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Media Assessments

“Frankly, when we first saw Harrison’s
‘Cycle 18’ discovery in the MoneyWeek
office back in 2005, we thought it was
too good to be true. Then we checked
the facts. Everything added up. Then
we quizzed Harrison ourselves. Again,
everything added up. Then his 2008
prediction came true. And we really sat
up and paid attention. It really is an
extraordinary discovery — a potential
landmark moment in our understanding
of the property markets, and our ability
to make money from them”

MoneyWeek

“Economist Fred Harrison proved to be
the canary in the housing market...
Nostradamus could scarcely have been
more accurate”

Ross Clark, Spectator Business



Media Assessments

“...those warnings were not of the ‘boy
who cried wolf’ variety, but well thought
out and calculated”

Marc Coleman, Irish Independent

“[Harrison] does make a case for the
existence of an 18-year business cycle,
which he links to speculation in the
property market”

Samuel Brittan, Financial Times

“So far, Harrison’s predictions have been
eerily accurate”

Lee Jones, Money Marketing

“...there are some fascinating insights
into cycles, property and rents”

John Calverley, Economic Affairs
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When we look back at the 1990s from the
perspective of say 2010, the nature of
the forces currently in train will have
presumably become clearer. We may

conceivably conclude from that vantage
point that, at the turn of the millennium,
the American economy was experiencing
a once-in-a-century acceleration of
innovation, which propelled forward
productivity, output, corporate profits,
and stock prices at a pace not seen
in generations, if ever.

ALAN GREENSPAN
13 January, 2000
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“Tim Yowr Worst
Nightmare”

ILL CLINTON’S winning election
B slogan made its mark on the minds
of American voters:

“It’s the Economy, Stupid!”

As a guilt shifter, that was a shrewd
piece of political hyperbole. A gift for
politicians who need to direct people’s
anger at a faceless target. The truth, how-
ever, is that our major social and economic
problems are almost entirely the result of
bad governance.

It’s the Politics, Stupid!

If I am correct, we need forensic exam-
ination of the politicians who exercise the
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power of the state, if we want to under-
stand why and how Britain - and the rest
of the world - fell into the severest econ-
omic crisis since the Great Depression of
the 1930s.

As I write, in February 2010, Britain has
suffered 18 months of negative growth.
A recession is defined at six months of
declining national income. The pain of that
downturn was felt not just by those who
lost their jobs and homes. Even the people
who managed to cling onto employment
suffered a reduction in wages, as the price
of continuing to receive pay packets. And
those who managed to get back into work,
after a gut-wrenching spell in the dole
queue, suffered an average pay cut of 28%.!

Britain was on a life support system as
New Year fireworks flared over London at
midnight on December 31, to celebrate the
arrival of 2010. Banks, car dealers and
retailers were receiving financial support
from taxpayers, in the desperate bid to
resuscitate the economy.

It need not have happened. Because, as
far back as 1997, I alerted Tony Blair and

1 The estimate is by the Chartered Institute of Per-
sonnel and Development. Monaghan (2010).
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his New Labour government to the fact
that they had a full 10 years to prepare for
the next catastrophe.

I had lived through three recessions,
beginning with the Barber boom/bust of
1972/74. That was when I embarked on my
autopsy: I wanted to know why the people
of Britain were forced to suffer these
repeated bouts of mass unemployment. I
published my findings in 1983: The Power
in the Land. This explained why the
capitalist economy was subject to violent
swings, and what could be done about it.
And I explained that it was simple arith-
metic to work out that Britain would go
into recession at the end of the 1980s (what
would turn out to be the Lawson boom/
bust), hitting the bottom in 1992.

The economic engine of Britain - the
first industrialised country in the world -
has suffered such cardiac arrests on a
regular basis. Graph 1:I below registers
the movement in national income back to
1830.

The fluctuations appear to be random.
And unstoppable. So how could I know, ten
years in advance, that the economy would
suffer one of its worst crises for a hundred
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Source: Angus Maddison (http://www.ggdc.net/maddison/).
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years? And how could I be so sure that it
could be prevented?

My warnings were specific. In The
Chaos Makers, published immediately
after New Labour’s election victory, I
described the economic trajectory that was
pushing Britain towards the following
crunch points.

e Property prices would peak in 2007: they
did.

e The crisis would be triggered by break-
down in the housing market: it was.

e The economy would hit the bottom in
2010. Output of national income went
negative in the second quarter of 2008,
and flattened out in the three months
running up to Christmas 2009. Anaemic
growth restarted with the Christmas sales
that were dragged out into February 2010.

The historical evidence on which I based
my forecast is overwhelming. But there
was something unique about the cycle that
ended in 2010. The real estate sector of
every country in the world was integrated
into the same timetable. That meant one —
terrible — prospect: a freefall in the global

“I'’M YOUR WORST NIGHTMARE” | 7



economy of depression proportions. And
so, I predicted that prospect in 2005, in
Boom Bust. Through newsletters and per-
sonal communications, I kept the Treasury
and Downing Street fully briefed on the
terrible events that were on the horizon.
Those warnings went back to November
1997.

Boom Bust: The Alert

TONY BLAIR reincarnated the Labour
Party as New Labour, in a bid to come out
of the political wilderness. Labour’s poli-
ticians had been in opposition for 18 years.
The suave, slick-talking barrister from
the back benches took control and ditched
his party’s constitutional commitment to
nationalise the means of production. He
won the election in May 1997 by not only
reforming his party, but promising to
rejuvenate Britain.

I also had an agenda. I was determined
that the Blair government would be held
accountable, if it failed to guide the UK
through the implosion of the global
economy at the end of the first decade of
the 21st century.
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I wrote to the Prime Minister on
November 4, leaving him in no doubt about
the primary source of Britain’s problems. I
wrote: “With every passing month, Britain
loses more than £10bn in goods and ser-
vices, money that could be shared between
the public and private sectors to finally
solve all the problems that will otherwise
be with us when you seek re-election in
2002.”

My letter to the Chancellor of the
Exchequer, Gordon Brown, was dated
November 1. I supplied him with a briefing
paper which explained how the tax system
he had inherited was undermining
people’s ability to produce their incomes. 1
added: “The bad news is this. Under exist-
ing strategies, There will be a mini boom/
bust in the lifetime of this Parliament,
... followed by the cyclical Big One after
the next general election. Britain is pre-
serving the features that nurture and drive
the business cycle ... there is nothing in the
policies of New Labour that would obviate
this outcome.”

The dot.com bubble clocked in on time.
And, sure enough, what I called the Big
One did emerge on the appointed date. But
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at the time of writing to the Chancellor,
there was ample opportunity to head-off
these crises.

But prime ministers and finance minis-
ters are busy people. They surround them-
selves with advisors and confidantes who
work at the political coal face, making sure
that their masters are properly briefed. So
I made sure that the inner circles were
alerted.

I wrote to Alistair Darling on November
13. He was the Treasury Secretary under
Gordon Brown. But there were two other
players who were key to the fortunes of
New Labour.

On November 4, I wrote to Alistair
Campbell, recalling that he had asked me
to supply information on tax policies. I
reminded him that New Labour had
declined my offer to assist in developing a
new fiscal strategy. And in supplying him
with a copy of The Chaos Makers, I took
the opportunity to offer a forecast on the
value of Gordon Brown’s first big initiative
- relieving himself of responsibility of set-
ting interest rates by rendering the Bank of
England independent in the administration
of monetary policy. I told Campbell:
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The result is an economic strategy that will fail. There
will be a housing boom and bust in the life of this
Parliament, and an even greater one in the following
Parliament. There is one policy only for avoiding that
outcome, and it has nothing to do with the independ-
ence of the Bank of England or any other tools which
are currently at the disposal of the Treasury.

The second key operator was Peter
Mandelson. He was special not because he
was the acclaimed architect of New
Labour’s election victory, but because he
was the grandson of a pre-war Labour
politician who knew how to reform the
economy. Herbert Morrison proposed a
law that would boost incomes in the
nation’s capital and deliver both fairness
(for individuals) and efficiency (in the way
the economy used its resources). To try
and rescue London from the damage
inflicted by taxation, in 1939 Morrison’s
Bill went before Parliament. If enacted,
that law would begin to place the finances
of the capital on a growth path that would
be sustained.

Parliament found the excuse to throw
out the Bill that would begin to shift
taxes off people’s wages and on to the
rental income of land. But the knowledge
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of how to re-fashion the tax system was
deeply embedded in the Morrison family’s
political history. My hopes were high that
little Peter had grown up to understand the
principles of good governance. So it was
with some expectation of a meaningful
dialogue that I wrote to Mandelson on
November 4. I supplied him with a briefing
paper that quoted his grandfather’s
words.

New Labour now has the opportunity to retrieve the
wisdom of its roots to make sure that the 21|st cent-
ury is not a re-run of the 20th century. The economic
consequences of failing to do so can now be meas-
ured. In Britain, since May | [date of the general elec-
tion], we have lost more than £50bn in goods and
services which would have been produced under the
fiscal system advocated by Herbert Morrison. My
colleagues and | estimate that, annually, Britain loses
in excess of £1 15bn in defence of a tax structure that
destroys entrepreneurship and hard work.

I reminded Mandelson that his Prime
Minister’s declaration of zero tolerance to
teachers and local civil servants who fail in
their responsibilities was a standard that
would have to be applied to his govern-
ment. And so I concluded my letter in these
terms:
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| am your worst nightmare. | know exactly why New
Labour will fail, if that is indeed to be the outcome,
and | will be obliged to chronicle the developments in
order that the voters will know how to apportion
responsibility ... | am sure that you would expect no
less, given the zero tolerance of failure standard which
New Labour insists upon for others.

I spent the next 10 years monitoring the
performance of the Treasury. I read the
speeches of the key Cabinet ministers,
which were full of promises about how
they would rejuvenate Britain. And, in
particular, I tracked the number of times
Gordon Brown reiterated the promise: No
More Housing Boom/Busts!

The Blair/Brown partnership failed
abjectly to erect safety barriers around the
nation’s economy. After moving into their
security protected homes in Downing
Street, Blair and Brown watched the
homes of working people being exposed to
the vicious storms that were gathering in
the property market.

And so, now, the inquest. This book is
in fulfilment of the promise I made to
Peter Mandelson: I would hold to account
his lordship (he has now been elevated
as one of Her Majesty’s peers of the
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realm, occupying a seat in the House of
Lords).

Under Gordon Brown’s premiership, he
became Business Minister. While enjoying
the trappings of a cabinet minister who
pontificated on the need of others to work
harder and better, Mandelson presided
over an enterprise economy in collapse.

But we will not just name the names of
the politicians who failed their nation.
There is an even more challenging ques-
tion that must be addressed: why do gov-
ernments repeatedly abuse the interests of
the people they are supposed to serve? We
need an answer to this question because,
otherwise, by default we will allow politi-
cians to repeat the boom/bust cycle. That
became obvious during New Labour’s
regime, when economists betrayed their
obligation to provide honest guidance to
government. An example of how the law-
makers were misled by their experts was
revealed early in 2003, when I wrote to
Tony Blair’s No 10 spin doctor, Alistair
Campbell. I had worked with him on the
Today newspaper, and we had both previ-
ously worked for the Mirror Group news-
papers. I left him in no doubt that
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government’s policies were “a shambles”.
He replied on February 5 :

I'm a little bemused as to why you believe this
country’s economic policy is ‘a shambles’. These are
difficult times for the global economy but pretty well
every independent expert believes this country is
in better shape to weather these storms than our
competitors. That’s surely in large part a result of the
economic policies followed by this government.

I was in a minority of one, and the
unfolding events would determine whether
the independent experts on whom
Campbell relied were right or wrong.

The Pledge

GORDON BROWN had ample time to put
in place the counter-cyclical measures
to defend people’s welfare. That was his
responsibility, as the steward of the
nation’s economy. But we can all make
mistakes. In the end, what matters is how
we behave after we have been exposed.
When the UK housing market started to
turn down in October 2007, Brown was in
a position to reassess his policy failures. At
that point, he could have come clean with
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the public, so that a viable rescue mission
could be launched. Instead, Brown did not
behave in an manner becoming of a Right
Honourable Gentleman.

As the credit crisis struck down the
mighty Masters of the Universe on Wall
Street and the City of London, Brown tried
to cover up his tracks. He splashed out
hogwash by the bucketful, all calculated to
save his political skin. But in doing so, he
declared his intention: to bend our minds
away from the truth.

As Tony Blair’s successor as Prime
Minister, Brown flew to the United Nations
in New York, in September 2008, and laid
the blame squarely on the United States.
Remedies, he said, would have to be
global, not national.

In dissecting Brown’s statements, we
behold a horrifying spectacle: the depth of
the duplicity of democratically elected
leaders who refuse to accept that “the buck
stops here” — with them. This gives us a
glimpse of the difficulties we all now face,
in negotiating the economic minefields
created by the first housing boom of the
21st century.

Gordon Brown’s systematic attempt to
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rescue his political reputation — by portray-
ing himself as both a victim of the “global
crisis”, and the politician with the exper-
ience to save the world — was launched at
his Labour Party’s annual conference in
Manchester, two days before he turned up
at the UN.

His first “tough” statement (Brown has
consistently affirmed his willingness to
adopt tough stances in the public’s inter-
est) was a vow to “clean up” the City of
London, where financiers had apparently
behaved in an “irresponsible way”.

Had Brown behaved responsibly? When
I forecast the boom/bust for him in 1997,
he failed to adopt the corrective measures
to head-off a crisis that was written into
Britain’s future. This was not responsible
stewardship of the economy.

Brown admonished directors of banks
who “should [not] be able to say they
did not understand the risks they were
running”. Did Brown understand the
risks he was taking with the UK economy?
My analysis was delivered to the Treasury
in 1997. And, again, in 2005. And again,
when I briefed his closest economic
adviser, Shriti Vadera (who would be
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elevated by Premier Brown to the House
of Lords as a baroness). We sat in the
meeting room off the Chancellor’s office in
the Treasury, where I explained the macro-
economic consequences of the tax policies
being administered by the Treasury.
Brown could not claim that he was ignor-
ant of the risks he was taking with the UK
economy.

Brown insisted that all transactions by
bankers should be transparent “and not
hidden”. Was Brown transparent in his
financial transactions? Over the 10 years
that New Labour controlled Parliament,
Brown introduced one stealth tax after
another. There is a reason why those taxes
are labelled “stealth”. The payers are not
supposed to know that they are being
taxed. Transparency was the last thing the
Chancellor wanted. Gordon Brown was not
honest with the public as he milked them
of their money.

Brown criticised the bankers for being
greedy, in rewarding themselves with fat
bonuses. Was Brown innocent of the
accusation that he had fostered greed?
As a son of the manse, he sharpened his
sanctimonious language to denounce
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bankers, claiming that rewards should be
based on “hard work, effort and enter-
prise”, not on “short term speculative
deals”. Then what about the fabulous -
unearned - capital gains being dished out
to the owners of the real estate of Great
Britain? Their “unearned increments”, as
Brown called them, were fabulous. So why
remain silent about the way home-owners
had indulged in the speculation that drove
the economy into concrete buffers (see
Box, page 20)?

Brown displaced responsibility from
himself by claiming that “I wish I could
have persuaded other countries to do what
I wanted, and that was to create a global
system of financial regulation.” Can we
excuse Brown for not taking unilateral
action to protect the UK economy? He
knew that the economic basis of my
analysis was correct. The structural weak-
ness in the capitalist economy is to be
found in the market for land. When land
values bubble up to unaffordable levels -
which happens only because they receive
privileged fiscal treatment - a bust
becomes inevitable. And in Britain, Brown
reported, in his Budget speech to the
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Box |:l

The House that Harrison Owned

After graduating from the University of
Oxford, as a mature student, | returned to
London and bought my family home on the
edge of London for £16,000. That was in [972.
I sold it 10 years later for £58,000. The owner
of that Edwardian semi-detached, 4-bed-
roomed dwelling was to reap a huge bonanza.
Because the house went up for sale in July
2008 for £775,000.

But the housing boom had run out of steam
and, three months later, the house had
dropped to a price “in excess of” £700,000.

Whatever the eventual sale price, there is
no doubt that the windfall gain would be
enormous. This unearned fortune had nothing
to do with the occupant’s “hard work, effort
and enterprise”, to quote Gordon Brown'’s
yardstick. It was pure profit.

Although the tele-evangelists of the prop-
erty market called this a return on “bricks and
mortar”, the increase in value was actually
attributable to the advantages of the location.
Gordon Brown and HM Treasury were fully
acquainted with the economics of the land
market.
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House of Commons in 2004, that there was
no tax “on the unearned increment in land
values when undeveloped land is granted
planning permission”. So as the housing
boom drove up land prices, the crash was
dead certain. Why, given his decade in the
Treasury, didn’t Gordon Brown change
the tax code to remove those “unearned
increments” and cut taxes on people’s
wages?

As Britain’s house prices slid by 10%
in 2008, his record came under scrutiny in
the media. In a BBC interview televised
on September 21, 2008, Brown was
challenged by Andrew Marr for failing to
deliver on his mantra: “No return to boom
and bust.” Was this an unfair criticism of
Gordon Brown? To camouflage his record,
Brown began to craft a new meaning for
what had become his magic mantra (“no
more boom/busts”). He went on the
offensive, accusing Marr in these terms:
“The idea that you’re going to rewrite the
last 10 years in that way is completely
wrong.” In publicly denying the facts about
his own record, Gordon Brown was lying
to the people of Britain.
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The Evidence

ON JANUARY 14, 2010, Britain’s leading
economic think-tank, the Cambridge-
based National Institute for Economic and
Social Research, reported: “The broader
picture of the depression is that output fell
sharply for the 12 months until March
[2009] and has not changed very much
since then.”? A few days earlier (on January
11) one of Britain’s best informed econ-
omic journalists assessed the US economy
under the headline “America slides deeper
into depression as Wall Street revels”.

Over the decade, investors had lost
heavily on stocks for the first time since
the 1930s. The outcome for Britain is
chronicled in the graph opposite, based on
data from Office for National Statistics and
Capital Economics, a London consultancy.
Britain was locked into the worst down-
turn since the 1930s.

As Chancellor of the Exchequer, Brown
could not plead ignorance. Over the
decade that he spent as master of Britain’s
finances, he repeatedly acknowledged that

2 Cohen (2010).
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previous crises were triggered by booms
and busts in the housing market. So why
did Tony Blair’s government fail to act to
protect Britain from the crisis that would
begin in 2008?

By 2010, the wilful waste of a vast
amount of British income — which can never
be recovered — was equal to at least 10% of
the nation’s annual output. Add the loss
from the Depression of 2010 (which is not
yet over) to all the downturns traced back
to 1830, and you begin to appreciate that
capitalism, British-style, has wasted wealth
on an unimaginable scale. Try to wrap
your imagination around the level of pros-
perity that we would all be enjoying, today,
if governments had discovered how to use
an automatic stabiliser in the economy!

The graphic representation opposite
indicates how the waste unfolds over time.
I will explain that the periodical downturns
need not have laid waste to people’s hopes
for the good life. The economic stabiliser
existed. The key policy was the stuff of
economic discourse in the 18th century,
and theory was fine-tuned early in the 19th
century. So successive governments have
refused to base the industrial economy on
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Figure I:I
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foundations strong enough to deliver
growth on a smooth, sustainable basis.

The people in power need to be held to
account. No country in the world, apart
from China, was out of recession in 2010.
The official statistics claim that growth has
restarted in all the big economies. They
were all on a cash-injection drip feed. We
will not know until 2011 how they respond
when the cash taps are turned off.

The Mind-set

IN HIS FIRST budget speech to the House
of Commons, on July 2, 1997, Brown made
a promise to the nation (the emphases are
mine).

For most people, the acquisition of a house is the
biggest single investment that they will make. Home
owners rightly expect their investment to be pro-
tected by sensible policies pursued by Government.
I am determined that as a country we never return
to the instability, speculation and negative equity that
characterised the housing market in the 1980s and
1990s.

Volatility is damaging both to the housing market and
to the economy as a whole, so stability will be central
to our policy to help home owners. We must be
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prepared to take the action necessary to secure it.
I will not allow house prices to get out of control
and put at risk the sustainability of the recovery. |
have therefore decided that it is right to take two
measures aimed at stability in the housing market.

First, | will raise stamp duty from | per cent. to 1%
per cent on property sales above £250,000 and to
2 per cent. for property sales above £500,000. This
will take immediate effect after the Budget resolution
has been approved by the House.

Secondly, continuing the reforms begun by the pre-
vious Government, who removed mortgage tax relief
at the higher rate of 40 per cent in 1991, and cut it to
I5 per cent by 1995, | propose to reduce mortgage
tax relief by a further 5 per cent, from 15 per cent to
10 per cent, from April 1998.

The timing of my measure should help to avoid a return
to the conditions of the 1980s, when the failure to take
early action guaranteed worse problems later on. |
believe that these measures will help to secure what
we all want: a more balanced recovery.

This was a mixed bag of proposals that
did nothing to suggest Gordon Brown
knew what he was doing. Or did he? Was
the Chancellor trying to hide a guilty
secret?

In reviewing Brown’s pledge to the
nation, I decided to check the words against
the version on HM Treasury’s website.
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Journalists are warned to take this precau-
tion, when they are handed advance copies
of a government minister’s speech. All of
the then Chancellor of the Exchequer’s
speeches were listed on the Treasury web-
site, starting with the Budget of 1998.

The 1997 speech was missing.

But no-one can erase words from
Hansard, which records every statement
uttered in the House of Commons. I
tracked down Brown’s statement in the
parliamentary proceedings.’ The meaning
of his words were crystal clear. Britain,
according to Gordon Brown, would not
suffer another housing boom/bust under
his stewardship. In attempting to rewrite
his record, Gordon Brown was trying to
bend our minds.

But Brown’s July 2 pledge was recorded
in another publication, where his words
would come back to haunt him. I had lis-
tened intently to his Budget speech, and I
published his promise in The Chaos Makers.
Those words were to ring in my ears for
years to come — “I am determined that as

3 Hansard, July 2, 1997, Col. 313, available from
http://www.publications.parliament.uk/pa/cm199798/
cmhansrd/vo970702/debtext/70702-21.htm.
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a country we never return to the instability,
speculation, and negative equity...”

I knew that his proposals to thwart the
next land-led boom/bust would not work.
But I also recorded my confusion as to why
a Labour politician should go out of his
way to lecture unemployed youngsters,
when land speculators were left free to
enrich themselves by locking up land and
denying others the chance of decently
paid jobs. This is how I assessed Brown’s
economic strategy:

In the era of New Labour, the signal to unemployed
youngsters is that they will have to earn what
money they receive from the public purse; while
land speculators may continue to hoard land —
literally: keep it unemployed, even while its price
rises — until it suits them to make a ‘killing’ out of
capital gains.*

This was the driving mechanism within
the economy that created the regular
booms and busts, which a reforming
chancellor needed to address.

Was there more that I could have done

4 Harrison (1997: 26)
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to animate Gordon Brown into introducing
the fundamental changes to the tax sys-
tem, so that rewards really were directed
to those who earned them?

I could not have anticipated that Brown
would hire Shriti Vadera, the economist
who was to face me on the other side of
Gordon Brown’s table, listening to me with
the ears of an investment banker. During
the good times, Brown lauded the City of
London as a virtuous centre of economic
growth. Could he - based on Vadera’s
advice - hope to spoil the Mad Bankers’
Money Party?’

™ GORDON BROWN spent 10 years
boasting he had increased spending

on health and education. But the
Institute for Fiscal Studies discloses® that
cuts of £43.8bn, necessary because of
Brown’s recession, would wipe out all the
gains since 1997. The IFS discovered that,

5 A prominent role in the attempt to rescue Bradford
& Bingley, the bank that over-funded the buy-to-let
property speculators.® Brown had enlisted her from
UBS, the bank that lost billions in The Great Wealth
Wipe-out.

6 Green Budget 2010.
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during his final years in the Treasury,
Brown presided over a fall in the income
of the poorest 20% of the population.

Brown refused to confess. As the econ-
omy went into freefall he shifted the goal-
posts. Abandoned was his magic mantra
No More Housing Boom/Busts. He knew
how to rescue the economy. How? By print-
ing money galore. It was not his fault, he
asserted, that the recession “was nothing
to do with inflation”.

With the economy in a worse state than
when it was bailed out by the IMF in 1976,
the man who steered economic policy hid
behind half-baked economic nostrums,
appealing to people’s sentiments about
poverty in the rest of the world, while con-
centrating attention on bankers’ bonuses.
Brown uttered not a word about the multi-
million pound profit made by Tony Blair
from a property portfolio that benefited
from the Chancellor’s house price boom.

7 Barber (2010).
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The Indictment

ND STILL they try to hoodwink us,
Athe guardians who failed to prevent
the global financial crisis and
allowed billions to be wiped off people’s
savings, their futures shattered.

The failures of governance are not just
about the loss of pounds in your back
pocket. They are about the emotions that
can drive people to suicide. In Britain, the
downturn that began in 2008 was shad-
owed by a rise in the number of suicides,
which rose by over 6% according to the
Office for National Statistics. This was the
first rise since 1998. Three times as many
men as women Killed themselves. And
the highest rates were in the peripheral
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regions like the northeast of England.
Alcohol-related deaths also rose by 3.5%.

These human responses are faster than
those from the analysts who are hand-
somely paid to diagnose the health of the
economy. It took a full year for the IMF to
describe the housing sector as “inflicting
heavy damage on markets and institutions
at the core of the financial system”. That
was in April 2008, when the IMF became
the first public agency to concede that
the world was on the precipice of “the
largest financial shock since the Great
Depression”.! And as the pressure piled
up, the “Super-bears have started to say
that this is perhaps ‘The Big One’, by
which they mean the onset of a new Great
Depression.”?

Then, on May 15, 2008, one of the
landmark events on the path to the depres-
sion took place. The Governor of the Bank
of England sealed Britain’s fate. He
announced a decision that will go down in
the annals of economic history as a catas-
trophe. Mervyn King revealed that priority
would be given to curbing inflation rather

1 IMF (2008).
2 Elliott (2008b).
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than protecting people’s jobs and homes.
All he could offer was saccharine words of
comfort:

Be patient. The ‘nice’ decade is behind us. The credit
cycle has turned. Commodity prices are rising. We are
travelling along a bumpy road as the economy re-
balances. Monetary policy cannot and should not try
to prevent that adjustment. Inflation will return to the
target and growth will eventually recover to a sustain-
able rate. But we will have to be patient.

The decision had been taken by the
Bank of England to sit out the struggle to
save the economy. Its policies, instead of
mediating the downturn, deepened the
slump and left Britain vulnerable to the
chaos of the post-2010 world.

According to the Bank of England’s
Inflation Report (May 2008), the UK would
not return to the government’s target for
inflation (2%) until 2010. Its calculation
was based on interest rates at 5%. Fearing
the rise in food and energy prices, the
Bank made the fateful decision to keep
interest rates high. There would be no
relief for people who were trying to fend
off the repossession orders on their homes.
And no relief for businesses that were
being sacrificed by banks that had turned
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off the credit taps. Just like the disastrous
errors that were made by governments in
the 1930s, today’s economic policy-makers
are propelling their economies down a
path to destruction.

In Britain, the economy was sacrificed
because the Bank of England ignored the
historical evidence. There was something
special about the prevailing interest rate
to which the Bank drew our attention. It
was not a coincidence that the rate had
settled on 5%. As I explain in Boom Bust,
5% is the rate that determines the average
life of a property cycle (14 years: see box
below).

In the United States, the Federal Reserve
under Chairman Ben Bernanke agonised
over how it could arm-wrestle the future
bubbles that destabilise the economy.
Under the Fed’s previous chairman, Alan
Greenspan, a path of least resistance was
taken. The central bank assumed it could
not predict, let alone tackle, asset price
bubbles. So as the housing market crashed
in a way not seen since the Great
Depression of the 1930s, economists
wondered whether regulatory tools could
head-off the next property boom/bust. Or
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Box 2:1

The Bankrupt Doctrine

In 1997, the Bank of England was mandated to
keep inflation at 2%. In May 2008, the Bank
announced that this target had been exceeded
and would not return to 2% until 2010.

In Boom Bust, | explained why the global
business cycle would hit the bottom in 2010.
The strategy to head-off this outcome was
based on understanding the economics of the
property cycle. Drawing on 300 years of histor-
ical evidence, | reveal how the long-run rate of
interest of 5% was part of the mechanism for
programming the life of every business cycle
(the average of which is |8 years).

But the Bank of England chose not to factor
my findings into its analysis. So the Governor,
Mervyn King, made light of the looming reces-
sion. He glided over the severity of the down-
turn by saying “we may get the odd quarter or
two of negative growth”.

The Bank was projecting inflation as trend-
ing down to 2% just when the economy was
going to hit the bottom of the cycle. By then, it
would be too late to take pre-emptive action
to rescue people whose jobs were at risk. They
were to be crucified by a doctrine of property
rights and the state’s policies on taxation which
are bankrupt as tools for guiding the economy.
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should they do as the Bank of England had
done - raise interest rates? While they
agonised, the Fed pumped up the money
supply to try and rescue bankrupt institu-
tions; in doing so, giving another upward
twist to prices. That way is inflation. And
the Bank of England applied a brutally
crude tool that destroyed jobs. That way is
stagnation.

Stagflation.

Alarmed by a global financial sector that
was out of control, heads of governments
went in search of monsters. Literally. Ger-
many’s President, Horst Kohler, appealed
for reforms to “international financial
markets [which] have developed into a
monster that must be put back in its
place”.? This was comic-cuts analysis not
worthy of the people of Germany.

Kohler ought to have known better. He
lambasted greedy bankers for causing the
financial crisis without digging deep for an
explanation. If he had correctly analysed
the statistics, he would have identified the
vital reason why Germany was the excep-
tion to the rule in Europe, as an economy

3 Benoit and Wilson (2008).
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that maximised the value it produced for
customers around the world.

Germany flourished in 2008. Why? The
rest of Europe - from Ireland in the west to
Spain in the south and the Baltic countries
in the far north - were trembling as
their housing markets crashed. Those
economies were heading for a downfall as
unemployment rose and consumers cut
back on spending. Exceptionally, Germany
was not suffering from the economic dis-
ruptions associated with land speculation.
This was the clue that would have guided
Kohler to the root of the global financial
crisis. Why, we must ask, didn’t the
President identify the German property
market’s quiescence as the source of their
stability? As the former head of the IME, he
was schooled in the doctrines of post-
classical economics. These doctrines
blinker economists and governments.

Kohler scared the German population
with doom-laden observations about the
future: “Capitalism only has a future if it
rises up to its responsibilities. Especially its
responsibility towards the weak. It is about
practising responsibility and solidarity
without at the same time switching off
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market and price mechanisms.” Kohler’s
metaphor — he said bankers were like
alchemists — was not far from the truth.
And he was correct to indict them as
responsible for “massive destruction of
assets”. But he could offer no insights into
how to pull off this balancing trick.

The False Diagnosis

THERE IS NOTHING inevitable about the
boom/bust cycles that keep ripping apart
the market economy. Strategies exist that
would deliver long-run stability, freeing
us to go about our business without the
risk of suddenly losing our jobs or homes.
But those policies are not adopted by
government because, in one vital area of
the economy, reason is not allowed to
apply.

I know this is a grave charge, but it is
confirmed by the evidence. The rules that
apply elsewhere are sidelined when they
threaten the vested interests of those who
make fortunes by exploiting other people.
Instead of the methods of science, bizarre
techniques are used to guide public policy.

To illustrate my case, I will take to task
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Mervyn King, the Governor of the Bank of
England. I charge him with dereliction in
his duty to protect our welfare. He has
failed to present the facts in a way that
would enable people to build barricades
between themselves and the financial
tsunami that has struck the economy.

e ACCUSATION |: By misdiagnosing
the origins of the crisis, power-brokers
like Mervyn King distract people from
remedies that can prevent the property
market crash from getting worse.

Giving evidence to parliamentarians in the
House of Commons on March 27, 2008,
King blamed the financial crisis on greedy
bankers. He used the word “hubris” to
identify the culprits. This is how he put it:

There was a lot of hubris in financial markets. The
financial crisis did not come from bad loans in Latin
America or Asia, but from the heart of the financial
sector here and in the US.

The Bank of England blamed the credit
crunch on financiers whose pride or
arrogance got the better of them, psycho-
logical failings that would cause their ruin.
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This explanation was convenient. It
excused stewards of the economy such as
King. Since they are not psychoanalysts,
we cannot accuse the Bank of England of
negligence — can we? The King diagnosis
is bogus. It relies on a myopic economics
whose practitioners refuse to follow the
chain of causation to its roots.

Mervyn King’s fatuous explanation
serves to protect those laws of the land
that programme the economy to dive into
repeated crises, in a predictable way,
irrespective of the regulatory regimes
established by the law-makers.

e ACCUSATION 2: By claiming that the real
economy is not involved in the
crisis, Mervyn King championed a
dangerous doctrine - the one that led the
world to the banking crisis in the first
place.

King claims that “the heart of the problem
is not in the real economy. It is in the finan-
cial sector itself”. In fact, what was made
to look like a financial crisis by him started
in the real economy where people earn
their living.
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The Governor of the Bank of England is
blinkered by the modern school of econ-
omics - the kind that he once taught as a
professor — which deliberately ignores key
elements of the “real economy”. We will
test my claim.

King says that certain measures now
need to be taken to curb future reckless
lending by banks.

My reply is this: even if his proposals
were adopted, in 18 years from now the
world will be torn by another financial
crisis. Do we really want to put up with
another disaster that could be prevented?

With the correct analysis, it is possible
to rebalance the market economy so
that it serves everyone’s best interests.
The insights we need are to be found in
classical economics. We will concentrate
on a theory that was elaborated in the
writings of David Ricardo. He was a
wealthy stock broker who entered
Parliament in 1819. Our concern is with
his scientific formulation of the theory of
rent. His discoveries were crucial to under-
standing the way the modern economy
operates. In particular, his discovery was
central to the understanding of how the
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Box 2:11

David Ricardo:
The Taxing Question

Classical economists divided the factors of
production into land, labour and capital.
Understanding how competition distributed
the income between these three categories
was the first challenge for the new science of
political economy.

David Ricardo (1772-1823) identified the
missing pieces in the classical theory. In
essence (and for our present purposes), once
labour and capital had claimed their shares,
what remained was available to pay for the
use of land and nature’s resources. These
insights enabled Ricardo to link the pricing
mechanism (in the markets) with public
prices (taxes).

A civilised society needs a substantial
public sector. Early economic analyses from
John Locke (1632-1704) through to Ricardo
established that government funding had to
come out of the economy’s surplus income
— the rent of land. This was the one piece of
the classical theory that was erased from
economics in the 20th century, for ideological
reasons.
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nation’s income is distributed (see box on
the previous page).

The contours of the future can be
known, if we allow ourselves to be guided
by the logic of David Ricardo’s theory of
rent. Why can I confidently predict a major
systemic crisis in 2025-28? I can do so
without divining the idiosyncrasies of
whoever happens to be Chairman of the
US central bank, because the trends
are written into the DNA of the capitalist
economy.

In my previous publications I identified
the 14-year property cycle that gave the
shape, and the 18-year duration, to the
general business cycle. Central bankers
should treat this as a testable theory if they
wish to improve their performance.

o If the US Fed had examined my theory
of asset prices in 2005, when Boom Bust
was published, Greenspan could have
rewritten his speech. He would have
known that the 14-year boom in residen-
tial property would come to an end in
2006, so he could have alerted America’s
home owners that hundreds of thous-
ands of them were vulnerable.
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o If the Bank of England had tested the
evidence (it had all the time from 1997
to do so), it would have known that the
14-year boom in commercial property
prices would end in 2007, causing havoc
among the hedge funds. The data on
those property prices was available.*

They didn’t do so. We will have to beam
a searchlight on the way they do operate,
to find out how relevant they are to
people’s everyday needs.

The Nature of Conspiracy

MY INQUEST is directed at understanding
the future. The primary aim is to enable
you to decode the covert action and
language of the people who wield power.
If this is your first introduction to my
insights into economics, you are entitled to
ask: Why should I believe you? Could Har-
rison be another charlatan competing for
your attention? This question preoccupied
me as I flew to Dublin to deliver my verdict
on the Celtic Tiger. Commentators whose

4 Seager (2008).
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words may affect people’s lives have a duty
of care to the public.

My path was prepared by this assess-
ment published by radio broadcaster and
author Marc Coleman. He wrote:

According to a leading world economist, this is the
start of a two-year process ... Author of Boom Bust:
House Prices, Banking and the recession of 2010,
Fred Harrison will give an address at Trinity College
Dublin on Tuesday evening in which he predicts that
not this year, nor in 2009, but only in 2010 will we see
the worst of the coming downturn. Long before
myself or other commentators, Harrison has been
issuing dire warnings about the over-reliance on
land and property in several of the world’s leading
economies. Unlike many commentators, those
warnings were not of the ‘boy who cried wolf’
variety, but well thought out and calculated.®

I spelt out Ireland’s bleak future as I
saw it. And I will not pull my punches
about what is going to happen in the
global economy, or about the way in which
people are manipulated into remaining
subservient to those who reap the riches. I
must be honest and admit that I want to
change your perception of how the world

5 Coleman (2008).
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really works. For I do have a personal
agenda.

Over the last 30 years I have been able
to establish why we live in a world that is
so unnecessarily disagreeable. A world
that appears determined to prevent us
from opting for the lifestyles that we would
prefer for ourselves - if we were free to
choose.

The clues to the barriers that obstructed
our freedoms had to be “out there”. I
travelled far and wide to collate the infor-
mation. My quest came full circle when it
dawned that the vital facts were right
under my feet. I could have been intro-
duced to those facts by the Usual Suspects
- teachers and policy-makers - but I
wasn’t. The vital nuggets of information
that would make sense of a chaotic world
were being withheld.

I dug deeper.

Finally, the evidence was at my disposal.
Now, surely (I thought), the rational and
fair-minded power brokers - once the facts
were presented to them — would want to
amend the social contract? Didn’t they
promote the need for social harmony? That
was when I realised that I had an even
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bigger problem. Something - let’s call it
“the system”, for now — was determined to
inhibit the people who could guide change
from even understanding what 1 was
talking about.

My naivety took me to Russia in 1992. 1
thought that the anti-communist reformers
would act honourably and rationally on
behalf of the people who had been sav-
agely abused by the Stalinist regime for
decades. I knew that the information I was
offering to them was scientifically sound —
it was endorsed, in writing, by four Nobel
prize economists.® That prize was awarded
to one of them (William Vickrey) in
recognition of his work on the economics
of public finance which I presented to
the Kremlin and the Duma, Russia’s
Parliament. I devoted 10 years to dissemin-
ating that information throughout Russia,
and the policies were endorsed by the
Union of Russian Cities. If the policies had
been adopted, no-one would have been
excluded from Russia’s territorial riches. It
didn’t happen. Change - the kind which
liberates — was blocked. The architects of

6 Noyes (1991).
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the new Russia, the young businessmen
who gathered around President Boris
Yeltsin, had been captivated by the
doctrines of property rights and markets
imported from the West.

I now know that, in certain realms of our
lives, the world we have inherited is
neither rational nor fair We do not get
what we read on the packaging: an
economy driven by the quest for efficiency
and individual choice, a politics driven by
fairness and equality. That doctrine is the
“authorised discourse”.

It is also the Big Lie.

(™ IT WAS HIs fixation for 10 years:
f Gordon Brown, The Man Who
Would Be Prime Minister, brooded as

he shaped the economic policies of Blair’s
years. But (he must have dreamt) how
much better could he have modernised
Britain from No. 10! After finally helping to
drive Tony Blair out as undefeated Prime
Minister, Brown claimed their partnership
was good for Britain. He told ITV inter-
viewer Piers Morgan: “I don’t deny that,
that there were fights about different
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issues ... but at the same time we managed,
I think in the national interest, to get things
sorted out”.

Sorted out in whose interest? For 10
years Brown assaulted our senses with the
promise that Britain would be protected
from a property-led boom/bust. His
Treasury back-room boys trawled the sta-
tistics to show the link between house
prices and recessions. One outcome of
Brown’s policies: insolvencies in 2009 that
outstripped those in the recession of 1992.

Personal insolvencies
('000)
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The Wealth
Wipe-ourt

VER THE PAST 200 years, the
O forces that drive the capitalist

economy engineered the wipe-out
of wealth on a scale that cannot now be
calculated. But we can begin to calculate
the wipe-out of wealth since 2008. The
numbers are frightening.

I estimate the probable losses as a result
of the Depression of 2010 at US$45 trillion
(£23 trillion). A trillion has 12 zeros -
000,000,000,000.

The depressing effect on economic activ-
ity will be felt for a generation. For in the
magical world of money, all is not what it
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seems. Pinning down the numbers can be
mind-numbing. Take the case of the dis-
pute between the IMF and the Bank of
England over how much the banks would
lose, because of their carelessness with
other people’s money. This illustrates the
uncertainties in trying to compute how
much wealth will be wiped out by the
Depression of 2010.

The IMF estimated that the financial
sector alone would lose $945bn (nearly a
trillion dollars). Its calculations were based
on prices in the marketplace which, you
would think, was the ultimate authority
on the value of assets. But banks, while
guardians of the doctrine of the market,
tend to work with numbers that happen to
suit their balance sheets. And the Bank of
England, using those numbers, decided
that losses from the American mortgage
crisis would be $150bn. It castigated the
IMF’s estimates as “misleading” because
“they confuse true credit losses and losses
implied by market prices”.

When the bankers are confused, it is
time to step back and apply common
sense. Here, I offer my estimates of the
eventual losses based on assumptions

52 | 2010: THE INQUEST



which, I acknowledge, seriously under-
state the likely outcome. Estimating the
world-wide erosion of residential property
values, for example, entails heroic assump-
tions about values in the developing world.
However, I have approached this calcula-
tion with caution.

Analysts will argue about my estimates,
but I have chosen to use conservative
assumptions. In downturns, prices do not
slide to a halt when they reach the point
on the graph that represents the long-run
average rate of growth. They overshoot.
Thus, the IMF calculates that the UK house
price bubble was of the order of 27% above
what could be explained by the so-called
“fundamentals” (the growth of incomes,
for example, and of productivity in the
economy).' My 20% yardstick avoids the
accusation that I am sensationalising, by
exaggerating.

In the UK, residential property was
valued at £4 trillion in 2006, according to
Halifax, the nation’s largest mortgage
bank. If house prices drop by 10%, a loss
of £400bn would be incurred. I forecast

1 IMF (2008: 113, Box 3.1).
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that the erosion of value would be nearer
to 30% - a wipe-out of £1.2 trillion. A 30%
drop, however, would mean applying the
brakes just at the point where prices hit
their long-run trend. In reality, they will
overshoot that point, dropping by some-
thing like 40% before beginning the
bounce back. For the present calculation,
however, I assume a decline in capital
value of 20%.

In Australia, residential property was
worth about AU$3 trillion in 2006. In 2008,
owners in some areas of Sydney sold their
homes at prices that were nearly half the
peak prices. Across the country, a 10% drop
would incur a loss of AU$300bn (£150bn).
Again, I assume a 20% drop in value.

In the US, the value of wealth tied up in
residential property alone declined by $3.4
trillion in the two years following the peak
in prices in July 2006. The total wealth in
the homes of American families exceeded
$30 trillion. Assuming prices drop by no
more than 20%, the wealth wipe-out in the
US residential sector alone is more than $6
trillion.

Worldwide, I estimate residential prop-
erty to drop by about $20 trillion. This
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wipe-out of wealth embodied in people’s
homes alone will be enough to lock the
global economy into depression, whatever
the GDP numbers may say about the
“recovery” in some countries in 2009.

The Wealth Wipe-out of 2010

Asset Amount: US$ trillion
Capital (stocks & shares) $15

Residential Property $20

Commercial Property $10

All assets $45 trillions (£23 trillion)

Source: author’s estimates

That my calculations seriously under-
state the likely outcome is illustrated by
Ireland. The IMF estimates that its house
prices rose by 32% above the level that
could be explained by trends like the
growth of productivity. Again, ignoring the
overshoot, I base my wealth wipe-out esti-
mate on a price drop of 20%. That decline
has already been achieved, for new-build
properties in Dublin.

A few countries, like Canada and
Austria, avoided the worst excesses of a
bubble. Their residential property sectors
did not escape unscathed, but I have
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chosen to make no allowance for losses in
this group of countries.

For commercial property, land values
started to decline in countries in the eye of
the credit crunch hurricane. In the UK, a
12% decline in the value of land in the first
three months of 2008 was triggered by the
reduction in purchases by building com-
panies.” Banks compounded the crisis by
continuing to lend to investors in com-
mercial property, even though prices had
dropped by 15%. This led the Bank of
England to warn the banks that they stood
to lose a fifth of their profits linked to the
prospect of a £5bn wave of real estate
defaults.?

But it was not just private investors who
“didn’t get it”. Market evidence of the
downturn was not reflected in the official
propaganda. The British government’s
Valuation Office website, for example,
maintained that land values would con-
tinue to rise all the way to 2012. Such
illusions were also on display in the USA.
Data published by the central bank
suggested that land values had risen by

2 Barnard (2008).
3 Bank of England (2008).
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$1.5 trillion in 2006/07. These gains were
supposed to have been achieved in a
period when America’s housing market
was stricken by the sub-prime crisis.*

The erosion of value locked up in the
capital of productive enterprises has barely
begun. As the spill-over effects are felt in
the consumer markets, and the sectors
that produce heavy goods (steel, and so
on), the wipe-out of wealth will escalate to
at least $15 trillion. In China alone, $2.5
trillion (£1.25 trillion) was wiped off the
value of businesses when stocks lost half
their value between October 2007 and
April 2008.

Omitted from my estimates is the
wipe-out of value in the public sector. Few
countries (Britain is an exception) have
adequate inventories of publicly owned
assets. The decline in the value of these
properties is relevant when attempting to
anticipate the scale of the downturn.
Governments will not be able to raise as

4 I owe this estimate to Michael Hudson, an authority
on the Fed’s statistics. He calculates (Personal
Communication, April 11, 2008) that, if the data is
remotely accurate, then realistic ratios of land value
to total value of property would register a rise in land
values of $2.5 trillion.
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much money from the sale of assets as
before, as they try to offset the loss of
tax revenue by selling land and shares in
public enterprises.

The wipe-out of wealth matters for two
reasons. In the value-adding economy,
employment depends on the willingness of
people to spend and invest. But when the
value of people’s wealth declines, they
reduce spending in the shops. The curb
on consumption ripples through the
worldwide trading system. Secondly,
investment. As the economy contracts,
enterprises reduce the capital they lock
up in their production facilities. So the
capital-producing industries (like steel
making) are forced to reduce output and
the people on their payrolls. And as the
capital of banks shrinks, the credit that
can be extended to their borrowers con-
tracts.” Most small businesses rely heavily
on credit facilities to keep trading. When
the lines of credit dry up, they close
down.

In the spring of 2008, this process of
contraction was launched with a vengeance.

5 IMF (2008: 11).
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IKEA, for example, the Swedish manu-
facturer of household furnishings,
revealed that sales of its flat-pack products
had gone flat. And Daimler, the German
up-market car manufacturer, warned
that sales in the US would drop sub-
stantially. No country in the world will
escape the horrors as a result of the failure
to respond to the warnings I published
in 1997 and 2005. In January 2010, the
IMF announced that the world’s biggest
banks would have to raise billions of
dollars to head off a funding crisis.
Despite the scale of the problem, the IMF
soothed fears by claiming that government
action had “forestalled another Great
Depression”.f

Demystifying Economics

BEFORE DIGGING further, we need to de-
code the concepts used by economists. For
reasons that will become plain, our society
operates on the basis of language that
camouflages a large slice of reality.

For example, the crisis in the financial
markets cannot be blamed on the sub-
prime racket in the American housing
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market, as governments, central bankers
and the media claim. The seizure of the
banking sector in 2007 did stem from the
advance of mortgages to people with poor
credit ratings. When people began to
default on their payments, the money
conduits that channelled cash into the
economy dried up. But the catastrophe
that struck banks on both sides of the
Atlantic was not caused by the sub-prime
scam.

I will expose the truth about what drives
the capitalist economy into the steel
buffers at the end of every business cycle.
I will explain why the financial crisis would
have happened anyway, even if America’s
financiers had refused to lend a single cent
to a low-income family.

The sub-prime episode is a bit player in
the history of how one group of people
within capitalist societies get rich at the
expense of the majority. In the 19th cent-
ury, working people understood that it was
the landed aristocracy that pocketed the
windfall gains, living lives of opulence
without having to work. Today, exactly the
same predatory process is at work.

Most of the star players have changed
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their names and appearances, but they are
still capturing the bulk of the surplus
income. The money is now distributed in
disguised forms, but it comes out of all our
pockets. And it is still unearned.

The facts are horrifying, with disastrous
consequences for the free enterprise econ-
omy. The scale of the rip-off is not docu-
mented in the national statistics. But I will
provide you with a sense of the enormity
of the injustice that is the fault line in the
foundations of the market economy.

The process by which the burden is
heaped on the producers of wealth can be
exposed. Michael Hudson, using statistics
buried in the reports of bulletins published
by the Federal Reserve, the US central
bank, explain how bankers have replaced
the land magnates of old as the new
aristocracy. Once upon a time, tenants paid
rent for the use of land to landlords. Today,
the bulk of those rents are disguised as
interest and paid to the financial sector to
fund mortgages.

In the following chapters, I will explain
the way our lives are distorted because of
the way in which real estate income is
distributed in favour of the banking sector.
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Dr. Hudson, a professor of economics and
former Wall Street analyst, observes, for
example, that

property taxes no longer recover the land value being
created by public investment and prosperity. This
leaves property owners with a rising ‘free ride’ from
asset-price inflation. Property taxes used to be the
mainstay of state and local finances, accounting for
nearly two-thirds in 1930. But the tax burden has
been shifted steadily on to consumers and business.
This tax avoidance for real estate at the local level also
occurs at the federal level. ’

Coming to grips with the economics
of property is central to making sense of
turbulence in the markets. Excavating
the logic that underpins the distribution of
income in America, for example, explains
why so many wage-earners were lured by
the buy-to-let property mania in Britain.
This is how Dr. Hudson put it

Land-price gains ... far overshadow earned income.
These gains explain why property owners are able to
pay most of the rental value to bankers as interest:
the aim is not so much to earn current income but to
ride the crest of asset-price inflation and make a
capital gain on the site’s rising locational value.

7 Hudson (2008).
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For home owners, riding the crest of the
price rise is exhilarating. Then, the crash
comes, and the depression sets in as house
prices drop.

Where’s the Knowledge?

OURS IS NOow a knowledge-based econ-
omy. Why, then, is knowledge so imperfect
that huge losses are incurred which could
be avoided? Our case study is the way in
which banks fail to fulfil their obligations
to clients, by showing due diligence in their
money-making activities.

Banks are commercial enterprises. They
make money out of money. If they can gain
an advantage at your expense, they will do
so —if it’s not breaking the law. But money-
men constantly push out the boundaries
of what can be done with the aid of new
technologies and the latest schemes of
fortune seekers. That is why regulators
cannot catch up with current practices.
They cannot anticipate the particular form
taken by the next land-related financial
scam. By the time the penny’s dropped -
it’s too late.

There is little point in complaining about
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banks doing what the law permits them to
do, even if the result is anti-social. In fair-
ness, we need to judge them on the basis
of their own standards - the efficiency with
which they make profits from dealing in
cash and credit.

Losses at 10 banks
(January 2007 to April 2008): $bn

Citigroup 40.9
UBS 38.0
Merrill Lynch 31.7
Royal Bank of Scotland 17.3
Bank of America 14.9
Morgan Stanley 12.6
HSBC 12.4
JP Morgan Chase 9.7
IKB 9.1
Washington Mutual 8.3

The justification for liberalising the
financial sector in the 1980s was that
private enterprise — when released from
the leash of government control — becomes
more efficient. How do banks measure up
against this standard? The table provides a
sense of that sector’s performance in the
business cycle that followed the great
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liberalisation of their activities. In the 15
months between January 2007 and April
2008, 10 banks had to write down $195bn.
The knock-on effects, for shareholders,
were drastic. One British bank, HBOS, saw
its stock market capitalisation crash from
£40bn to under £18bn.

How can we explain this appalling entre-
preneurial record? Let’s assume, for argu-
ment’s sake, that bankers are economically
illiterate. Would that excuse their abysmal
failure to perform according to their own
propaganda? It is to this question that we
must now turn. Because if the bankers -
who are closest to what is happening in the
money markets - cannot know that an
explosion is in the making in their market,
we cannot expect politicians to know any
better. And if that is the case, my accus-
ation against the political class - that it
failed in its duty of care to citizens — must
be rejected.

¢ DURING THE Cold War, capitalists
claimed they were superior to com-
munists in producing wealth. Free
markets were more efficient at producing
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wealth than centrally planned economies.
True. But such arguments are no longer
valid. The USSR has now disappeared, but
China - a hybrid of communism and capit-
alism - is outgunning the Anglo-American
model.

Capitalism is a destroyer of wealth. The
gap between actual and potential output
widened, going into 2010. Goldman Sachs
economists estimate that the gap exceeds
10% of the trend measured in 2005. The
human cost: 31m people under- and un-
employed in the US (January 2010), and
nearly 3m people unemployed in the UK.
Someone needs to tell them why they are
barred from work. Eulogies on capitalism
won’t work: China’s growth rate is back
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The Repetitive
Syndrome

AN WE EXCUSE financiers for fail-
‘ ing to prepare for the panic that
swept through their banks in 2008?
Ignorance is no defence for what they
allowed to happen. The evidence is over-
whelming that, by showing due diligence,
they could have anticipated the crisis, and
protected their shareholders and savers.
Banks keep records of their dealings.
They have a corporate memory that
stretches back to their origins. And on the
simple principle of learning from exper-
ience, they can be expected to maximise
their shareholders’ value by avoiding the
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mistakes of the past. On that basis, the
capacity for banks to lose vast sums on a
cyclical basis is, frankly, criminal. Unless,
that is, there was some mechanism at
work, a form of selective amnesia, that
inhibited bankers from recalling what
happened just two decades ago. In the case
of Citigroup, it was a case of forgetting
what repeatedly happened over the course
of two centuries.

Citi became the world’s largest bank
with assets of $2.4 trillion,. In 2006, its
sales exceeded $96bn (£47bn), to 200m
customers scattered in 100 countries. Citi
had access to the best possible flow of
information about what was happening in
the global economy. But Citi had some-
thing that was even better than the infor-
mation coming in from its economists and
dealers in branches around the world. It
has an institutional pedigree that dates
back to 1812, when City Bank of New York
set up shop with $2m of capital. By 1865 its
name had changed to The National City
Bank of New York, eventually becoming
the largest American bank. By 1918, it was
the first US bank to hold assets exceeding
$1 billion, and it became the largest
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commercial bank in the world in 1929, the
year the world learnt that modernity came
at a price: Depression.

With that history, a prospective investor
could expect the management of this bank
to have some insight into the cyclical hist-
ory of booms and busts. Right? And that
they would not be caught out by the credit
crunch of 2007. Right?

Wrong.

In 2007, the bank began to lay off 17,000
employees to cut the losses arising from its
mishandling of money. In the final quarter
of 2007, Charles “Chuck” Prince III quit
as Chief Executive Officer after Citi
announced it had lost as much as $11bn as
a result of its deals in mortgages. Was this
a performance consistent with the claim
that free enterprise is more efficient than
a state-controlled economy? Western gov-
ernments have engaged in some terribly
wasteful projects — but few come anywhere
near matching the waste of resources on
the scale that we now see in the financial
sector alone.

According to William Mills, chief exec-
utive officer of Citigroup’s markets and
banking division in Europe, his employer
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had suffered “reputational damage” as a
result of its losses.! But did Citigroup
deserve its reputation? Was it gullible?
Ignorant of the ways of the property
market into which it has poured billions
over the decades, as loans to buyers of real
estate? Misinformed about trends in the
money markets? Could Citigroup retreat to
any of these excuses for the massive losses
it incurred? Let’s take a closer look at the
information at Citi’s disposal.

Reflect on the implications of the trends
displayed in the graph on page 71. This
chronicles the sale of public land from the
day that the federal government began to
privatise the continent’s real estate. Land
deals are the most sensitive monitor of an
economy’s health. They are the economy’s
cardiograph. Citibank, as it evolved
through the 19th century, lived through
every property boom since the first one
that led to recession in the early 1820s.

e The 19th century banking crises were
spiced with some of the most colourful
episodes of financial shenanigans,

1 Mills was giving evidence to the Treasury Committee
of the House of Commons on December 16, 2007.
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Graph 4:1 Cardiograph of the US Economy
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leaving their indelible marks on the
historical record.

¢ Citi Bank’s name survived mergers and
acquisitions such as the deal with Bank
Handlowy in 1870, Smith Barney in
1873, Banamex in 1884 and Salomon
Brothers in 1910. Today, Citicorp’s
signature building dominates New York
City’s skyline.

Citi had the information on booms and
busts in the real estate market in its
archives. This institutional memory gave it
the best possible preparation for the crisis
that would erupt at the beginning of the
21st century. Citi was uniquely placed to
ensure that it exited the mortgage market
with fat profits before America’s housing
cycle peaked in 2006. And yet, it walked
into the trap of its own making.

The tragedy for people who invested
their savings in the shares of Citigroup -
and the pensioners whose modest funds
were entrusted to it — is that they relied on
the prudence of their bank. Citi’s corporate
history, and its vaults, contained all the
clues that were needed to alert them to
the prospect of losses. Instead, the bank
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dissipated the capital of its shareholders.
Was this negligence? Didn’t it have a duty
of care to its clients? Was this a record of
carelessness, or idiocy? Or something
more sinister?

The Repetitive Syndrome

ECONOMISTS ARE accomplices (wittingly
or otherwise) in a social process to dupe
the man in the street. By process, I mean a
systematic pattern of behaviour, over time,
that has predictable outcomes. If my pro-
nouncement is harsh, I invite you to assess
my judgement after you have reviewed all
the evidence. Let’s look at the way huge
losses are inflicted on people which, with
a little attention to the detail, could be
avoided.

Some of the brightest brains in the world
are engaged in formulating complicated
mathematical and econometric models to
make sense out of the mass of information
that comes out of the markets. But they
seem to fail, time and again. And, some-
times, they fail spectacularly, even when
they have the most celebrated intellectuals
at their disposal. This was the case with
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Box 4:l

Casino Capitalism

Much of what passes for high finance is
more like the activities of the high street
bookmaker than the pin striped, bowler
hatted bankers of old. Investment funds
have become gambling institutions like the
casinos with their roulette wheels.
Churning the money makes some people
rich, but the business is old-fashioned
gambling.

When brokers talk about “trading” in
financial instruments, they are likely to be
telling you that they have placed bets on
whether shares are going up or down.
Creative language disguises their activities.
But punters betting on their favourites at
the local dog track would have little diffi-
culty in decoding what the financiers were
up to.

A “short-sell”’, for example, is a bet that
shares will fall. The intention is not to invest
in capital formation, to help enterprises

expand their productive capacities, create
>
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Box 4:l (contd)

jobs and sell products. It is not investing in
firms that are most likely to deliver the
highest profits by satisfying customers. It
is gambling on the vagaries of the stock
market.

The gambling fever reached down to
small-time punters like Joe Patterson from
Fulham, in southwest London. He bet
£2,500 that Citigroup shares would decline
in early 2008. He was correct, as luck
would have it (for him), and he made a
profit of £25,500 — a return of 1,020% on
his stake.*

There are differences between betting
on horses and betting on whether a share’s
price will go up or down, however. Other
people are not affected by a punter’s losses
at the race track. But when multi-billion
dollar hedge funds bet, they can move
markets and affect other people’s lives.

*  David Budworth, “How to make 1,000% in the
credit crunch”, Sunday Times, April 6, 2008.
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Long-Term Capital Management (LTCM),
which began operations in 1994 with a
billion dollars of investor’s capital. Two
founding directors were Myron Scholes
and Robert C. Merton, who shared the
1997 Nobel prize in economics. The com-
pany developed complex mathematical
models to deal in the markets. Surely with
their wizardry with numbers, money
would be made? Initial results were spec-
tacular: annualized returns of over 40%.
But there is an old English saying: Too
clever by half. In 1998, LTCM lost $4.6bn
and had to be rescued to prevent contagion
spreading in the money markets. It folded
two years later. If anyone doubted that
this was the era of casino capitalism (see
box 4:I), the arrival of hedge funds
should dispel any illusions about the
public service ethos of the modern banking
sector.

If economists are gifted with luminous
intellect, why is it that they fail so spectac-
ularly, so regularly? As savers, we gener-
ally want to minimise the risks attached to
our savings. We know that the highest
returns are associated with the greatest
risks. Exercising the choice between
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low-return security and the high risk asso-
ciated with jackpot dividends ought to be
based on the fullest possible information.
Unfortunately, much of the information is
available, but is being withheld. What
could possibly be the motive?

The financial crises that wipe out
people’s savings recur so regularly that we
can diagnose a repetitive syndrome in the
economic system. That syndrome, how-
ever, is ignored in the mainstream econ-
omic literature. Could the reason be to do
with the fact that it is related to real estate?
Reach your conclusion, after reviewing the
historical trends and asking yourself:
why don’t governments take this pattern of
behaviour into account when they formu-
late their policies?

Take another look at the graph on page
71. You see a pattern of land deals which
conforms to a cycle of activity that lasts for
an average of 18 years. Using this cycle as
a clue, I investigated whether there were
similar patterns traced in other modern
economies around the world. I chose cul-
turally diverse and geographically separ-
ated countries such as the UK, Japan in the
Far East and Australia in the southern
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hemisphere. The similarities were un-
canny. Based on that historical evidence,
which I published in 1983, I was able to
anticipate the recession of 1992.% If I could
do it, so could the economists at Citi.

The trends revealed by the sale of pub-
lic land can be cross-checked against the
value of land from the 1830s to the restor-
ation of economic “normality” after World
War 2. The data in Graph 4:II is drawn
from the land market in Chicago, collated
and analysed by Homer Hoyt.? The two
exceptions to the cyclical pattern are due
to the dislocations caused by the explosive
impact of two world wars. Otherwise, the
trends conformed to the pattern thrown up
by the sale of federal land in the 19th cent-
ury. The Chicago cycles are a good proxy
for what happened in local land markets
throughout the US over the decades from
the 1830s to the 1950s.

The 18-year cycles re-established
themselves in 1955. The cycle that began
in 1992 (see Graph 4:1II) meant that the US

2 Harrison (1983).

3 Hoyt (1933, 1966). For an account of Hoyt’s land
speculation activities in the postwar years, see
Harrison (1983).
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Graph 4:1l
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housing market would peak — with a high
degree of predictability — in 2006. This
US cycle was now locked into the global
property cycle. By comparing the trends in
the major markets, [ was able to predict, 10
years before the credit crunch of 2007, that
the characteristic crisis in real estate would
be diffused throughout the world economy.
And the clues to understanding the crisis
were to be found in the land market.
Speculation in land and the downturn in
the economy - historically, these were like
Siamese twins.

The two events will not be coincidental: the peak in
land prices not merely signalling the looming reces-
sion but being the primary cause of it.*

Ten-year forecasts offering such pre-
cision are not available from any other
analyst. They were based on the common
sense reading of history linked to time-
tested classical economic theory which
directed me to the relevant clues.

Now that housing markets around the
world have toppled, we need to answer the
question that I posed in 1997: “Why can’t

4 Harrison (1997: 27).
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we prepare for this tragedy?” A left-wing
historian like Eric Hobsbawm claims that
economic instability cannot be explained,
and therefore cannot be anticipated.
Hobsbawm asserts that “we may have to
wait for some years before the economists
are able to use the historians’ ultimate
weapon, hindsight, to find a persuasive
explanation”.’

Economists fare no better. One of them,
Nobel laureate Joseph Stiglitz, offered his
pronouncements with the authority of the
mighty western political and financial
agencies behind him. He served as
Chairman of President Bill Clinton’s
Council of Economic Advisors, and moved
to the World Bank as Chief Economist in
1997. At about the time when I published
my 10-year forecast of the next market
crisis, Stiglitz pronounced:

There is no higher likelihood that we will enter a
recession in the near future than there is at any other
time. In fact, quite the contrary ... we don’t have any
inflationary pressures right now, so | don’t see any
potential for a downturn.?

5 Hobsbawm (1994: 404).
6 Stiglitz (1997: 34).
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But from 1997 the “inflationary pres-
sures” were already building up in the
housing market. The data available to me
was also at the disposal of Joseph Stiglitz.
People are not interested in forecasts that
tell them what is in front of their noses.
They want the best possible information
about the future. Stiglitz, who has no axe
to grind, had access to all the tools in the
economist’s Kit. By offering a benign out-
look, back in 1997, he helped to foster the
climate of reassurances that caused gov-
ernments — and private investors - to drop
their guard at just the point in the business
cycle when the property speculators and
bankers began to dig their claws into
people’s pockets ...

Blame Game: America

HUNDREDS OF THOUSANDS of America’s
families lost their homes as the crunch on
their household budgets squeezed them
into bankruptcy.

The biggest losers took out mortgages
which they could not afford. But the victims
also included investors who expected cap-
ital gains from trading in exotic financial
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packages that contained mortgages. When
these flopped in 2007, many investors
decided to sue the companies that had
placed their funds at risk by investing in
sub-prime mortgages. Who was respons-
ible for the grotesque waste of people’s
wealth?

Ben Bernanke, who succeeded Alan
Greenspan as Chairman of the Federal
Reserve, turned a blind eye on the funda-
mental cause. Instead, he shifted the blame
on to the shysters who mis-sold mortgages
to low-income people.

Unfair and deceptive acts and practices hurt not just
borrowers and their families, but entire communities,
and, indeed, the economy as a whole. They have no
place in our mortgage system.”

Bernanke was desperately trying to
reassure people that, never again, would
dodgy financial practices be allowed in
America. The public was once again being
duped. The Federal Reserve wanted to
limit the damage. Damage, that is, to its

7 Bernanke’s testimony was to Federal Reserve Gover-
nors at a meeting on December 18, 2007, when, for
the first time in history, TV cameras were admitted to
such meetings.
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reputation as the regulatory agency that
was supposed to protect small-time savers
from falling into the clutches of big-time
fraudsters.

None of the reforms proposed by the Fed
is capable of preventing a repeat of the
financial practices that have been exposed,
and which will be repeated in the years
leading up to 2024. That is because nearly
every speculative land boom is associated
with scams in which a few crooks cream
the froth off the top of the property bubble.

In the 1980s, savers discovered that
their money had been fraudulently milked
by crooks in the savings and loan (S&L)
sector. That episode cost America’s tax-
payers something like $500bn.

What happened during the early years
of the 21st century was a variation on the
old theme. Morally challenged individuals
will exploit every opportunity. This time,
the cyclical return to fat profits from land
speculation was the bait with which to lure
the gullible into signing contracts and
parting with their money.

The middle-men pocketed their fees and
passed on the mortgages to the banks. The
banks, in turn, re-sold the mortgages as
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investments to pension funds and insur-
ance companies. The risk was intentionally
shifted on to others. But the chickens came
home to roost. When property prices hit
their peak in 2006, the defaults on mort-
gage repayments revealed that many
houses were constructed on financial
quicksand. The banks could not trust the
value of the collateral offered by other
banks that wanted to borrow their money.
So they all fell victim to yet another land
market-led crisis. And there is nothing that
the Federal Reserve can do to prevent
similar financial scams in the future. The
rules of the economic game, which legit-
imise windfall gains from land, inspire
crooks to search for the huge holes in the
regulatory system. This is not a conspiracy
theory of mine: it is prescribed by the laws
and institutions that were adopted to
define the market economy.

Blame Game: Britain

IN THE SUMMER of 2007, Britain witnessed
the first run on a bank in 140 years. People
queued outside branches of Northern Rock
to get their money out before disaster
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befell the nation’s fifth largest mortgage-
granting institution.

No-one in authority saw this disaster
coming. They ought to have taken pre-
emptive action, because that was their job.
They were paid handsome salaries to tell
the public the truth. That was their remit.
Their responsibility was to expose the
risks. They failed. One of them was
Mervyn King.

When the Governor of the Bank of
England was quizzed by MPs in the House
of Commons, he placed responsibility for
the financial crisis on people’s greed. Once
again, human nature - not faulty laws -
were blamed for the financial cardiac
arrest that caused investment banks to
seize up.

According to King, in his evidence to the
parliamentarians, the credit crisis was
the result of “human nature and the wish
to get higher returns ... some people call it
greed”.* Such an explanation is conven-
ient, because it relieves the custodians of
High Finance of responsibility for catastro-
phes like the credit crunch. For, as King

8 Conway (2007).
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volunteered: “I don’t think you can regu-
late against human nature.”

This was disingenuous testimony. I do
not deny that King believed it, so in that
sense he was not lying. But the evidence
was available to him and his battery of
economists at the Bank of England that
Britain’s toxic sub-prime mortgages were
polluting the financial sector, exposing it to
a level of risk that would one day result in
a financial implosion.

But even if the backroom economists at
the Bank of England were snoozing, the
archivists could have sent a memo to the
Governor reminding him that previous
property booms were linked to banking
crises. Alarms bells would have rung in Mr.
King’s ears. After all, he was old enough to
remember the “secondary banking” crisis
which shook the financial system in the
early 1970s in the run-up to the recession
of 1974, and the financial lifeboat oper-
ation that was launched to restore order to
the banking sector.

But if the historical evidence was not
persuasive to the Governor, there was still
no excuse for the level of incompetence
that allowed the financiers to put people’s
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pensions at risk. For in 2005, I issued this
warning (on page 181 of Boom Bust): “The
regulatory authorities lost track of this
debt mountain, because it was quickly
repackaged in new financial instruments
and sold to institutions.”

The bankers coined fancy terms like
collateralised debt obligations and secur-
itised investment vehicles. These terms
were crafted to deceive. Understanding the
implications of such tactics was the busi-
ness of the Bank of England, the Financial
Services Authority (FSA) in the UK, and
the regulatory authorities in the USA.

It was also the job of the IMF to spot the
risky trends and to broadcast warnings, so
that investors could choose their level of
preferred risk. Instead, the IMF misled
people by stating that the world’s banking
system was in rude health.

None of these agencies did its job. They
could have warned people, because the
information was in the public domain. Yet,
they remained silent, allowing pensioners
to tie up their funds in ways that would
cost them dearly.

Bankers like to embellish their activities
by persuading themselves — and others —
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that they sell products. But there is one
major difference between a product sold
by a financial institution and a product
purchased from a store on Main Street. In
the latter case, if the goods are faulty you
can return them to the store and obtain a
replacement — or your money back. That is
your statutory right. In the case of faulty
“products” purchased from bankers - if the
law was not broken, then once your
money'’s gone, it’s gone.’

/™ A BLANKET of silence is wrapped
around the role of builders in the
boom that drove the bust. Nothing
about greedy “banking” directors of con-
struction companies - they made fortunes
out of land banks. Convenient for ideo-
logists who want to preserve a crippled
market economy, but a problem for fam-
ilies that want affordable homes. First and
foremost, builders are land speculators.
Their biggest returns are from tracts they
buy before planning permission is granted.

9 Governments do offer some insurance against losses,
up to a ceiling; but this protection only applies when
a bank is forced to close down.
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Buildings are stuck up to release windfall
gains from land. The interests of buyers
are incidental. That’s why inner cities were
blighted with buy-to-let apartment blocks.
These were the cost effective way of
squeezing the last penny out of the land
market, equivalent to bankers’ sub-prime
mortgages.

Now, builders are forced to construct
family dwellings. One of them is Redrow,
whose founder, Steve Morgan, came out of
retirement to condemn the properties built
in the last decade as “more at home in
Stalingrad”. Morgan appeals for govern-
ment help to ease the land market because
owners are not selling. “Vendors perceive
[land] to be cheap at the moment, so they
won't sell”.'’ It’s called land speculation.
And that’s something builders don’t want
to deter.

10 Hammond (2010).
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The Economnic
Black Box

RITISH AIRWAYsS flight O38 from
B Beijing lost power as it approached
Heathrow on January 17, 2008. The
pilot was forced to belly-flop the Boeing on
the grass verge besides the runway. What
had gone wrong? Investigators could
recover the answers from the flight deck’s
black box. Lessons would be learnt. The
crews and engineers need the best data on
the performance of all the working parts of
the aircraft. We don’t allow airline pilots to
fly blind.
When the economy belly-flops and
people lose their jobs, economists do not

95



retrieve information from their black box.
Vital data about what went wrong is not
made available to government. So reme-
dial policies are not developed to avoid
similar events in the future. Lessons can-
not be learnt. In economics, the black box
does not exist. In its place, there is a black
hole.

In practice, there is a blackout as effec-
tive as when London turned off the lights
to confuse Luftwaffe bombers searching
for their targets in World War II. This is a
serious charge indeed. I allege that govern-
ments and their advisors fail to hold pene-
trating inquests to reveal why the economy
crashed. I claim that vital information is
hidden below the radar screen of the
analysts.

Blind Men Walking

IN 2008, Britain entered the period of fin-
ancial volatility with a leader who turned a
blind eye to the emerging crisis.

Gordon Brown and his chancellor,
Alistair Darling, agreed on the mantra:
Britain was in good shape and could survive
the turbulence under their stewardship.
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The trouble originated in the US, and they
would ensure that problems with Northern
Rock did not “spread across the rest of the
economy”.

The subliminal message to the public:
Northern Rock’s difficulties were exclu-
sively the doing of a poor management
team; and foreigners were (somehow)
responsible for the downturn in the UK
housing market in the winter of 2007/8.

This denial of reality endangered the
British economy. With the government’s
eyes turned to what was happening
beyond its shores, political leaders were
unprepared for the pressures surfacing
from within the UK.

With the best will in the world, it is
not possible to excuse Gordon Brown.
He spent 10 years as Chancellor of the
Exchequer. Brown then selected Alistair
Darling as his successor, and the two
neighbours stood shoulder-to-shoulder as
the financial markets started to cave in
during the summer of 2007. They main-
tained the fiction that the turbulence that
was emerging in Britain was exclusively
the fault of Florida land speculators, or
brokers who mis-sold mortgages to low
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income families in Cleveland, Ohio.
Brown and Darling could not bring
themselves to admit the truth. The British
economy was savagely exposed to
home-grown instability. An astronomical
national debt had been allowed to accum-
ulate.

The two Downing Street neighbours
defended their claim that there was no
sub-prime problem in Britain. They ignored
the facts that were plain to people on the
ground. The evidence included dubious
business practices, such as the collusion of
mortgage banks with brokers to encourage
people to self-certify their incomes. This
enabled people to borrow more than they
could afford, given their salaries and debts,
and to borrow more than 100% of the value
of the properties they were purchasing. On
April 19, 2008, the Financial Times pub-
lished a map of Britain’s sub-prime hot-
spots. Newport, in South Wales, topped the
list of toxic mortgages, with over 10% of
loans to home-buyers with “a chequered
credit history — making it the sub-prime

” 1

capital of Britain”.

1 O’Doherty (2008).
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The UK housing market was turning
down because the government failed to
adopt the counter-cyclical measures that I
had identified for it 10 years earlier, in
1997.

The Celtic Tiger’s Roar

WE SHALL TEST this allegation in relation
to Ireland, which some commentators
claim as one of the major success stories
of the last business cycle. The so-called
Celtic Tiger did turn a handful of its citi-
zens into helicopter lifestyle billionaires
who made their money out of property.
Then the property market crashed in 2007
and people started to lose their homes.

I was invited to analyse the economy at
a public lecture in Trinity College, Dublin
on March 11, 2008. I wanted to offer my
interpretation of the careering economy
based on an examination of trends in their
property market. An explanation was nec-
essary because, according to the headline
in the Irish Times, “Repossession of house
orders up 50% last year”.

2 Gartland (2008).
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Could the escalating tragedy have some-
thing to do with an out-of-control land
market? Had prices been driven to insup-
portable heights, dooming the house of
cards to collapse? To make sense of what
was happening, I needed the statistics
on land prices. There were none. On my
behalf, my colleague Konrad Dechant
contacted government, statistical agencies,
academic institutions and property dealers.
He drew a blank: such information was not
collated by Ireland’s economic “pilots” (see
box opposite).

How was an investor supposed to make
rational decisions without the data on one
of the three factors of production? How
could the pricing mechanism work prop-
erly if transactions were compromised by
this huge void in information? How could
government formulate efficient policies if
it suffered from such myopia?

Efficiency is not the name of the game.
This claim offends the official doctrine,
that the capitalist economy is dedicated to
delivering efficient outcomes. But if there
is an information blackout on one of the
components of the economic mechanism,
the system must necessarily be inefficient.
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Box 5:1

Ireland:
Mystery of the Missing
Land Data

To analyse trends in the property market,
data on land prices over the business cycle
was sought from the:

e Construction Industry Federation

e Economic and Social Research
Institute

® Society of Chartered Surveyors

e Central Bank and Financial
Services Authority of Ireland

® Department of the Environment,
Heritage & Local Government

® Property Registration Agency

® Lisney, a leading real estate agency

None of these had information on the land
of Ireland, and its value.
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That left one vital question: was the black-
out intended to camouflage activities that
were against our interests?

The erasure of vital information is not an
oversight on the part of government or
scholars who specialise in the economy,
or even the data-collecting agencies that
are funded by taxpayers. The information
void has to be deliberate. There is no other
way to account for this fact, in what is
supposed to be a rational, science-based
society.

But there is an issue beyond the statis-
tics which, no matter how exhaustively
collated, are meaningless if they cannot be
sensibly interpreted. To be meaningful,
data must be crunched through theories
that explain what is happening. I claim that
the capitalist economy is structured to
prevent people from gaining that compre-
hensive understanding.

Historically, it was necessary to distract
our minds from deeds that offended
people’s sense of justice. To ingrain an
amnesia of what had transpired, selective-
ly targeted to camouflage the important
turning points in the history of the quality
of life in the population, important bits of
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data were excluded or collated imperfectly
by national census and auditing agencies.

Am I paranoid? Only if I cannot offer a
rational account of strange distortions to
economic knowledge.

My thesis is as follows. The perversion
of economic knowledge was necessary if
the privileges of the class that hijacked the
community’s income — the revenue paid to
government — were to be protected. What
is the evidence to support this allegation?

The pricing mechanism, which registers
what we pay for goods and services in
the markets, as a result of the interplay of
supply and demand, is the conduit for
information that enables the economy to
function. Prices are supposed to integrate
all the factors of production (land, labour
and capital) in combinations that result in
the best rewards for all participants. That
is the theory; and that’s what would
happen, if the pricing mechanism worked
efficiently. But close examination of that
mechanism reveals something profoundly
disturbing.

We make decisions to “balance the
books” — whether our household budgets
or, through our political representatives,
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Box 5:11

The Rent Revenue
Rip-off

Frim 1066 (when William conquered
England) through to the I5th century, the
bulk of public spending was funded out of
the rents of the kingdom. Military defence,
law and order and the upkeep of the
Crown were costs placed on land, which
was the natural source of revenue. Rent is
the economy’s surplus income, in the sense
that it is what is left over after paying for the
costs of labour and capital.

Then, in the |6th century, monarchs
changed the rules of land ownership. They
plundered the kingdom’s rents for personal
aggrandisement. The feudal class — barons
and knights — got in on the act, to pocket
the rents for their private use. Moving
swiftly onwards, the aristocracy took con-
trol of tax policy in Parliament in the |7th
century. Surprise, surprise! They invented
new kinds of taxes to levy on people’s
wages, so that the public services were not
funded out of “their” rents. >
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Box 5:ll (conta)

Land Rent
as % of National Revenue
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Today, a trivial sum is raised from rent,
while the burden of taxes falls on people on
the lowest incomes.

The data in the chart is taken from a
speech in the House of Commons by
Richard Cobden in 1842, when only about
4% of the state’s revenue was raised from
land.
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the nation’s books. If the pricing mech-
anism is efficient, as rational people we
would, indeed, balance the books.

But the pricing mechanism includes
what we pay for goods and services
provided by the public sector. We pay taxes
for what economists call the “public goods”
provided by government. To achieve the
best outcomes, the two mechanisms in
the public and private sectors need to be
complementary. A rational society would
operate with a single pricing mechanism,
not two competing systems. To avoid a
split between our private and public
selves, we need a financial system that is
balanced and works smoothly. The pricing
mechanism must function as an organic
whole.

But we have inherited a pricing mech-
anism that disturbs our lives. Prices in the
private markets are out of kilter with the
prices (taxes) charged for public services.
To understand why this is so, we need to
identify the beneficiaries of this unholy
mess. We begin to fathom the dynamics of
this system when we clarify the motives
behind certain forms of behaviour in the
money markets which appear to be
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psychotic in character. Is there a rationale
behind them that escapes notice?

The Sub-prime Butchers

A PSYCHOSIS is the generic term for a
mental state that reveals itself as a “loss of
contact with reality”. If our culture suffers
from such a condition, we are continuously
exposed to dangers which - as rational
individuals — we would prefer to avoid. An
analogy, leading to one example of a social
psychosis, will help us to understand why
modern society exists in a state of contin-
uous instability.

Suppose your neighbour was the
proprietor of the local butcher’s shop.
Over the garden fence, one day, he tells
you that he has received a consignment of
contaminated meat from his suppliers.
Ordinarily, that meat would be condemned
by the health inspectors. He, however, has
a clever idea. If he mixed the consignment
with wholesome meat, grounds the lot
up and sells it as sausages, the risk of
someone becoming ill is reduced. After all,
the dose of toxic meat would be spread
among many more people, so the risk of
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infection by any one individual would be
lower.

What would your reaction be to this
ruse? As a public spirited citizen, you
would report the butcher to the health
authorities. How dare he put people’s
health at risk to maximise his profit?

In economics, however, so disturbed is
our thinking that we celebrated the finan-
cial butchers who packaged rotten deals
with prime cuts. That happened in the US
money markets in the decade up to 2007.
Brokers and banks advanced mortgages to
borrowers who could not afford the repay-
ments. They knew these people were bad
risks, and that one day they would default
on their mortgage repayments — and that
would mean their homes would be repos-
sessed. And yet, despite knowing that the
mortgages were extremely risky deals,
the money-lenders went ahead with them,
then packaged them up with good mort-
gages and sold them to pension funds. Was
this not psychopathic behaviour?

Psychopathy describes chronic immoral
and antisocial behaviour. The comparison
between psychopathic tendencies and the
actions of people engaged in making
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money from money is compelling.
Systematically luring people into borrow-
ing money which they cannot afford to
repay, and then offloading the risks onto
innocent people in other countries,
matches the definition of “immoral” and
“antisocial”.

These sophisticated financiers lost no
sleep as they rolled up the high risk mort-
gages (the sub-prime loans) with cuts of
high-grade mortgages, and packaged them
into financial sausages called “collateral
debt obligations”. These CDOs “spread the
risk”. If sub-prime borrowers defaulted,
the losses would be shared by others. The
result would be financial paralysis in
the world’s banking system as the malaise
mounted by the month as the global
system seized up in the autumn of 2008.

Unwary purchasers of the financial
sausages ought to have been alerted. The
bankers thought they were being smart.
They off-loaded the toxic packages of debt
to banks in countries like Germany which
did not engage in such practices. So when
the US housing market peaked in 2006,
many people were hurt by the dodgy deals.
The trust on which the banking sector
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relies evaporated. Banks refused to trade
in the securities, because there was no way
of knowing who held the toxic mortgages
which had been minced up in financial
sausages. The pricing mechanism ground
to a halt, because of the actions of the
financial wizards who were detached from
the psychological state of reality.

What blinded the moneymen? What
compromised the flow of information
within the economic system? Can we really
trace the financial psychosis back to a per-
version of economics as a social science?

Pock-marked Towns and Cities

THE TOXIC financial sausages were a sur-
real copy of an earlier variety of similarly
toxic deals. Mason Gaffney, the renegade
professor of economics who teaches at the
University of California (Riverside), has
made a life-long study of the way the land
market was perverted, turned into a toxic
dump for the fortune seeker’s benefit.

As a student, Gaffney failed to court the
approval of the supervisors of his doctoral
thesis. His dissertation revealed how
America’s embryonic communities were
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distorted by property rights and taxes,
which caused urban sprawl. He did not
invent a new economic theory. He worked
with the classical concepts derived from
the works of Adam Smith and David
Ricardo. They led him to distasteful con-
clusions about America’s “free markets”.

Growing up in Illinois, in the interwar
depression years, Gaffney observed how
towns were pockmarked with toxic land
deals. Sprawling towns reduced the
returns on the capital invested in their
streets. Why was that scarce capital spread
out so thinly over extensive areas, instead
of being invested in compact cities to
generate the highest returns? Gaffney dis-
covered that some of his profession’s lum-
inaries had redefined the concepts of land
and rent. The outcome was an acceptance
of the waste of resources. He saw through
that agenda, and insisted on spelling out
the facts in his doctoral thesis.?

Land speculation was the driving force
behind this process. As prices rose, specu-
lators made windfall capital gains from
buying and selling land. The speculators

3 Gaffney (1956: 108).
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borrowed more and more money, to break
up farm fields into sites that could be
developed for housing or commercial use.
Latecomers convinced themselves that, if
they bought those sites, they could “flip”
(immediately resell) them at an even
higher price. And so avarice overcomes
common sense.

This was not a rational market economy
in action. The speculators were not making
decisions based on people’s needs. Their
creed was greed. Resources were not allo-
cated efficiently. But this failure was not
due to the psychological failings of a few
individuals. People en masse were receiv-
ing signals that directed them to commit
resources that spread the investment of
capital far and wide. Consequently, capital
invested in public services (like highways
and energy utilities) were over-supplied in
thinly-populated areas, and under-supplied
in densely-populated areas. The social
costs were debilitating, but they were
camouflaged by a rationale that legitimised
the behaviour. The doctrine that concealed
this reality was exposed by Gaffney in The
Corruption of Economics.

For the rest of his teaching life, Gaffney
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insisted on explaining to his students that
the pricing mechanism was defective. The
problem was not with market prices, per
se, but with government policies. So-called
market failures - such as the wasteful use
of land — were the result of a public pricing
mechanism (taxation) that was biased in
favour of land speculators and against
wage-earners.

Waste in the economy is on a grand
scale. Gaffney emphasised the under-use
of capital locked up in infrastructure.
This investment was spread over large
expanses to support land speculators
rather than the consumption needs of
urban dwellers in compact communities.
The under-use of capital invested in a
locality meant it was over-invested; which
was inevitably at the expense of general
living standards. The capitalist economy
was a dysfunctional system geared to the
capital gains sought by land speculators.

Such manifestations of social psychoses
erupted in the bouts of speculative mania
that regularly devastated America. Bank
failures were an integral consequence as
property bubbles. What Gaffney wrote 50
years ago in his doctoral thesis resonates
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today as whole communities in America
implode, as families lose their homes and
neighbourhoods are boarded up. He wrote:
“The cumulative effect of all these factors
can be devastating, leading to the grasping
for liquidity and security, the general
chaos, disintegration and demoralisation
of inter-dependent economic relations that
is a depression.”*

As with its financial manifestation, in
which sub-prime mortgages were jumbled
up with AAA mortgages, the communities
of America were constructed so that sub-
prime lots were jumbled up inside the
dynamic urban fabric to create a toxic mix-
ture of tenures. Gaffney was unremitting in
his criticism of the laws and institutions
that fostered such outcomes. He persist-
ently exposed the agencies that skewed the
information and tolerated the illegal under-
assessment of land values and the mis-
definition of titles to protect owners from
their tax obligations.

Someone had to pay. Wage-earners bore
the brunt of the brutal tactics of the US tax
authority, the Internal Revenue Service

4 Gaffney (1956: 115).
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(IRS). People who tried to survive by
getting round the tax rules were exposed
as cheats and even criminal. The IRS used
all the brutal tools of an intolerant state
agency, spying on citizens and hiring
informers to hound them into paying
taxes.

The Chicago Boys

AN ECONOMY driven by land speculation
rests on a foundation of unreality. This
brand of economics is taught in univer-
sities. A leading exponent is known as the
Chicago School, which came under Mason
Gaffney’s forensic scrutiny.’

Gaffney uses the prism of the three-
factor model (land, labour and capital) to
analyse behaviour in the markets. He
applied this model at a conference in
Chicago, in 1985, when he reviewed the
history of banking crises. From his per-
spective, the major cause of recessions was
land speculation. Because of the practices
authorised in America, land values are the
medium for a vicious cycle in the money

5 Gaffney (1985: 5). For access to Gaffney’s articles, go
to http://www.masongaffney.org/.
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markets. It starts like this. Banks extend
credit to the owners of land; the owners
then “monetize” those values, by borrow-
ing against a rise in house values; this
upward twist in land - not house - value,
then encourages banks to increase further
the credit advanced to the property sector,
and so on. The end result, time and again,
is a “bubble” in the land market. People
trapped in the pursuit of capital gains
naturally want prices to continue rising.
Their deals cause the bubble to continue
inflating ... they do not think about the
risks of the recessions that always follow a
housing bubble, the pricking of which is
followed by mass unemployment.
Gaffney’s analysis rests on the claim that
the driving forces that cause booms and
busts emerge out of the market economy
itself. This undermines the integrity of the
doctrine of property rights and public
finance favoured by the Chicago School.
To distract people from the facts, it has to
offer straw villains. Milton Friedman and
his co-author, Anna Schwartz, came up
with that villain in A Monetary History of
the United States, one of the sacred texts
of the Chicago School. If the repetitive
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syndrome of booms and busts was not due
to property rights, blame had to be attrib-
uted to fallible individuals. They picked on
the personality quirks of the governors of
America’s central bank, who regulated the
money supply. Thus, the waves of bank
bankruptcies were attributed to the foibles
of a few men in the Fed!

Now turn to the banking crisis of the
new millennium. Who was to blame for
the credit crunch that destroyed hundreds
of billions of dollars of shareholders invest-
ments, and the savings of pensioners? Who
was culpable for the drop in the wealth
held by American households of $533bn
(E265bn) by the end of 2007?° This per-
sonal tragedy and systemic crisis could not
be the pre-programmed outcome of a mis-
aligned set of property rights and prices,
according to the Chicago School. So
Professor Anna Schwartz, the surviving
member of the duo, claimed:

There never would have been a sub-prime mortgage
crisis if the Fed had been alert. This is something Alan
Greenspan must answer for.”

6 The estimate was by the US Federal Reserve. Guha
(2008).
7 Evans-Pritchard (2008).
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(7 WHEN THE ECONOMY went belly-up
f in 2008, Britain’s Office for National
Statistics reviewed their failure.
Government agencies had been respons-
ible for reckless misinformation. The
ONS study® contains nothing enlightening
about property prices — the most sensitive
indicator.

As residential land prices headed for
their peak in 2007, I contacted the econ-
omists who prepare the Valuation Office
Agency’s forecast. They were predicting
strong land price rises to July 2012
(graph). Their mathematical methodology
(they insisted) was state-of-the-art.
Forecasts were not modified until, myster-
iously, the graph disappeared from the
VO website in July 2008. Land prices had
collapsed (-16% in the six months to July
’08, -20% [Jan ’09], and -11% [July ’09]).
They did the maths, but didn’t see the
collision coming. Japan has the best land
price stats., but fails to use them properly;
instead, relying on GDP data which led to
farcical forecasts in 2009.

8 Simkins et al (2010).
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_6_

The Politics
off Spllit
Personalities

HE POPULAR VIEW that politicians

I are self-serving rascals and liars is

not fair. As private citizens, the
majority of them are sincere in wanting to
help others. So why would I accuse those
who serve in Her Majesty’s Treasury as
either myopic, or ignorant or dissemblers
of the truth?

The gentleman whom I shall spotlight is
not singled out because he is the worst of
the bunch. He just happened to be the
incumbent of that Whitehall bureaucracy -
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which exercises the power of death over
tens of thousands of people in Britain
every year — when I challenged him over
his claim to be a fair-minded spender of
other people’s money.

As I sat through a speech by Alistair
Darling, I asked myself: what would a fair-
minded citizen think, listening to the
Chancellor of the Exchequer?

“I came into politics because of my sense
of fairness,” he insisted. Repeatedly. He
wanted a “fair and more open society”.!
Don’t we all? The difference is that, as
Chancellor, Darling could contribute more
to the fairness agenda that most citizens.
As I listened to him, I recalled the testi-
mony of the late Dr. George Miller. He was
a member of Britain’s prestigious Medical
Research Council’s Senior Clinical Scien-
tific Staff, and Professor of Epidemiology
at one of London University’s colleges. At
my request, he wrote a report explaining
why about 50,000 people in England and
Wales alone died prematurely every year —
losing up to nine years of life — from causes
that could be traced to the social and

1 Darling (2008).
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economic havoc wreaked by the govern-
ment’s archaic way of collecting taxes.?
Where was the fairness for them?

So after Darling had proclaimed his
commitment to fairness, I asked him a
question.

How could the Treasury possibly know if
it was meeting his test of fairness?

I pointed out to him that the Treasury
did not measure the “deadweight losses”
which it inflicted on people with its
taxes. So if the Treasury did not know - or
disclose to the public — how much damage
it was doing, through the way it raised
revenue, how could he be sure that his
spending policies delivered a net gain for
society?

Darling avoided my question. If one of
the goals of a democratic government is
openness, why doesn’t the Treasury calcu-
late and publish estimates of the damage
its policies inflict on us?

Darling wanted to discuss his alternative
test: “Fairness is something you know
when you see it ... it’s about making sure
that everybody has the opportunity to do

2 Miller (2003).
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the best they can, not being held back
because they can’t get to work or get
decent housing; it’s about giving people
opportunity, making sure they have all the
chances you and I might take for granted.”
That sounds reasonable, but when you turn
the spotlight on this Sensory Test, you
realise that there is something deadly
wrong with it.

The Sensory Test works well from the
grandstand of a football stadium. When a
soccer player kicks his opponent - that is
popularly perceived as not fair play. If you
saw a child walking down the street with
holes in the soles of his shoes, emaciated
from hunger, while the filthy rich ride by
in their smart carriages — there is some-
thing self-evidently offensive to a normal
person’s sense of fairness about a com-
munity that tolerates this.

But the Sensory Test does not work
when we are dealing with a government
that spends billions of taxpayers’ money
on capital intensive infrastructure projects.
In the complex economy, the winners and
losers are not standing in street queues
waiting to be counted. They are scattered
far and wide, and hidden behind layers of
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laws and practices that were concocted to
hide the effects on them. The only way to
discover whether government is favouring
one section of society against another is to
follow the money trail. That is possible
only if objective measures are employed
to calculate the economic impact of tax
policies. But the state does not encourage
such policies. Therefore, it is not possible
to audit the outcomes of its alternative
policies.

Alistair Darling is the archetype of an
honest person who is institutionalised
into a political straightjacket. He does not
intend to seriously mislead the public
when he flies the Flag of Fairness.
Sentimentally, politicians like him would
like to be fair; but as stewards of a system
that actively discourages such sentiments,
they are compromised. It takes a man of
the strength of character of a Winston S.
Churchill to buck the system.?

3 For Churchill’s speeches advocating the policy that is
elaborated in the final chapter, see Churchill (1970).
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A Princely Ransom

FAIRNESS IS NOT what our society is
about. The laws are dedicated to delivering
an unfair outcome.

The tear-jerking statistics on poverty
and inequality are piled up high on the
shelves of government agencies. That
poverty is not the result of human nature
(indolence of the poor, for example). But
no-one knows what to do about the per-
sistence of incomes so inadequate that
millions of families could not exist without
the subsidies transferred from other
people’s pockets. The people who are
called the “core poor” live lives which are
“income poor, materially deprived and
subjectively poor”. This contrasts with
the 6% (in Britain) who are classed as
“exclusively wealthy” — a category defined
as people with “sufficient wealth to
exclude themselves from the norms of
society”.*

But what is the mechanism that delivers
this outcome? Politicians and social scien-
tists have a tick-box list of descriptions of

4 Thomas and Dorling (2007: 290).
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poverty, but not one satisfactory explan-
ation for its persistence. The story of
Britain’s two princes, William and Harry,
tells us all we need to know about the
dynamics of poverty and inequality.

Charles, Prince of Wales, is a major land
owner. He decided to raise £6m from the
sale of 10 acres. This fund would provide
the income needed to finance the passions
of his two sons — playing polo and travel-
ling the world. The money would come
from families who purchased homes on
land sold by the Duchy of Cornwall, the
estate that built the king-in-waiting’s
favourite village of Poundbury in Dorset-
shire.” Out of those funds would flow the
income for Princes William and Harry, to
secure their standing in society.

It was the trick that the aristocracy
learnt long ago: privatise the land of the
kingdom, lock it into the permanent own-
ership of the family, and secure freedom
from having to work for a living. Instead,
it was polo and politics all the way!

What is fair about that arrangement,
when the majority of people of Britain

5 Hellen (2002).
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cannot inherit any part of the land of their
birth?

A fair deal is one in which people can
earn their living without barriers that
obstruct them in the marketplace for
labour. And what they do not need is their
elected government burdening them with
tax policies that destroy jobs. And yet, that
is exactly what does happen. The over-
whelming obstruction to a “level playing
field” is the tax regime cooked up by a
Parliament in the days when it was con-
trolled by landed patricians.

And who can we hold responsible for
the persistence of this arrangement? Poli-
ticians elected on popular mandates to
represent the interests of the people.
People like Alistair Darling.

Finance ministers use the word “fair-
ness” as their first line of defence, when
they change the tax rules. The last thing
they want anyone to think is that their raid
on people’s incomes is anything other than
grounded in the rules of equity.

So we shall consider two examples of
policy initiatives under Darling to deter-
mine whether, by his own test, government
policy is designed to liberate people.
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Seeing is Believing?

I WILL EXAMINE Darling’s claim to be
the champion of fairness in terms of the
example that he specified, in his answer to
me during that Q&A session at the Royal
Society of Arts. He illustrated his commit-
ment to fairness by citing the investment of
taxpayers’ money in the transport system.
This was his evidence of how government
pursued its funding policies for the greater
good. “If you don’t spend money on infra-
structure,” he said gravely, “you can see
the results.” There was that Sensory Test
again: we can see the traffic congestion
with our own eyes, right? So we need to
spend money on railways, right?

Maybe. But my question was: how do we
know that government expenditure yields
a net gain (rather than an absolute loss of
welfare). And how do we know that the
benefits of investment in railways are fairly
distributed? Without an estimate of the
negative impact of taxes, those questions
cannot be answered. And without that
information, it is spurious to claim that
government is dedicate to the open society.
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I published a study in 2001 that reported
the results of a survey by a London prop-
erty owner, Don Riley. He owns buildings
close to two of the stations being con-
structed for the extension of the London
Jubilee underground line. He found that,
because of the taxpayers’ investments in
that railway, he was being enriched with-
out lifting a finger. By assessing the rise in
properties around all the stations along the
route south of the Thames, he discovered
that land owners were enriched to the tune
of about £13bn. This was three times more
than the underground railway cost to
build.® These findings were confirmed by
an expensive follow-up study sponsored
by Transport for London.

This outcome was neither fair, to the tax-
payers of Britain, nor efficient, as a way of
raising revenue to pay for transport. But
when it comes to appraising social prob-
lems, we need to realise that the state is not
an objective judge of the facts. Further-
more, even if its agents did understand
why community-wide problems — such as
poverty - persist, the state cannot act

6 Riley (2001).
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Box 6:1

A Taxing Round with
Mohammed Ali

Lord Forsyth believes that private enterprise
would benefit if the tax burden was
reduced all round. As a Member of Parlia-
ment in Margaret Thatcher’s era, he learnt
the economics of public finance from the
inside. And once elevated to the House of
Lords, he could speak his mind on the way
government distorts the economy through
taxation.

A career in the City as a banker also gave
him insight into the way taxes prejudice
people’s entrepreneurial instincts. And as
Chairman of a Tax Reform Commission, he
spelt out the way in which Britain’s
Conservative Party could slash taxes to boost
incomes. But the peer had a strange view on
the notion of fairness. When asked about the
benefits of abolishing taxes that distort incen-
tives, and raising additional revenue from
rental income, he replied: “My view is that
the tax system should be neutral as regards
people’s activities. | don’t think you should use
the tax system to encourage any particular
economic activity”.* >
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Box 6:1 (contd)

In brushing that particular tax reform aside,
his Lordship was defining fairness in a way that
preserved the fundamental distortion in the
economy. Retaining existing taxes, and merely
reducing the tax rates, is like saying that a
match between Mohammed Ali and a bantam
weight boxer is fair, providing the rules in the
ring applied equally to both men.

In the present society, the starting point —
the initial endowments — are rigged to favour
existing land owners. The best illustration is
the one Lord Forsyth held up as an exemplar
of low taxation. He cited Ireland, the Celtic
tiger whose “miracle was home grown”.
Unfortunately, the EU subsidies that made it
possible to slash the corporation tax to 12.5%
also fuelled the housing market. Prices rose
faster than in any other OECD country. The
outcome was a crippling indebtedness that
rendered Ireland’s banks more vulnerable to
the 2007/8 credit crunch than any other coun-
try in Europe. This was the inevitable outcome
of the tax policies admired by Lord Forsyth.

* Lord Forsyth “Taxation Policy for the Long-term: The
Importance of Sound Tax Policy for the Health of Britain’s
Economy”, The State of the Economy Conference,
London: Institute of Directors, February 26, 2008.

THE POLITICS OF SPLIT PERSONALITIES | 131



impartially. The state is locked into the
philosophy of property rights (and the com-
plementary tax policies) inherited from an
antediluvian past, which put in place the
arrangement that privileges land owners.

Today, the rationale for this tax regime
is nourished by the Right (see box above),
but retained by the socialist Left.

Railroaded by the State

MY SECOND EXAMPLE of government fair-
ness relates to funding under the Public
Finance Initiatives (PFIs). These were
audacious vehicles for transferring the rent
of real estate from the public domain to
private pockets. To understand how this
scam works, we need a brief excursion into
the way the pricing mechanism works in
the markets. We will illustrate the theory
by again referring to the policies employed
to fund Britain’s railway network.

The privatisation of British Rail, the
national rail system, proved a failure
because taxpayers still had to underwrite
a large part of the costs of operating
the network. Politicians had failed to
apply a pricing mechanism that was fair
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to everyone. I described the economics of
this fiasco in Wheels of Fortune.” Am I too
harsh in branding the PFI funding model
as a racket? Judge for yourself.

Politicians claim that by involving
private enterprise, taxpayers are relieved
of the burden of funding social amenities.
Private investors partner a public agency
and raise the money to pay for the con-
struction of a school or hospital. In return,
they pocket the profits over 30 years. But
the Treasury also gains an advantage: the
capital cost is not shown on the nation’s
books. But National Audit Office investi-
gations have shown that the liability on
taxpayers is frequently far greater than if
those amenities had been funded by cash
borrowed from the money markets by
government.

The racket, however, goes even deeper
than that, as illustrated by the increase in
train fares introduced on January 1, 2008.

Fares were increased by up to 11% -
three times the rate of inflation. The rail-
way operating companies said they needed
the money to fund investment in the rail

7 Harrison (2006a).

THE POLITICS OF SPLIT PERSONALITIES | 133



infrastructure (new lines and stations).
According to the government, it was fair to
place the cost on travellers, because this
reduced the burden on taxpayers (many of
whom did not travel on trains).

The first issue to bear in mind is that the
net economic gains from the improve-
ments in productivity from these invest-
ments are not captured by the travellers
whose higher fares pay for the capital
improvements. The economic value that
flows from such capital investments is
transferred to the owners of land whose
assets are within the catchment areas of
the stations serviced by the trains. You
would think that, in a society that is
supposed to be based on the principles of
justice (such as: getting your just deserts),
the capital costs of improvements to the
rail network would be defrayed out of
those land values. Not a bit of it!

Landowners, of course, want to keep the
windfall gains well away from the public
gaze. And governments conspire with
them, by remaining silent on the question
of who gets what, and how much, as a
result of investments in infrastructure.
Examine the books supplied by the
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Treasury to Parliament once a year, on
budget day, and you will not find any clue
as to how the capital gains are reserved for
land owners.

The Treasury champions a pricing policy
that confines the burden to the incomes of
railway passengers. Thus, commuters who
bought tickets to travel to work after the
New Year break in January 2008 were
forced to carry a burden that further
enriched the owners of land. The higher
fares they paid would, indeed, fund
improvements to the transport system. But
the net gains would still trickle down to
land. But now the pain, instead of being
shared among all of the nation’s taxpayers,
was borne by a smaller group of people.
The fares not only covered the operating
costs of the seats occupied by the
travellers, but also the capital costs of
the infrastructure.

The financial consequences affect the
character of our communities in profound
ways. For under the tax regime approved
by Parliament, each new generation finds
itself unable to afford homes near the
centres of towns where they work. So they
are displaced further and further out to
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locations of lower land value. They are
consequently forced to commute long dis-
tances by road or rail to places of employ-
ment. They are the people who can least
afford to pay taxes, including the levies on
the train fares to fund the infrastructure.
And yet, they are targeted for milking by
the private rail companies in league with
the Treasury. And this is deemed to be wise
statecraft by democratically elected repre-
sentatives of the people!

The Pathology of Taxation

THE GOVERNMENT’S pricing mechanism -
taxation - is a pathologically insane way to
fund services such as military defence and
law and order. That this perverse revenue
system originated long ago is not an excuse
for governments today, which conspire to
deprive their citizens of their due rewards.

For a display of gross political offensive-
ness to the spirit of democracy, and
people’s personal rights, it would be
difficult to trump the financial dealings of
Britain’s Treasury. It is quartered in a
newly refurbished building that stretches
from Whitehall to St. James’s Park, the
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other side of which is Buckingham Palace.
Tony Blair’s government brought in
private capital to refurbish that building
and now pays rent to the corporation that
undertook the work. You would think
that those rental payments (by taxpayers)
were liable to a tax that would return to the
public purse. In fact, the corporation that
undertook the refurbishment relocated
itself offshore to avoid paying tax on its
profits.

More than 50 PFI schemes were buried
in portfolios held in the Channel Islands
tax haven by three PFI investment com-
panies. They were lawful. But why, there-
fore, should we be indignant when wage
earners try to conceal their overtime earn-
ings from the taxman?

Bad taxes corrode public morals. This
inter-connection between public morality
and law and order is highlighted by the
economics of the Home Office, the state
department responsible for Britain’s police
force. The Guardian exposed the econom-
ics of the Home Office’s headquarters in
Marsham Street, Westminster. A £311m
PFI deal was struck with HSBC bank in
2005. This deal was supposed to save tax-
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payers money. Did it? The bank created a
UK company with a 175-year lease on the
building. A year later, when the building
was ready to be occupied, 80% of the com-
pany’s ownership was transferred offshore
to the Guernsey-based HSBC Infrastructure
Company Ltd. This meant a large slice of
tax revenue from the rents paid by tax-
payers for the occupation of the building
would not end up in the public purse.®

If Britain’s biggest bank can employ
such schemes, can we really blame people
for evading their fiscal obligations?

Economists who man state treasuries
know that conventional tax policies do not
make sense. They undermine the productive
capacity of the economy. Taxes on wages
and savings distort incentives to work and
invest. The result: we produce much less
income than we are capable of generating.

O
TONY BLAIR’S government went
all-out to equalise the population’s life
chances. Result after 12 years? Lives of
the lowest income earners are cut short by

8 Hencke (2008).
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an average of 7 years. And healthy living
is cut short by 17 years, according to Fair
Society, Healthy Lives.” No-one blames
“progressive” taxation, even though the
poor pay 38% of their income in taxes com-
pared with 35% for the rich. Politicians like
Alistair Darling seek refuge in the doctrine
of dependency: tax-funded cash transfers
to support children living at the margin
where the state of their housing circum-
stances disadvantage them for the rest of
their lives. On February 11, 2010, Housing
Minister John Healy declared that having
their homes repossessed might be the best
option for families who could not fund
their mortgages. Mr. Healy banked over
£129,000 in expenses on his second home
since 2001. Fair?

Meanwhile, Chancellor Darling is cen-
sured by Parliament for keeping secret his
plan to hand £18bn to banks to keep afloat
a bankrupted system that manufactures
poverty. Treating politicians as sincere in
their aspirations is tough in the face of the
evidence. Something is wrong ... but no-
one is asking the radical questions.

9 Marmot (2010).
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They Treat Us
as Imbeciles

EOPLE LIKE Alan Greenspan treat
Pus as if we are idiots. For 18 years,
he was the world’s most influential
central banker. Financiers hung on his
every word. Journalists deciphered his
opaque statements for the masses. Did he
mean this, that or the other? The Chairman
of America’s Federal Reserve was the epi-
centre of the global financial markets. One
word from him was enough to move those
markets.
His job, they told us, was to keep the
world’s leading economy on an even keel.
And the job of the moneymen was to
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respond to the opportunities as the Fed
moved interests rates up or down.

While the US economy was growing, all
was well. Greenspan was elevated, along
with the central bankers of Europe, to guru
status, as one economics editor put it.' Then
the bottom fell out of the money markets.

In the nick of time, before America’s
banks seized up, he made his grand exit.
The great unravelling began in 2006, just
as Greenspan was packing his bags in
Washington. He retired, and set off on the
lecture circuit where his speeches earned
him hundreds of thousands of dollars a
throw. In 2007, Greenspan penned his self-
certified exoneration, called The Age of
Turbulence. And then, as Britain crashed
into its first run on a bank since Queen
Victoria, Greenspan insisted that he had no
control over prices in the housing market,
where the crisis had originated. If there
was a bubble - he was not to blame.

Were Greenspan’s hands clean? He
insisted that he could not be held respons-
ible for the bubble which drove millions of
families into debts they could not afford.

1 Elliott (2008a).
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“If central bankers could alter asset prices
we should. But the evidence very strongly
suggests that we can’t,” he proclaimed to
The Sunday Times. “I don’t know of any
examples of a central bank successfully
controlling asset prices.”?

This was the man who drove America’s
interest rates down to 1%. And as any prop-
erty hustler knows, when interest rates go
down, house prices go up. Simple arith-
metic (see Box 7:1).

So why did the world’s financial journal-
ists take Greenspan’s briefings on trust,
when he assured them that America was
not locked into a classic property bubble?
Reporters could be forgiven for thinking
that Greenspan knew what he was talking
about. After all, the best economic brains
in the leading universities of America were
at his disposal. Those economists made a
handsome living instructing new gener-
ations on how to fine-tune the economy.
Some of them reach mass audiences
through their columns in the weekly jour-
nals. And so, reassured, people carried on
buying houses at ever-increasing prices.

2 Stelzer (2008).
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Box 7:1

Inflating the Bubble

The value of land as an asset is linked to inter-
est rates. If the cost of money is 10%, land’s
value would tend to be a multiple of 10 times
the rent it generates. So if rent is £10 a square
metre, and the interest rate is 10%, the sale
value of land is £100 per square metre.

If the US Fed or the Bank of England slashed
interest rates in half to 5%, the value of land
would tend to double. If rents are £10, some-
one selling his land would want a multiple of 20
times that rental income. Therefore, the site
would tend to sell for around £200.

From this simple illustration, it is clear that
when central bankers force interest rates up or
down, they automatically trigger changes in
property values. It is disingenuous, therefore,
for them to disclaim responsibility for brewing a
bubble, as Alan Greenspan did in his Financial
Times article on April 7, 2008 (headlined: “The
Fed is blameless on the property bubble”).

Greenspan now places all the blame on
investment bankers. But when the US Fed
under his chairmanship slashed interest rates to
1%, there could be one outcome only: the value
of real estate would explode. Likewise, when
the Fed changed course and raised interest
rates, the influence would be in the reverse
direction — downward pressure on land prices.
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In Washington, Greenspan had the finest
mathematicians and econometricians
working for him. Were they not stress-
testing their model of the markets in
action? Didn’t they pour out the statistics
to keep the politicians informed? Didn’t
they have their fingers on the economic
pulse of Main Street USA?

Well, yes, Greenspan would agree, as
Chairman of the Fed he did have that
expert support. Access to mountains of
research gave credence to the statements
he submitted to Congress. Except there
was one little problem with his economics.
His “model” could only run on straight
tramlines. There was no mechanism for
sharp turns to the left or the right, because
... the model was just not programmed for
the possibility of turning.

As the global markets crashed around
him, Alan Greenspan confessed to The
Financial Times:

The models never forecast recession, because the
parameters are dominated by what happens in nor-
mal times when the economy is growing.’

De-code what this means.
3 Guha (2008b).
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When the economy is running smoothly,
Greenspan could confidently pronounce,
with authority, that it was running on a
straight course - onwards and upwards.
But when growth reaches the end of the
road, he had no way of knowing that the
economy was going to turn — and drop.

Economically speaking, Alan Greenspan
was blind.

Who needs to be told that the economy
is healthy? We can see that for ourselves by
the volume of trade in our shops, and from
the job advertisements in our local news-
papers. The worthwhile information is
news of when changes are going to occur,
with as much notice as possible please, so
that we can act prudently to avoid losing
our job or our home. But the Chairman did
not have the tools that would flash the
amber warning signal or the red alarm.

During his tenure at the helm of the US
economy Alan Greenspan did not warn us
that he was steering with a wheel that was
locked into a single trajectory — forwards.
All the windows were blacked out, depriv-
ing him of a 360° vision of the landscape
through which the economic vehicle was
careering on high-octane debt.
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That engine spluttered to a halt because
the debt mountain was contaminated with
a toxic mixture that guaranteed an implo-
sion when it overheated. But the people
who needed to prepare for the crisis were
not given any warning. Property bubbles,
Greenspan repeatedly claimed, were not
something he could identify in advance. So
no warning was issued. The “guru” did not
have a clue what was going to happen.
Instead, he continued to pontificate about
the health of the economy.

We were being treated as if we were
imbeciles.

“Effectively Pretty Useless”

GREENSPAN WAS NOT alone in manipulat-
ing our minds. Professors of economics
conspire with practitioners in the money
markets to create the illusion that they
know what they are doing. And while the
going is good - they do know what they are
doing! Except, it turns out, when the econ-
omy is about to go out of control. And like
all bad workmen, that’s when they blame
their tools!

The confessions are wrapped up to
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deceive. Mountains of statistics distract
from the frank comment that is occasion-
ally slipped into speeches. That’s what
happened when Sir Charles Goodhart
stood up to speak about “M3 Growth: The
Hidden Threat to the Bank of England’s
Inflation Goal”. (M3 is the broadest defin-
ition of money, used by economists to
estimate the entire supply of money in
circulation. It includes the hard currency
in your pocket and purse, the money you
have on deposit in savings accounts, and
the full range of financial assets created by
banks and used as if it was currency.)
Now, if there was ever a reassuring
figure straight out of the top echelons of
the British Establishment, Sir Charles was
surely it. Behind him were 17 years of
distinguished service at monetary adviser
to the Bank of England. So high in esteem
was he held by Her Majesty’s Treasury
that, in 1997, he was appointed one of
the founding members to the Bank of
England’s Monetary Policy Committee. He
and his colleagues were granted the power
to set the nation’s interest rates. The price
we paid for our mortgages was in the
hands of such well tutored experts on
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the money machine. From the Bank of
England, Sir Charles - awarded a CBE
(Commander of the British Empire) for his
loyal services — switched to the London
School of Economics as Professor of
Banking and Finance. Here was a man in
whom we could entrust the tender minds
of the next generation of economists.

And so, when the professor offered to
reveal the “hidden threat” to the Bank of
England’s mission (the control of infla-
tion), we needed to listen carefully for the
insights. I sat through that lecture, as
statistics and equations poured out of the
professor’s PowerPoint presentation.

But the vital message was not in the
statistics. Of greater significance was a
little phrase that the professor let slip.
Standard forecasting models, he confessed,
are “effectively pretty useless” under cer-
tain circumstances.

Britain’s savers had recently been
treated to the spectacle of those circum-
stances. People whose life savings were
entrusted to the Northern Rock were
panicked into queuing outside the bank’s
branches to withdraw their money, as fear
spread that the bank was in trouble.
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Assessing the meaning of money - the
money bundled up in the statistics by
experts like Sir Charles — was, he admitted,
frequently a difficult task.*

For all our future sakes, we had better
get a grip on the meaning of money.

Spivs and Satnavs

SATNAVS - satellite navigation systems —
are now everyday technology for motor-
ists. A voice in the little box on the dash-
board will guide you to anywhere on the
map, thanks to links to the satellites that
orbit earth.

But what if a salesman offered you a
satnav that would only guide you in one
direction - straight ahead? No sharp turns
to the left or right. You would dismiss him
as a fraudster. Long ago, we learnt that
the world is not flat. No journey can be
completed without sharp turns!

And yet, we were persuaded to accept
the wisdom of economic models that pre-
dict trends in one direction only — forward.
These models cost millions to maintain.
They require the collection of vast amounts

4 Goodhart (2007).
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of data. But all we get as taxpayers is the
forecast that the economy is proceeding in
a straight line. Yes, there is a slight grad-
ient. The model is programmed around the
historical annual average growth rate of
around 2.5%.

But we also know that the economy is
liable to sharp turns — downwards. Yet the
world’s leading central bankers use econo-
metric satnavs that cannot alert us to haz-
ards looming on the economic landscape.
In the real world, people whose lives are
played out near the margins of existence
need warnings of the threatened changes.
They need to know whether they might
lose their jobs. They need to know whether
the risks of borrowing money are increas-
ing. But the “work-horse models” used by
the Bank of England, for example, cannot
offer such guidance. According to Rachel
Lomazx, the Bank’s then Deputy Governor
and head of monetary policy: “When it
comes to quantifying the effect of changes
in credit conditions, our work-horse econ-
omic models still cannot help us very
much.”?

5 Lomax (2008).

150 | 2010: THE INQUEST



The Bank of England is charged with
fine-tuning Britain’s money supply - the
mechanism that provides the fluid that
courses through the arteries of industry
and commerce. So what equations are
missing from that “work-horse”, I asked
Lomax? Her reply was alarming. “The
important ones are the ones that really tell
us what the impact of the financial trans-
mission mechanism is.”

Lomax’s admission raises questions
about the fundamental features of money.
According to economic textbooks, money
is merely a means of exchange which facil-
itates trade between consenting adults. If
there is a problem with the money supply,
therefore, there must be a tension between
the theory and the practice. The Lomax
admission - that the Bank of England does
not have a grip of money as a “financial
transmission mechanism” - tells us that
this, the oldest central bank in the world,
is not a reliable guardian of the nation’s
money supply (see Box 7:II). It seems that
our economic vehicle is not only lumbered
with a satnav that fails to give full direc-
tions - it doesn’t even have an effective set
of gears capable of regulating speed. And
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Box 7:11

Money:
The Transmission Mechanism

In normal commercial transactions, money
is benign. It helps people to transact their
goods or services. Stresses surface, how-
ever, when banks expand credit on the back
of the rising price of land. They use land as
collateral. In doing so, they lock the money
system into the classic pyramid selling scam
made infamous by Charles Ponzi.

In 1903, Ponzi lured investors with the
promise of high returns. He borrowed
other people’s money to pay successive
waves of investors. They all thought they
were on to a good thing until, one day,
someone realised that value was not
actually being created. It was impossible for
all the investors to get rich: the last in to the
scheme would be the biggest loser.

When bankers fabricate money (credit)
to lend to a borrower whose land is rising
in value, they emulate Mr. Ponzi. Why?
Because the escalating value of land is
nothing more than an increase in debt.

Value is not being added to the wealth of
>
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Box 7:1l (contd)

the nation. Bankers won’t acknowledge
this, because self-esteem requires them to
promote the idea that their operations are
respectable. In fact, it is a financial scam on
a scale that dwarfs anything that Charles
Ponzi could have imagined in his wildest
dreams.

All is well, while the debt-based price of
real estate is rising. Banks are willing to
increase credit. The buy-to-let mania in
Britain was one vehicle that allowed banks
to expand the circulating credit. A self-
feeding process is triggered in which
borrowers go deeper into debt to pay for
rising property prices, which justify further
increases in debt and so on in a vicious infla-
tion of the bubble. In the end, that bubble
must burst. Property prices collapse and
the “money” disappears into the ether.

Why don’t economists in the Bank of
England understand the impact that this
“financial transmission mechanism” has on
the economy? There is no mystery about
the mechanics of the process. All they need
do is read the history of Charles Ponzi on
Wikipedia.
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yet, we are supposed to trust the people
whose hands are on the steering wheel and
the gear lever.

Why do we place our fate in the hands
of these people (apart from Ms. Lomax’s:
she decided to retire in June 2008, so our
fate is no longer in her hands)? Why do we
believe that the Bank of England can be
trusted with our financial futures? Before
jumping to a verdict, we need more evi-
dence. Could it be that the economic future
is unknowable to people like Alan
Greenspan and Sir Charles?

Well, no, that is not an acceptable
excuse.

The future is knowable. I could forecast
that future, and I did.

Understanding the Business Cycle

AFTER WITNESSING the grief of people
who lost their jobs during the chaos of the
early 1970s, I set out in search of root
causes. Why did recessions recur? Could
they be anticipated? Could anything be
done to smooth the trends in investment,
employment, production?

I did not have a doctorate in algebraic
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equations. I was a Fleet Street reporter
looking for the facts. I assembled the
historical data by using as my guide
the three-factor model constructed by the
classical economists. We labour; we use
man-made capital to aid us to produce our
income, and there is land on which to place
our homes and factories. This classical
economic framework seemed robust to
me. [ knew that post-classical economists
who came along at the beginning of the
20th century abandoned land in favour of
working with just labour and capital as the
keys to producing wealth. For practical
purposes, land was erased from their
working models of the economy.

More will be said about the difference
in these two ways of looking at how the
economy works as our story unfolds. It is
sufficient, here, to note that the classical
concepts enabled me to discover that
the industrial economy did conform to a
regular pattern of booms and busts. The
cyclical trends are inscribed in the history
books. Read that evidence, link it to
today’s reports in the financial press, and
it is possible to identify the point we have
reached in the current cycle.

THEY TREAT US AS IMBECILES | 55



And so, in 1983, I offered a prediction. In
The Power in the Land, I explained that the
capitalist economy was shaped by cycles
that lasted for an average of 18 years. The
previous bust was in 1974. Adding 18 to
1974 did not require the skills of a mathe-
matician. The year 1992 would be one of
economic grief. [ warned that

... the Western economy will recover and enjoy 18
years of growth before tail-spinning into yet another
deep-seated depression of even greater magnitude
than the structural recession which began in 1974.°

I was correct.

Other economies around the world also
sank into recession. But was my prediction
no more than a stroke of luck?

I had to wait another 18 years for the
theory to be tested again. The global econ-
omy was my laboratory. Instead of turning
to property speculation to make a lot of
money, I let the dust settle on the events of
1992 and published my next warning in
1997.

By adding 18 to 1992, I came up with
2010. Refining my diagnosis, I predicted

6 Harrison (1983: 302).
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when the boom in house prices would
peak. I said:

By 2007 Britain and most of the other industrially
advanced economies will be in the throes of frenzied
activity in the land market to equal what happened in
1988/9. Land prices will be near their |8-year peak,
driven by an exponential growth rate, on the verge of
the collapse that will presage the global depression of
2010.7

The historical record tells a compelling
story; one that caring politicians ought to
interpret as requiring the removal of priv-
ileges that undermine the fairness agenda
to which they claim to subscribe. Instead,
sadly, in Britain, Downing Street’s neigh-
bours from hell devoted too much time
worrying about themselves.

Brown, according to Andrew Rawnsley
in The End of the Party (2010), harassed
Blair with the claim that “you ruined my
life”.

Brown’s successor, Alistair Darling, spilt
the beans on Brown, declaring that No.
10’s aides unleashed “the forces of hell”
against him for his frankness about the
nation’s economic prospects.

7 Harrison (1997: 27).
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Britain’s top ministers were distracted
from the everyday concerns of people who
risked losing their homes or jobs. Brown
denied allegations that he bullied his staff.
Darling was embarrassed by media
reminders about his “penchant for ‘flip-
ping’ houses, making four separate second-
home designations, covering three different
properties in as many years”® - earning
him a handsome capital gain on properties
funded by taxpayers.

Britain likes to pride itself on enjoying
the most mature of democracies. And yet,
it is afflicted with a streak of the infantile
which is an affront to people’s sense of
justice.

Free Market Co-operation

WE ARE NOT IDIOTS. The power of the
people, when harnessed through the co-
operative spirit that is a truly free market,
is a power that can move mountains; but
under the current rules, this power is
shackled to an economic system that pre-
fers to lay waste to human creativity for the
sake of preserving the privileges of a few.

8 Randall (2010).
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We need a new social contract.

But fundamental changes ought not
to be undertaken without a forensic re-
examination of the rules that govern us.
We need to correct the errors of the past to
restore ancient rights. Some will tell you:
“We can’t go back in time.” But listen to
what Mr Justice Munby had to say in the
English High Court as recently as October
3, 2007. He was presiding over a case in
which a 19-year-old woman claimed that
her rights were being transgressed by her
local government. In his judgement he said
that government had no right to deny a
person justice “in the sense in which that
phrase is used in Magna Carta”. Referring
to Chapter 40 of the document signed in
the field outside Windsor Castle, by the
Thames, the judge quoted the phrase: “To
no one will we deny or delay, right or
justice.”

For good measure, the venerable judge
added a sideswipe at those who wish to
close our minds. He added:

It is fashionable nowadays in some circles to decry as
no longer relevant anything more than 20 or 30 years
old. But there are some principles that ring down the
centuries. Magna Carta may be only eight years short
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of its 800th anniversary, but its message in this respect
is timeless.’

If justice is to be restored to the people of
the commons, we need to revive our under-
standing of our rights under natural law.10

We need to question conventional
wisdoms - such as blaming the market for
our problems. Or attributing problems to
human nature. Or relying on a vulgar ver-
sion of his philosophy to demonise Adam
Smith for his advocacy of free enterprise.
In The Theory of Moral Sentiments, Adam
Smith stressed that selfishness was con-
strained by the intervention of nature. The
laws of nature enabled people to discern
the rules of moral behaviour. If self-deceit
was a weakness of humans, nature had not
abandoned us, for “our continual observa-
tions upon the conduct of others insensibly
lead us to form to ourselves certain general
rules concerning what is fit and proper to
be done or to be avoided”.11

9 R (Sarah Casey) v Restormel Borough Council (case
no: CO/6421/2007).

10 Natural law is based on rules derived from nature,
and was therefore held to be of universal validity. It
was the earliest form of legal authority, exercising a
profound influence on the development of English
common law.

11 Smith (1759: 263-264).
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Changing the current rules will not
happen if we fail to inspire ourselves with
the possibility of genuine liberty. The high
priests of hocus pocus get away with brew-
ing their potions of ignorance because
social scientists have distorted our under-
standing of how the economy really works.
Their legacy is a system in which the
pricing mechanism is subordinated to
the behaviour of psychotics and sociopaths
rather than for the benefit of rational
people.

() IT’S THE TYRANT’S trick: distract-
/V ing the masses. Whether it’s Rome’s
bribes with bread and circuses, or
Hitler’s animosity against Jews to channel
the emotions of an anxious population, it’s
the art of shifting attention away from the
failures of those in charge. That’s why
politicians focused attention on “greedy”
bankers. The financial crisis of 2008 did
originate in greed. Greed in the pursuit of
profits from real estate, which began in the
housing market in the 1990s.
The “greed is good” doctrine of Wall
Street is manipulated by politicians who
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treat us as idiots. They claim they want to
“rebalance the global economy”, but do
nothing about the greed that feeds through
to all layers of society. Greed is not a prob-
lem exclusive to the financial sector. But
even Nobel laureate Joseph Stiglitz says
“bankers are back in charge”.”” They
aren’t. Their big profits now will be
eclipsed by property speculation over the
new cycle. What will it take to make our
politicians realise that the solution is to
reshape incentives away from making
money-out-of-nothing in land speculation,
to favour capital formation that raises
productivity and creates jobs?

12 Elliot (2010).
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Statstics
Calculated
to Decelve

XAMINE the graph on page 164. It
Edoes not appear on the desks of
economists in HM Treasury or the
Bank of England. The data that gives econ-
omists like Alan Budd sleepless nights are
contained in the two bottom lines, which
track the trends in wages and the manufac-
turing costs that go into the construction of
residential property.
The oscillating line above wages and
building costs records changes in the price
of housing — one of the assets from which
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central bankers tend to shy away, when
they build their models. They claim that
they cannot control such asset prices
through monetary policy, anyway, so why
draw attention to them?

Despite the greater swings in the trend,
however, the amplitudes in house prices
are nothing compared to the upper line in
the graph. This tracks the rate of increase
in the cost of land. Over the past 200 years
the annual increase in the price of land has
been the most volatile, towards the end of
each business cycle. They may increase
by 30% or more a year. Such numbers are
way off the economist’s computer screen.
In fact, land prices are omitted from their
models.

Why? Could it be because we are not
supposed to have access to that inform-
ation? Is economics more to do with ideo-
logy than science? The reader will form a
view on that question with a little help
from Professor Budd, who is a man of
integrity. He admits that the practice of
economics cannot be separated from the
ideology of politics. He confessed the point
in an interview for the BBC when he
reflected on his “nightmare” in the 1980s
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when economic policies were used to
attack the working people of Britain.
During those Thatcher years, policies
were employed to squeeze inflation out of
the economy. But there was a secret agenda.
Marxist economists like the late Andrew
Glynn of Oxford University suspected so.
His first book, co-authored with Bob
Sutcliffe, was called British Capitalism,
Workers and the Profits Squeeze (1972). He
challenged orthodox economic explanations
for the civil disorders of the 1970s. Infla-
tion and workplace conflicts were blamed
on a malfunctioning labour market. One of
Thatcher’s missions was to destroy the
power of the unions. And Alan Budd let the
cat out of the bag when he admitted that
policies to correct inflation were a cover to
attack trade unions by raising unemploy-
ment. The Thatcher government engaged
in a covert plan to destroy people’s jobs.

Raising unemployment was a very desirable way of
reducing the strength of the working classes. What
was engineered — in Marxist terms — was a crisis in
capitalism, which re-created a reserve army of
labour, and has allowed the capitalists to make high
profits ever since.’

1 Brooks (1992).
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Britain is still living with the fall-out
from that episode. About 2.6m workless
Britons are not classed as unemployed;
instead, they are deemed to be too sick
to work. So they live on taxpayer-funded
incapacity benefit. They were transferred
from the register of the jobless, to save
governments the embarrassment of admit-
ting that capitalism is not a self-correcting
system. Some families have now lived
through three generations of unemployed
members in what used to be the nation’s
industrial heartlands of South Wales and
the North of England. Even if half of those
people were re-classified as fit to work, the
jobs do not exist for them.

Statistics are used to conceal secret
agendas; that is why the truth from
insiders like Alan Budd is crucial, to
understand the dynamics of the capitalist
economy. For politicians rely on lulling
people into the belief that all is well, when
things are actually going wrong. By the
time the truth emerges, it is too late to
take remedial action. This was illustrated
by the reassurances that were offered to
Britain by the Prime Minister, just as
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families began to lose their homes in 2007.

Experts in the property market, and
even Gordon Brown, reassured homeown-
ers that the rate of repossession of people’s
homes was nothing like the rates that pre-
vailed in the early 1990s. The Council of
Mortgage Lenders, the lobby group repre-
senting the financial institutions, reassured
people in its Press release dated February
8, 2008. As far as it went, the statement
was true. It reminded me of a story re-
counted by one of my philosophy tutors at
Oxford. How can you lie while telling the
truth? His example: greeting one of the
college porters with the statement: “Hello,
John, I see you are not drunk today.” The
poor chap was never drunk. But anyone
listening to that greeting would be forgiven
for thinking that the porter was disposed
to the regular consumption of alcohol that
left him the worse for wear.

Similarly with assurances from the prop-
erty industry that home-owners were not
suffering excessive rates of repossessions.
Newspapers left their readers with the
impression that the economy was not
about to be crucified by another property
crash. In the event, it took a bail-out of
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mind-bending proportions to camouflage
the disaster, from which taxpayers will
suffer for generations to come.

One motive for interpreting statistics in
a way that sidelines the bad news is to
maintain “confidence” in the economy. But
as a result, in Britain people continued to
buy residential properties in 2007. They
were doomed to lose a large slice of the
equity in their homes.

Along with the mortgage burden were
credit card debts that pushed household
budgets to the edge of the financial
precipice. Reassured that the strains would
not intensify, people failed to off-load per-
sonal debts to protect their homes. For
many of them, there could be one outcome
only: the loss of the roofs over their heads.

Whose Money is it Anyway?

POST-CLASSICAL ECONOMICS anticipated
the age of digital technology.

A century ago, theorists with an ideology
to promote pruned out the spatial features
of classical theory. David Ricardo’s theory
of rent provided the description of how
rents varied between locations, and why
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some land beyond what was called the
margin failed to command a rent (no-one
wanted to use it). This was a breakthrough
in scientific reasoning. It enabled analysts
to measure the impact of rent on people’s
lives. Post-classical economists, however,
anticipated the virtual world that was
made possible by the electronic revolution.
They created a spaceless world inhabited
by Labour and Capital alone. In economic
models, people do not bump up against
anything as solid as the ground beneath
their feet!

Historically speaking, there was a logic
to keeping us in the dark: people were pre-
vented from looking too closely at the way
in which they were being ripped off.

That may seem a harsh pronouncement.
Can it be true that the guardians of our
society, just about all of them distinguished
individuals of integrity, are deliberately
withholding vital information from us? So
that a privileged group can enrich itself at
our expense?

First, consider the way in which we are
deprived of our equal share of the rents
which we all help to create. The process is
a subtle one. And it’s legal, thanks to the
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complicity of the law-makers of the past
(parliamentarians were either landlords,
or in the pockets of landlords — hence the
name “pocket boroughs” for those constit-
uencies that were in the gift of the local
land baron). The institutions of the state
conspire to facilitate those laws of
exploitation while preserving a veneer of
concern for the equal welfare of everyone.

If we wish to side-step the barriers that
have been thrown around this crime scene,
we need sharp forensic tools. Our investi-
gation begins by discovering the source of
the money that rightfully belongs to us.
Then we can point the accusing finger.

Money is made of illusions. When we
pocket a wad of dollars or pounds sterling,
we don’t ask whether the value which the
notes represent is differentiated in special
ways. The assumption is that value is
created in the economy, and we divide it up
according to the rules of the game.

Big mistake: an error that has taken a
hundred years to embed in our collective
consciousness.

So let’s start at the beginning. We are
talking about value. Value is that special
something which we create when we
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expend our labour. In the most primitive
examples, people in the pre-civilised stage
of cultural evolution learnt how to fashion
tools from flint stone. These artefacts were
transported over hundreds of miles to be
exchanged for goods that were accepted as
being of equivalent value.

People knew the value of their labour.
They knew how to trade with others. Set-
ting up a market that delivered a mutual
benefit was one of the sophisticated first
steps leading to civilisation. This process,
resting on the free exchange of goods, is
the formal expression of how two com-
munities may enhance the value of their
wealth. All the participants - from the
hewers of the flint stone, the carvers of
the wooden handles, the merchants who
travelled to distant places to complete the
transaction — added value to the deal.

The distinctive characteristic of capital-
ism, however, is that it is composed of two
primary processes. One is the value-adding
exercise. We still undertake the transac-
tions that are as old as the Stone Age. The
other is the value-grabbing exercise. This
has been elevated into an art-form. The
skill was to design a mechanism for
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extracting value from those who produce,
without them being aware that they were
conniving in the theft of their own
incomes. This is the aspect of capitalism
that concerns us.

This value-extracting activity is not of
the highwayman kind: using pistols to hold
up the stagecoach, to rob the passengers of
their purses. We are interested in the way
hundreds of billions of pounds and dollars
are transferred out of the hands of those
who create it, every day, as a social pro-
cess, one that is legitimised by law.

To recognise the transfers as theft, we
need to identify those factors that produce
value. First, there is our labour: nothing
happens without a human hand or brain
behind it. Then there is the capital that we
use — from a desktop PC to the humble
screw-driver. But nothing can happen
without land, which is defined by classical
economists to mean everything supplied
free by nature. Earth.

Land is the key. Or, rather, the rent that
we are willing to pay for the use of an
urban site, or for the metals beneath the
surface, or the electromagnetic spectrum
that makes it possible to communicate by
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internet or cell-phone. Anthropologically
speaking, land belonged to us all. Pre-
modern societies employed a rich variety
of cultural techniques for sharing nature’s
resources. But whatever the variation, the
theme was that everyone in the community
was entitled to claim a share of those
resources. The reason for this egalitarian
streak in humanity is obvious: without
land, people could not exist.

Now, jump 500 years of cultural manip-
ulation to the present day, in which land is
not treated (within the economy) as a
social asset. The portion of the nation’s
income paid as rent is privately appropri-
ated. And yet, we need to continue stress-
ing, we all participate in creating that
value. The genius of the market economy
is that, through the competitive process,
land can be efficiently allocated to people
who can make the best use of it, while dis-
tinguishing the rents they are willing to
pay from wages and the profits of capital.
But for markets to work effectively, gov-
ernment is needed as a partner to ensure
that rent is allocated in ways that benefit
us all.

But because of the doctrine of private
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ownership of land, which denies the social
characteristics of rent, governments are
forced to adopt other forms of revenue-
raising taxes. This leads to a grotesque
anomaly. As a community, we socialise our
privately earned incomes (wages and
salaries), while our social income (from
land) is privatised. The result is the econ-
omics of the Mad Hatter’s Tea Party.

Taxation is the transmission mechanism
for the fractures in society. Overcoming the
pathological consequences of capitalism
can only be accomplished through a para-
digm shift — a new model for pricing goods
and services, and for paying for those
services that we want to share in common.
As I will explain in Part III, this reform is
no longer an optional extract for Western
nations. Without the reform, our civilis-
ation will continue to implode.

(7 FOR HISTORICAL REASONS, financial
f statistics were manipulated to
conceal the fact that the aristocracy
plundered the public purse. Revenue trad-
itionally came from the rent of land, which
the patricians privatised. One outcome:
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economists propagate the myth that rent
in the national economy is trivial. Who is
the student to challenge that claim when,
for example, a Nobel prize winner? claims
in his textbook that rent is just 1% of US
income (chart)?

Why does this matter? Because if we
want to disentangle the financial crisis that
exploded in 2008, we need to look at how
economic incentives affect the distribution
of income. But economists persist in
arguing that economic rent does not
warrant their attention. So statistics are
calculated to shape our perceptions of
how the world works. Well, the world isn’t
working, so could that mean there’s some-
thing wrong with the statistics?

Interest
5%

Corporate

profits
12%
Compensation it
of employees : 1%
71% ’
Proprietors’

income
9%

2 Krugman (2006: 283).
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PART lil

Beyond
Caypitalisim






A Banlkirupt
Paradigm

ROM THE DAY he replaced Tony
F Blair as Prime Minister, Gordon

Brown knew he had enemies on his
own backbenches in Parliament. His
brooding quest for ultimate power had
been thwarted for 10 years, but he finally
made it into No. 10. But the knives were
being sharpened, and his greatest self-
proclaimed achievement - No More
Housing Boom Busts — was discredited. He
needed a narrative. Like Superman, he
needed to save the world. Such an achieve-
ment would silence his critics, and secure
his legacy as the prudent architect of a
rejuvenated British economy.

179



Brown exploited every twist and turn in
the financial crisis, to distance himself
from the home-grown economic disaster
and shift the blame onto others. His flight
to New York in April 2008 was one such
occasion for political theatre. In the mus-
cular vocabulary which he had mastered,
he warned the heads of the largest
American banks that they should “come
clean”. He wanted them to disclose all the
losses they had endured as a result of
the sub-prime mortgage crisis.

For 10 years, Brown had failed to come
clean on the tax-driven losses which he
inflicted on the people of Britain while
he presided at the Treasury. Who was he to
lecture others on the need for transparency?

But Brown was not alone in seeking to
camouflage the failures of governance.
Presidents and prime ministers around the
world directed blame for the economic
freefall on “greedy” bankers. And to create
the security of a consensus, they issued a
communiqué in September 2009, following
the meeting of the leaders of the G20, who
represented the biggest economies in the
world. They met in Pittsburgh to define a
blueprint to prevent the world from ever
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again relapsing into financial crisis. They
pronounced on the need to balance the
trading relationships between the East and
West. In essence, America’s consumers
should save more money, and China’s
savers should spend more money. But
there was nothing about the epicentre of
the economic tsunami that swept over the
global economy in 2008. The property mar-
ket was off the agenda. They performed a
semantic waltz around root causes.

The bankers, of course, received what
had become a ritual whipping for being
greedy. But no proposal emerged to
recalibrate the tax regime in ways that
would favour reforms to investment and
consumption habits to deliver long-term
growth. And so, in January 2010, President
Barack Obama dug deep into his linguistic
larder and led the charge against the finan-
cial sector. The big banks would have to be
broken up. Banks that looked after the
deposited savings of the nation would have
to be separated from the speculative
investment functions of hedge funds.
Never again would the banks be “too big
to fail”. Obama lashed the financiers,
offering them the fight for which they were

A BANKRUPT PARADIGM | 18I



spoiling in defence of their bonuses. This
was catharsis for two years of stress in
which no part of the workforce, from
workbench metal bashers to top scientists,
was exempt from redundancy. Someone
had to pay, and the anger was directed at
the Big Bonus earners of Wall Street and
the City of London.

So the scene is set. As from 2010, the
global economy is back on course for
the next cycle of property booms. The
real estate cycle will peak in 2025/2026,
followed by an even deeper crash to the
bottom in 2028.

Re-regulating the banks will make no
difference to the incentives and opportun-
ities for pursuing capital gains in the land
market, which is where the crisis in cap-
italism begins and ends. Banks have been
exposed to cyclical crises for at least 200
years, as an examination of the graph on
page 156 of the monumental study by
Reinhart and Rogoff reveals.! The inci-
dence of banking crises has been rising
steadily since 1800. There was a pause
between 1940 and the early 1970s, but this

1 Reinhart and Rogoff (2009).
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was not because of the Glass-Steagall
regulations introduced in the US during
the Depression of the 1930s. World War II
intervened to squash the cycle. Business-
as-usual did not resume until 1956 (it took
10 years to reconstruct the capital base of
most western nations). From that point, it
was only a matter of time — 18 years, to be
precise — before the cycle of banking crises
resumed.

Financial crises have occurred under all
forms of regulatory regimes. There was no
regulation in America in the 19th century,
there was some regulation early in the 20th
century, and there was tight regulation up
to the late 1980s ... yet the financial crises
recurred without failure. So why are we
supposed to believe that a new regulatory
regime can thwart the underlying pro-
cesses that drive the boom/bust cycle? The
consensus among politicians and econ-
omists stems solely from the fact that they
are locked into a bankrupt political philo-
sophy, one that excludes from sight one
of the foundations of the economy. The
power-brokers have lost the sense of an
alternative to capitalism.
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Quest for a New Economic Order

EVERY YEAR, the cream of the world’s
intellectual, financial and political classes
fly into Davos, in Switzerland, for a talk-in
about their primary interests. In 2010, the
task of the host organisation, the World
Economic Forum, was to assist in the
definition of a new agenda of reform. Its
initiative was nothing less ambitious than
to “rethink, redesign, rebuild” the world.

That most shrewd of economic commen-
tators, Martin Wolf of the Financial Times,
optimistically assessed that the forum
could make a useful contribution to global
reform “provided the world does not
expect too much”.? The forum established
70 global agenda councils packed with
experts charged with exploring every issue
under the sun. Every issue, that is, except
the one that might actually enable the
people of the world to reconstruct a social
organisation beyond capitalism.

Their deliberations had to fail, because
the economic paradigm with which they
were working excluded the part played by

2 Wolf (2010).
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property rights, and their enabling tax
policies, in shaping people’s knowledge,
investments and expectations.

It took a film maker with no economic
training to point out the realities. Michael
Moore’s Capitalism: A Love Story, received
its premiere in Los Angeles as the Davos
set boarded their private jets to fly to
Switzerland for their networking sessions.
The film does not offer a solution, as its
maker frankly admitted. There were
shocking episodes of maltreatment of
employees by the corporations, and
trenchant attacks on the corruption of
politics in Washington, DC, by corporate
lobbyists. But no indication of how to re-
base the economic system in a way that
would fulfil people’s aspirations. Moore
was honest about this shortcoming. He
told an interviewer that he wanted to
replace capitalism with democracy —but he
could not describe the kind of economic
organisation that corresponded to the pol-
itics of popular participation in the nation’s
decision-making.

What I'm asking for is 2 new economic order. | don’t

know how to construct that. I’'m not an economist.
All | ask is that it have two organising principles.
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Number one, that the economy is run democratically.
In other words, the people have a say in how its run,
not just the 1%. And number two, that it has an
ethical and moral core to it. That nothing is done
without considering the ethical nature, no business
decision is made without first asking the question, is
this for the common good??

Here was a film maker in search of an
answer. That answer has been in the econ-
omic and political literature for centuries.
And yet, it is not on the political agenda.
It is an economic paradigm in search of
democratic support. I thought I knew the
man who not only understood what was
wrong with capitalism, but also under-
stood the nature of the reforms that would
take us beyond the ramshackle system that
tyrannises people’s lives. He was a Nobel
laureate who could command the attention
of the world’s media. Did he have the
courage to spell out the truth? That was
the question that preoccupied me, one
hot summer’s day in 2009, as I drove to
Manchester to interview Joseph Stiglitz.
We met in his study, where he had agreed
to be interviewed for a documentary film
that I was making about casino capitalism.

3 McGreal (2010).
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Of Myths and Missed Opportunities

STIGLITZ is a firebrand with an intellectual
pedigree second to none. He has occupied
the highest positions in Washington, as
economic adviser to the Clinton Admin-
istration, and then as Chief Economist
at the World Bank. As an academic, he
earned a Nobel Prize in 2001. But he also
has street cred: he speaks his mind, in
language that people can understand.
Unlike so many professors who enjoy
sinecures in the leading universities
around the world, Joseph Stiglitz is no
hostage to vested interests.

And so, as I questioned him in front of a
camera, he did not pull his punches. About
the lobbyists who bent legislation to free
the Wall Street bankers so that they could
rip-off low-income Americans with expen-
sive sub-prime mortgages. About the
lobbyists who scuttled the legislation that
was needed to curb the greenhouse gases
emitted by gas guzzling automobiles and
coal-fired power stations. About the distor-
tions in the economic statistics that create
the illusion of material prosperity.

Here was a man who knew the truth.
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And Stiglitz does know the truth. In his
scholarly articles, he has written about the
economics of real estate — as they relate to
public finance - under a new term: the
Henry George theorem. Given certain
circumstances, the funding for public serv-
ices could be defrayed out of the rent of
land. Stiglitz understood that the land
market was something special. Surely he
could integrate this knowledge with the
behaviour of the financial sector during
the decade up to the housing bust of 2007?
I was to be disappointed. In his analysis, he
volunteered nothing about the economics
of land speculation.

As I took my leave, I handed the pro-
fessor a copy of Boom Bust. In this, I
described the dangers of wrapping people’s
mortgages into complex financial instru-
ments that would one day smash savings
and impoverish pensioners.

Joseph Stiglitz is no apologist for capit-
alism. That is clear from Freefall, the book
that he published in 2010. Here was his
chance to define the economic agenda that
would carry us beyond capitalism. Instead,
we are provided with a myth-riddled
account of how, why and where the crisis
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struck the global economy. Every one of
the myths would reinforce the economics
that foredooms us to the chaos of another
housing boom/bust.

MYTH The crisis began in America

It did not. It began in the UK. It began in
Spain. In Ireland. In China, all the way
down to the tiny Baltic countries like
Latvia. Every one of these countries was
responsible for cultivating its home-grown
crisis, located in the domestic land market.
It was the pursuit of the windfall gains
from land that infected all walks of life —
including the banking sector — that prede-
termined the fate of their economies.

MYTH Markets do not work well on their
own

They can. Provided the ground rules are
correctly framed, markets can operate
without government intervention on the
scale that seems to be envisaged by
Stiglitz. He is a fan of John Maynard
Keynes, who advocated the need for gov-
ernment intervention to maintain full
employment. But the Keynesian model is
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deeply flawed, because it assumes “the
land problem” had been solved.* Keynes’s
view on land reinforced the doctrinal re-
working of classical economics over the
previous three decades, which blinkered
politicians like President Franklin D.
Roosevelt, who sought to reform capital-
ism with the New Deal.

MYTH The crisis exposed flaws in the
capitalism that emerged in the late
20th century

The flaws which cripple the enterprise
economy were already in place before the
Industrial Revolution. Blaming everything
on Margaret Thatcher and Chicago’s
economic fundamentalists distracts people
from the cause of the repetitive syndrome
which molests people’s lives.

MYTH It has been hard to see the flaws in
capitalism

The flaws are inscribed in the history books,
and on the graphs that gather up the stat-
istics on the performance of real estate
markets in countries as large as the United

4 Harrison (1983).
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States, and as small as the Netherlands.
There is no difficulty in seeing where the
tensions arise in the capitalist economy, if
you know what you are looking for.

MYTH Rugged individualism and market
fundamentalism have eroded any
sense of community

In Britain, the bonds of community were
eroded by the land grabs of the 16th and
17th centuries, and the enclosures of com-
mon land in the 18th century. The aristoc-
racy used Parliament to legitimise their
privatisation of the commons, displacing
the villagers and destroying the customs
that bound people in social solidarity.
Blaming the modern variant of the eco-
nomic fundamentalism that camouflages
the pathological fall-out of those early land
grabs does nothing to enlighten people
about the remedial policies that are needed
in the 21st century.

MYTH There is no going back to the world
before the crisis

Not true. On the strength of the regulatory
reforms announced by Obama, the world
that existed before the crisis — a world of
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property boom/busts, a world of chaos and
underemployment and unaffordable hous-
ing — remains solidly in place. For the first
signs of that repetitive syndrome, witness
the housing bubble that provoked China’s
central bank to tighten monetary policy in
2010.

Analytic Philosophy

POLITICIANS USE language to camouflage
their actions. In the US, it was impossible
to admit that the $700bn (£380bn) bail-out
of the banks socialised the bad debts which
were created by land speculation. To bam-
boozle the public, the Bush administration
had to bend people’s minds.

When the two biggest mortgage com-
panies (Freddy Mac and Fannie Mae) were
nationalised, the White House refused to
face the reality. So they invented a new
word. The banks were being taken into
“conservatorship”. Not nationalised,
because that offended the authorised doc-
trine of property rights. Liberalisation of
the banking sector in the 1980s had been
justified by right-wing ideologues on the
strength of the claim that “markets know
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best”. And yet, here before our very eyes,
the market had collapsed and needed a bail-
out. To the rescue: taxpayers’ money galore!

But this was not socialism. It was just the
latest exercise in old-fashioned taxpayer-
funded protection of land speculation.
This was capitalism red in tooth and claw,
ensuring that the damage to the people
who monopolised the nation’s rents was
minimised, at someone else’s expense.
And today, we can count on the fingers of
one hand the professional economists who
understand this, and can sensibly articu-
late it for their students. What, then, consti-
tutes the paradigm that can take us beyond
capitalism? We can quote from a long
panel of distinguished philosophers who
have described the key changes that are
needed. I shall summarise the wisdom of
the 3rd Earl Russell because, uniquely, his
tool-in-trade was language.

Bertrand Russell (1872-1970) was a
British philosopher, logician, mathemat-
ician and historian. He was awarded the
Nobel Prize in Literature in 1950. His
History of Western Philosophy became a
best-seller. He is considered as one of the
founders of analytic philosophy. As one of
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the 20th century’s leading logicians, no
wordsmith could pull the wool over his
eyes. And so, by reading his works, we get
to the crux of what it would take to reshape
the capitalist order into something that
would satisfy people like Michael Moore.

“Private property in land has no justifi-
cation except historically through power of
the sword,” he wrote in 1916, in Principles
of Social Reconstruction.” But to achieve
justice, and economic efficiency, it was not
necessary to become a communist (follow-
ing Marx, by supporting the nationalis-
ation of the means of production). All that
was necessary was to eliminate the mono-
poly in land, and the power of money. But
how could this be achieved, without turn-
ing into a communist? The answer was to
undermine the monopoly power that was
placed in the hands of land owners.
Forensically, Russell dissected that power
in these terms:

If I own land in London or New York, | can, owing to
the law of trespass, invoke the whole of the forces of
the State to prevent others from making use of my
land without my consent. Those who wish to live or

5 Russell (1961: 491).
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work on my land must therefore pay me rent, and if
my land is very advantageous they must pay me much
rent. | do not have to do anything at all in return for the
rent. The capitalist has to organize a business, the
professional man has to exercise his skill, but the
landowner can levy toll on their industry without
doing anything at all. Similarly if | own coal or iron or
any other mineral, | can make my own terms with
those who wish to mine it, so long as | leave them an
average rate of profit.

Russell understood the unique nature of
rent: capitalise it, and trade it in the mar-
kets, and you have a monopolistic system
that distorts competition, maldistributes
income and wrecks the value-adding activ-
ities of entrepreneurs and their employees.

But it was not just the productivity of
individuals which is capitalised into the
value of land. The collective improvements
to which we allude when we talk of pro-
gress raises the productivity of the econ-
omy, and the net gains are captured by
those who claim the legal right to land and
nature’s resources.

Every improvement in industry, every increase in the
population of cities, automatically augments what
the landowner can exact in the form of rent. While
others work, he remains idle; but their work enables
him to grow richer and richer.
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But what of the power of money? Rus-
sell’s logical mind was not to be deceived.
He understood that bankers depended on
that original derivative in the financial
markets — the law that permits the credit
creators to extract a share of the rents.

The men who have most economic power in the
modern world derive it from land, minerals, and
credit, in combination. Great bankers control iron
ore, coalfields, and railways; smaller capitalists are at
their mercy, almost as completely as proletarians. The
conquest of economic power demands as its first step
the ousting of the monopolists.

That is the legacy of the past, and that
malignant power shackles society today. If
there is nothing we can do about it, poli-
ticians should be honest and tell their con-
stituents that their hands are bound. They
should confess that they cannot ameliorate
the collateral damage inflicted by that
“mother of all monopolies” (Winston
Churchill). They should not promise to
abolish poverty and inequality, and should
not pose as the champions of human rights.
If there is nothing they can do about this
outrageous inheritance, at least admit it.

6 Russell (1961: 518).
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But there is something we can do about
it. Bertrand Russell was unremitting in his
logic:

The mere abolition of rent would not remove injus-
tice, since it would confer a capricious advantage
upon the occupiers of the best sites and the most
fertile land. It is necessary that there should be rent,
but it should be paid to the State or to some body
which performs public services; or, if the total rental
were more than is required for such purposes, it
might be paid into a common fund and divided equally
among the population. Such a method would be just,
and would not only help to relieve poverty, but would
prevent wasteful employment of land and the tyranny
of local magnates. Much that appears as the power of
capital is really the power of the landowner — for
example, the power of railway companies and mine-
owners. The evil and injustice of the present system
are glaring, but men’s patience of preventable evils to
which they are accustomed is so great that it is impos-
sible to guess when they will put an end to this strange
absurdity.”

Capitalism is a bankrupt paradigm. It
cannot be reformed. By invoking the prin-
ciples of justice and economic efficiency,
we can begin to visualise a new kind of
society.

7 Russell (1961: 492).
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() TABLOID EDITORS are ecstatic
f when house prices rise. They rose in
the UK in 2009. Good or bad? These
increases signal a pathological problem.
But silence from the commentariat is con-
venient for politicians, who don’t have to
explain to voters that free fortunes from
their homes are not compatible with
sustainable growth. Now, countries which
suffered lightly from the sub-prime scan-
dal are driving the next housing boom/bust
cycle. Canada’s house prices jumped 19%
in 2009, achieving records in Toronto and
Vancouver. At five times the average after-
tax income, this was a crisis in the making.
More serious: the property boom in China.
The Politburo pointlessly passed a law in
2009 keeping land in public ownership
whilst allowing speculators to pocket the
rents from land (see Epilogue, page 263).
The flame-throwing dragon will burn a lot
of us by 2028, the end of the new business
cycle that begins in 2010.

198 | 2010: THE INQUEST



— 1O —

From Séance
to Sclence

HE ONUS is on the apologist for
I capitalism to defend that form of
economic organisation.

Capitalism is justified in terms of its
efficiency. According to the authorised
version, no other kind of social system can
deliver the goods which people want at the
prices they can afford. The competing
social system exposes this claim as false.

De-constructing the capitalist system is
not a conceptual challenge for anyone. All
we need to understand is that it is com-
posed of two entirely distinct social forma-
tions. On the one hand, there is the culture
of the Predators: the people who live off
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the labours of others. Those others are the
Producers: the people who add value to
the wealth of the nation. For five centuries,
Britain has lived with that system, and
successfully implanted it on the five con-
tinents of the world.

It is impossible for a system that is em-
bedded in foundations of monopoly power
to be efficient. From this, it follows that by
erasing monopoly power, we are left with
a system whose efficiency has increased
by a quantum leap. Some measures of
this increase are offered in Chapter 12. But
first, we need to return to an assessment of
extent and process by which capitalism is
rendered systemically inefficient.

We start with those who manage banks.
They throw away billions of dollars of
money that belongs to others. You are
likely to be one of their victims.

Britain’s biggest bank, HSBC, managed
to lose $17bn (£8.5bn) on bad loans in
2007. It locked itself into America’s sub-
prime disaster by paying $15bn to acquire
Household, the US consumer finance
group in 2003. But that did not stop it
paying one director £9.9m ($20m) in 2007.

Bankers claim that their mind-boggling
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fees and bonuses are the market rate for
their jobs. It appears that the world’s lead-
ing banks are so bereft of talent that they
are not able to head-hunt managers with
the skills to avoid some of the biggest
losses in corporate history. So they hire
men (and they are all men) whose faith in
free markets turned out to be misplaced.

If I had been the CEO of a bank with a
global reach, I would have made sure that
my shareholders did not suffer astronom-
ical losses. In 2005, I would have instructed
the dealers to get rid of assets that con-
tained toxic mortgages. That was the year
in which I published the warning that CDOs
had been “pumped up to between $300bn
and $400bn on the global scale”.! The risks
were shifted on to working people
“through a reduction in the quality of the
investments held by their pension funds”.

Money-men were pocketing huge
bonuses because the laws which govern
their activities are rigged to favour those
who can devise ways to extract wealth
without adding to the sum total of the pie
that can be shared between us.

1 Harrison (2005: 181).
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Land speculation was the sole reason
why Japan suffered its Lost Decade in the
1990s. The waste will continue for decades
into the 21st century, following the housing
crises from which no country in the world
was immune.

China, ironically, the country whose
constitution is rooted in the ideology of
Karl Marx, is leading this century’s charge
into the nightmare waste of human labour
and natural resources. Policy errors are
adding to the trauma. China’s companies
are “strapped for cash, unable to build on
the land they have accumulated. Beijing is
breathing down their necks, having
pledged earlier this year to tax and seize
hoarded land.”?

Bank of China invested $10bn in
American sub-prime property, and paid the
price as its assets lost their value. The
Politburo realised that home-grown land
speculation linked to American land spec-
ulation would compromise its attempt to
straddle the ideological divide between
communism and capitalism.

Over in Japan, the country that had not

2 Cheng (2008).
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fully recovered from the land speculation
of the 1980s suffered again when its prop-
erty market began to slump in spring 2008.
People found it “difficult to pay for the
higher cost of land that developers are
passing onto them through the sales price”.?
As capitalism buckled, dark thoughts
entered the minds of the Captains of
Industry. Joseph Ackermann, the head
of Deutsche Bank, Germany’s biggest
bank, declared: “I no longer believe in the
market’s self-healing power.”* Deutsche
Bank’s chief economist, Norbert Walter,
predicted that “The turbulence won’t be
over before the end of 2009 ... We need a
new order and a new way of thinking in
regulating the finance markets.” The
losses came thick and fast ... UBS, Swit-
zerland’s largest bank, wrote off $18bn in
2007, and another $18bn (£9bn) in early
2008 ... the total, worldwide, was now pre-
dicted to notch up to losses of $600bn.

3 Whipp (2008).
4 Skapinker (2008).
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The Reality Check

MY WORST FEARS were being realised. I
was branded a Prophet of Doom by the
media. Aghast at my prediction about
the property market, one columnist asked:
“Is it by chance that this crystal ball
gazing - so far - seems to have been
uncannily accurate, or does Harrison
really know something we don’t?”?

If I have a crystal ball, then it’s one that
you, too, are now able to use. If you have
stayed the course with me, you will know
that it does not require the brainpower of
an Einstein to fathom the cycles of earthly
economics.

I knew that forecasting a global depres-
sion was not going to win me friends.
Reputations had to be defended. Lord
George, as Governor of the Bank of
England during the early years of the
build-up to the property boom, knew that
his stewardship would come under exam-
ination, for he was the central banker who
presided over the start of the housing cycle
in the 1990s. I was not surprised when he

5 Clark (2008).
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declared: “I don’t believe in the blame
game.”®

But I also knew that events would event-
ually force economists to admit that “the
prospect is for a complete seizure of the
commercial paper market, which would
set in motion forces like the debt deflation
of the 1930s” (as one of them at the London
School of Economics put it).” And that
economic editors would get round to not-
ing that, “The last time big finance messed
things up as spectacularly as this was the
late 1920s and early 1930s.”*®

A new brand of leadership is needed.
Leaders need to distinguish between
appearances (the social veneer) and real-
ity. Outward appearances change through
time, but the internal mechanism that
drives property speculation into booms
and busts remains the same in all business
cycles, everywhere, at all times.

e In the 18th century, the canal-building
revolution drove the property boom/
busts.

Inman (2008).
Wade and Auerback (2008).
Elliott (2008c).

e e Nop)
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e In the 19th century, the railways drove
the land boom/busts.

¢ In the 20th century, cars drove the sub-
urban house building sprawl that shaped
the classic boom/bust.

¢ In the 21st century, property boom/busts
will be driven by the new opportunities
created by the eastward shift in the
economic epicentre.

The only remedy for economic instabil-
ity is the counter-cyclical reform which has
been known to economists for 300 years.
But politicians will provide leadership only
if the terms of public debate shift away
from the language of the séance to the
methods of science. To achieve that, we
need to challenge the smears that are
levelled against the one policy that can
muster the economic muscle to forestall
the next land-led boom/bust. Unwittingly,
the Governor of the Bank of England
makes my case for me.

Mervyn King has “dreamt” of discover-
ing taxes “which eliminate the excess
burden” that damages the economy, “but it
is not easy to find taxes which have no dis-
incentive effects”. Given his pessimism, we
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are not surprised when he says that we
have to live with “the inescapable losses
which the need for revenue imposes on the
taxpayer”.? In Britain alone, in 2006, losses
inflicted by the government’s revenue-
raising policies totalled about £160bn,
according to Ronald Banks, Chairman of
the Land Research Trust. He used the
Treasury’s own yardstick to calculate
the deadweight burden of taxes that deter
people maximising their private and social
welfare.

But isn’t there one “tax” that enables us
to escape these losses? Why yes, wrote the
man who would be Governor of the Bank
of England (he was a professor of econom-
ics at the time). The windfall gains from
land and property development could be
taxed without such malevolent effects on
people’s incomes. We know this, because
(he wrote) “the theory of economic rent
suggests that they could be taxed very
heavily without inhibiting development”.

So why doesn’t Mervyn King coil into his
chauffeur driven limo and glide down
Whitehall to the Treasury, to commend this

9 Kay and King (1990: 18, 19).
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time-honoured way of raising revenue to
the Chancellor of the Exchequer?

He won’t do so, because according to
King, there is a problem with this policy.
He and his co-author claim: “At the end of
the 19th century, a movement led by Henry
George argued, vigorously, that for these
reasons [the public collection of rent does
not damage the economy] land should be
the principal tax base.” But while “the under-
lying intellectual argument for seeking to
tax economic rent retains its force”, it
appears that there are practical problems."
And what were those problems? Successive
Labour governments had taxed land since
1947, and they had all ended in failure!

Those postwar forays into land taxation
did deserve to end up on the scrap heap of
discredited legislation." But those taxes
were nothing like the fiscal policy pre-
scribed by Henry George, the American
social reformer who campaigned for econ-
omic justice. Nevertheless, King smeared
Henry George (1839-1897), using the tech-
nique favoured by the Spanish Inquisition:
guilt-by-association.

10 Kay and King (1990: 179).
11 Blundell (1994).
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In his Progress and Poverty (1879),
George recommended public charges on
market-determined rents. The charge
would fall on current values. This meant
that land users - working through the
marketplace — determined how much they
paid into the public coffers. The charge
was not tied to an event (such as the devel-
opment of land), so it could not be avoided.
The policy would work, as it does today (on
an anaemic scale) for state and municipal
governments in Australia, New Zealand
and Denmark.

Mervyn King’s readers, however, are not
left with the vision of a benign form of
public finance. Instead, their minds are
coloured with stories culled from the record
of botched-up experiments by govern-
ments which made no claim to be employ-
ing the revenue system that would deliver
efficient results.

Re-educating Economists

THE DEPRESSION of 2010 unites all
nations into a single economic fate, but one
with multiple possible outcomes. Some
will be heavy losers, like Europe and North

FROM SEANCE TO SCIENCE | 209



America. Cultures on other continents will
flourish, but only if they are not crushed
over the next business cycle. To avoid
being steam-rollered into a flat vision of
virtual reality, a new way of perceiving the
world is required.

If the practitioners of economics wish to
participate in that future, they will need
to re-educate themselves. Today, they are
mediums in touch with another world while
exploiting us in this world. Economics
must be transformed from séance into sci-
ence. The challenges faced by economists
are indicated by Alan Greenspan, whose
words indicate the long journey that must
be taken by economic bean-counters.

Critics place responsibility for the finan-
cial crisis on Greenspan’s shoulders.”” He
has certainly set himself up as the target
for the fairground coconut shies. In a 2005
speech, he declared — just as American
house prices hit their 14-year peak - that,

Innovation had brought about a multitude of new pro-
ducts, such as sub-prime loans ... with these advances

12 Fleckenstein (2008) and Bonner and Wiggin (2008)
are two examples of the instant wisdom that fails to
offer an informed account of the historical context
of the boom/bust cycles.
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in technology, lenders have taken advantage of credit-
scoring models and other techniques for efficiently
extending credit to a broader spectrum of consumers."?

Twelve months later, those “efficient” pro-
ducts contributed to the seizure of America’s
banks. And what did the ex-chairman of
the Fed think about this turn of events?
Looking back, the best he could offer was
the wisdom of the medium divining the
future through the séance.

If we could adequately model each phase of the cycle
separately and divine the signals that tell us when the
shift in regimes is about to occur, risk management
systems would be improved significantly.*

Gods - but not Greenspan - divine the
future.

If economists wish to switch from divin-
ation to the methods of science, they need
to abandon Greenspan’s mind-colouring
language. He analyses problems in terms
of economic equations that cannot meas-
ure “animal spirits”. It is these “spirits” —
which apparently cause fear and euphoria
- that lead to booms and busts, according
to Greenspan.

13 Greenspan (2005).
14 Greenspan (2008).
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Box 10:1

Salvation, Nordic-style?

Bear Stearns, a US investment bank,
received mouth-to-mouth financial
resuscitation when it fell victim to land
speculation. That shock sent the US cen-
tral bank in search of solutions. It prom-
ised the greatest shake-up since the
1929 stock market crash. Bankers feared
greater regulation. Attention turned to
Scandinavia’s rescue of its banks in the
1990s.

The Nordic banks were victims of
land speculation in the 1980s. They were
brusquely nationalised. Norway’s gov-
ernment insisted that the banks’ share-
holders should bear the losses. That
lesson did not sit well with Wall Street:
it wanted to protect shareholders from
having to pay the price for the damage
they inflicted on others.

But American financiers also pre-
ferred to ignore a second lesson. The

1990s rescue did not immunise
>
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Box 10:] (contd)

Norway’s banks from the impact of land
speculation. Its banks, and local govern-
ments, participated in land speculation in
America through investments in the
debts cooked up in Wall Street. They lost
billions in American sub-prime property.

The general lesson: banks will con-
tinue to act as conduits for risky lending
to property speculators, whatever the
regulatory regime. The channels through
which credit is made available to specu-
lators changes in appearance to suit cir-
cumstances. There was the “secondary
banks” crisis in the UK in the 1970s, the
savings and loans crisis in America in the
1980s, the off-balance sheet charities
located in exotic tax havens in the
2000s...but these all boil down to the
same process. When capital gains from
land speculation reach astronomical
heights, the temptations are too great to
resist; and regulations can be side-
stepped by imaginative accountants and

lawyers.
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Black magic mumbo jumbo may suit
economists searching for the powers of
the gods, but that way of thinking has
little to do with the world of people who
work to pay their mortgages. If the Fed
wishes to moderate the anguish inflicted
on America, it needs to overcome the
amnesia that enables it to ignore the
lessons of history (see box on page 213).

Abstract thinking, or a knack with num-
bers, does not qualify anyone to pronounce
on what happens in everyday life. But
these tools do have an important role to
play in redesigning the future; by, for
example, reconstructing the past, to calcu-
late the trends that really matter. This was
done for South America’s four largest
economies, using a technique called “back-
casting”. It proved possible to trace the
cyclical trends in the GDP of Argentina,
Brazil, Chile and Mexico, going back to
1870. But the IMF economists who under-
took the work failed to explain why those
growth trends were punctuated by reces-
sions which recurred, on average, every 18
years."”

15 Catéo (2007).
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Economists need intellectual therapy to
relieve their minds of the fake models that
caricature human behaviour and society.
Because they have been co-opted into an
agenda that locks our minds into a bank-
rupt model of the economy.

Gatekeepers of Our Minds

CHANGE WILL BE resisted by the Gate-
keepers of our Minds. They persist with
the claim that there is “no silver bullet” that
can resolve the mess to which global
markets were reduced at the beginning of
the 21st century.'® Public opinion is being
moulded into accepting that financial
crises and unemployment are the result of
“market failure”."”

But the market is no more than you and
me agreeing to buy and sell our wares in
the shops, at prices that are acceptable to
us. Do we cause the failures that repeat-
edly crush the economy?

You will know, by now, that the problem

16 Guha (2008c).

17 Seumas Milne (2007), writing in The Guardian,
pointed to the collapse of Northern Rock as “a
classic case of market failure”.
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lies with the rules which determine what
we may do within the market. Through
the democratic process, the wisdom of the
crowd could oblige governments to amend
those rules in favour of our best individual
and shared interests. But the Gatekeepers
of our Minds include economists who
persist in misrepresenting the economy,
causing confusion and therefore hindering
the reform process.

Thus are our lives subordinated by the
pressures from the money markets. But
the theories also influence the decisions of
politicians. Mervyn King confirms this with
the claim in his textbook that

Banking is often suggested as a possible victim for
special taxation ... Some of this simply reflects a
primitive distrust of finance. Certainly it is difficult to
see how any economic rents accrue in banking.'®

Apart from land developers and the
owners of valuable estates, the one group
that pockets a significant slice of society’s
land rents is to be found in the banking
sector. The rents are vacuumed up through
the mortgage market. But according to
Britain’s top banker, anyone who thinks

18 Kay and King (1990: 186).
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that banks should be targeted for special
taxation has a “primitive” turn of mind!

The old doctrines have failed. There is
no rescue package worthy of the name in
the intellectual toolkits of free market
libertarians, mixed-economy Keynesians
or utopian socialists. And it is futile to
retreat to ever more complex regulation by
government agencies whose persistent
failures confirm that they cannot be relied
upon to protect our vital interests.

You now know that the fate of the prop-
erty market is predictable, pre-determined
by the rules of governance. This is what
politicians want to keep a dark secret. That
is why they do not want you to discuss the
economics and ethics of the land market.

Is ignorance bliss?

The depression of 2010 need not be as
deep or as extended as the 1930s. Nor need
there be a repeat of this tragedy in 2028.
Rules can be modified, democratically, if
you insist on your right to control your life.

(™ ECONOMISTS HAVE exposed the
pathetic state of their art by
appealing to the Queen. They think a
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monthly audience with Her Majesty would
improve the performance of Whitehall
forecasters. Some hope! When the Queen
asked an economist at the London School
of Economics why no-one had predicted
the 2008 credit crunch, he could not offer
a coherent explanation. So the British
Academy tried to elucidate what had gone
wrong, concluding that there had been
“a failure of the collective imagination of
many bright people”."”

It’s nothing to do with imagination.
Economics is perverted by politicians like
the man once known as the Prince of
Darkness. Peter Mandelson, appointed by
Gordon Brown as Lord President of the
Council, First Secretary of State and
Secretary of State for Business, Innovation
and SkKills, flew to Berlin to launch his plan
for a greater role for the state in the mar-
kets. This is the man who, in 1997, was told,
by me, how to help Tony Blair avoid the
property boom/bust. When he was able to
influence the markets — when it mattered —
he failed in his duty. Why should an audience
with the Queen improve his performance?

19 Allen (2010).
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The Last Chance
Frontier

AST OPEN spaces exist in our

s /. communities. Those spaces were

created over the past 200 years,

and they need to be re-colonised. But that

will not happen, if we continue to allow the

Predators to camouflage them by closing
our minds to two realities.

First, there is the vacant and under-used
physical space. We are denied access by
the laws of the land. Second, there is the
potential for the production of incomes far
above what we are allowed to produce by
the regime inherited from a corrupted
feudal aristocracy. Those incomes would
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have liberated people to enjoy entirely dif-
ferent social spheres of existence, spheres
from which they are now excluded.

Taken together, these two spaces present
the opportunity to rescue Western civilis-
ation from what is otherwise now going to
happen.

We can barely comprehend the signif-
icance of re-colonising our own countries.
Take the case of the United States.
According to Kenneth Rogoff of Harvard
University, a former chief economist at the
International Monetary Fund, the US must
be viewed as two nations. Referring to the
credit crunch of 2007, this is how he and
his co-author put it:

[A] large chunk of money has effectively been re-
cycled to a developing economy that exists within the
United States’ own borders. Over a trillion dollars was
channelled into the sub-prime mortgage market,
which is comprised of the poorest and least credit
worthy borrowers within the United States.’

More than 140 years have passed since the
civil war and the abolition of slavery. Time,
evidently, is not what it will take to equalise
everyone’s life chances. The system is

1 Reinhart and Rogoff (2008). Emphasis added.
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designed to exclude a large part of the
population from contributing to the wealth
of their societies.

The West’s statesmen are in a state of
denial. The damage that will be caused will
not affect them: witness the vast sums paid
to Greenspan and Blair for their speaking
engagements and consultancies. They
continue to hold the destiny of the West in
their hands. With every passing day of
inaction they allow the East to strengthen
its control over our future. In January 2010
it only needed China to deny that it in-
tended to buy Greek government bonds for
Europe’s bonds markets to react in panic.

I am not preaching an anti-Eastern doc-
trine. In fact, for the last 30 years I have
campaigned to help the neo-colonial
countries of the South to adopt policies
that would accelerate their economic
development.

No-one need be the loser. But Eastern
leaders are now adopting tax policies that
prevented generations of Europeans from
enjoying the liberty to earn their living.
The case of China is particularly poignant.

In 2010, China discovered that its cash
surplus did not insulate it from a home-
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grown threat. That threat surfaced as an
asset price bubble. A house price bubble.
How was that possible in a country in
which, within the previous year, the Com-
munist Party had passed a law on property
rights that retained land in the public
domain? The Politburo had not learnt the
lesson of the previous two centuries of
capitalism. It did not matter whether the
private individual or the state owned
the title to land. What matters is the way
in which the rental income is distributed.

So while the Politburo congratulated
itself on retaining land (the fundamental
means of production) in national owner-
ship, it allowed the rent of land to be
privately appropriated. Result: developers
made fortunes out of constructing apart-
ment blocks for sale to speculators. They
capitalised the future stream of land rents
into the selling prices of apartments that
were eagerly purchased by families that
understood the economics of real estate.
Vast numbers of apartments in the big
cities were kept vacant, while factory
workers who created the wealth of the
nation struggled to pay rents for the tiny
dwellings they occupied.
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This triggered the standard capitalist
reaction. The central bank tightened
monetary policy, hoping to cool house
prices by curbing the credit in circulation.
One consequence was the increase in the
cost of the banking services needed by
the enterprises which added the value to
exportable goods that delivered double-
digit growth rates. A similar land-based
crisis disrupted communities - and
national politics - in India.

The East has incubated the pathology
that crippled Western culture. But the
“emerging countries” will forge ahead,
because their labour costs are so low that
Western enterprises cannot compete on
the global markets.

It appears, then, that the West faces a
hopeless future. The disaster is not just
in-the-making. It has already happened.

While prime ministers were claiming
that their economies were working their
way out of recession, in the markets the
contagion had barely taken hold. The
housing crisis of 2007 spread to the bank-
ing sector in 2008, followed by the debt-
driven crisis of governance in 2009. The
pressure on firms will be at its most
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ferocious in 2010 as employers are forced
to cut costs to survive. This, in turn, is fol-
lowed by the household crisis in 2011, as
families discover that job opportunities are
not reappearing in the labour market. To
cap the catastrophes, the sovereign debt
crisis in 2012 will oblige European govern-
ments to face the reality that their power
was washed away by the economic tsunami.

Once thriving communities will not
recover from the depression. But there is
no inevitability about this. The blueprint
for recovery begins with a new programme
of colonisation. The re-colonisation of our
own lands.

Land Grabs as Safety Valves

IN THE 19th century, Europe solved its
cyclical crises on the cheap. Inhumanely.
Nations discarded their citizens on to other
people’s territories. In this way, the costs of
the failures of governance were exported.
To execute this operation, however, Europe
first had to grab other people’s lands.
This process continued into the 20th
century. The Italian state, for example,
shirked its responsibilities by exporting
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over 8m people between 1900 and 1915.
Nearly half of the people of the peninsula
who were swept up by this exodus came
from the impoverished rural regions of the
South. There was one reason only why
Italy could not give all its children a decent
living in their homeland: the land of their
birth was monopolised by the few, and the
government failed to adopt compensating
tax policies.

From every nation in Europe, families
were driven to the farthest corners of the
globe in their struggle to remain alive. But
that option is no longer available to the West.
There are no vast open spaces left else-
where in the world to serve as the safety
valves for the failures of politicians. But the
future is not hopeless. Europe could launch
the re-colonisation of its home territory.

Within our nations — and despite the size
to which our populations have grown -
there are very large spaces to be filled.

Those spaces have existed throughout
the era of industrial capitalism. But they
were brutally quarantined out of use by the
combined effects of land privatisation and

2 Duggan (2007: 356).
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the tax policies that were rigged to serve
the interests of landowning elites.

In the past, those elites were the
aristocracies and the professional classes
which clung to them (such as lawyers and
real estate agents). Today, the process of
exploitation has been democratised. So
governments do the bidding of the millions
of families who own their homes, who have
been schooled into regarding the value of
those properties as sacrosanct.

In America, for example, from the fed-
eral government downwards, tax policies
have been shaped to subsidise home own-
ers to the tune of about $140bn every year.
That estimate is provided by Karl Case, one
of America’s foremost experts on the prop-
erty market.? The subsidy gives some im-
pression of how the tax regime penalises
people who work, while rewarding those
who pursue capital gains from land. If we
stick with this doctrine, there is no way out
of the corner into which the West has been
boxed.

But what happens if we reverse these
fiscal priorities? By cutting and then

3 Case (2010: 12).
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eliminating taxes on wages, we reduce the
prices of goods and services. That leads to
the creation of jobs as enterprises become
competitive in the global markets. That, in
turn, opens up new economic spaces.

And what happens if we fund the capital
costs of investing in infrastructure out of
the rents we are willing to pay for the use
of land? Resources are re-directed away
from property speculation and into
research and development, and the form-
ation of fixed capital equipment. That
raises the productivity of enterprises,
which makes them even more competitive
in the global markets.

But we need not just rely on exports to
open up a new future. Think of the millions
of potential consumers within our own
countries who are potential customers. The
lifestyles of millions of families living on
the edge would be improved if their dispos-
able incomes were raised. Families who,
today, rely on state welfare hand-outs for
their marginalised existence. Lives undig-
nified by that state of dependency on tax-
based hand-outs from others.

The scope for expanding the welfare of
the populations of Europe and North
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America is so large that there is more than
enough work to keep everyone employed.
But it’s not just individual families that
would experience a dramatic shift in
welfare. The landscape of society at large
would also begin to shift.

Redesigning the Community

THE ELIMINATION of property speculation
would result in large-scale shifts in the
structure of our communities.

Cities would become more compact.
Sprawl driven by land speculation would
be terminated. Today, vast quantities of
land sites are quarantined by dealers who
withhold their properties from the market
in the expectation of reaping capital gains
in the future. So families are homeless or
badly housed while, in Britain alone, an esti-
mated 700,000 dwellings are kept empty.

In the countryside, centuries of exploit-
ation resulted in the haemorrhaging of
people from the places of their birth.
Historians call it “de-population”. I call it
the barbarous deprivation of rights. People
were expelled from ancestral homes so
that the aristocracy could substitute
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capital-intensive methods of production
that maximised their rents.
Re-colonisation of those terrains does
not begin with a reverse land grab. All that
we need is the enforcement of the principle
that guides our economic behaviour in all
other spheres of activity. No-one should be
exempt from the principle of paying for the
benefits that we receive from others. It
would not matter how many acres the big
land owners occupied, so long as they paid
the full rental value of their land (exclud-
ing the value of capital improvements on
the land) into the public coffers. Those
rental payments would be made to defray
the costs of the public services they receive.
This one principled policy would reverse
the flow of people into the towns.
Re-population of the countryside would
occur because, now, homes would become
affordable to children born in the villages.
Jobs would become available as farmers
replaced expensive high-tech equipment
with workers who cared for the soil and
empathised with the animals that give us
our daily milk and meat. With the rise in
the rural workforce, new opportunities
would arise for employment as local
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economies diversified and developed high-
value craft-based products. This renewal of
the rural economy would be accompanied
by a cultural renaissance as people with
more money in their pockets focused their
interests on non-material preoccupations.

By thinking about the consequences of
democratising the public’s finances, we
glimpse the ways in which governance is
automatically re-shaped to meet the needs
of people rather than the cultural values of
the Predators.

Our Choice

THE VISION I have outlined is administra-
tively simple to execute, and yet so radical
in its outcomes, that people will adopt the
default position: fear. Fear of the unknown.

Psychologists have a term for this
psychological state that imprisons us: the
Stockholm Syndrome (see Box 11.I). What
has shown to be the case with individual
victims is true of whole populations. In
Britain between the 16th and 19th cent-
uries, the nation was effectively kidnapped
by the aristocracy which enclosed the
commons for their private benefit.
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Box I 1:1

How Long Do We Remain
Hostages?

The Stockholm syndrome describes a phen-
omenon in which hostages grow psycho-
logically attached to their captors, despite
the danger to which they are exposed. Data
on the FBI’s Hostage Barricade Database
System suggests that about 27% of victims
show evidence of the Stockholm syndrome.

The syndrome is named after the rob-
bery of Kreditbanken, a bank that was
based in Stockholm, Sweden. The robbers
held bank employees hostage from August
23 to August 28, 1973. The victims became
emotionally attached to their captors, and
even defended them after they were freed
from captivity. The term “Stockholm
Syndrome” was coined by criminologist Nils
Bejerot, who assisted the police during the
robbery.

If victims can end up empathising with
their captors after just six days, imagine the
effect on people who have been held hos-
tage in “their” land on an inter-generational
basis.
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Through time, those of our ancestors who
were not expelled from the land of their
birth were weaned into accepting the
predator culture as natural.

And so, today, many of us own postage
stamp-sized plots of land, and we are psy-
ched into subordinating our lives to the
lifestyles of the mega-rich land speculators.
But now that there are no external safety
valves for the West, we have two choices.

CHOICE I: Continue to produce the surplus
income that is appropriated and consumed
by the Predators in our midst.

CHOICE II: Pool the rental income for the
equal benefit of all of us, with compen-
sating reductions in the taxes on earned
incomes. This was the proposal advanced
by the great liberal philosopher John Stuart
Mill in the 19th century (among others).
But insufficient effort was made to wrest
control of our rents from our keepers. So
the 20th century was an unmitigated disas-
ter of depressions, booms and busts and
wars provoked by territorial land grabs.

If we were free to exercise our reason,
and our moral consciences, we would
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choose the second option. If we do not
make that choice, the pathologically
cramped spaces in our communities will be
further exploited.

e In Italy, displaced peasants emulated the
rent grabbing techniques of the land
owners by resorting to organised crime.*
Today, the Mafia is the shadow state with
the ability to weather the economic
crisis by shedding labour. The nation’s
GDP shrank by 5% in 2009. The Mafia’s
turnover increased by more than 8% to
€135bn ($190bn, £118bn).’

e In Britain, while some opportunities
remained for migration to Australia, the
state found it expedient to shrink the
population by sending almost 100,000
people to prison every year. An increase
of 5% in custodial sentences in 2008
reversed the previous downward trend.

Do we have the courage to reach for the
riches that are beyond anything that
Aladdin, as he polished his lamp, could
have dreamt about?

4 Harrison (2010).
5 Segreti (2010).
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(™ THE WEST will not recover from the
/V economic crisis if we fail to address
fundamental issues. A shift in the col-
lective mind-set is needed: a reappraisal of
the economy and the politics that sustain
capitalism. Language needs to be cleaned
up if we are to think straight about reforms
that would leave us all better off. We are
experimenting with a paradigm shift in re-
lation to the environment, but false notions
are being reinforced. Example: ecologists
claim that material growth is inconsistent
with conserving nature. That’s the thesis of
Tim Jackson’s acclaimed Prosperity With-
out Growth (2009). But his narrative rests
on an imperfect definition of capitalism and
a completely inadequate understanding of
how taxation reinforces property rights
rigged to favour a minority. If we redesign
public finance, we can have both economic
growth and conserve our natural habitats.
I elaborate on the mind-set issue in the
Epilogue. Radical changes are needed in
the way income is distributed and capital
invested between private and public sec-
tors, but none of this will happen in time
to save the West if we don’t clean up the
way we think about our social universe.
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Bluepirint
for
Growith

HINA'S GLOBAL hegemony draws
‘ closer with every passing day. Her

advances in the economic and
political spheres cannot be stopped. But
they can be fatally accelerated by policy
failures by Western governments.

If Europe and North America fail to
develop a blueprint for reconstruction that
works from the ground up, the outcome
will not be confined to the loss of incomes.
The threat is to the viability of the western
social order itself.
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Every policy miscalculation by the West
has an upside for China. That is because
scope for internal growth insulates China
against any reprisals that could be levelled
against her. And so, 2010 is the turning
point into a new business cycle, but also
the beginning in the shift in the balance of
power.

Commercially, the trade war that looms
on the horizon would accelerate China’s
internal development. The economic
hinterland is enormous, hungry for
investment in infrastructure and bringing
400m rural consumers into the domestic
market. For the West, protectionism would
be as much of a disaster as it was in the
1930s.

Economically, China’s domestic con-
sumer market could rise from the 2009
level of $1.72 trillion (£1 trillion) to a stag-
gering $15.9 trillion by 2020, according to
one estimate by Credit Suisse.'

Militarily, China felt strong enough to
threaten economic sanctions against US
corporations (particularly damaging for
Boeing), to register her hostility when the

1 Lewis (2010).
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US government announced a $6bn arms
sale to Taiwan.

Financially, Western countries and cor-
porations are forced to queue at Beijing’s
cash points. The financial consequences
will not be fully apparent until after Asia’s
sovereign wealth funds have completed
their “once in a lifetime” purchases of
western assets. A political price will be
exacted by China, whose nationalistic
focus on economic development is even
threatening neighbours like Thailand.

Ecologically, as the West struggles to
develop a low-carbon economy, China
helped to block a deal at the Copenhagen
conference and is forging ahead with dirty
technologies that power her factories. If
the oceans do rise in response to global
warming, the highest-cost damage will be
inflicted on northern Europe and North
America.

Scientifically, China has leapt ahead of
her “emerging countries” competitors
(Brazil, Russia and India) with research that
will give her the competitive edge in the
coming decades.? Particularly dangerous is

2 Cookson (2010).
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the degeneration in Russia’s scientific
record. If Russia is forced to rely on energy
resource rents for revenue, the Kremlin
will resort to aggressive tactics to exact
ever higher rents from Europe for oil and
gas.

But these trends are as nothing, com-
pared to the trump card which China has
yet to play. That card is even more lethal
than her undervalued currency, which
adds to her competitive advantage in the
global markets.

For now, Beijing has agreed to employ a
tax regime that is a carbon copy of the
West’s. That ties one of her hands behind
her back. By taxing wages and corporate
profits, the full potential of the Chinese
workforce cannot be exploited. So the
astonishing double-digit growth rates of
the past 20 years, when extrapolated into
the future, understate the capacity of the
Chinese economy by a large margin. Her
growth rates could be even higher. How?

Ask yourself: how did Hong Kong
become the super-star in the economic
galaxy - eclipsing even the performance of
the United States? Hong Kong’s economy
is applauded as the best in the world, in
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terms of GDP, versatility, and the freedom
to produce wealth and attract capital.

Then ask yourself: how did Taiwan, after
the communists had driven the republicans
onto what was then called Formosa, turn
itself into the first Asian Tiger?

Both those economies applied the rules
of public finance that unleashed creative
energy. Their governments drew their
revenue from the rent of land, and left
workers and entrepreneurs free to do what
they do best — add value to products that
sell to the world’s consumers.

If Beijing scraps its taxes in favour of the
Hong Kong/Taiwan model, whole regions
of the West would turn into economic
wastelands. By shifting the structure of her
public revenue, China would cut labour
costs (and therefore the prices of exported
goods) even further; and accelerate capital
formation (in doing so, raising productive
efficiency) even faster. That explosive
growth would be sustainable, because it
would not be hampered by land specula-
tion. Net result: the death of all hope of an
export-led recovery for the West.
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Who Do You Work For?

WESTERN GOVERNMENTS have boxed
themselves into a corner. One policy exists
which comprehensively re-tools society to
face the problems that lie ahead. But that
is the one policy that governments refuse
to even discuss. The sole exception was the
decision by the Republic of Ireland to
explore the prospects of fiscal reform.
Finance Minister Brian Lenihan announced
on December 9, 2009:

In the Renewed Programme for Government we have
accepted the recommendations of the Commission
on Taxation on the need for a property tax. Con-
siderable ground work will need to be done before a
Site Valuation Tax can be introduced. Work will
shortly begin on the registration of ownership and the
valuation of land.

We all know the saying: There is nothing
more certain than death and taxes.

There is nothing we can do to avoid our
eventual end, but there is a great deal we
can do about taxes. The starting point is
mind-cleansing therapy, because our
knowledge has been prejudiced by inter-
ests opposed to a justice-based society. Our
emotions are manipulated, because those
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interests need to confine debate to inan-
ities. We need to clear away some of the
nonsense that is talked about taxation.

The challenge is illustrated by the crass
language of the author of a best-selling
book on how to get rich. Robert Kiyosaki
wrote Rich Dad Poor Dad: What the Rich
Teach Their Kids to persuade his readers to
work for themselves rather than as some-
one else’s employee. He feeds prejudice by
asserting that “Average Americans today
work five to six months for the government
before they make enough to cover their
taxes”.? That is music to the ears of hard-
pressed workers, but it is a dumb way of
expressing the flaws in the public’s
finances. The aim is not to enlighten, but
to arouse animosity against government.
The poor and middle class, he says, for
example, “sit there and let the govern-
ment’s needles enter their arm and allow
the blood donation to begin”.

Similar shock tactics are employed by
the Adam Smith Institute, a perversely
named London think-tank. Every year, it
announces the UK’s Tax Freedom Day. In

3 Kiyosaki (2002: 116).
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2008, Tax Freedom fell on June 2. Briton’s
taxpayers were invited to believe that the
average person spent more than five
months of the year working for the govern-
ment. The estimate is based on govern-
ment spending of £600 billion. That’s
£10,000 per person in the UK, double the
rate in 1997.*

I ask: Do you work for the government?
Is it “the government” that wants tax-
funded highways, or do you use the roads
to travel to work? Are schools for “the gov-
ernment” — or do you send your children to
be educated at a state school? What about
the fire and police services: are these for
the benefit of government, or do you dial
for the emergency services when your
house is ablaze or a burglar threatens you
in your home?

You, in fact, work for yourself. The
government is in your pay, and required
to provide the services that you cannot
provide directly by and for yourself. But
propagandists like Kiyosaki arouse
passions by using language that inflames
people’s frustrations. This vanquishes the

4 http://www.adamsmith.org/tax-freedom-dayy/.
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thinking space we need, in which to reflect
coolly about the source of our problems.

The P&P Paradigm

DISCUSSION ON TAXATION should be
located in a framework that takes into
account the relationship between property
rights and public finance. This is what I
call the P&P Paradigm. It accentuates
the nexus between property rights and the
pricing mechanism.

e Property rights. Are we free to keep and
enjoy what is ours? Or do we live off
what belongs to others?

It is impossible to address the issues about
taxation without agreement on what
belongs to me, and what belongs to you;
and - crucially — what belongs to us.

¢ Public finance. Are we taxing the things
that ought to be taxed? Or are taxes
damaging people’s efforts to earn their
living?

Although these two issues are intimately
related, governments impose policies
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without addressing the fundamental prin-
ciples of property rights. That, in turn,
damages the way we are governed. Dis-
cussion is prejudiced, leading to bad
results. Most taxes, for example, are biased
against earned incomes: that’s why they
damage our health (fatally, in many cases).
They subvert our wealth (the losses can be
quantified - and they are stupendous).
Other streams of income, however,
ought to be treated as the public’s revenue
and shared through the services provided
by public agencies. But because they are
favourably treated for tax purposes, they
corrupt the common wealth (which is why
the streets have become mean places).
Now let’s examine how taxes affect us.

e Conventional wisdom asserts that
“Paying taxes to government is a
penalty”. Taxes are a measure of our loss
of liberty:.

Government acts on your behalf. You
channel some of your earnings through it,
as your agent, to pay for the services that
you want to share with your neighbours.
We need government to provide law and
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order, political leadership, public health,
transport systems and so on. When you
pay your taxes, you pay for these services,
so you are working for yourself.

The current administration of taxation is
seriously flawed, but criticism should
avoid rousing people’s passions in ways
which corrupt the democratic process. We
do need greater efficiency in the way gov-
ernment spends our money. We do need to
insist on compliance with the principles of
justice. But such outcomes will not be
encouraged by angry denunciations that
have no factual basis.

e Governments waste taxpayers’ money.
The public sector, through the state
bureaucracy, is guilty of throwing money
away. But this loss is trivial compared to
the damage caused by the way revenue
is raised.

Economists use a term to concede that
taxes on labour and capital distort incen-
tives in ways which reduce incomes. The
jargon is “excess burden”. A more enlight-
ening term is “deadweight losses”. Losses
arise when people duck and dive to avoid
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paying taxes. Their productive efficiency is
reduced.

In capital markets, investors are advised
to channel money into “tax efficient invest-
ments”. Decisions are made not because
they yield the highest profits or welfare,
but because they minimise taxes.

In labour markets, people may decline
to earn higher wages (for example, by
refusing to work overtime) because the
tax-take reaches the point where it is not
worth sacrificing leisure time for the extra
buck in the back pocket.

Governments are aware that they inflict
these deadweight losses. That is why they
manipulate taxes to create smoke-and-
mirror effects. But people are not stupid.
Even so, they feel they cannot influence
policy. This results in political apathy. Thus
are the losses continuously inflicted on the
economy, even as politicians urge people to
work harder or better. And yet, all the time,
they are responsible for restraining people
from achieving the full output potential
based on available skills and capital. When
did you last hear a finance minister confess
that he was an obstacle to your prosperity?
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The Riches in Store
for All of Us

THE KEY IS NOT how much you pay to
the government, but how government
collects its revenue from you, to supply
the services you want.

Economists can calculate the losses that
you suffer. The haemorrhage of wealth and
welfare is on a scale that is difficult to wrap
our minds around.

I calculated the losses that Britain
endured during the 10 years of Tony Blair’s
premiership. Using the Treasury’s own
measure of deadweight losses, Britain lost
£120bn in wealth and welfare as a result of
the taxes that were used to raise £399bn
in 2003/04 alone. The loss rose to about
£138bn in 2004/06. Such losses exceeded
the funds needed to provide all the addi-
tional services the nation required. In total,
between 1997 and 2007, Britain lost wealth
and welfare equivalent to one year’s worth
of output. It was as if Britain shut down its
economy for 12 months during Blair’s
Downing Street years. That is one measure
of how we could have been richer, if
government had used revenue-raising
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methods that did not damage economic
incentives.®

Nicolaus Tideman, professor of econom-
ics at a Virginia university, calculates that
drawing US revenue from the rents of land
and natural resources would generate a
remarkable increase in the nation’s income
(see Graph 12.I).° His calculation can be
divided into two parts. First, there are the
losses to productivity caused by taxes that
distort people’s incentives with respect to
how much to work and how much to save.
Second, benefits arise from eliminating the
damage caused by land speculation.

e The annual benefit from removing dis-
incentives to work and to save would
initially be $730 billion ($4,700 per
worker).

e A further annual benefit of $590 billion
($3,800 per worker) would accrue as a
result of eliminating the impacts of land
speculation.

5 Harrison (2006b: 43-44, 155).

6 Dr Tideman received his PhD from the University of
Chicago. After teaching at Harvard University, he
served as Senior Staff Economist at the President’s
Council of Economic Advisers before moving to
Virginia Polytechnic Institute and State University.
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Graph 12:]

Net Annual Gain per Worker
in 2004 Dollars from Shifting as
Much Tax as Possible to Land
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e The value of this combination of benefits
would rise each year by about $90bn
($480 per worker).”

These calculations show that there
would be an annual increase of income per
worker of over $8,500; climbing each year
by an average of nearly $500, as the effi-
ciencies of the new approach to raising
revenue kicked in. Those sums indicate
the extent of the damage inflicted by the
current tax doctrine.

America desperately needs the tax-shift.
Large swathes of her inner cities are
No-Go areas which are imploding under
the stresses which nourish a culture of guns
and narcotics. The countryside needs to be
re-populated. Charging rent — rather than
taxes — to pay for public services, automat-
ically delivers such complex outcomes
without the need for direct government
intervention. Adjustments arise as people
re-claim their share of the public domain.
But this is not achieved by taking land

7 These numbers represent up-dates to the economy of
2008 that Dr. Tideman calculated, at my request, to a
model that is described in Tideman et. al. (2002: 416-
441) and Tideman and Plassmann (2003: 56-60).
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Box 12:1

When is a Tax Not a Tax

We voluntarily identify the combination of public
services that we want by choosing the locations
where we live and work. And we declare the value
of those amenities by the price we agree to pay
for exclusive occupation of those locations.

So rents are not taxes. Taxes are crude exac-
tions on income, levied without linking the payer
to the services. You would think that economists
would respect these distinctions. They don’t.

Mervyn King and John Kay’s textbook on tax-
ation reviews the theory of economic rent. They
acknowledge that some activities generate rent
which could be targeted for special taxation. But
they then wonder “why it might be thought that
discriminatorily high taxes could be imposed with-
out inflicting economic damage”.! That phrase
“discriminatorily high taxes” colours people’s
minds. Do shop-keepers discriminate against (or
tax) customers when they charge the full price for
their goods?

Fair dealing is not what this fiscal policy
receives from economists. Example: Kay and King
say that it is “apparent” that economic rents are
insufficient “for this to be a practical means of
obtaining the resources needed to finance a mod-
ern State”. They produce no evidence to support
this claim. For the sources of rent that would fund
the services we need, read the list compiled by
Mason Gaffney.’

I Kay and King (1990: 180). 2 Gaffney (2008).
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from anyone. The benefits arise from
reforms to the public’s finances. A new
phase in the settlement of America would
be launched. This time, however, there
would be no free riders.

Professor Tideman did not try to hide
this policy from America’s old foes. He is
an economist with a conscience. That is
why he invited some distinguished econ-
omists to sign an Open Letter to Mikhail
Gorbachev when the Soviet Union was con-
sidering its perestroika reforms. Tideman
drafted a submission to Gorbachev that
explained the benefits of raising revenue
directly from the rents of land and Russia’s
vast natural resources. The riches were
sufficient to fund the nation’s public serv-
ices without burdening workers with taxes
(this is not a case of semantics: see the
box). The Nobel laureates who co-signed
that recommendation were James Tobin,
Franco Modigliani, Robert Solow and Bill
Vickrey. Tragically, for Russia, Boris
Yeltsin declined to follow this advice. The
result was the incubation of a new parasite
in the Russian body politic: the oligarch.
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The Riches of Oz

ESTIMATING THE impact of a revenue shift
is aided in Australia by that country’s land
value-based revenue system. My numbers
are based on calculations by Bryan
Kavanagh of the Melbourne-based Land
Values Research Group.

In 2004, less than AU$30bn (12%) of the
publicly created $245bn in resource rents
was collected for the public purse. This left
$215bn in resource rents to circulate in the
private sector — a powerful incentive to
speculate in land and commodities.

¢ In the 30 years to 2006, the four econ-
omic downturns triggered by real estate
booms caused a loss of GDP of about
AU$768bn. This is the additional income
that would have been distributed if the
economy had not gone into the land-led
recessions of 1976-8; 1983; 1991-2 and
1999-2003.

This loss, however, underestimates how
much richer Australia would be, had she
not been the victim of land speculation. If
investment had not been impeded by the
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recession years, GDP in 2004 (AU$810bn)
would have been appreciably higher.
Factoring in further adjustments, such as
the higher rate of growth of productivity,
Kavanagh concludes that national income
today would be AU$2,200bn from just
capturing half of Australia’s rents, with
offsetting reductions in taxes on earned
incomes.

Kavanagh reports that, according to
their latest estimates for 2006, a rent-based
approach to raising public revenue could
generate sufficient additional national
income to make every man, woman and
child richer by about AU$35,000 every
year. This estimate was based on conserv-
ative assumptions, and a more realistic
estimate put the gains at $1 trillion, or
AU$49,000 per person.

Economists will argue about the finer
detail of the estimates, but one fact is
beyond dispute. Every citizen in Australia
would be richer by a significant margin if
government raised revenue in ways which
worked with the grain of human creativity,
rather than with taxes that are barriers to
productivity.
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Blueprint for Growth

PAST CIVILISATIONS collapsed because,
ultimately, their elites failed to adapt to the
threats that could overwhelm them. The
West faces such threats today. The CIA
calls them mega-trends. Global poverty,
economic crises, environmental stresses,
organised violence - they all interact with
each other, driving them beyond the
control of government. The failure of UN
talks on climate warming in Copenhagen
in December 2009 is an example of a
crisis out of control. Thus -

Poverty and a shrinking global economy —
Migration to Europe/USA — Stresses on
social order and welfare budgets — Fascist-
like reactions — Containment laws that
erode liberty:.

This trend is intersected by —

Ecological havoc (such as deforestation) —
Population displacement to neighbouring
regions/countries — Defensive reactions
— Military intervention.

Overlaying the economic and environmental
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issues are the resort to organised violence.®
Thus -

Organised crime exploits weakened State
— Businesses pay protection money —
Increased taxes to fund law and order —
Diminished economic activity.

A global whirlpool of crises is like a
tsunami heading for the mainland. Un-
stoppable. Except that these tsunamis are
man-made. And they are getting worse,
because Western governments are weak-
ened on all fronts. They have adopted aus-
terity as the key to recovery instead of the
blueprint for growth which I have outlined.
Cuts in public spending - to offset the
reduction in tax revenues - is a strategy
based on a false doctrine. Retrenchment
drives the final nail in the economic coffin
for Europe.

America will have to rely on her military
strength to secure a measure of protection
and growth, because she is broke. The
federal government’s spending will exceed
income by $1.6 trillion in 2010. Over the
next 10 years, the predicted gap is $8.5

8 Harrison (2010).
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trillion. This leaves China to test her
strength against the super-power.

e Barack Obama’s cancellation of NASA’s
lunar programme leaves China free to
take the lead in the race to return to the
moon and exploit the economic and
political opportunities of outer space.

For Europe, the one hope is tax-led
growth. But viewed from that perspective,
the European Union’s policy is a disaster.
Its Commission wants member govern-
ments to bring finances under control by
cutting the wages of public employees.
Wage-slashing began in the private sector
in 2008. But why should employees pay for
the crisis generated by people who reaped
the capital gains from land? That question
is ignored, as governments continue to
preside over the widening wealth gap.

e In Britain, the richest 10% (household
wealth: £853,000) is now 100 times
better off than the poorest (maximum
household wealth: £8,800), according
to a government-sponsored research
report by the National Equality Panel.
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For those on the lowest incomes, forecasts
by the National Institute of Economic and
Social Research (NIESR) makes depress-
ing reading. Disposable income will fall
through to 2012, with unemployment
rising to a peak at close to 3m at the end
of 2011. In the housing sector, a further
decline in Britain’s building industry’s
labour force was forecast by the
Construction Skills Network. Meanwhile,
house prices in London and the South East
were expected to return to double-digit
growth in 2010, widening the wealth gap
with the rest of the nation.

¢ British property companies owned by
five of the nation’s richest aristocratic
landowners went on the prowl for cheap
sites, preparing to capture the fortunes
to be made out of the next property
cycle.’

It was a return to business-as-usual for the
Predators, while employees were forced to
bear the brunt of the downturn.

If Europe wants to survive, it will need
to promote the controlled transformation

9 Warren (2010).
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of the revenue systems to deliver the
balanced growth that creates jobs, raises
living standards and conserves the
environment. Instead - in the name of con-
trolling the emission of greenhouse gases
— Europe’s policies are being designed in a
way that will fuel a stock market bubble
in 2019. The IMF is initiating a $100bn
(€62.5bn) global spending spree to bolster
investment in low carbon enterprises. In
the UK, government’s subsidies will add to
the attractions of the shares of the renew-
able energy industry. The cumulative
effect: a rise in the price of land that falls
into the catchment area of this policy.

The mid-cycle bubble in the shares of
clean energy companies will burst just as
the global economy takes off from the
launch pad for the final phase of the land-
led boom, which will end in the depression
of 2028.

Governments will not now act to prevent
what is going to happen. But based on this
inquest into the failures of governance,
readers of this book are now equipped to
identify defensive strategies to minimise
the risks that will threaten prosperity over
the next business cycle.
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(™ THE PARLIAMENT that ended in
2010 in disgrace is called the Rotten
Parliament because of the scandal
over MPs’ expenses. The biggest profits
were from their second homes. Taxpayers
paid for those properties, but MPs pock-
eted the capital gains. Why complain? MPs
milked taxpayers, but that’s what the rest
of us do as the price of our homes rises (the
economics of this crooked process is
described in my book Ricardo’s Law).
Expecting law-makers to reform a tax
regime that enriches many of their con-
stituents tests their moral character. But
it’s also a test of our consciences.

The principles of good governance
are not a secret. Samuel Brittan,'’ the
Financial Times columnist, explains: “Land
taxation has the advantage over other
forms in that it is in principle based on
pure space and need not be a disincentive
to either capital or labour” (emphasis
added). Economists admit that “The
receipt and allocation of economic rent is
a central determinant of the distribution
of income in modern economies”." So

10 Brittan (2005: 103).
11 Kay (2004: 282).
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why don’t they enact this reform? Because
a Rotten Parliament reflects a rotten
system, which means that it’s up to all of
us to work for change.
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EPILOGUE

[Life 1n
La-la Land

Saturday, 20 February, 2010. University of Warwick.

SSEMBLED ON the campus: Gordon
ABrown and the Usual Suspects, to
launch their re-election campaign
with the promise of A future fair for all.
Chancellor Alistair Darling arrives at the
student-organised Warwick Economics
Summit to affirm his credentials as A Man
of Fairness —and to promise to “get growth,
to create a far better and more prosperous
country in the future”.
Brown and Darling use rhetoric to
achieve change. Brown’s last mantra — No
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More Housing Boom/Busts — had lost its
magic, so now it was A future fair for all (a
promise which had its original outing in
a 2003 government policy document!).

Now it was time to keep my promise.

I had warned Peter Mandelson - the
architect of Labour’s success in 1979 — that
I would hold them to account. Their 13-
year economic record was about to be
judged by the people. So when it was my
turn to address the Economics Summit, I
left the next generation of entrepreneurs
and policy-makers - gathered from around
the world, notably India and China - in no
doubt. Labour’s slogan was a mind-rigging
fraud. Capitalism is designed to manufac-
ture poverty. Therefore, I explained, it was
not possible for politicians to promise a
future fair for all. Brown’s slogan was
calculated to deceive.

Two paradigms - or world views - of
how the world works. One must be wrong.

PARADIGM I: Gordon Brown’s view that the
democratic process can tame the capitalist
economy if governments formulate the
correct regulations (for example, regula-
tions to prevent bankers being greedy).
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Income can be redistributed to support the
poor and protect the excluded: the Welfare
State.

I reminded the Warwick Summit that the
all-powerful state had 65 years to deliver a
fair society. How much time is needed to
determine that a policy just isn’t working?

PARADIGM 2: Property rights determine
income distribution; politics and public
finance are annexed to serve the core
interests of rent privatisers; social policy to
moderate the plight of the poor is contin-
gent on not questioning the way privileged
groups extract the rents that we all help to
create.

After 1945, the socialist Labour Party
bungled its attempt to challenge the power
of land monopolists. Tony Blair’s New
Labour abandoned socialism for a Third
Way, which failed to meet its poverty-
erasing targets.

I now knew that Blair, Brown and
Darling were never going to act on the
alert I sent them in 1997. My hope that
Blair and Brown really meant to give
Britain a fresh start was betrayed, because
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there was one policy that they would not
entertain: what was by fiscal tradition
called the Land Tax.

As I drove up the M40 to the university
on that bright but freezing February
morning, the BBC was reporting Brown’s
Warwick promise. He would secure the
growth of the British economy. That prom-
ise was made two days after the discovery
that his government could not pay its
January bills. For the first time since
the election of New Labour, the January
average revenue of £9bn had turned into a
deficit of £4.3bn. The government was
bankrupt, but Brown was promising pros-
perity for everyone. To accomplish this
magical feat, he did not need my Blueprint
for Growth. There had never been the
remotest possibility of fine-tuning taxes to
create a future fair for everyone.

Was I being paranoid?

One man knew the answer to that ques-
tion: Matthew Taylor (see box E:1). And, as
it happens, he, too, was a speaker at the
Warwick Economics Summit. We met in
the hospitality room, and I told him about
my 1997 alert to Blair/Brown/Darling/
Mandelson/Campbell. Ten years, enough
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Box E:l

The Man Who Helped to Shape
New Labour

Matthew Taylor was New Labour’s Director
of Policy for the 1997 general election, and a
key influence over the manifesto. He subse-
quently became Tony Blair’s head of the No 10
Policy Unit, charged with drawing up the
manifesto for the 2005 election. Following
Labour’s re-election, Taylor was appointed
Chief Adviser on Strategy to the Prime
Minister. In 2006 he become Chief Executive
of the Royal Society for the Encouragement of
Arts, Manufactures and Commerce (RSA).

Blair, he told the Warwick Economics
Forum, did make mistakes, once he had
become “messianic”.

time for government to prevent a house
price boom that would otherwise peak in
2007, driving the economy into recession.

Taylor knew the inside of New Labour’s
policy-making process like no-one else. So
I challenged him with a question: “What
was the one policy that the government
would not countenance?”
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He replied without hesitation: “The Land
Tax”.

So, I was not being paranoid. In our
democracy, politicians can discuss any
issue under the sun - except the one
policy that challenges those juicy profits
from property speculation.

Gordon Brown lives in La-la Land. As
evidence of his determination to protect
“front line public services”, he cites with
approval the action of the Isle of Wight
council, which is to provide free personal
care for the elderly. What he did not dis-
cuss was the costs of that promise. The Isle
of Wight Council must withdraw help from
people with disabilities and mental illness,
victims of domestic violence and drug and
alcohol misusers.'

Managing the Decline

LARGE SWATHES of Europe and America
will not recover from the devastation that
continues to unfold. Politicians like Barack
Obama claim that they have saved their
nations from a depression. They cannot
face the reality: we are locked into a

1 Brindle (2010).
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depression. They use euphemisms like The
Great Contraction, as if the slight upward
blips in GDP late in 2009 meant a recovery.

Given the policies of the G20 countries,
there is one prospect only for the west:
a managed decline. Their economies
trapped in a no-growth vice, millions of
people will be marooned without jobs, with
no prospect of returning to the cash-
splashing glory days.

Over the 1992-2010 business cycle,
growth was driven by debt. Productivity
gains were achieved by the digital revolu-
tion, but these were converted into rents
(first by the dot.com bubble, which was
inflated by speculation in rents from the
electromagnetic spectrum, followed by
speculation in the property market). The
West created credit to live off those rents:
borrowing from the future stream of rental
income to pay for current consumption.
Payback time, without end.

For the first 10 years of the 2010-2028
business cycle, the western economy
will remain depressed. Current policies
prevent the recovery of consumption to
levels that can deliver sustained growth.
Prognosis:
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e a permanent cut-back in private capital
investment. Much of the west’s value-
adding activity will relocate in the east.
Many of the remaining jobs will be filled
by skilled/lower-paid east European
migrants. And

e a permanent cut-back in public spend-
ing. Governments will struggle to fund
the trillion-dollar debts incurred to save
the banks. Current calculations about
the size of those debts will be revised
upwards as social security bills increase
beyond the levels which governments
dared to forecast in 2010.

The bleak future can be avoided (Ch. 12).
But the blueprint that would rescue the
economy requires a paradigm shift in think-
ing. That’s not going to happen while even
the centres of advanced learning - like
University College, London - bottom feed
to make money through land speculation.”

2 English universities are “coming up with innovative
solutions to lessen their financial woes”, according to
the Financial Times (Turner and Goodfellow, 2010),
including “speculation in the property market”.
According to the provost of UCL, “It makes sense to
be a bit counter-cyclical at times and to see if we can
do some trading and acquiring low value estates in
one or two fire sales”.
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Fig E:I

China’s house prices
are on the rise again...
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So we need to prepare for conflicts that
will threaten global peace.

Unfortunately, security strategists in
western intelligence communities have
few guidelines on which to base their
assessments of the future. China remains
the joker in the pack. She will continue to
threaten the US, as she did when voicing
disapproval over the supply of weapons to
Taiwan. But it is difficult to anticipate the
impact of the social stresses that are
building up within China, which are likely
to spill over into conflicts with her neigh-
bours. Will the Politburo exercise wisdom
as its population increases by 400m over
the next business cycle? The housing
market is already creating problems,
with large numbers of empty office blocks
in Beijing co-existing with the tripling of
land prices in some cities.” House prices
increased by 400% in one city in 2010, and
by 876% in Wenzhou as property specula-
tors hoarded vacant apartments in the
hope of further price rises (see Fig. E:1).

Many issues remain imponderable, such
as the prospect of military contests over

3 Foster (2010).
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the resources beneath the Arctic ice cap.
Cash-rich sovereign wealth funds will
embarrass western governments as they
flex their financial muscles. India will side
with China in geo-political contests over
access to nature’s resources in Africa and
South America.

In the West, tax revenue will continue to
haemorrhage as investors seek the highest
returns in the East. Europe’s aging popu-
lation will be increasingly dependent on —
and resentful of — migrant workers. And
America’s entrepreneurs complain that
the retirement of the Baby Boom genera-
tion is rendering US industries vulnerable
to a shortage of the skills needed to deal
with the uncertain future.

The world is in chaos, with uncertainty
piled on confusion. New ways of interpret-
ing the world are needed to guide action in
the face of extreme shifts in power. Those
paradigms are not being developed,
because the old model based on capitalism
continues to colour the minds of the
people in power.
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