable any numerical estimate placed on a single factor can be when many other factors are at play, and when so many of those factors act in a cumulative, long-term fashion. Paradoxically, that perhaps helps to explain why the rational-economic-actor argument has proved so hard to dislodge. If we can’t definitively map human decision-making, who is to say that the rational economic actor doesn’t exist, even if survey results and the time-series data on consumption trends don’t support the idea? Indeed, that’s one of the problems with the Rational Addiction Theory. Scientific theories are supposed to be disprovable – it’s the key difference between science and faith.70

Yet however woolly the detailed workings of non-price interventions may seem to be, the case for them remains a powerful one, not just because they accord so well with the way in which smoking has declined, but because they also help explain patterns of economic behaviour in other spheres of consumption. Beef is a case in point. In the post-war period, as Americans grew richer they gradually consumed more and more of it. But in 1977 the US Senate Select Committee on Nutrition and Human Needs71 published a report that raised concerns that beef consumption, or at least consumption at the levels then prevailing, could be bad for one’s health. Per capita consumption began what has become a steady decline. Even though lower production costs caused beef prices to come down,72 in the thirty years to 2006 consumption declined 28 per cent.73 It has fallen further since. This compares to around a 60 per cent drop in average cigarette consumption per US adult over the same period.
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Sugary soft drinks display a similar pattern. Between 1998 and 2015 – before some cities introduced sugar taxes – per capita US consumption of soft drinks fell over 20 per cent,74 even though prices during the period did not keep up with inflation.75 As with beef, the health risks associated with sugary drinks are far less pronounced than they are with tobacco-based products.

So the drop in meat and carbonated drink sales is highly significant. It shows that people can and do respond very strongly to health warnings, and that they can do so without price signals. It also shows that the process doesn’t necessarily happen quickly. The fall in beef consumption, for example, has been occurring over the course of four decades, during which time health warnings have been periodically repeated and reinforced. If one applied the concept of price elasticity of demand to beef and cola, one could logically conclude that their elasticity was positive, as consumption fell even as prices fell. That would make economic sense. It just happens to make no other kind of sense.

Some, including the UK government, have claimed that sugar taxes are effective because, whether or not they actually discourage sugar consumption, they encourage drinks manufacturers to use less sugar or employ sugar alternatives.76 These claims, however, are usually over-stated, the small print of press releases that highlight big headline reductions in sugar use in drinks usually showing that the shift is largely due to increased sales of low-sugar drinks rather than the reduction of sugar in existing drinks like Classic Coke. In any case, the practice of drinks and other food makers reformulating their products to reduce sugar (and indeed salt), or offering less sugary products, long predates sugar taxes. The fact that lower sugar beverages should have experienced stronger sales growth than sugary beverages in the years before (and since) the UK and some US localities introduced sugar taxes, suggests that a desire to cater to shifting consumer tastes was a larger driver for cutting sugar content or introducing sugar-free variants than a wish to avoid sugar taxes. Indeed, industry executives usually cite demand as driving such moves.77 The difficulty in identifying the extent to which taxes might have spurred reformulation efforts is heightened by the fact that companies may also have been influenced by a desire to avoid other government actions, such as marketing restrictions. Whatever the impact of sugar taxes on corporate behaviour, it doesn’t say anything about consumers’ responsiveness to price rises.
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Of course, one could try to argue that even if the rational addiction model isn’t entirely accurate and the price elasticity of tobacco is in fact less than 0.4, it was a still good idea to increase prices to dampen smoking demand. After all, it had some effect, if not the full impact that theory dictated. There are, however, two problems with this. First, one can’t accept a theory in part unless one is prepared to show how and why the economists who have propounded it for the past fifty years got the rest of it wrong. Secondly, one cannot claim possible benefits unless one is also prepared to explore the possible disadvantages and unintended consequences of having bet so heavily on a policy that appears not to have worked as it should have done. Between 1990 and 2000, the cost of a pack-a-day habit in the UK rose from the equivalent of 11 per cent of the disposable income of those in the lowest earnings quintile to 23 per cent.78 How was this funded? If beer and fatty foods were sacrificed, perhaps people’s health (if not utility) improved. But what if the diversion of income to tobacco led to a shift from healthy to cheaper, less healthy foods or it stopped people from taking family holidays? If people continued to smoke as before, ate less healthily and had less quality time with family, their welfare has clearly not improved. People often argue that such tax burdens are justified due to the added cost of smokers to the NHS. The truth is that the £11 billion a year raised in tobacco taxes79 covers the £2–3 billion a year additional costs smokers place on the NHS several times over (even before one considers the reduced pension and later life-care cost savings related to smokers’ lower life expectancy).80 Either way, this doesn’t impact the economic arguments as to whether tobacco taxation helps improve the health of the smoker.

But the more serious unintended consequence of focusing on tobacco tax is that it can lead us to overlook or underestimate other solutions. In 1988, the UK government’s Independent Scientific Committee on Smoking & Health81 and the British Medical Association82 called for smoke-free workplaces. Ministers took no action. They prioritised sin taxes. During the 2000s, when Chancellor of the Exchequer Gordon Brown abandoned the automatic price escalator,83 the government finally focused on restrictions on the distribution and use of cigarettes: imposing work-place smoking bans, prohibiting84 billboard and print advertising of cigarettes,85 launching intensified anti-smoking media campaigns and funding NHS initiatives to help people give up cigarettes.86 Smoking levels now dropped faster than ever before.

Health economists today continue to insist that the best way to help the poorest to quit smoking is to slam taxes on tobacco products.87 They also argue that because such taxes work they are not regressive. Yet, as the British government imposes above-inflation tax rises on cigarettes, while simultaneously slashing funding of anti-smoking initiatives,88 smoking remains stubbornly high in many parts of Britain, and is actually increasing in Hull. Usage rates in the city hit 26.1 per cent in 2018, up from a low of 23.1 per cent in 2017.89 This was despite a 3.8 per cent real rise in cigarette prices over that period.90

The American psychologist Abraham Maslow once used the analogy of a hammer to describe the cognitive bias which causes people to see the world through a narrow prism based on their abilities or the resources at their disposal. This bias leads them to create rational justifications for options they are naturally inclined to favour but which may not be the best course of action. ‘I suppose it is tempting,’ he wrote, ‘if the only tool you have is a hammer, to treat everything as if it were a nail.’91

Economists view the world as an interconnected set of transactions, to a large part driven by a small number of identifiable factors that can be measured in financial terms. Since the transactions hinge on setting prices, it follows that prices are of prime importance. If you change the price, you change the outcome of the equation. Price is the economists’ hammer. But when it comes to tobacco, it’s arguable that reliance on this tool delayed the measures that had the greatest impact and put off the search for new, effective measures, leaving large sections of society exposed to the ravages of smoking.

Sin taxes and global warming

This choice between economic and social or political solutions is one policymakers face in an increasing range of areas, as countries seek to tackle problems from obesity to urban congestion. But there is one area that has proved a particular battleground for competing ideologies and theories, and that is climate change.

In January 2009, Barack Obama nominated a new Administrator of the White House Office of Information and Regulatory Affairs. In economic and legal terms, it was a rock-star appointment. The new boss of OIRA, as it’s catchily known among the narrow body of policy wonks who follow its workings, was to be Cass Sunstein, one of the pioneers of behavioural economics. Sunstein’s 2008 book Nudge: Improving Decisions about Health, Wealth, and Happiness, co-authored with the Nobel prize-winning economist Richard Thaler, had been a bestseller, and become almost obligatory reading among policymakers the world over. It even prompted David Cameron to establish the Behavioural Insights Team, better known as the ‘nudge unit’, at the Cabinet Office in 2010.

A great deal, not always accurate, has appeared in the media about behavioural economics. As a 2014 article in the Financial Times noted, behavioural economics has become ‘a catch-all term to refer to almost anything that’s cool in popular social science’. As if to illustrate the point, the piece appeared under a photograph of a sign in Tonbridge, Kent, which said, ‘Take your litter home, other people do.’ That’s an example of what one psychologist who studies sign design describes as ‘emotionally intelligent signage’.92 In other words, it’s psychology, not behavioural or any other kind of economics. As the FT noted, behavioural economics is actually based on the traditional ‘neoclassical’ model of human behaviour. The task of the behavioural economist is to incorporate non-rational but still measurable behavioural tendencies, such as human beings’ natural risk aversion (whereby they demand a better than even chance of gain before entering a new transaction), into the neoclassical model, so that better predictions can be made. The key is that behavioural economists, like mainstream economists, believe in the predominant power of price signals, and argue that market solutions are almost always the best ones.93 Sunstein was excited about taking the job because he knew that Obama subscribed to this perspective. As he said at the time, the president believed in ‘doing law in a way that’s realistically based on human behaviour … he’s very attuned to the virtue of free markets.’94

From the start of his presidential campaign, Obama had said that he wanted to tackle climate change. And to help tackle climate change, he had said he wanted to make US cars more environmentally friendly by doubling their fuel efficiency over the next eighteen years (despite technological advances, the American penchant for big cars meant that they were no more fuel-efficient in 2008 than in the mid-1980s).95 Theoretically, that ambition could be met in one of two ways. Obama could tax fuel to discourage consumption. Or he could tighten the Corporate Average Fuel Economy rules (better known as the CAFE standards), which required manufacturers to build vehicles with a specified minimum fuel efficiency.

Sunstein was a long-standing critic of fuel economy standards.96 Indeed, he was so opposed that he believed in two mutually exclusive reasons for rejecting them. In a 1990 paper, he claimed previous requirements that carmakers increase the mpg of the vehicles they manufactured had ‘produced no substantial independent gains in fuel economy’. True, he said, fuel efficiency had improved after Jimmy Carter imposed the CAFE standards amid the 1970s oil crises, but that was because consumers had demanded more fuel-efficient vehicles in response to high oil prices, and not because government regulations to improve efficiency had had an impact.97 At the same time, Sunstein argued, the regulations ‘have led manufacturers to produce smaller, more dangerous cars’ that would lead to thousands of additional fatalities.98 So, on the one hand, car manufacturers were making their cars more fuel-efficient in response to consumer demand in the wake of fuel price rises; and, on the other, they were doing it because the government had told them to do so. Such contradictory reasoning betrayed, if nothing else, economists’ traditional disdain for using a regulatory intervention when a pricing solution was available.99

Economic theory was clear on this point. Government interference doesn’t work because it distorts markets, encouraging wasteful investments, unnecessarily expensive products and lower overall output. It’s bureaucratic, costly and time-consuming too: you can’t set fuel-efficiency rules unless you’re also prepared to employ officials to determine targets and check that they’re met. In addition, there’s the risk that you might be swayed by special interest groups. A higher levy on fuel, by contrast, simply nudges people to want to buy cars that yield more miles per gallon, and that in turn nudges the carmakers to produce more fuel-efficient vehicles.100

Conveniently, by 2009 economists had just witnessed a decade-long natural case study of how motorists responded to fuel prices, so evidence on the matter was there to see. The only problem was that the theory and the experience hadn’t actually matched.

In 2000, the average fuel economy of new vehicles in the United States was 19.8 miles per US gallon.101 In 2009, this had risen to 22.4 mpg – a 13 per cent increase in fuel efficiency. What had driven this improvement? CAFE rules might have helped. The requirements for cars had not changed, but the light trucks standards had tightened 11 per cent. But the likelier candidate seemed to be price. A rapid increase in Chinese oil demand from 1999 had contributed to a massive increase in crude prices, interrupted only briefly by the financial crash. Between 2000 and 2008, pump prices almost doubled in real terms in the United States, before falling back to $2.35 per gallon in 2009, still 27 per cent higher than they had been in 2000, even after adjusting for inflation.102

And there’s the rub. Even if the potential impacts of other factors are ignored and all the increase in new vehicle fuel economy is ascribed to the oil price increase, it points to a low level of price responsiveness, which is reflected in the fact that, for all the stories about hybrids like the Toyota Prius flying out of showrooms when crude prices hit a peak of almost $150 per barrel, the best-selling vehicles in the United States during this period were actually large pickups like the Ford F Series. In short, motorists had not responded to fuel price rises as they should.

The lessons of the previous decade suggested that if Obama wanted to achieve his goal of doubling fuel economy in eighteen years, he would need to increase prices by over 20 per cent annually103 – not an easy thing when voters were already complaining about high prices. A glance across the Atlantic, however, would have shown him that there was another way.

The European Union had faced much the same dilemma a decade earlier. In 1997 it had committed to reduce its CO2 emissions to below 1990 levels by 2008–12.104 European cars were relatively efficient compared with those in other large markets, but it was clear that if the new targets were to be met further improvements needed to be made. Officials concluded the Union needed to reduce the amount of CO2 emitted by cars per kilometre driven by 25 per cent to 140 grams.105 Their hopes were largely realised. Between 2000 and 2009, the average fuel economy of new cars sold in Europe rose 18 per cent to an equivalent of 40 miles per US gallon.106 In Britain, the improvement in fuel economy was 26 per cent107 – twice the improvement achieved in the United States.

Did Europe use taxes to accentuate the underlying upswing in crude prices and so provide a sharper price signal than US consumers received? No. Between 2000 and 2009, European pump prices actually fell 10 per cent. And even amid the explosion in crude prices during 2008, the average cost of EU motor fuel only rose to 10 per cent above its 2000 level. Were European consumers more price-elastic than US buyers? No, the EU result had nothing to do with price signals. Rather, in 1998, Brussels agreed with carmakers that they should meet the stringent new 140 grams-per-kilometre efficiency standards by 2009: they simply had to sell more fuel-efficient vehicles.108

In 2018, William Nordhaus was awarded the Nobel memorial prize in economics for his work on measures for tackling climate change. He declared at the time that ‘there is basically no alternative to the market solution’.109 But in Europe, the alternative was working pretty well.

Back in the US, Obama realised early on that fuel taxes wouldn’t fly in Congress, and so Sunstein didn’t get to pursue the option that he, Thaler and everyone else in the economics profession were convinced worked best. Instead, the Administration pushed for an increase in the CAFE standards. Congress supported the move. And over the next decade, the fuel economy of new cars rose by around 12 per cent.110 It’s conceivable the same improvement could have been achieved by tax rises. But, based on the 2000–9 experience, even if the economists were right, it wouldn’t have occurred unless there had been an increase in real prices of at least 60 per cent, and probably much more.111 That would have represented a lot of political pain for legislators for relatively little environmental upside. In the end, the economists’ loss seems to have been the planet’s gain.

The response of motorists to fuel prices, of smokers to tobacco prices, and of food shoppers to cheaper beef raises questions about how useful the concept of price elasticity is in understanding, predicting and, most importantly, steering human behaviour. The blinkered response of many economists to its failings is a cautionary tale for policymakers. It brings to mind a story one of my university philosophy professors told me.112 During the Second World War, when Jean-Paul Sartre was working as a teacher in a school outside Paris, he was approached by an older pupil who asked him whether he would advise him to join the Resistance and fight the Germans or, as an only child, stay at home and take care of his widowed mother. Sartre, as a good existentialist, said it was up to the boy to make up his own mind. The boy responded that he was torn, and that if Sartre wasn’t prepared to offer advice, he would seek guidance from someone else he trusted, such as his priest or the local community elder, an old communist. Sartre responded that that would still leave him making the choice, because it was clear that the priest would tell him to care for his mother, while the communist would tell him to fight the Nazis.

If you consult an economist, you’ll always be told the answer is price.
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THE PIGOU-COASE DISAGREEMENT

Does regulation harm economic growth?





In April 2001, hundreds of financial professionals gathered in Washington, DC, to enjoy cocktail parties at the Library of Congress and Smithsonian National Air and Space Museum and – in between times – discuss some of the most arcane aspects of the global banking system. The mood among the delegates at the annual general meeting of the International Swaps & Derivatives Association, better known by its acronym ISDA, was buoyant. And none were more buoyant than those traders, financial engineers and lawyers who worked in one of the newest and perhaps fastest-growing sub-sectors of the derivatives market: credit derivatives.

Credit derivatives, which first emerged around 1995, were based on a simple concept: that the promise to make good another party’s debt if that party defaulted could be converted into a tradeable financial instrument. In the past, banks and investors took on credit risk by, for example, making loans to homeowners or buying bonds from businesses and in return receiving interest payments. Credit derivatives allowed a third party to sell credit protection to the lender, but, unlike traditional credit insurance, were standardised so that they could be bought and sold dozens of times before the underlying loan was repaid. They took a little time to get established but, by 1998, the market was worth $100 billion, rising to $1 trillion by 2001. In 2007, contracts worth over $60 trillion would be executed.1

Such deals translated into billions of dollars’ worth of fees for those who facilitated them. Soon they outshone bonuses in more established areas of finance, such as interest rate swaps and equities sales. It’s not surprising, then, that the mood of that 2001 conference should have been so upbeat. ‘This was a pretty happy place; a place where people were saying, “We are going to make a lot of money,”’ one attendee remembered.2 This confidence was boosted by the agreement, during the conference, on a new standardised credit derivative contract that would facilitate continued market growth,3 and a speech by William McDonough, the chairman of the Basel Committee on Banking Supervision, the foremost international regulatory body, in which he said he agreed with ISDA that banks who used credit derivatives should not be required to set aside funds as insurance against the contracts not working as intended.4

Back in London, I had recently started reporting on credit derivatives for Reuters. While there had been reports in the financial press about the growth of the market, little had been written about how the tools worked. I therefore sought to plug the gap in my own knowledge by picking the brains of corporate lawyers, credit default swaps traders and financial engineers, and, in the process, trying to get a grip on such mind-bending terms as collateralised debt obligations and synthetic asset-backed securities. And as I came to understand how these financial instruments shifted the risk of parties defaulting on their debts between institutions, I marvelled at how ingenious they were. As I wrote at the time, such credit tools had the potential to ‘revolutionise’ finance, leading to the transformation of banks from institutions that lent their own money to borrowers in the hope they would be paid back, into ‘conduits who simply arrange loans and pass the associated risks on to others’.5

But I also spotted two core problems. First, because lending institutions were using credit derivatives to pass loans quickly and easily off their own books onto other investors, those investors who ultimately faced losses if the loan was not repaid could be many links in a long chain away from the original borrowers. They had the most at stake, yet they also had the least information about the underlying borrower or credit risk. Secondly, the complexities of the instruments meant that many investors ended up taking on credit risks they really didn’t understand.6 ‘They just see they are getting 2 per cent more yield and go for it,’ one fund manager told me, ‘and when you have a credit event, the magnitude of the loss will be bigger than expected.’7 Credit derivatives were great when the sun was shining, it seemed to me. But what would happen if there was a rainy day? Those inside the market seemed to be making too much money to concern themselves with that, while those outside didn’t seem to understand the risks.

In the reports I filed, I highlighted some of the potential dangers, and noted that banks were already occasionally being wrongfooted and incurring unexpected losses,8 but I had neither the data nor, at that time, the experience to tease out all the implications of this shiny new financial instrument. Besides, any reservations that I might have had were more than drowned out by the views of the man whose office was just across town from the Omni Shoreham Hotel where the delegates of the conference were meeting – a man who had all the data in the world and a deeper knowledge of the global financial system than almost anyone else on the planet.

In 2001 Alan Greenspan was in the fourth of his five terms as Chairman of the Board of Governors of the Federal Reserve, a role he had held since 1987. He therefore had ultimate responsibility for supervising the country’s banking system and guiding US interest rates. Previously, he had served as Chairman of President Gerald Ford’s Council of Economic Advisers from 1974 to 1977; and since the 1950s he had also run a successful Wall Street economics consultancy that had pioneered cutting-edge econometric forecasting models. Not surprisingly, therefore, he had achieved mythic status both at home and internationally, being variously described as ‘the second-most powerful man in the United States’ and ‘the most powerful banker on earth’. In 1998 the Financial Times named him its Person of the Year, describing him as ‘guardian angel of the financial markets’. When Greenspan spoke about interest rates, growth, the banking system or just how economies should be run, policy-makers all over the globe listened carefully.

From the vantage point of his office in the Eccles building, Alan Greenspan wasn’t worried about credit derivatives.9 He believed the instruments helped banks provide cheaper credit to homeowners and businesses, thus helping the economy grow. He also argued that they made banks safer, noting that ‘these increasingly complex financial instruments have been especial contributors … to the development of a far more flexible, efficient, and resilient financial system.’10 He saw no reason to disrupt this value-creating innovation by making credit default swaps, which were largely unregulated, subject to greater scrutiny. In this regard, Greenspan felt, banks were best placed to regulate themselves. After all, banks had real-time information about the risks their businesses faced, and the most to lose should they underestimate these risks. Banks would avoid behaviour that threatened their own stability. Moreover, because they wouldn’t want to do business with institutions they deemed to be taking unnecessary risks that might end up undermining both parties, they would police each other. Self-interest and the threat of everything blowing up if they got it wrong were seen as more likely to keep the banks honest and cautious than any nosy regulator.

Greenspan’s position on credit derivatives reflected his broader view of how economies should work. In his view, governmental regulation distorted the economic signals businesses and consumers received from the market, prompting them to make sub-optimal investment and purchase decisions, which weighed on innovation and productivity and led to slower growth. This was essentially the economics of Adam Smith: faith in the magical force of the ‘invisible hand’ of the market, and, conversely, suspicion of the cack-hand of government.

Greenspan’s views on regulation were long-standing. As a young economist in the 1950s, he had become a follower of the writer and philosopher Ayn Rand, whose books, including The Fountainhead and Atlas Shrugged, extolled ‘rational selfishness’ and the virtues of the free market. Rand shared many of the ideas of what was known as the Austrian school of economics, which, led by thinkers Ludwig von Mises and Friedrich Hayek, held that government intervention in the economy was likely to cause instability and weakness, and hence should be kept to an absolute minimum. Rand published a newsletter called the Objectionist, to which Greenspan contributed. One 1963 article he wrote on regulation theorised that ‘Government regulations do not eliminate potentially dishonest individuals, but merely make their activities harder to detect or easier to hush up.’ ‘It is precisely the “greed” of the businessman or, more appropriately, his profit-seeking,’ he went on, ‘which is the unexcelled protector of the consumer … Protection of the consumer by regulation is thus illusory.’11

Greenspan’s perspective would remain reasonably constant over the next forty years. And while his thinking was somewhat controversial in 1963, when people had greater faith that government could intervene efficiently, by 2001 it was more or less mainstream. In the early 2000s, the financial media,12 regulators13 and politicians on both sides of the Atlantic, from Gordon Brown14 to Michael Bloomberg,15 agreed that a light-touch approach to regulation was the best one for the financial services sector. And also for the economy more broadly. Regulation was seen as ‘red tape’: often the product of a bureaucrat eager to expand his or her influence; rules that shackled businesses and forced them to waste their time conducting risk assessments, filling out forms on supply-chain sustainability and agonising over memos to ensure no minority group is offended by their wording.

The financial crash of 2007–8 was precipitated in no small part by credit derivatives, which indeed did encourage banks to take on credit risks, especially real-estate loans, that they should not have done, and would not have done if they had believed they would end up holding the loans to maturity. That one of the first victims of the crisis was a German regional bank, which in July 2007 announced it owned €8 billion of bonds crafted from credit derivatives linked to shaky U.S. mortgages16 – just eleven days after telling investors its exposure was almost non-existent17 – indicated the instruments’ capacity for channelling such risks to unsuitable investors.

This global cataclysm forced a rethink of the view that regulation of the financial sector was unnecessary and economically harmful. Indeed, it caused Greenspan to question his previous assumptions.

‘Yes,’ he told a panel of lawmakers in 2008, ‘I’ve found a flaw in the model that I perceived as the critical functioning structure that defines how the world works, so to speak.’ Earlier in his testimony he admitted that ‘Those of us who have looked to the self-interest of lending institutions to protect shareholder’s equity – myself especially – are in a state of shocked disbelief.’18

Yet the general perception of regulation as a burden on the economy persisted even in the depths of the great recession, and continues today. One policy wonk has compared regulations to pebbles thrown into a stream, which, over time, build up to become a dam that halts commercial activity altogether.19 Ajit Pai, appointed in 2017 as Chairman of the US Federal Communications Commission, the US communications regulator, articulated this view in 2017 when he outlined the thinking behind the Trump administration’s deregulation drive: ‘It’s basic economics. The more heavily you regulate something, the less of it you’re likely to get.’20

Polls in the UK and United States over the past twenty years have consistently shown that those who believe there is too much regulation of industry outnumber those who believe there is too little by two to one.21 The desire to avoid what was seen as stifling regulations on business was a major factor in Britain’s decision to leave the European Union. It also generated much of Donald Trump’s campaign rhetoric in 2016.

But what is the evidence for this basic and widely accepted economic precept?

The rise of the nanny state

There’s long been tension between economists and politicians on regulation. Theory dictates that it’s counter-productive to interfere in the day-to-day running of business and commerce. Practice shows that governments – of all political persuasions – find it to difficult not to get involved when the free market generates politically unpopular outcomes. Economists break regulation into two categories: social and economic. Social regulation involves rules that govern firms’ approaches to environmental, health and safety issues, the suitability of what they offer consumers, and the measures they take to ensure that any failures on their part don’t have catastrophic consequences for the public at large. An early example would be Henry VIII’s Apothecaries Wares, Drugs and Stuffs Act, which regulated the quality of medicines.22 These kinds of rules are of the type usually referred to when commentators complain of ‘nanny state’ intrusive regulations. Then there is ‘Economic Regulation’, which refers to rules that control how markets or industries function. Natural monopolies such as railways, utilities and fixed-line tele-communications are frequent targets of such regulations, facing measures such as price caps and minimum service requirements. So fundamental is government rule-setting to this second category of companies’ businesses that, even though all industries face some regulations, these industries are referred to by businesspeople and financial analysts as ‘regulated industries’.

Economic regulations governing businesses date back at least to Roman times (when, for example, Emperor Diocletian set maximum prices that could be charged for hundreds of goods23). Social regulation also has early roots, but really only became a key political remit during the Industrial Revolution. It was then built on during the course of the twentieth century, notably in the decades after the 1930s when faith in laissez-faire policies was at its lowest ebb. Thus, for example, Britain started legislating on air quality in Victorian times, but the most vigorous action was taken in the 1950s when lethal London smogs helped inspire the Clean Air Act of 1956, which set tougher standards and stringent monitoring of these standards. Environmental scandals in the United States around the same time24 were followed by the Clean Air Acts of 1963 and 1970 and the Clean Water Act of 1972 and the creation of the Environmental Protection Agency in 1970. The thalidomide drugs scandal led to the 1968 Medicines Act in Britain and a beefing-up of the US Food and Drug Administration’s role in approving drugs for sale. Workplace safety rules were reinforced by Britain’s Factories Acts in 1959 and 1961 and the establishment of the Occupational Safety and Health Administration (OSHA) in the United States in 1971.25

In the early days, social regulations were not always quite the enlightened universal moves they might appear. In 1863, for example, the Liberal government in Britain brought in legislation – the Alkali Act – to curb the emission of dangerous gases from the soda factories engaged in the production of soap and detergents. There was a compelling social reason for doing so: one of the by-products of the manufacturing process was hydrogen chloride gas, which caused severe respiratory problems for people living nearby. But it was actually pressure from wealthy landowners concerned about damage to farmland and livestock that prompted the government to act.26 In an era when laissez-faire views still held sway, it took an influential pressure group to get reform enacted.

Gradually, however, the notion that governments should impose what would today be considered social regulations in the wider interests of the community took root. In Britain, news reports and parliamentary debates from the time show that – certainly before the First World War – there was a growing sense of moral obligation: the country was getting richer and could afford to alleviate harsh conditions. In as much as economics came into it, factory safety rules, working-time restrictions and environmental legislation were largely seen as a justifiable form of redistribution from the richer to the poor. They might, it was accepted, make businesses less efficient, but not to the extent that this would have a severe impact on their profitability.

Interestingly, even those two great political proponents of the free market, Margaret Thatcher and Ronald Reagan, seem to have accepted the role of such rules and regulations. They may have pilloried government meddling in peoples’ lives and businesses on the campaign trail, but in office they took far less action against social regulation than their rhetoric implied.27 Margaret Thatcher’s principal achievement in rolling back state control over the economy was in a sustained programme of privatisation of state-owned enterprises. Her best-known deregulation exercise was in the field of economic regulation, with the abolition of (largely private-sector) rules in the City, which had set dealing fees and erected barriers between the roles that different parties could perform (a liberalisation known as ‘Big Bang’, which facilitated London’s emergence as the leading international financial centre). In 1985 her government published a White Paper entitled ‘Lifting the Burden’, which recommended the reduction of social regulations, such as employment protections and planning rules. But while it aroused furious opposition (Labour warned that the government wanted to remove vital protections for workers and consumers, and a first-term MP by the name of Tony Blair accused Thatcher’s government of having an ‘ideological obsession with deregulation’),28 the paper had little practical effect. The ‘bonfire of red tape’ simply didn’t happen. And while it’s true that some the new protective regulations introduced during the 1980s were originated in Brussels rather than Westminster, it’s also the case that Thatcher’s government only occasionally tried to resist them. Ironically, for many thinkers on the right, the Thatcher era is remembered not for pushing back the so-called nanny state but for missed deregulation opportunities.29

Across the Atlantic, Ronald Reagan moved into the White House arguing that ‘regulatory relief’ was one of the cornerstones of his ‘economic recovery program’.30 He duly appointed Vice President Bush to head a new Task Force on Regulatory Relief, which put social regulation in its cross-hairs. Reagan installed James Watt, then-head of a legal foundation that specialised in suing the federal government on behalf of business interests, to run the Department of the Interior, which had responsibility for managing the country’s land holdings and waterways. Watt arrived at the department with a promise to ‘undo fifty years of bad government’,31 and began by allowing miners access to national parks and opening up previously restricted offshore areas for oil drilling. Carl E. Bagge, president of the National Coal Association, said his organisation was ‘deliriously happy’ with Watt’s arrival at the Interior Department.32 The Democratic Congressman Morris Udall described the choice of Watt for the role as akin to ‘appointing Dracula to head a blood bank’.33


Over at the US Environmental Protection Agency, Anne Gorsuch took control, and immediately set to work slashing the agency’s budget and staffing, in the belief that its work was hampering economic prosperity. She sought to roll back rules approved by the Carter administration and, where Congressional approval would be required to repeal the rules, pursued a policy of regulatory relief through reduced enforcement. In a similar vein, Reagan’s appointee at the Transport Department fought the Carter administration’s decision to require auto makers to install airbags or other automatic restraints in vehicles.

Yet the wave of deregulation that looked to be on its way never actually arrived. Faced with considerable opposition from Congress and the public, Reagan felt he had no choice but to ditch Watt and Gorsuch, to cancel plans to lift the ban on lead in petrol, and to allow rules on airbags in cars to go ahead. EPA staffing levels rose again, while the Taskforce on Regulatory Relief was wound down in 1983 (Reagan claimed it had achieved its goals). The administration continued to drag its feet on adopting new environmental protections, such as measures to tackle acid rain, but generally the attack on existing environmental and safety regulations waned.34

There is no question that the Reagan era saw substantial regulatory change. Price controls and competition-limiting practices in the airline and railway industries were phased out under his watch, revolutionising the US transport industry in the process (although, to be strictly accurate, the legislation had its origins in the Nixon administration and most of it had been signed into law by Carter). But Reagan’s administration could take full credit for abolishing the last price controls on US-produced crude oil and unexpectedly using anti-trust rules to break up the AT&T long-distance phone monopoly that had been blamed for high call prices. Such landmark regulatory changes brought in between 1981 and 1989 were designed to remove anti-competitive practices rather than the kind of red tape that is popularly supposed by its critics to tie businesses in knots. There is general consensus among academics that Reagan’s reputation as a slasher of supposedly overzealous environmental and worker and consumer protections – social regulation – is exaggerated.35 As for Margaret Thatcher, it’s worth nothing that her remark (so beloved of conservatives like the former Republican Speaker of the US House of Representatives, Paul Ryan36) that ‘Every regulation represents a restriction of liberty, every regulation has a cost’ was actually published in a book she authored a decade after leaving government.37

Yet the ambition to cut regulation persisted. In Britain, the future Prime Minister David Cameron promised while in opposition that he would remove one old regulation for every new regulation introduced; that he would invite the public to nominate unpopular regulations that might be scrapped; and that he would include ‘sunset’ clauses in the charters of organisations set up to police regulation, so that they would cease to exist unless a clear case could be made for their preservation. Once in power in 2010, he promised to ‘cut back the health and safety monster’,38 and duly launched a ‘red tape challenge’, complete with a website that offered the public ‘the chance to rip up some of the 21,000 rules and regulations that are getting in your way’.39 In early 2011, Cameron’s director of strategy, Steve Hilton, who would later find fame in America as a Fox News host, suggested that Cameron should abolish maternity leave and suspend the Consumer Protection Act to jump-start the flagging post-crisis economy,40 an idea some economists termed a ‘competitive social deflation’.41

In the end, though, the Conservative–Liberal Democrat coalition government’s deregulatory drive proved less dramatic. In 2011 the then Business Secretary Vince Cable unveiled plans to remove the requirements for retailers to have an alcohol licence to sell alcoholic liqueur-filled chocolates, to abolish rules governing the safety of pencils and to scrap the war-time Trading with the Enemy Act and its ninety-eight linked regulations, which at last, sixty-six years after the end of the conflict, was finally deemed ‘redundant’.42 (Whether or not any of the rules were actually being enforced is a moot point.) The Chancellor of the Exchequer George Osborne, who had been among those Conservatives who promised to cut red tape to ‘unleash’ the forces of enterprise,43 later ruefully told me:


People always want to deregulate in general, but want regulation in the specific. There’s a never-ending stream of calls, including from people on the right in politics, for additional regulation when faced with a particular scandal, or some social demand like, to ban plastic cups.44



Britain has scarcely been alone in this. The USA has had much the same experience, as have most European countries. An Italian parliamentary hearing in 2014 was told that the apparently impressive axing of 67,872 regulations over recent years had only covered rules that were not being enforced.45

Arthur Pigou and public interest

The record of Margaret Thatcher, Ronald Reagan and their successors in the realm of regulation stand in stark contrast to the economic theory that underpinned so much of their thinking. While economists have never agreed on what precisely constitutes regulation (does it, for example, extend to such policy areas as immigration?), most have traditionally been wary of what it usually involves: ‘the employment of legal instruments for the implementation of social economic policy objectives’, according to one definition.46 True, government intervention to protect property rights is universally accepted (even by the likes of Ayn Rand and Friedrich Hayek, who, in addition to inspiring Margaret Thatcher, was also cited by many US Conservative politicians including Paul Ryan and Rand Paul as an influence).47 But even the principle that governments should intervene in markets if a dominant player threatens to stifle competition has not gone wholly uncontested.

Milton Friedman for one argued that worries about market domination were exaggerated, and that all monopolies will ultimately collapse (except where supported by government). That qualification ‘ultimately’ is a pretty major one: Standard Oil’s domination of the US oil market persisted for over four decades until it was broken up by the government; to that extent Friedman’s ‘ultimately’ is reminiscent of Keynes’s view that ‘in the long run we are all dead.’48 It perhaps helps explain why Friedman’s view should have been a minority one, and why staunch conservatives like George Stigler, who titled his autobiography Memoirs of an Unregulated Economist, are generally supportive of anti-trust rules. But it’s indicative of the general suspicion with which economists have regarded the whole sphere of regulation.

This scepticism dates back to the early days of classical economics, and figures such as Adam Smith and Jeremy Bentham. Both were clear that the overall wellbeing of the community almost always suffers when the state attempts to impose its own ‘artificial’ regulations on businessmen.49 In a situation such as with the soda industry in the 1860s, they would have argued (as factory owners and their supporters did) that a restriction on emissions would have adverse unintended consequences, such as factory closures, rising costs for raw materials and higher prices of soap and detergents for the general public.

At the turn of the twentieth century, however, there was a reaction against this view. Not only did such interventions in the economy not weigh on the national wealth, a new school of economists argued, but rather they could actually increase it. Alfred Marshall is credited with first conceiving of the idea of ‘economic externalities’, a concept which refers to the side effects of a commercial activity, which, in effect, shift a burden from one party to another. One of Marshall’s former students, another Cambridge economist called Arthur Pigou, built on this idea to show how government intervention could not only tackle the injustice of antisocial burden-shifting, but also make a country richer in the process.

The soda industry provides an example of how Pigou’s ideas worked in practice. Before the Alkali Act effectively banned the unrestricted emission of hydrogen chloride, a farmer who could prove that crop damage or the death of a calf was the result of a plant emitting noxious gas could seek a Common Law remedy via the courts and so, theoretically, seek to restore the economic balance. But in practice such an approach was fraught with problems. It would involve proving which of possibly many factories was directly responsible, and also involve assessing the true nature of the impact. Was there damage to farm buildings caused by acid rain, for instance? Could it be shown that a spell of illness on the part of, say, a labourer could be attributed to the pollution, and if so how did you put a value on that in terms of sick pay, lost work, and so on? In other words, how did you accurately assess the cost of the damage done?

It so happens that we know one soda manufacturer reported paying out £150 in damages in one year before the Alkali Act,50 but, given how difficult pursuing a successful case was, it’s hard to believe that £150 represented the sum total of the cost of his operation to others. The same manufacturer reported that the cost of installing condensing equipment to remove the toxic gas cost was a one-off sum of £300 (the captured acid could be sold, which meant there was no net operating cost). If the damages claims had run at £150 every year, he would no doubt have installed the equipment unprompted. But it appears to have happened just the once, and therefore he, like his fellow polluters, had no real financial incentive to incur costs to reduce noxious emissions.

In his 1920 work, The Economics of Welfare, Pigou identified the divergence between the public cost of particular acts by businesses and the private costs and benefits they incurred. Clearly, in the case of the soda plant, it made sense for society as a whole to incur a one-off cost of £300 to avoid property damage that probably exceeded that level every year,51 yet the market did not provide sufficient incentive for factory owners to undertake such investment. There was what we would today call a ‘market failure’. Pigou’s view was that, in such situations, governments could improve overall industrial efficiency and societal welfare by applying ‘extraordinary encouragements’ or ‘extraordinary restraints’ to businesses to encourage them to, for example, install anti-pollution equipment. This could take the form of a restraint such as the Alkali Act, which imposed a £100 per offence penalty on polluters, the provision of subsidies to install equipment, or a government tax on emissions. If a tax was in excess of the cost of installing condensers to remove the hydrogen chloride from emissions, it would have the same impact as a ban, as factory owners would be better off by investing in pollution-reducing equipment.

Pigou’s views proved influential. In the decades that followed The Economics of Welfare, other economists built on his ideas to construct an intellectual framework, known as the Public Interest Theory of Regulation, which argued that market failures may exist in a wide range of areas, and that they may be solved via regulation. For example, in a perfect neoclassical world with fully competitive markets and total transparency regarding product attributes, consumers can make informed decisions on whether they wish to purchase particular goods or not and, having judged their quality, what price to pay for them. In such a world, there is no need for regulation, because people will either decide not to buy something that is inferior or demand that less is charged for it. But in a world governed by Public Interest theories, it’s assumed that perfect competition frequently does not exist, and that the producer always has a better idea as to the quality of goods on offer – and the risks they may pose – than the consumer. In such a world a regulator is therefore needed to gather information, bar the sale of shoddy goods, force manufacturers to label their goods accurately – in other words, to ensure market fairness. Such a world blossomed in the US and UK after the Second World War, when there was a significant expansion in levels of regulation. Or as Alan Greenspan told a UK audience in 2004:


Government intervention was increasingly seen as necessary to correct the failures and deficiencies viewed as inherent in market economies. Laissez-faire was rapidly abandoned and a tidal wave of regulation swept over much of the world’s business community … distortions induced by regulation were more and more disturbing.52



But even as Pigou’s ideas were catching on in ever more segments of the economy, a new theory on regulation was emerging, promoted – somewhat paradoxically – by an erstwhile socialist.

Ronald Coase and the case against regulation

Ronald Coase was born in 1910 in Willesden, in north-west London, to working-class parents who had left school at around twelve years of age and become staunch Labour supporters.53 Coase, too, became a socialist.54 But during his studies at the London School of Economics in the late 1920s and early 1930s, he fell under the influence of the head of the economics department, Lionel Robbins, and abandoned his socialism in favour of Robbin’s fervent belief in free markets and his equally fervent antagonism to the liberal ideas then emanating from Cambridge. Robbins was critical of some of Alfred Marshall’s work. He was particularly critical of Marshall’s former student John Maynard Keynes. Nothing characterises Robbins’s thinking and ambitions for the LSE at the time more than his decision in 1931 to hire perhaps the most fervent, or at least longest-serving, anti-Keynesian of the twentieth century, Friedrich Hayek. It’s not surprising that some economists see Robbins’ LSE as a precursor to the post-war ‘Chicago School’ of conservative economic thought.

A few years after graduating, Ronald Coase returned to the economics department and became friends with Hayek. Their views did not always align. Coase was nevertheless influenced by the Austrian, and became an early member of his Mont Pelerin Society, which sought, in the post-war years when Keynesianism and expansionist government generally were de rigueur, to promote the values of free markets and highlight the risks of government involvement in the economy. Coase would acknowledge Hayek in his Nobel memorial prize-winning speech in 1991.

Coase began to look at the impact of regulation while still in his twenties, continued with it after he moved to the United States in the 1950s, and in 1960 published his most influential work in this field: ‘The Problem of Social Cost’. The paper was a direct retort to Pigou’s work, and set out a thinking far from Coase’s socialist roots: one he would promote in writings and interviews he would undertake until after his hundredth birthday.

In ‘The Problem of Social Cost’, Coase posited that, theoretically, whether a factory was permitted or forbidden to emit noxious fumes by law had no impact on overall national wealth because, irrespective of the law, the factory owner and the local residents could come to a financial arrangement whereby a mutually beneficial arrangement was arrived at. If the local residents had the right not to have their properties exposed to fumes, they could sell a right to pollute to the factory owner. If the factory had a right to emit fumes, the locals could pay the factory not to do so (perhaps by financing the installation of smoke-scrubbing equipment). Either way, the outcome would be the same in terms of the total national income. Of course, this rather assumed that no transaction costs (such as legal fees) would be involved, and Coase accepted that these might be significant. But his focus was on the theory of social cost, rather than all its practical implications.

Besides, he argued, government intervention and the bureaucracy it involved was also costly, and one had as well to take account of the economic cost of the market distortions Pigouvian taxes would cause. It probably made more sense to accept transaction costs and conduct private contracts, or even do nothing at all, than incur all the costs that government involvement would give rise to.

Since Coase’s work was almost entirely theoretical,55 he never actually produced evidence to show there really were ‘very few good regulations’56 – in other words, that the benefits of government actions to correct market failures usually exceeded costs. He simply asserted his belief as fact based on his own experience, which included wartime service with the British government. In an era long before people studied data sets to support their ideas, let alone examine the facts behind the data sets, no one actually expected Coase to provide hard evidence of this claim.

Surprisingly, perhaps, Conservative economists were initially sceptical of Coase’s ideas. According to George Stigler, around 1960 Coase (then working at the University of Virginia) was invited to a dinner with a group of Chicago luminaries including Mont Pelerin members Milton Friedman and Stigler himself, and got a distinctly chilly reception.57 The mood soon changed, however. ‘In the course of two hours of argument, the vote went from 20 against and one for Coase, to 21 for Coase,’ Stigler wrote in his memoir. ‘What an exhilarating event! I lamented afterward that we had not had the clairvoyance to tape it.’58 He would go on to popularise Coase’s ideas – or ‘the Coase theorem’, as he termed it. And over the course of the 1960s Stigler would become perhaps the leading academic critic of government regulation in the United States, arguing, for instance, that government intervention in the electricity and securities sectors had been counterproductive and that racial quotas were a misguided policy.

In time, he and Coase would become perhaps the two most influential economists in the area of regulation,59 but during the 1960s their position that government attempts to rectify market failures were inefficient and probably ineffectual was outside the mainstream. In part, this may have been because they didn’t seem to offer any solutions to the problems people were trying to solve at the time – like pollution, workplaces where people lost limbs, or the sale of dangerously flammable toddler pyjamas. Indeed, they seemed to downplay the problems people faced. Their hypothetical examples of market failure tended to be relatively harmless – such as wandering cows damaging crops (a Coase example that Stigler described as ‘picturesque’60), or pollution reducing the number of fish in a river, thereby reducing fishermen’s incomes, but having no other societal consequence. Graphic instances of non-regulation – for example, the ‘phossy mouth’ suffered by nineteenth-century match makers that involved excruciating mouth abscesses, facial disfigurement and exposed bones – were not part of their library of examples.

At times, Stigler would simply deny the existence of societal harm. In one debate, he cited the Securities and Exchange Commission’s decision to fine stockbrokers for front-running (whereby they bought or sold shares on their own behalf after receiving a large order from a client but before executing it) as an example of regulators’ tendency to overreach, and in the process curtail perfectly legitimate commerce.61 His view was that such insider trading was an acceptable practice, and he was dismissive of objections that the broker’s trades distorted the market and caused the client to pay more when buying or receive less when selling their shares. Today, incidentally, front-running is not just a civil but a criminal offence in major financial centres from New York to Singapore, and frequently involves a jail sentence of two years or more.62

From around 1970 a growing stream of empirical research, examining data from industries that were faced with new regulations, was produced. Most of this literature focused on US industries,63 but some examined the UK, and it was all widely read by economists and policymakers in both countries. Not all findings concurred, but the general tenor was that regulation was expensive and harmful. A case in point was a 1973 study by a University of Los Angeles economist Sam Peltzman, that considered the economic impact of the increased powers given to the Food and Drug Administration in 1962 to limit the sale of ineffective drugs. Peltzman’s view was that the compliance costs that government regulation had imposed upon pharmaceutical companies had led to a marked reduction in drug innovation, and that ‘benefits forgone on effective new drugs exceed greatly the waste avoided on ineffective drugs.’64 A further study five years later agreed, and suggested that tighter UK regulation in the wake of the thalidomide scandal had also led to a fall in drug innovation in Britain.65 Another 1973 study found that there was no evidence that US pharmaceutical rules brought greater safety. Kip Viscusi, a star in regulatory economics, analysed data on accidental child deaths due to aspirin overdoses and concluded that the introduction of safety caps on pill bottles had actually increased child poisonings, because they ‘induced increased parental irresponsibility’ and prompted grown-ups to leave pill bottles open.

Peltzman also examined automobile safety regulation in a 1975 paper, which concluded that safety regulations caused additional deaths, since people drove more dangerously when they assumed they were safer.66 Another study found that OSHA, the Occupational Safety and Health Administration, had little or no effect on accident rates, even in industries where it specifically targeted enforcement efforts. In more general terms, a 1975 study by Murray Weidenbaum, who would go on to be chairman of President Ronald Reagan’s Council of Economic Advisors, found that regulations caused inflation and reduced innovation,67 and other studies found environmental regulations had caused a slowdown in productivity.68 That inflation had risen and productivity growth had slowed during the 1970s, just as the Clean Air and Clean Water Acts came into force and OSHA was formed, created a correlation between the two trends, which, in the mood of the times, pointed towards a causal link. The general conclusions to be drawn seemed to be that no regulation, from seatbelts to mine safety, was worth the collateral damage it caused, and that, frankly, society as a whole would be much better off if it was left to individuals to decide what risks they might or might not want to take. If you were ill and wished to try a new drug, why shouldn’t you carry out such reading about it as you felt necessary, and then make up your own mind whether to take it? If you could earn more by working in an industry that had no safety measures in place than one that had spent considerable sums implementing them, wasn’t it for you to make that decision rather than the government?

While such work might have been laughed at twenty years previously, in the 1970s, as the US and European economies slowed and struggled with inflation, the growing scepticism of government created a more receptive audience. Similarly, industry pleading that might previously have been laughed off – like General Motors’ chairman Roger Smith claiming that design safety rules had turned car making into a ‘regulated industry’ like water or gas supply – found a more sympathetic ear from the public and politicians.69 From the late 1970s, the way to stoke voters’ emotions shifted from promising to restrict companies’ ability to cause harm to the public to arguing that bureaucrats should be restrained from stopping companies going about their business.

Over recent decades, economists have remained relatively consistent in their views on the subject. One review of the literature on regulation in 2010 summed up the consensus among economists bluntly: ‘the mainstream economic literature is implicitly or explicitly critical of the public interest theories of regulation.’70

This intellectual consistency pervades the godparents of good economic governance – the World Bank, IMF and OECD – who regularly issue studies that warn of the risks of regulation. Since 2003 the World Bank has issued an annual survey titled ‘Doing Business’, which ranks countries in terms of how business-friendly they are, features chapters with titles like ‘Tackling burdensome regulation’ and observations such as ‘All too often, however, regulation misses its goal, and one inefficiency replaces another, especially in the form of government overreach in business activity’,71 that could have come from the mouth of Coase or Hayek. The OECD, which produces a Glossary of Economic Terms, gives a definition of ‘social regulation’ that seems more warning than explanation: ‘The economic effects of social regulations may be secondary concerns or even unexpected, but can be substantial. Reform aims to verify that regulation is needed [sic]’. (Such qualifications don’t appear alongside the OECD’s definitions of ‘monetary policy instruments’ or ‘fiscal consolidation’.)


If the experts are clear that regulation is a bad thing, and the public seems to agree, why have governments at least back as far as Harold Wilson failed to deliver on promised ‘bonfires’ of red tape?

Governments and the case for regulation

In 1980, Milton Friedman made a television series with the US public broadcaster PBS called Free to Choose, which introduced his brand of laissez-faire economics to millions of Americans. The series was translated into two dozen languages (and more recently has become a YouTube favourite), playing no small part in popularising internationally the idea that government involvement in the economy restricts growth.

Friedman was an expert communicator, and his skills were on particular display in an episode that dealt with regulation. In this, he stacked copies of the Federal Register, the official record of the rules, proposed rules and notices of government agencies, on the marble floor of the Library of Congress in Washington DC, arranged by year. As he walked along the stacks for 1936 onwards, viewers could see the pile grow taller, and then deeper, creating a powerful visual image that conveyed a sense of government reach into the lives of Americans. In the years since, the annual pile has grown higher still, for 2016 hitting a record of over 96,000 pages. A similar trend has occurred in other countries, and commentators from Sydney to London to Paris regularly echo Friedman in decrying ‘mountains of regulations’ (or indeed ‘montagnes de règles’).72

Friedman and his University of Chicago colleague George Stigler saw this propensity to regulate as a natural consequence of the desire of politicians and officials to expand their power and influence. Economic theory stated that everyone sought to advance their own interests. Since rule-setting was how politicians and bureaucrats advanced theirs, this would be the rational thing for them to do. And herein lay part of the problem. Because politicians’ primary purpose was not to benefit the public, the public was probably no more protected by their actions than if things had been left to the vagaries of equally self-interested firms whose actions were at least checked by the powers of the marketplace. Friedman and Stigler also argued that regulators were likely to get into bed with the companies they regulated, offering incumbents regulatory frameworks that entrenched their market dominance in return for political support, and thereby sacrifice the public interest to perpetuate their rule-setting powers.

It’s a dark view of government. On the other hand, even if one believes people in public service are motivated by a desire to do good, one can see how political pressures may also lead to inefficient rule-making. Special interest groups such as business lobbies, environmental organisations and trade unions can invest considerable time and money arguing for rules about which the general population, whose actions may be restricted by the rules, are ignorant. Each individual rule may impose only a slight burden on the public or businesses, but over time the gradual weight of such regulations may mount up.

Politicians’ responses are also inevitably shaped – distorted, some would say – by their fears of the blame that might attach to them if things go wrong: after all, if a bridge collapses, or the cladding on a building fails, or a pandemic exposes frailties in infrastructure and health care systems, it is, understandably, the decision-makers who end up among those in the dock. Such concerns for their own reputation can cause them to take an expensive or ill-thought-through back-covering approach, especially as its full costs may be hard to ascertain by those footing the bill. Even relatively straightforward health and safety measures can prove tricky to price. Back in 1992, I had a summer job at a BMW plant outside Munich, assembling the rear doors of cars in the 7-series saloon range. US safety regulations dictated that cars destined for America (as opposed to those being manufactured for the European, Asian or African markets) had to have side impact bars screwed to the inside of the doors, a requirement that involved extra materials and labour. A decade later, the US National Highway Traffic Safety Administration estimated the cost per vehicle at $129. How they arrived at that figure, I don’t know. And since manufacturing costs for the full vehicle were falling in real terms, I doubt anyone really understood or cared. At any rate, it’s hard to believe that US consumers would have known how much the slight reduction in overall safety risk was costing them.

But even if one places the most cynical construction on politicians’ motives, it has to be recognised that they have good financial reasons for many (if not necessarily all) of the regulatory steps they take. The studies conducted by the likes of Peltzman and Weidenbaum suggested that the collective cost of government regulation had stampeded out of control. Weidenbaum, for example, suggested in 1978 that federal regulation could well be costing businesses $100 billion annually – $400 billion in today’s money. But he didn’t also attempt to measure the benefits that might be accruing from these regulations, an omission that is not unusual in the academic literature (one 2012 OECD study noted that ‘Most quantitative studies deal with the costs of regulation and give little or no attention to quantifying the benefits of regulation.’)73

And the fact is that reducing harm saves money – potentially a lot of money. Two famous clean-up operations illustrate the point well. The cost of removing the PCBs, or polychlorinated biphenyls, which contaminated the Hudson River from 1947 to 1977, was estimated at $280 million.74 The cost of tackling the environmental and economic damage caused by the BP oil spill in the Gulf of Mexico in 2010 topped $70 billion.75 The Hudson River damage would not have happened if the measures in the Clean Water Act had been in place earlier. BP’s Deepwater Horizon disaster was linked to the use of a well design that would not have conformed to European regulations.

Such regulations bring other benefits too, some measurable, others less so. Quality regulation has been shown to speed up innovation. Locally or internationally recognised standards facilitate trade. Environmental rules boost productivity and save on healthcare. An early study in 1977 by the US economists Lester Lave and Eugene Seskin estimated that rules that restricted the emissions from fixed sites like power plants were worth $16.1 billion alone (in 1973 prices) in terms of improved employee productivity and lower healthcare costs (that figure excluded a consideration of any improvements there might be in agricultural yields or lessening of damage to property). The overall cost of the measures was estimated at $9.5 billion.76

In more recent times, the White House Office of Management and Budget, which produces a regular estimate of regulatory costs and benefits of major federal programmes over the previous ten years, has calculated that benefits have outstripped costs by around 8 to 1.77 In the run-up to the Brexit referendum in 2016, many commentators touted a £33 billion estimate of the annual cost of the 100 most significant European Union regulations as evidence of the burden of Brussels-originated red tape. Few noted that the same estimate, based on government impact-assessment reports, put the benefit of these regulations at almost twice that figure.78

So when on occasion a government announces that it is taking an axe to regulation, as President Trump’s administration did when it promised to cut two regulations for every new rule approved, one has to look at both sides of the balance sheet. Take the decision in June 2017 to exempt shipbuilders from a requirement to monitor air quality for beryllium, a carcinogenic element often found in the grit used to blast rust and paint off old ship hulls. Removing the monitoring obligation was estimated to save the repair industry around $12 million a year. The health costs of beryllium poisoning, however, had previously been estimated at $28 million. The repair industry made a saving. But a larger burden was now placed on workers, insurers, medics and others.79

This doesn’t mean that governments always get the balance right. In early 2020, the Chief Executive of the National Health Service criticised UK planning regulations that had unwittingly made it easier to open a fast food restaurant on a high street than a gym.80 A 1989 Danish bill intended to promote the expansion of forest cover was blamed by one environmental group for unintentionally encouraging landowners to clear some tracts of untouched woodland.81 Japan’s calculation of vehicle fuel economy obligations based on a vehicle’s weight has had the unintended consequence, some researchers have argued, of encouraging manufacturers to make cars heavier.82

More frequently, there are value-for-money questions. Arguably, only a very hard-headed economist would suggest that the 2004 study that estimated US vehicle safety rules (like those that forced me to screw tubular supports into BMW doors) saved almost 21,000 lives in 2002, at an average cost of $544,000 per life, simultaneously demonstrated that the regulations didn’t justify the cost.83 In the same way, it might be difficult to reject the rule requiring steering columns to be capable of absorbing energy from impacts on the grounds that it cost $100,000 per life saved.84 However, one can reasonably ask whether the ban on using the growth-enhancing hormone DES in cattle feed, on the basis it carries a cancer risk, is necessarily justified at a cost of $132 million per life saved (studies suggest the cancer risk is actually very low, and that the ban increases the cost of beef).85

In the banking sphere, some observers have argued that the wave of financial regulation that has been drafted since the financial crisis imposes large, unnecessary burdens, in this case restricting access to lending and making it unnecessarily expensive. The so-called Volcker Rule, which effectively bans US lending and deposit-taking banks from engaging in speculative trading with their own money (a rule intended to avoid losses from those activities leading to a collapse in the real economy), is frequently cited as an example. That the European Union decided, after much consideration, not to adopt its own Volcker Rule suggests that the critics might have a point.86

But even if many individual regulations do represent inefficient use of societal resources, they don’t prove the broader point that we’re drowning under red tape, or that the idea of government regulation is flawed. True, some studies have measured a growth cost from the macroeconomic burden of regulations. One 1990 study estimated that environmental regulation alone reduced the level of US gross national product by 2.59 per cent.87 But it did not consider whether such regulation might not itself stimulate economic activity, such as product innovation, or stem the economic damage caused by pollution. It’s also true that environmental regulations can influence business locations. The ship-breaking yards on the beaches north of Chittagong, Bangladesh, where old vessels are run aground before being dismantled by hand, are a phenomenon that emerged in the 1980s after other Asian countries like Taiwan toughened their environmental rules.88 One 2002 study found US companies in polluting industries were more likely to steer their overseas investment towards countries with less strict environmental protection.89 But studies have also consistently failed to find evidence that stricter environmental rules weigh more broadly on growth.90 As one major review of literature on air and water protections put it:


there is relatively little evidence to support the hypothesis that environmental regulations have had a large adverse effect on competitiveness … studies attempting to measure the effect of environmental regulation on net exports, overall trade flows, and plant location decisions have produced estimates that are either small, statistically insignificant, or not robust to model specification.91



And as it happens, rich countries tend to have tighter, not weaker, environmental rules.92

The case for linking increased regulation to slower growth is also weakened by the historical record, which demonstrably shows that regulation expanded most when US and European economies were growing the fastest, in the 1945-to-1973 period. It’s a problem which Alan Greenspan addressed in his 2007 memoir.93 However, since he wrote it in the days before his world view was severely battered by the financial crash, he didn’t see the need to spend much time on an explanation for the discrepancy. His off-the-cuff, slightly flippant suggestion was that the post-war era didn’t punish such deviations from good practice because it was a ‘less pressing period’, and that things were different now that countries faced the pressures of globalisation.

As for the World Bank’s ‘Doing Business’ report and the grumbling tone it adopts when talking about regulation, it’s striking that the metrics it looks at don’t cover the sort of rules one assumes it to be so against. It considers such factors as the ease of registering a company, dealing with construction permits, getting an electricity connection, registering a property, getting credit, protecting minority investors, ease of paying taxes, restrictions on international trade, legal enforceability of contracts and rules which permit bankruptcy resolution. All fair enough if one is trying to ascertain whether the private sector in a particular country is performing key functions well and whether the state is supporting the private sector, but hardly enlightening on what might be termed ‘government overreach’ in the area of social regulation. Maybe that’s why Denmark and Sweden – countries with strict social protections – typically score well in the World Bank reports. Yet the popular perception is that the World Bank ‘Doing Business’ Survey seeks to call out growth-constricting red tape – a perception amplified by the way in which it often forms the statistical basis for other studies keen to claim that freedom from the heavy hand of government is correlated with growth.94

The more one examines the studies on which the intellectual case against social regulation sits, they shakier they seem. Coase and Stigler’s work was purely theoretical, and relied on a narrow definition of a rational person that ignored most of the realities of the economy. Much of the empirical work that ‘proved’ that regulation was inefficient wasn’t empirical in any real scientific sense. Viscusi used regressions of data sets to prove his argument that safety caps on medicine bottles made parents careless. However, he didn’t examine individual cases of child poisoning to see if carelessness was the cause. And when another academic re-ran similar regressions years later, he failed to find the trend Viscusi observed.95 Peltzman sought to show that motorists drove more dangerously as their cars became safer, but again inferred this from strained correlations in the data rather than actually identifying behavioural changes. I was relieved to hear his reassurance, when I spoke to him in 2019, that his own driving hadn’t deteriorated as the cars he drove improved.

About a mile away from Greenspan’s old office in Washington, DC, stands the home of the bête noire of liberals across America, the libertarian Cato Institute, which publishes a quarterly journal called Regulation. ‘Why do we bother?’ might be a better title. The journal’s gregarious editor, Peter van Doren, is, like his predecessor Murray Weidenbaum, a harsh critic of government health and safety rules. He considers it undemocratic for politicians or bureaucrats to restrict individuals’ choices about what they buy, where they work, who they should marry and even what recreational substances they should consume, and believes the power of the market would keep us just as safe as any government regulator. Indeed, he holds the view so strongly that he feels he doesn’t need shaky secondary arguments to support his position. Van Doren rejects the idea that state involvement slows growth as Greenspan claimed: ‘If you look at the rate of economic growth in US, the UK or the whole OECD,’ he says,


you see that it’s strikingly constant – 2 per cent per year forever … Economic growth seems to purr along and we don’t know why. Politics has scrums about this but economic growth shouldn’t be part of the discussion.



For Van Doren, regulation is a political and philosophical issue. It’s about the restriction of choice and the loss of freedom that goes with it. The large body of economists who claim that regulation dampens growth would not accept their position is similarly ideological. Rather they say their concerns about regulation are based on mathematical models, empirical data and studies like those penned by Kip Viscusi and Sam Peltzman. Perhaps it’s partly because I lost my mother in a car accident at a young age, but I struggle to see how reasonable, sceptical people (as economists claim to be) could form a view of human behaviour based on the supposedly ‘empirical’ evidence presented in Peltzman’s works on car safety, or how they could expect that such studies should guide public policy in relation to matters of life and death. The 1970s and 1980s studies that dismissed the effectiveness of auto safety and other safety rules, without actually investigating real-world examples of how people behave, and how lives were lost, seem far too flippant to be useful in helping society to manage risk and reduce harm.

It isn’t that regulation is always good – clearly not; rules are created by humans. But each rule must be assessed on its own merits, and amended where a clear case for this exists, rather than discarded because someone presents an arresting image of a stack of rules being too high. The quality of a government cannot be measured in the quantity of laws it passes. Nor in the number of rules it rips up.






8

THE JORGENSON THESIS

Are taxes on business damaging?





In April 2013, Jamie Dimon, Chief Executive of America’s biggest bank, JP Morgan Chase, and, according to the Washington Post, a man ‘rarely without an opinion on … well, anything’,1 sat down in his eighth-floor corner office in a modernist skyscraper on Fifth Avenue to write a letter that he felt to be of immense importance to the bank’s shareholders. Accustomed to offering public pronounce-ments on everything from regulatory relief to the need to help ex-convicts re-enter the workforce, he felt no hesitation in laying down the law on his latest bugbear: ‘Our corporate tax policies,’ he declared, ‘are, at the margin, driving capital overseas’.2 If reform wasn’t enacted, he argued, good jobs, the competitiveness of US companies, the very wealth of the nation, would be under threat.

Dimon had also campaigned for changes to personal taxes. In 2009, he had made what was described as an ‘angry’ phone call to the then Chancellor of the Exchequer Alistair Darling to complain about Britain’s plans to put additional taxes on banker bonuses.3 In 2012, he had joined a chorus of US chief executives arguing for spending cuts and personal tax hikes to help tackle a growing deficit.4 But 2013 marked a new phase, as Dimon embarked on a five-year forth-right assault5 on the US corporate tax rate. The time, he felt, was ripe for change. Japan had reduced its corporate tax rate the previous year, leaving the United States with the highest headline rate among developed countries. Barack Obama had said during his first term that he supported a reduction in the tax rate on corporate profits,6 and in 2013 there had been tax rises for the wealthiest in society. All these factors seemed justification to Dimon (and others) for a reduction in corporate taxes over the coming years. In interviews, speeches and editorials he delivered a simple and blunt message: ‘Reduce it, become more competitive.’7 He rejected arguments that such cuts would be a windfall for wealthy Americans, who owned most shares in businesses, and claimed a tax cut would drive up investment and so ‘would help the people who need it the most – the people at the bottom of the ladder’.8

Reform, however, remained elusive. Many business leaders and Republicans, who controlled Congress,9 felt Obama’s proposed reduction in the headline federal rate to 28 per cent from 35 per cent was not steep enough, and they opposed his plan to keep the overall reform revenue-neutral by eliminating loopholes. Four years after his opening salvo, Dimon felt frustrated that nothing had changed. ‘The urgency for tax reform cannot be overstated,’ he told reporters in June 2017.10 A month later, he told investors that ‘we should be ringing that alarm bell’ about the need to cut taxes.11

Dimon’s rationale for change was simple. Overseas rivals typically faced statutory tax rates of 25 to 30 per cent while US companies faced headline rates of 35 to 40 per cent (when one included state and local income taxes), and he saw this as making US firms less competitive. As it happened, American companies tended to dominate the industries in which they competed overseas – like technology and banking – and such international companies didn’t actually pay effective tax rates anywhere near 35 per cent. They nevertheless argued that, despite this, the higher headline tax rate left them with less leeway to cut prices when bidding against foreign firms for clients, or to increase their offer when bidding against such rivals to buy other companies or assets like land, or to hire the brightest and the best to work for them. What’s more, they said, it made it more attractive for them to invest and create jobs overseas, where taxes were lower, rather than at home. One of America’s largest companies, Cisco Systems, offered a telling instance of this. In 2015 the CEO of the computer server, telephone equipment and software giant, John Adams, said that, while he wanted to hire in America, he was being driven more and more to hire instead in countries such as Israel, India and France. ‘Our tax policy is causing me to make decisions that I don’t think is [sic] in the interest of our country, or even in our shareholders, long term,’ he said.12 This was the basic laws of supply in operation. If America’s tax regime meant that investments abroad produced higher yields, jobs and capital would automatically flow there. As Dimon said pithily, if a little ungrammatically, ‘Economics are economics.’13

Unconventional grammar, economically orthodox thinking

Dimon was right about the theory. Economists have always been uncomfortable with the distortionary potential of taxation. Corporate taxation has caused them particular discomfort, because they believe it creates a disincentive for investment, which they see as the engine of business activity.14 As Kevin Hassett, an economist with the Conservative think tank the American Enterprise Institute, who would go on to become Chairman of Trump’s Council of Economic Advisers, put it in 2011, corporate taxes were ‘the economic equivalent of the ball and chain’.15 It’s a truism accepted by everyone from the OECD to the IMF to the World Economic Forum.16 The near unanimity among leaders of economic thought has fed through to media coverage, so that articles on business taxes typically contain background paragraphs or asides such as ‘Studies have shown that high corporate-tax rates discourage business investment and entrepreneurship’,17 without any suggestion that the contrary could be the case. The economic orthodoxy has prompted countries from Canada to New Zealand to cut their corporate tax rates in the hope of giving their economies a shot in the arm.18

Because of the perceived injurious impact of corporate taxes on investment, reductions are also often seen as having modest impacts on exchequer receipts. One UK study suggested that the increased business activity that would result from a corporate tax cut meant that the government would regain half the revenue it was calculated to lose if one had assumed no behavioural response (in other words, the ‘dynamic’ cost was half the ‘static’ cost), because after the cut the actual behavioural response of additional activity meant there would be so much more profit being taxed.19 Another study that examined the ‘dynamic’ cost of tax cuts – the cost adjusted for the impact of induced growth effects – constructed a model for the United States in which an estimated 70 to 90 per cent of the revenue lost by slicing the rate would be recouped thanks to the increase in the tax base.20 Hassett, who had been an adviser to the presidential campaigns of George W. Bush, John McCain and Mitt Romney, went further, telling a Congressional inquiry in 2011 that his analysis ‘found significant evidence that a reduction of the corporate tax rate in the US would increase corporate tax revenue’.21

But there have been powerful dissenting voices. Just as Dimon hit the airwaves and editorial pages, America’s two richest men began to voice a counter view. Microsoft co-founder Bill Gates told one interviewer that ‘the idea that there’s some direct connection, that all these innovators are on strike because tax rates are at 35 per cent on corporations, that’s just such nonsense.’22 The investment legend Warren Buffett said that US companies were exaggerating the extent to which tax put them at a disadvantage in regard to foreign peers. ‘Corporate taxes are not strangling American competitiveness,’ he stated.23 Their critics argued that this is just what you would expect from a couple of liberal businessmen. Gates was a self-professed ‘fan of progressive taxation’,24 who believed that America’s ‘greatest assets come from government-supplied investments’.25 Buffet had long argued that the rich should pay more taxes, and even had a plan for a minimum tax rate on millionaires named after him.26 Their views chimed with others at the more progressive end of the political spectrum, and also with public opinion: in regular surveys between 2004 and 2019, pollster Gallup has found up to 73 per cent and never less than 62 per cent of Americans believed corporations paid too little tax.27

It’s not hard to understand why people were sceptical. Dimon might have been arguing for what he believed to be long-term advantages for the whole of society, but it was clear that, in the short term, there would be a shift in resources from the government to the richest in society. A corporate tax cut immediately and automatically increases the net profits of businesses, leaving more money for investors. This can facilitate an increase in dividend pay-outs and also leads to an immediate jump in share prices. Both benefit shareholders who may own stock directly or indirectly via unit trusts or pension funds. But only around half of Americans do,28 because millions have no pension or save via bank accounts or government bonds. Of the half with some form of equity ownership, the richest 10 per cent own most of the stock market – 84 per cent of shares by value, according to one 2017 study.29 The other group of direct beneficiaries of a stock market rise are top executives, since their pay is usually directly tied to share prices and net earnings per share.

In the longer term, economic theory argues that the increased net rates of return will encourage companies to invest more money into the country, which over time should lift profits and thereby help tax revenues recover, while also creating new jobs and putting upward pressure on wages (which can also lead to additional tax receipts).

Whether tax cuts are a good idea depends on how strong the second effect is and how long it takes to kick in. Some adherents of the neoclassical viewpoint predict corporate tax cuts can work their magic in months;30 others say up to a decade.31 Of course, people like Buffett say never.

With so many countries cutting their corporate taxes between 2005 and 2015, you might think there would be plenty of case studies to prove the argument definitively one way or the other. However, most of the cuts were small and, since national economies are complex animals, it was often difficult, if not impossible, to tell whether a particular tax change was the true cause of any particular outcome.

There was one nation, however, that enacted such a dramatic series of cuts that it is possible to arrive at a more confident assessment of their consequences. Between 2008 and 2015, Britain moved from a corporate tax rate of 30 per cent to 20 per cent.

The process had commenced at the height of the financial crisis, when the Prime Minister, Gordon Brown, took the decision to move from 30 per cent to 28 per cent, having already as Chancellor in the previous decade cut the rate in 1997 and 1999 in pursuit of an ambition to ‘have the lowest corporation tax rate of any of our major competitors – Germany, France, America or Japan’.32 These were not the traditional moves of a left-of-centre government, and were the result of considerable soul-searching for Labour and a two-year review that had begun while Brown was still in opposition. The Labour old guard had remained unconvinced. But Brown had been persuaded by such experts as Chris Wales, an Arthur Andersen tax accountant who had advised Labour on tax and economic policy since the 1980s and who was well versed in the emerging academic literature on tax economics and their generally critical stance on corporate taxes. ‘In the end, politics has to take some account of the underlying economics,’ he told me in 2013.33 Such a view played well with the more pragmatic Labour party of the 1990s.

The Conservative government under David Cameron that replaced Brown in May 2010 went even further. A month after their victory, the new Chancellor of the Exchequer George Osborne unveiled plans to slash the rate by at least 4 percentage points. In the years that followed he gradually went further, taking the rate to 20 per cent in 2015, and indicating a desire to go ultimately to 15 per cent.34

According to the Treasury in 2016, the results spoke for themselves. ‘These reforms have been central to the UK’s economic recovery,’ it reported. ‘The UK has been one of the fastest growing economies in the G7 and the OECD forecasts the UK to be the fastest-growing G7 economy in 2016. There are 2.3 million more people in employment since 2010.’35 This was all powered – as a chart in the Treasury report vividly showed – by a 26 per cent rise in business investment since the first quarter of 2010.

But the icing on the cake was the reported price tag for all of this: zero. As Osborne told parliament: ‘Not only have our corporation tax cuts given us the lowest corporation tax rate of all the advanced economies of the world, but we have seen a 20 per cent increase in receipts from corporation tax – because businesses are coming to this country, growing their businesses in this country.’36
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Before the Conservatives began the step-change in corporate tax policy, UK companies such as WPP Plc, the world’s biggest advertising group,37 and publisher Informa Plc 38 had shifted their headquarters overseas to escape Britain’s tax system. Now, UK ministers noted, they were back again. In addition, businesses that included the Houston-based oil driller Rowan Companies, Chicago-based insurer AON Corp and US car parts manufacturer Delphi Automotive were relocating to Britain.39 True believers were cock-a-hoop. The Wall Street Journal editorial page gushed about ‘Britain’s Laffer Curve’, noting that ‘While America dawdles over tax reform, new evidence from Britain shows that cutting corporate tax rates is a tax revenue winner.’40 ‘Good, reasoned, globally-minded economic policy in the United Kingdom’, was the judgement of the Business Roundtable, which comprised the chief executives of 200 of the country’s biggest corporations and was perhaps the main corporate cheerleader for tax cuts at the time.41 One scholar at the conservative Cato Institute lauded ‘the United Kingdom’s smart moves on corporate taxation’ and prayed that ‘maybe this more sensible approach eventually will spread to the United States.’42

The election of Donald Trump and a Republican-controlled Congress and Senate in late 2016 paved the way. As the new administration set out its legislative priorities, Dimon, now chairman of the Business Roundtable, began to step up his lobbying efforts, mindful that the rare Republican parliamentary stranglehold could be lost in mid-term elections in 2018, and with it the opportunity for tax reform for another generation.

Three days before Christmas 2017, Trump signed the Tax Cuts and Jobs Act, which, among other tax benefits for companies, took the federal corporate tax rate from 35 per cent to 21 per cent. In his view, this would ensure that ‘more products will be made in the USA. A lot of things are going to be happening in the USA. We’re going to bring back our companies.’43 Vice President Mike Pence said that the changes would ‘unleash the boundless potential of the American economy for every American’.44 Kevin Hassett predicted the US GDP growth rate would jump to between 3 and 5 per cent – around twice its long-term average – while Treasury Secretary Steve Mnuchin predicted a surge in exchequer receipts.

There was early anecdotal evidence that businesses’ behaviour would, indeed, conform with economic theory and the administration’s expectations. A raft of companies issued announcements saying they intended to pay bonuses to their staff. AT&T said it would give 200,000 employees a $1,000 bonus each and invest an additional $1 billion in the United States.45 Boeing said the tax cuts would provide ‘additional billions of dollars’ to invest in training and to expand production of the 737 and Dreamliner jet ranges.46 One of the biggest announcements came from behind the classic 1960s façade of glass and vertical steel mullions at 270 Park Avenue. JP Morgan issued a press release saying that, following ‘recent changes to the US corporate tax system’, it planned a five-year $20 billion investment programme.47 A day later, Dimon appeared at the World Economic Forum in Davos and predicted an acceleration in the US economy.48 It seemed like a perfect example of economic theory and empirical evidence illuminating the path to good policy.

But there was a problem. Amid all the celebrations and buoyant forecasts, some Americans noticed that the country that had championed low corporate taxes most loudly over the previous two decades was beginning to have second thoughts.

Another sighting of the Laffer Curve?

As the US put its lower tax rate into effect, George Osborne’s successor, Philip Hammond, claimed that corporate tax cuts since 2010 had increased revenues by £20 billion49 – a 56 per cent rise. But by now even people in his own party were losing faith in the policy. They knew the apparently robust receipts were not all they seemed. For a start, the £19.5 billion increase between the 2009–10 tax year and 2017–1850 ignored inflation. Adjusted for that, the increase was only £10 billion, or £8 billion if one stripped out receipts from the tax surcharge imposed on banks in 2016.51 Hammond also ignored the 6 per cent increase in the UK population from 2009 to 2017,52 and the fact that the cuts in corporation tax had made it more tax-efficient for individuals to pay themselves via dividends rather than through salary. In response, tens of thousands of tradespeople, computer programmers and others had set themselves up as companies rather than sole traders or employees. One OBR estimate was that such tax-motivated incorporations would boost Corporation Tax receipts by almost £3 billion, but in the process reduce income tax and national insurance receipts by over £6 billion.53

But more importantly, the earlier claim that the corporation tax cut was self-funding – an example of the Laffer Curve in action – proved to rest on very shaky foundations indeed, since it was shown to rely on a comparison of the receipts from the bottom of the crisis to those of the post-recovery period: the kind of trough-to-peak comparison no sane statistician would make. An altogether different picture emerged when one looked at the companies that were affected by the tax cut. Since 2005, the 100 Group – the collective voice of 100 of the UK’s largest companies – has produced an annual assessment of their tax contributions in terms of money paid or gathered from staff and customers. In its first report, the 100 Group estimated that its members paid corporation tax of £9.1 billion. The figure for 2007 was £14.5 billion. In 2017 it stood at just £6.4 billion – half the 2005 level on an inflation-adjusted basis.54

Even if corporate tax cuts had not paid for themselves, it might have been possible to justify them if they had led to a clear increase in overall growth. But again the evidence wasn’t there. True, as the Treasury said in 2016, the UK had performed more strongly than some other economies in the immediately preceding years, but that was a reflection of the sharper-than-peers’ drop in the economy during the crash due to the country’s reliance on financial services. Looking across the cycle, the UK’s performance didn’t seem unusual. It was 2015 when Britain recovered its 2007 peak GDP per capita level in real, inflation-adjusted terms – on average the same as other EU countries,55 and three years behind the United States, which had not then cut corporate tax rates. On employment, Britain achieved its pre-crash unemployment rate two years ahead of the European Union, but no quicker than the United States. In late 2012, I contacted every member of the FTSE 100 index of major UK companies to ask them whether and to what extent the tax reduction they and their industry associations had lobbied for had influenced their hiring and investment decision. Not a single one could identify a single business project that had gone ahead because of it. Not a single one could claim that the move had helped create or save jobs.56
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And when it came to Britain’s investment rate as a percentage of GDP, its 2007–15 performance was in the bottom half of the Group of 7 nations: just ahead of the United States, although markedly better than Italy.57 Looking through time, as opposed to across countries, the performance was even more disappointing. The models used by the government estimated that a 1 percentage point drop in the corporate tax rate should have led to around a 0.2 per cent rise in the total value of hard assets employed in the economy. However, between 2010 and 2017 – a period when the tax rate dropped 9 percentage points – average annual growth in the capital stock was 1.6 per cent, versus an average of 2.2 per cent from 1998 to 2007. What was especially disappointing was that the 2010–17 rate wasn’t any better than the 1.6 per cent rate recorded in the 2008–9 crisis years.58

Over the course of 2012 and 2013, the government’s independent financial forecaster, the Office for Budget Responsibility, whose model assumed tax cuts automatically led to business investment growth, found itself repeatedly revising down its forecasts for investment spending.59 By the middle of 2015, investment had grown half as much as the OBR had predicted in 2010.60
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Three years into the strategy, even those who had been canvassing for the cuts accepted things were not going to plan. ‘Any model you have for corporate investment would have predicted a higher level of corporate investment than you’ve had in the last couple of years,’ the head of tax and fiscal policy at the business lobby group the CBI told me in 2013.61 The ‘animal spirits’62 that corporate tax cuts were supposed to unleash appeared to be a chimera.

What about all those companies that were supposed to have moved to Britain? The redomiciling of big corporations captures a lot of headlines and is trumpeted by governments as a vindication of their economic strategies, but in Britain’s case it only involved a handful of companies, and the real effect was modest. Rowan Companies – one of the largest operators of drilling rigs in the world – is a case in point. In 2014 I visited its registered headquarters in the City of London, but found none of its thousands of staff present. That’s because 160 Aldersgate Street was actually the offices of Rowan’s legal adviser. In truth, the relocation had happened only on paper. ‘We changed our corporate structure and we’re legally domi-ciled in the UK, but our headquarters and our management team remain in the US,’ Suzanne Spera, Rowan’s Investor Relations Director told me down the line from Houston.63 Other banner mov-ers like Aon, Liberty Global Inc. and Delphi Automotive similarly left the bulk of their employees where they were, and took on only a small number of people in Britain.


Meanwhile, the official estimates of the costs of the tax cuts continued to soar. By 2019, HMRC had upped its estimates of the static cost (i.e. the cost ignoring any induced growth that may or may not happen as a result of a cut) of each percentage point shaved off the corporation tax rate to £3 billion, prompting further questions as to whether the return in terms of extra investment was worth the tens of billions of pounds in revenue being foregone. For the reduction to 17 per cent this pointed to an annual cost of £33 billion, and even if one accepted the government’s estimate that the ‘dynamic’ cost was half this, the £1.6 billion additional investment by 2021 that the tax minister David Gauke predicted in late 2015 still seems poor value for the taxpayer.64

The weak response to the tax cuts prompted increasing objections to the plans to proceed to a rate of just 17 per cent, even from the most ardent tax cut campaigners. ‘I hope [the Chancellor] does rethink,’ Bill Dodwell, the head of tax policy at accountants Deloitte told the Financial Times in November 2017. ‘Business welcomed the drop to 20 per cent. Nobody seems to welcome the cut to 17 per cent.’65 Finally, in November 2019, Prime Minister Boris Johnson axed the plan to reduce the rate further, arguing he’d rather spend the £6 billion pounds cost of it on the National Health Service.66

Tax cuts and job creation

Britain’s experience may have been at odds with what theory and policymakers predicted would happen if one cut corporate tax rates, but it should perhaps have served as reassurance to one group: investors in US companies. In the years up to 2017, chief executives had lobbied for tax cuts, saying it would allow them to build more factories, open new entertainment venues and expand office parks. But although shareholders were excited about the extra cash they’d enjoy after tax cuts, they were also aware of the warning issued by analysts that companies might become less choosy about new investments, and might therefore waste money on low-return projects or value-destructive mergers and acquisitions.67 After the tax act was signed in December 2017, analysts at Morgan Stanley even ranked companies and sectors in terms of ‘reinvestment risk’ (tobacco fared well due to ‘fewer investment options’, but the packaged-food sector had potential for earnings-depressing capital expenditure and hiring).68

On earnings calls at the end of 2017 and early 2018, chief executives received a barrage of questions about how they planned to spend the additional profit they would enjoy. The word they used again and again was ‘discipline’. They might have more cash to play with, but they were anxious to reassure investors that they would spend cautiously, and that they would keep a tight control of wages (so much, then, for the claim that tax cuts benefitted everyone, and for the calculation made by Trump’s economic adviser Hassett in 2006 and 2010 that for every 1 per cent drop in the tax rate, wages would rise between 0.5 and 1 per cent).69 One analysis of transcripts of conference calls S&P 500 companies held with investors in the first quarter of 2018 found that only 22 per cent mentioned planned increases in investment that were linked to the tax cuts.70 In fact, healthy investment levels were reported for the first half of that year, albeit at levels below 2017, which was a bumper year by many metrics. But as the months passed, it appeared that chief executives were indeed being cautious. Most of the additional cashflow reported was going on higher dividends and share buybacks rather than new equipment, factories and research. As analysts at UBS bank said in November of that year, ‘When the tax cuts were enacted, we did not believe they would directly boost investment spending, and that view appears to be consistent with the data. Instead, the tax cuts were used to buy back equity.’71 The Berkeley tax economist Alan Auerbach, who collaborated with Hassett on several papers, said in October 2018 that ‘Investment has been OK, nothing spectacular. If you didn’t know there had been a tax bill passed, you wouldn’t say, “A-ha, something is going on.”’ Investment growth rates reverted to pre-2017 levels in the second half of 2018, before turning negative in 2019.72 A survey of businesses in January 2019 by the National Association of Business Economics found that ‘A large majority of respondents – 84 per cent – indicate that, one year after its passage, the 2017 Tax Cuts and Jobs Act has not caused their firms to change hiring or investment plans.’73

Nor was there much evidence for the trickle-down effect of tax cuts. An analysis of statements from 150 companies in early 2018 by the investment bank Bank of America Merrill Lynch found that 30 per cent had announced one-time bonuses for staff and that nearly 25 per cent had said they would increase wages.74 But as time passed there was little concrete evidence for this happening. Indeed, Bureau of Labour data showed a dip in real, inflation-adjusted earnings growth in 2018 before it rose modestly in 2019.75 Across those two years, the increase averaged 1 per cent – beneath the average for 2015–17 and modest for an economy which had been at full employment for over three years.76 The result was also well short of the 20 to 40 per cent increase in wages that Hassett’s studies said workers could have expected from a 40 per cent cut in the tax rate.

As for those big investment plans announced at the time the tax act was signed, they proved similarly elusive. It’s impossible to know what individual companies would have done in the absence of tax cuts – they don’t publish their capital expenditure plans in a way that would allow one to judge. However, the announcements that followed the signing of the Tax Cuts and Jobs Act made it clear that the impression given of the act spurring huge new investments didn’t quite fit the reality. JP Morgan affords a good example. It had claimed it was putting a $20 billion plan into operation. It was certainly true that it was expanding, but when Marianne Lake, the bank’s Chief Financial Officer, was asked to comment, she said:


I wouldn’t really put tax reform as being a primary reason for what we’re doing on investments. I would say that we have identified the opportunity to accelerate capabilities that are consistent with our clients’ strategic long-term goals, and so we’ve been leaning into that this year.77



Some of the $20 billion investments, including an expansion in small business lending, were announced before the tax cut78 and, like other companies, the bank didn’t publish capital expenditure plans in a way that would allow one to compare actual investments with investment plans in the absence of tax cuts. It’s also worth noting that, while some new branches did open, a larger number closed as JP Morgan, in line with its competitors, continued to reduce its branch network.79

On the tax revenue side, the figures were equally disappointing. In the 2018 fiscal year, corporate tax receipts in the US collapsed to $205 billion from $297 billion, before recovering somewhat in 2019 to $230 billion. In inflation-adjusted terms, receipts were down 26 per cent80 after two years, despite a growing economy and corporate profits holding steady.81 By the end of 2019, the official data, independent economic analysis and statements from industry executives all pointed to corporate tax cuts having failed to spur business investment, and blown a hole in the budget.

Which begs large questions about the underlying theory.


Investment theory vs investment practice

Much of the rhetoric that surrounds corporate tax cuts has nothing to do with economic theory, or is actually at odds with it. Economists don’t argue that companies are ‘unshackled’ by tax cuts, that ‘corporate confidence’ is ‘unleashed’ in the C-suite or that companies will definitely be buying some more machinery and hiring more machin-ists just because they find themselves with a few spare million in the bank after paying their tax bill. Neoclassical economics regards commercial transactions as automatic responses to price signals. The predictions it makes are founded on a strictly mechanistic view of human behaviour. Theory states that people save and invest because they expect to receive a return, and that their willingness to invest is influenced by the return they receive: they will invest more if a higher return is offered and less if a lower return is offered. Tax comes into this because it has an impact on the return the investor receives.
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Take a situation where you can achieve a 10 per cent return by engaging in a small manufacturing business – perhaps by purchasing a 3-D printer and hiring someone to operate it to make paper clips. If 10 per cent is your hurdle rate or the minimum annual return that you will accept on your cash outlay, you will engage in the business. However, if the government applies a 10 per cent tax on manufacturing profits, then you will stop production and sell the printer, because the new net return of 9 per cent the tax leads to is below the minimum you deem acceptable. It’s not a matter of mood or business confidence: it’s a mathematical requirement. In this situation, economists would say the business has a cost of capital of 10 per cent before the tax and over 11 per cent after the tax. Across the economy other investors will face similar choices and, while some will decide to continue investing in their small businesses because they were always prepared to accept 9 per cent, the total amount invested in 3-D paper-clip making, and activity undertaken, will fall.

Conversely, if the starting point is that the marginal investor requires a 9 per cent return, and the enterprise generates a 10 per cent gross return and faces a 10 per cent tax rate, then the removal of the tax will attract new investment. Existing investors, who now receive a 10 per cent return, will commit more capital. Investors who previously considered a 9 per cent return too low will seek to enter the business. More 3-D printers will be purchased and more operators hired.

Obviously when one moves from a situation involving individuals investing personally in equipment and hiring people to one of large corporations making such decisions, the nature of the mechanism becomes more complicated, but the basic principle is still seen to apply. Investors will only buy shares if the return on the investment – the long-term discounted value of dividend flows – matches their desired rate of return, and this determines the return that the business must offer, which in turn determines the hurdle rate, or minimum return, the business must achieve when assessing whether to invest in a new factory or copper mine. A reduction in the corporation tax rate makes it easier for the company to meet its investors’ desired rate of return, and projects which did not meet the previous hurdle rate are now capable of delivering a net return that investors find acceptable. In the short term, more money is spent on buying productive assets. It is a simple matter of supply and demand. If the supplier of money for investment is offered a higher price (return) for their money, they will supply more money for investment.

Economists hold that not only is this response certain, but it is also measurable, via what is known as the elasticity of investment, relative to changes in the cost of capital or to changes in tax rates. If the elasticity is high, then a small tax cut can have a big impact on capital expenditure – investment in hard assets by companies. It might even make the cut self-funding, spurring growth and corporate profitability to such an extent that the total tax revenue remains unchanged, even though it’s being levied at a lower rate.

Studies done over recent decades have led many economists to see a clear proportional link between tax rates and investment. The UK’s Office of Budget Responsibility has said its main forecasting model (the same model that has consistently over-estimated Britain’s business investment levels) estimates that every 1 percentage point reduction in the corporate tax rate leads to around a 0.5 per cent rise in business investment.82 Others have estimated larger impacts.83

There’s a rather significant problem with this theory, though. It may be in line with Adam Smith’s view that entrepreneurs’ and financiers’ willingness to invest in an enterprise is driven by the return they can expect to receive from the activity.84 But when economists first actually tried to measure what drove companies’ decisions about how much to spend building their operations, they discovered that such expansions and the rate of return did not cor-relate closely.

In the early 1900s the Americans Thomas Nixon Carver85 and John Maurice Clark and the Frenchman Albert Aftalion86 devised what came to be known as the Accelerator Theory of investment.87 They observed that both in the short and long term, investment by businesses and individuals was closely correlated with demand in the economy, which could be measured via total spending or output (which had to be equal). It followed, they concluded, that firms were adjusting their stock of output-generating physical assets, such as equipment, towards a level that was proportional to the level of output customers would demand. It was a notion that had an intuitive ring to it, and seemed to reflect everyday experience. Quite simply, if consumer demand for products rises, it seems superficially reasonable at least that businesses will expand their facilities to meet this demand. The theory also matches what companies say they do. To this day, when the chief executives of big publicly-traded companies discuss their capital expenditure plans on quarterly conference calls with investors and analysts, my experience is that they almost always tie those plans to expected demand for their own goods or services. Surveys of businesses consistently say much the same thing.

It follows from this that if national income rises, so does investment, and that other factors such as the cost of capital and corporate tax rates have little impact on the outcome. In the real world, the accelerator model provides predictions that, over time, closely mirror actual outcomes, as the graphs on the following page from the April 2015 IMF World Economic Outlook show.

Many mainstream economists have traditionally felt uncomfortable that the accelerator theory doesn’t fit with the broader neoclassical economic world view of commercial activity being driven by rational, profit-maximising individuals and firms whose actions are guided by price. In terms of investment in assets, the neoclassical framework lays down that firms should only increase investment in fixed assets if these become cheaper or the return from owning them rises. A hope of future economic growth doesn’t constitute a clear pricing signal to the firm, since a bigger market size doesn’t necessarily mean bigger margins. Other criticisms have been made of the accelerator theory too, not least that it doesn’t explain how or why a firm would respond if labour costs rose. The neoclassical framework offers a clear prediction: a rational firm cuts its use of labour and increases investment in equipment as a share of revenue, since equipment has become cheaper and labour relatively more expensive. The accelerator principle also doesn’t predict how firms whose investment is apparently driven only by demand react to technological changes. Neoclassical theory accommodates the adoption of new technology by explaining that technological change effectively makes equipment cheaper, prompting a profit-maximiser to employ more of it.
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In 1930 the American economist Irving Fisher laid the foundations for an alternative to the accelerator principle that was consistent with neoclassical theory.88 His argument was that a firm or individual invests money up to the point where the net present value of investment turns neutral – that is to say, investing money only in projects that repay the investment and generate a positive or zero return. Firms are expected to invest in the most profitable opportunities first, and then continue backing less profitable projects up to the point where the expected return of the projects on offer hits zero, and then stop. The theory holds that no one will invest in a project whose net present value – the total value of expected future cash flows, minus the cash invested – is negative.

Fisher also calculated that, whatever happens with demand, total investment has to be equal to total savings, because this represents the money that is used to buy shares and bonds in companies and feed cash through to the purchase of hard, productive assets. And from that he concluded that the amount of money available for such investments will only rise if savers put more money aside, and they will only do this if the rate of return they receive rises.

It was an intellectually coherent idea, but suffered the drawback that saving, investment and rates of return are not actually that well correlated. It may seem logical to argue that individuals spend rather than save when dividend yields or bank or corporate bond interest rates are low, but in reality people don’t behave this way. They have other things to think about – for example, the need to build up a sufficient nest egg for retirement (ironically, in this scenario, a high rate of return could actually deter saving, because less cash will need to be put by to achieve the desired nest egg).89 More importantly, Fisher’s principles didn’t constitute a mathematical model that would allow one to calculate exactly how higher net rates of return would feed through to investment levels. It was a model that would continue to elude economists for decades.

Whatever the drawbacks of Fisher’s theory, however, politicians began to offer tax incentives on the presumption that in the real world the mechanism he described did actually exist. As the economist Otto Eckstein noted in 1962:


Tax devices to stimulate investment have certainly been the greatest fad in economic policy in the past ten years … all sorts of liberalised depreciation schemes, investment allowances and tax exemptions were embraced with enthusiasm all over the non-Communist world.90



The problem, though, was that not only was the model propping up such incentives highly questionable, it also didn’t fit with observable experience. Survey after survey of business people showed that they displayed a frustrating lack of interest in net rates of return. In one, conducted in Britain in the early 1960s, 181 executives were asked whether, over the previous seven years, any of the tax rises91 that had been introduced had prompted them to abandon a plan to introduce a new plant or equipment. Not a single one said they had.92

This didn’t deter fans of neoclassical theory. Perhaps, they thought, appearances were misleading. Perhaps rates of return were having a real impact on the supply of investment flows, but the influence was being overshadowed by other economic factors. After all, the world is a complex place.

In 1963, a young economist at the University of California in Berkeley called Dale Jorgenson penned a paper that would spark renewed hope that neoclassical theory and actual investment behaviour could be reconciled.93 Jorgenson was not impressed by what he regarded as the acute shortcomings of the accelerator theory. To his mind its success in describing and forecasting investment rates might well be just coincidence. ‘If a model does not perform satisfac-torily by the standards of econometrics, it must be rejected,’ he wrote, ‘however closely it parallels historical and institutional accounts of the same economic behaviour.’ He was also unimpressed by the surveys of executives that appeared to bear out the model, declaring them so scientifically ‘defective’ that ‘no reliance can be placed on conclusions based on them.’ Conversely, he was unde-terred by neoclassical theory’s failure to predict investment behaviour, dismissing earlier attempts as not ‘based on a fully rigor-ous statement of the theory’.94

Jorgenson constructed a mathematical model in which investment was a function of the return on assets. To do so he invoked an innovation known as the ‘User Cost of Capital’, which envisaged the cost of investment in hard assets as being equal to a conceptual rental rate for such assets. Jorgenson’s model also factored in taxation, in as much as tax rates impacted investment levels by influencing the user cost of capital.95

Critics said that the model was based on unrealistic assumptions (for example, that changes in the level of hard assets employed in a business were costless and happened immediately). But it was nevertheless an ingenious theoretical construct. Through the 1960s, Jorgenson and others worked to gather empirical evidence that his model worked – that it could explain and predict investment behaviour. In a 1967 paper he even claimed to have found decisive proof, using the model to show how 1954 and 1962 corporate tax changes had affected business investment.96 But when others reviewed Jorgenson’s work, they found a troubling feature. The point of using complex calculations rather than simple correlations (which in this case suggested only that demand influenced investment in a material way) is to strip out all other factors that influence investment, to illustrate the impact of the user cost of capital. However, Jorgenson’s calculations captured demand effects: he was effectively relying upon the accelerator effect to achieve his impressively accurate results.97 When others stripped the calculations back to focus purely on the impact of changes in the user cost of capital on investment levels, the results showed little correlation.98

Undeterred, and galvanised by the decline in the standing of Keynesianism in the 1970s, those sympathetic to Jorgenson’s world view continued to innovate and tweak. Martin Feldstein produced studies that employed models similar to Jorgenson’s to claim that the rate of return was materially influencing investment levels.99 Meanwhile, James Tobin devised an alternative model, the Q Theory, which held that firms invested money when the market placed a higher value on the investments than they cost the firm, and that therefore the net rates of return demanded by the market would influence the level of investment. But the problem remained. However framed or argued, when it came to the acid test of using the cost of capital or rates of return to predict investment levels both the Jorgensonian and Q Theory models fell noticeably short. ‘The neoclassical school may have had the theoretical high ground,’ Kevin Hassett observed in 2002. ‘[But] empirical implementations of neoclassical models using time-series data have not been successful.’100

And if the net rate of return and investment levels were not correlated, it didn’t support the claim that the former (or tax rates, which partly determine the net rate) influenced the latter.

So when politicians and others on both sides of the Atlantic advocated cutting corporate taxes to boost growth, they did so without firm economic evidence for their view. Or as the economists Robert S. Chirinko and Robert Eisner wrote in 1983:


[To institute tax incentives] on the assumption that they will have commensurate effects in increasing investment must … rest essentially on faith. Faith is indeed sometimes rewarded. But for our part, in this instance, we remain agnostic.101



According to Kevin Hassett, perhaps the loudest voice in America for corporate tax cuts over the past thirty years, ‘As the 1990s began, the conventional wisdom – based on a large literature utilising time-series data – was that tax policy had little or no effect on business fixed investment.’102

That, however, wasn’t the end of the story. In the course of the 1990s, faster computers, more sophisticated modelling software and easier access to data sets facilitated a large expansion in empirical work. Gradually studies started to emerge that reported statistically significant (which isn’t to say ‘practically significant’, or having a meaningful effect) links between investment levels and the cost of capital and corporate tax rates.103 Hassett and his co-authors produced a whole host of papers that pur-ported to demonstrate this for the United States104 and twelve of fourteen other countries they examined.105 In Britain, Michael Devereux, an economist who would later go on to head the Oxford University Centre for Business Taxation, a venture co-founded by Gordon Brown’s adviser Chris Wales after he left government, published a number of studies that similarly showed that investment levels and corporate tax rates operated in step. He suggested in one paper that a tax change which led to a 1 to 2 per cent fall in the cost of capital could permanently increase investment by around 5 per cent.106 Another, of which he was the co-author, found that a rise of $1 in tax would reduce wages by 49 cents.107 Throughout the 2000s and 2010s, in fact, a whole array of studies seemed to show that corporate taxes influenced investment, jobs and productivity levels. Some produced by the OECD in the mid- to late-2000s proved particularly influential. By running GDP levels across different countries through complex models, they identified corporate tax as having the greatest dampening effect of all forms of tax on GDP (the studies didn’t look at the stimulative effect of the expenditure that taxation supports, but, since the method of gathering revenue doesn’t impact how stimulative this expenditure is, this wasn’t necessary). Not surprisingly, these studies caught the attention of policymakers around the world. Some supporters of corporate tax cuts conceded that because so many factors shape GDP the OECD research was problematic. But others welcomed it with open arms. David Gauke, then Britain’s minister in charge of taxation, even quoted it to me once when I asked him why he had decided to cut corporate taxes.

Once, most of the research in this area had been carried out in the US. Now experts in other countries piled in with national reports and cross-country comparisons. Their findings certainly weren’t unanimous108 or unequivocal. Even Michael Devereux noted in one 1994 paper that ‘the apparent irrelevance of tax considerations that appear in principle to establish powerful incentive effects remains perturbing.’109 In time, he would conclude that the user cost of capital did not have a powerful influence on investment.110

But, using models often based on Jorgenson’s analysis, economists increasingly came to support his central thesis that net returns and therefore tax rates were key drivers of investment.111 And, partly influenced by this work, governments cut corporate tax rates with promises to voters that it would prompt companies to build more factories, programming centres and research labs, bringing more and higher-paying jobs. As we’ve seen, however, the two countries that followed these policies most assiduously failed to see the projected benefits. Somewhere along the line, the world didn’t conform to the theory. What went wrong?

Why tax cuts don’t boost investment

The cut in the US federal corporate tax rate in 2018 to 21 per cent from 35 per cent112 gave companies a big, sudden increase in their net return on capital of around 1 to 2 percentage points.113 Orthodox economic theory holds that this should have led them to drop their targeted rate of return, or ‘hurdle’ rates, by a similar amount, a change that would have led to a wave of new investment. But that’s not what happened.

As Robert Lewis, Chief Financial Officer of Silgan Holdings Inc., which makes the tin cans that hold Campbell’s Soup and Del Monte Fruits, told one analyst: ‘There’s no question that with the lower cash tax rate, your after-tax returns look better, so … on the margin, there’s opportunity for us to put some good value-creating projects on the list [of projects to pursue].’ But, in practice, this didn’t happen. Lewis went on to say: ‘I think it’s incumbent upon us to make sure that we don’t open that gap too much so that we’re taking on projects that we actually aren’t earning the kind of return that we would be accustomed to [previously].’114 Some companies simply increased the net return they demanded so that they actually ended up screening projects exactly as they did before. JP Morgan, for example, increased its targeted return on tangible common equity115 – the net return target it focused on —from 15 per cent to 17 per cent.116 Dimon said that this was necessary to protect against rivals potentially using their tax savings to reduce product prices and, in time, erode his margins. Nor has this been a wholly US phenomenon. A study by the Bank of England in 2018 found that between 2000 and 2015 investment levels in Britain had been relatively unre-sponsive to changes in the cost of capital. As in the United States in the wake of the tax cuts, the BoE found that British firms over the period had not shifted down their gross hurdle rates in line with drops in the cost of capital.117 Quite simply, executives’ decisions were not influenced by higher net returns in the way theory said they should be.

Insofar as investment levels did come in somewhat higher than previously expected in 2018 (before collapsing in 2019), an IMF study found this was a result of the increased economy-wide demand generated by the tax cuts.118 One might say that at least this shows the tax cut did have a beneficial impact, even if not in the precise way economists forecasted. But there’s a problem with justifying a corporate tax cut for its demand-stoking benefits, rather on the supply-side basis that it will prompt an increase in investment and thereby the supply of goods and services in the economy. If one’s aim is to lift demand in the economy through fiscal measures, one should seek the mechanism that generates the most additional spending for any given cost to the exchequer. A government could spend more money – building roads or increasing pensions. Or it could cut some of the hundreds of taxes they typically levy. The question is: which policy tool gives the most bang for one’s buck? Certainly not corporate tax cuts. It takes a while for higher net profits to feed through to additional dividends and for people to realise the higher capital gains that higher share prices generate. Besides, such gains accrue mainly (in terms of value) to the better-off, who have a tendency to save rather than to spend such windfalls. On the other hand, low earners typically spend all the money they earn, so giving them additional funds, or taking them away via tax hikes, tends to have an immediate impact on overall consumer spending. The temporary 2 per cent reduction in the payroll tax signed off by President Obama in 2010 shows both sides of the coin.119 While it was in operation it boosted consumption, with retailers and analysts reporting clear demand effects. Within a month of its expiration on 1 January 2013, the value supermarket chain Wal-Mart was feeling the pain. One of its corporate vice presidents described the drop in sales the company was seeing as ‘a total disaster’, while another asked ‘Where are all the customers? And where’s their money?’120 The company and financial analysts put the impact down to the rising payroll tax,121 as did economists such as Richard Thaler. ‘I wouldn’t expect it to have much of an effect on BMW consumption,’ he also wryly noted.122 Such direct cause and effect do not exist in the world of corporate tax cuts.

Even at its most effective, a Keynesian stimulus doesn’t create any magical flywheel effect on the economy. In economic terms, it has a limited multiplier effect, which is to say it simply brings consumption forward from a future period to today. That can make sense during a recession, when a dearth of demand risks causing long-term damage to the economy by sending waves of viable businesses to the wall, thereby reducing the economy’s ability to bounce back (this is the thinking behind the massive bail-outs prompted by the novel coronavirus pandemic in 2020). Additional demand can also prolong a boom, but there’s little sense to bringing forward demand to a period when there is already sufficient demand. No one suggests a Keynesian stimulus creates a magical improvement in the long-term productive capacity of the economy, and times of strong growth are the times governments should be putting money aside for rainy days (such as pandemics), rather than racking up further debt with unfunded tax cuts. Tax cuts today must translate into spending cuts or tax rises later. Unless you accept that lower tax rates encourage more investment due to better rates of return, corporate tax cuts are expensive, and must be paid for by spending cuts or tax rises elsewhere. Britain’s forgoing of around £10 billion a year in tax revenue due to corporate tax cuts during the 2010s contributed to cash short-ages that required cuts in university tuition, which led to a collapse in part-time students,123 a drop in school funding,124 which contributed to rising class sizes,125 and a reduction in funds available for infrastructure spending. In the 2020s, the cost of Britain’s corporate tax cuts will more than double, with an inevitable impact on public investment. There’s a social cost here, in terms of what the consequences will be for the less-well-off, although since economists’ primary role is to tell us how to become richer as a society rather than how to distribute our wealth, this is not necessarily something for which they may be criticised. What is an indictment of the economic orthodoxy is that, from a purely financial perspective, there will also be an impact on the United Kingdom’s long-term productive capacity. In other words, the outcome of a supply-side tax cut, aimed at expanding the factors of production that are actively generating wealth in the economy, may actually be a contraction in the supply of such factors.

The rash of governments that have slashed corporate tax rates in the past twenty years stands as one of the great triumphs of supply-side economics and of neoclassical theory more generally. It represents a strong acceptance on the part of policymakers of the principle that individuals and businesses respond predictably to price incentives. Yet this success has also provided a wide canvas on which the theory’s flaws can be clearly seen. In particular, the failure of corporate tax cuts to spur the economy to a higher growth trajectory illustrates how the narrow neoclassical model of firms as simple collections of interchangeable factors, such as labour and equipment, cannot accurately explain or predict corporate behaviour, because it ignores most of the elements that influence investment and production decisions. Perhaps if orthodox economic models could factor in all the key objectives and limitations that individuals and businesses face in everyday life, economists would see that, often, ignoring price signals is the most rational thing for a utility-maximising individual or business to do.






CONCLUSION

The Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel is often disparaged as ‘not a real Nobel Prize’. True, it was first awarded sixty-eight years after the original Nobel prizes, and was sponsored by the Swedish central bank rather than the estate of the inventor of dynamite, Alfred Nobel. But, like the scientific Nobels, it is awarded by the Swedish Royal Academy of Sciences, and presumably it and the Nobel Foundation accepted the proposal of an award for economics because they believed it was consistent with the general thrust of Nobel’s intention: that the prizes he endorsed should reward and celebrate those who have ‘conferred the greatest benefit to humankind’.1

That’s probably why we don’t have a Nobel prize for Homeopathy, or indeed for slapstick or for the holding of one’s breath under water (I don’t doubt that a sponsor for such awards could be found). Though these activities may bring joy or relief to many, they don’t meet the threshold of contribution Nobel had in mind when he decided to establish his awards.2

The speech Professor Erik Lundberg of the Royal Academy of Sciences gave at the inaugural award of the economics prize gives a sense as to why the Academy felt achievements in economics warranted being put on the same footing as the great discoveries of medicine, chemistry and physics. ‘Economic science has developed increasingly in the direction of a mathematical specification and statistical quantification of economic contexts,’ he said.


Scientific analysis along these lines is used to explain such complicated economic processes as economic growth, cyclical fluctuations, and reallocations of economic resources for different purposes … The attempts of economists to construct mathematical models relating to strategic economic relations, and then to specify these quantitatively with the help of statistical analysis of time series, have, in fact, proved successful.3



In the previous chapters I have argued that economists’ claims to have explained the ‘complicated economic processes’ behind everyday life are often false. Does this mean economics ruins the economy? Obviously not always, and it’s certainly not the only area where faith rather than fact drives policy decisions. But the profession’s ortho-doxies have tarnished economic life for millions of people. There are the low-earners whose only hope of a decent living was an increase in the minimum wage, which never came because economists, without evidence, said it would actually make the poor poorer. There are the welfare recipients in places like Bransholme who pay a quarter of their income to the government in tobacco taxes because economists have argued, despite evidence to the contrary, that this is the best way to get them to smoke less. And there are hundreds of millions of workers around the world who have been persuaded that taxing their bosses lightly is in everyone’s interests.

In September 2019, on my way back from Nashville, I stopped off at a faux French café in New York’s Greenwich Village, where I met a recent recipient of the Nobel memorial prize in economics.4 Paul Romer, a former University of Chicago scholar, told me he was actually very surprised to have been so honoured. Initially, I assumed this was false modesty. But then I realised that he wasn’t saying he wasn’t worthy of the prize, but rather that he thought his attacks on the profession had put him beyond the pale. Though a former member of the Chicago School, he had come to the conclusion that its leading lights were ‘frauds’ and ‘pseudo-scientists’.5 In 2015, he published a paper, ‘Mathiness in the Theory of Economic Growth’,6 which accused peers of using complex mathematics not to zero in on truth in a complex reality, but rather to hide flaws in their theories. He followed up a year later with a speech entitled ‘The Trouble with Macroeconomics’, in which he said he had ‘observed more than three decades of intellectual regress’ in macroeconomics, and slammed the prevalence of ‘post-real models’, comparing them to card tricks.7 His calling out of specific grandees of the economic establishment, including Nobel Laureates, had shocked and irritated many in the profession.

Romer’s criticisms were not made thoughtlessly or out of pique. He genuinely felt that a profession that takes itself seriously should call out those whose work doesn’t stand up to scrutiny, even if they are pillars of the establishment. ‘I just gave up on them. I decided to go full-on Voltaire,’ he told me. ‘It hasn’t made me a popular guy.’

I was particularly struck by two general criticisms he made when we met. The first was that, in his view, the Chicago School, which helped set the economic orthodoxy at universities across the world for decades, was a libertarian, anti-government ideological project rather than a scientific endeavour. It was an analysis that reminded me of comments made over the years by such senior figures as Robert Shiller, and by those who felt economics was too inclined to be influenced by the political mood of the time.8 The second criticism he made took the form of an observation that, as economics began to be taken more seriously, economists came to project themselves as possessing a unique understanding of the invisible forces that drive the world – forces that are hidden from and often counterintuitive to mere mortals. ‘Economists actually started to take pride in their scientific credentials and the fact that they would deny things that were obvious to people,’ he said.

Romer’s comment reminded me of Nobel prize-winner James Buchanan’s vitriolic retort to David Card and Alan Krueger’s work on the minimum wage. An ex-Chicago alumnus, Buchanan was ideologically opposed to government interventions in the economy, but his anger seemed heightened by the professional implications of the two men’s claim that an increase in price, in this case of wages, did not diminish demand (in other words, led to less hiring). ‘Such a claim, if seriously advanced, becomes equivalent to a denial that there is even minimal scientific content in economics,’ he declared.9 His worry seemed to be that, without the basic models underpinning economics, the ‘dismal science’ simply became ‘dismal’. To my mind, the danger of such a view is that it gives economists a vested interest in preserving previously accepted frameworks for explaining the world, whether or not they actually work in practice. I wasn’t surprised, given the profession’s disinclination to question flawed models or call out intellectual dishonesty, that Romer should have taken such a pessimistic view of its future. ‘It’s not entirely clear to me that we can even save economics at this time,’ he said ruefully over his coffee.10

Not all agree. David Card cheerfully told me how labour economics is today dominated by people doing empirical work rather than theorists like Stigler, and noted than even the University of Chicago is no longer the bastion of anti-government thinking it used to be. But I think Romer’s two criticisms are valid. It’s certainly true, in the case of Chicago, for example, that ideology is not as powerful a force as it was in the days of Milton Friedman and George Stigler. But the pushback against its thinking has been only partial. As James Heckman, a Nobel-winning figure in the Chicago School observed in 2010, liberal economists, such as fellow Nobel winners Joseph Stiglitz and Paul Krugman, may have turned the tide against one of the school’s two core teachings, namely the efficient markets hypothesis. But the ‘claim that people react to incentives, and that incentives are important’ has not faced the same challenge.11 Chicago’s Booth Business School regularly surveys a panel of eminent American economists of all political hues from across America about the economic questions of the day. Its polls on everything from taxation12 to immigration13 display a strong fealty among these economists to the core – highly questionable – proposition that people respond in a predictable way to price signals.

Behavioural economics is often held up as a solution to the problems that arise from viewing the world through the paradigm of simple Marshallian supply-and-demand curves, in that it allows for the adjustment of economic models to better reflect actual human decision-making. This involves incorporating traits such as ‘limited rationality’, ‘low self-control’, or ‘a taste for fairness’ into models. But are such things possible to measure? And what about the factors that determine economic behaviour that really cannot be quantified or squeezed into economic models? In a eulogy for his late teacher, Alfred Marshall, John Maynard Keynes wrote that ‘The master-economist must possess a rare combination of gifts … No part of man’s nature or his institutions must be entirely outside his regard.’14 Yet the economics practised by Marshall, Keynes and even behavioural economists ignores or is simply unable to account for the larger body of factors, including culture, political and judicial institutions, mood and love, that drive human economic behaviour. Orthodox models, of firms as collections of fungible factors like labour and capital, which can be rebalanced with relative ease, ignore most of the real-world challenges in providing goods and services, the overcoming of which is the very essence of wealth creation.

Where does this leave the study of how humanity goes about providing for its material needs?

Perhaps the answer is to resist starting with theory and to start with the world in front of us.


In the later years of his life, Ronald Coase began to muse on the state of economics, lamenting that, though Adam Smith and Alfred Marshall had, respectively, intended classical and neoclassical economics to be studies in real-world wealth creation, the subject had strayed far from considering how businesses actually operated.15 The problem was what he referred to as ‘Blackboard Economics’: the focus on theory, mathematical models and the probing of data sets to identify correlations consistent with these. His view was that the profession had, in the twentieth century, gone down the rabbit hole of focusing on price sensitivity, and ignored most of (as Keynes would have said) ‘man’s nature’. And that in the twenty-first, the slide was continuing.


At a time when the modern economy is becoming increasingly institutions-intensive, the reduction of economics to price theory is troubling enough. It is suicidal for the field to slide into a hard science of choice, ignoring the influences of society, history, culture, and politics on the working of the economy.16



The solution, Coase argued, was to step away from the econometric models. ‘I’d like people to go study how people actually work,’ he said, ‘but by and large this isn’t what economist do.’17

The 2019 Nobel prize in economics was awarded to three economists who have made names for themselves doing just this. Abhijit Banerjee, Esther Duflo and Michael Kremer’s use of randomised controlled trials – essentially surveys – has transformed development economics, helping governments to identify the most cost-effective ways to reduce poverty. This approach seeks to establish how individuals respond to policy measures by observing them directly, rather than by calculating elasticities and estimating proportionate responses to calibrated changes in economic stimulus. The number of randomised trials being conducted in development economics has exploded,18 and the method is credited with great successes in education and other areas. Some economists are distinctly cool about randomised control trials, noting that the method provides answers of limited application – what works in one country might not work in another, or may not even work in the same country over time (a risk one Nobel prize-winning economist calls the ‘transportation problem’19). They feel it falls short of the ambition that Robert Solow noted the best and brightest in the profession had for economics back in 1985, namely for it to be ‘the physics of society’,20 as does Banerjee and Duflo’s view of economists as ‘plumbers’, whose work can be seen as ‘intuition grounded in science’.21 But the couple (they are married) seem content with devising practical solutions to immediate problems, rather than seeking to formulate hard and fast rules, which, like Newton’s Laws, might guide humanity for generations to come.

What this illustrates is that when economists are involved in policy-making, their most valuable contribution often comes when they leave economic theory at the door. Few people believe the world avoided a severe depression after the 2008 financial crash thanks to economies’ automatic tendency toward equilibrium. And, significantly, when it came to finding solutions, politicians turned to central bankers (usually economists of considerable repute), who, in the event, opted not to handle things according to any economic playbook, but to act flexibly and pragmatically. As the then Federal Reserve Chairman Ben Bernanke noted in 2014 of one of the central banker’s primary tools for staving off depression, quantitative easing (QE), ‘The problem with QE is it works in practice but it doesn’t work in theory.’22

This is not to say that economic theory has no value. Romer’s Nobel prize was for his contributions to the theory of ‘endogenous growth’, namely his analysis that growth comes largely from ideas that often cannot be patented or owned. That’s a concept that has implications for how one thinks about wealth creation and income distribution. Coase’s observation that the use of market mechanisms to allocate resources incurs potentially significant transaction costs is relevant when, for example, governments consider using internal markets to improve efficiency in the public sector. Commentators on the right23 and left24 of the political spectrum in Britain have argued that Conservative25 and Labour26 governments failed to appreciate these potential costs of using markets when they advanced NHS reforms in the 1990s and 2000s, and thereby wasted vast sums by creating needless bureaucracy.27 But such carefully selective and self-critical application of theory is not what the profession as a whole wants. It doesn’t see economics as a kind of Philosophy of Money, which offers policymakers loose ideas to consider, any more than it wants to be an improvise-as-you-go-along trade like plumbing.

In a display of arrogance masked as modesty, Keynes once said economists were ‘trustees, not of civilisation, but of the possibility of civilisation’.28 In the twenty-first century many policymakers have come to believe this as an article of faith. In January 2020, for example, the US Treasury Secretary Steven Mnuchin responded to comments by the teenage Swedish climate activist Greta Thunberg about a need to stop using fossil fuels that, if she wanted to find solutions to the climate crisis, she should go and study economics. It’s an enormous endorsement for a profession to be asked to provide answers to the world’s greatest problems. Would economists retain their influence if they conceded that human behaviour is not guided by the supposedly immutable laws the profession has identified over the recent centuries? The reluctance to make such an admission may explain the frequent reliance by the profession on publishing bias, the over-specification of models, partial use of data, the trumpeting of ‘statistically significant’ empirical findings without acknowledging their practical insignificance, and other shaky, unscientific practices to support basic neoclassical principles.

An axiom from my undergraduate philosophy studies that has stuck with me over the years, despite it being quite contorted, is a summary of one of Kant’s arguments on the nature of the reality, which says that ‘Transcendental realism leads to empirical idealism.’ It relates to the question of whether we can know if we exist and the world truly exists independently of us – the issue Descartes sought to address with his ‘Cogito ergo sum.’ Kant basically says that if you insist that things that you can see and touch – and only those – truly exist, and exist as you experience them, you soon end up having to concede that nothing truly exists: in other words, a staunchly materialistic approach to reality leads to an admission that there is no substance to the world. The observation has stuck with me, not because of any interest I might have in transcendental realism, empirical idealism, transcendental idealism or indeed philosophy at all, but rather because it is an example of the way in which an extreme viewpoint – a position rooted in ideology or emotion rather than in a fair-minded reading of the world around us – can lead one to a position of self-contradiction. We see this around us every day, in the way extreme right-wing views can lead to anarchism or, at the opposite end of the spectrum, an extreme belief in social co-operation can lead one to defend dictatorship.

And so it seems with economics. It is built on the premise that human beings are rational, yet its ‘law of gravity’ – that humans, if they wish to maximise their utility, should be dictated to by the laws of supply and demand – would lead people to focus narrowly and irrationally on price signals while ignoring much more important forces around us. And in the real world this has helped create a practical contradiction: this body of knowledge that prides itself on telling hard truths, such as that ‘There’s no such thing as a free lunch’, has often led people not to appreciate the need for hard work, sacrifice and carefully thought-through answers, but rather to seek easy answers founded on lazy theory, and find quick fixes via free lunch thinking.
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