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         Introduction

         
         
         
         
         Economics everywhere 

         
         
         
         
         When, in July 2007, two hedge funds run by the Wall Street investment bank Bear Stearns ran into difficulty, few could have
            guessed at the scale of the dramatic events that would follow. The funds, which had been worth $1.5 billion at the beginning
            of the year, were invested in financial products linked to what quickly became the notorious American subprime market. Sub-prime
            loans, to US households with impaired credit histories (the joke was that they were ‘Ninja’ borrowers, with no income, no
            job and no assets) had been around for many years. They however, along with adjustable rate mortgages (Arms), had expanded
            very rapidly from around 2003 and, more significantly, had been used as the basis for financial instruments – structured investment
            vehicles – sold to investors and traded between the banks. Mortgage-backed securities, as their name suggests, are financial
            instruments based on household mortgages. Even more sophisticated instruments, so-called credit derivatives based on those
            securities, ‘sliced and diced’ the original securities up even further and greatly multiplied the potential losses if there
            were problems with the underlying asset, the mortgage. The upshot was that if enough poor American families in Cleveland,
            Detroit or Fort Myers fell behind with their payments or defaulted on their mortgages the consequences would be felt by investors
            and banks many thousands of miles away. Think of it as an inverted pyramid resting on the unstable foundations of risky mortgages.

         
         
         
         
         The Bear Stearns hedge funds were, to risk mixing metaphors, the tip of a very large iceberg, an early warning of the problems
            that were to follow. Even in early August 2007 after American Home Mortgage had filed for bankruptcy, most experts dismissed
            talk of a global financial crisis and it seemed that the problems arising from America’s subprime problems would be limited.
            However, it became clear that an international crisis was brewing when on 9 August the French bank BNP Paribas suspended three
            of its investment funds because of losses related to the US subprime market. An alarmed European Central Bank responded by
            pumping tens of billions of euros into Europe’s money markets.

         
         
         
         
         What followed was a kind of domino effect, with banks regarded as weak or excessively dependent on wholesale money markets
            – rather than savers’ deposits – most heavily exposed. On 13 September, 2007 it was revealed that Northern Rock, Britain’s
            fifth largest mortgage lender, was being supported by ‘lender of last resort’ assistance from the Bank of England. The following
            day saw the first run on a British bank since Overend & Gurney in 1866. (Northern Rock was eventually nationalised by Britain’s
            Labour government, after a five-month attempt to find a viable private-sector buyer.)

         
         
         
         
         After the excitement of August and September, when money markets froze from a lack of confidence between the banks in each
            other, there were hopes that the worst might be over. It was, however, a vain hope. In March 2008, after months in which Wall
            Street investment banks and America’s other large banks had announced ever-larger write-downs and losses on their subprime-related
            investments, Bear Stearns was forced to sell itself at a knockdown price to competitor J. P. Morgan. The deal was only possible
            because it was accompanied by a $30 billion loan from the Federal Reserve, America’s central bank. Bear Stearns, founded in
            1923, had been part of Wall Street’s aristocracy, surviving the infamous crash of 1929 but now unable to weather the credit
            crunch of 2007–8. Indeed, the problems at its hedge funds eight months earlier had first exposed the crunch; now it was a
            victim of it. Soon afterwards, the International Monetary Fund said that the world was facing the biggest financial shock
            since the Great Depression of the 1930s.

         
         
         
         
         Economic history in the making 

         
         
         
         
         Comparisons with the Great Depression and the bank runs of the Victorian era provided confirmation that something highly unusual
            was happening in the global economy. Indeed, policymakers looked to Walter Bagehot, the nineteenth-century economist, social
            theorist and constitutional reformer, who was editor of The Economist during the run on Overend & Gurney in the 1860s. Apart from computer technology, the global nature of the crisis and the fact
            that every move was played out on twenty-four-hour television, very little appeared to have changed since Bagehot’s day. ‘Every
            great crisis reveals the excessive speculations of many houses which no one before suspected,’ he wrote in Lombard Street: A Description of the Money Market, published in 1873. And, ‘the good times too of high price almost always engender much fraud. There is a happy opportunity
            for ingenious mendacity. Almost everything will be believed for a little while, and long before discovery the worst and most
            adroit deceivers are geographically and legally beyond the reach of punishment.’ Bagehot also understood what engendered financial
            panics: ‘Any notion that money is not to be had, or that it may not be had at any price, only raises alarm to panic and enhances
            panic to madness.’ As for the way such panics could envelop even those regarding themselves as too good, or too big to fail
            he comments: ‘A panic grows by what it feeds on; if it devours these second-class men shall we, the first-class, be safe?’

         
         
         
         
         People turned to history for the answers because the events of 2007–8 were so unusual in the modern era. What, for example,
            was a credit crunch? Defined as a sudden reduction in the availability of credit and an increase in its price, this was a
            modern-day rarity. Recent history is littered with examples of governments or central banks deliberately restricting the flow
            of credit to the economy and increasing interest rates. For such a phenomenon to occur ‘naturally’ as a result of a sudden
            collapse of confidence in the banking and financial system was, however, different. It resulted, for example, in a 70 percent
            downward slide over twelve months in mortgage approvals – the number of new loans being granted – in Britain. The consequence
            of that extreme mortgage rationing was a dramatic drop in house prices. The discussion of Britain’s housing market and the
            debate over prices in Chapter Two of this book does not, you will see, even consider this possibility. While interest rates
            can and do rise and fall, the idea of a sudden turning off of the credit taps did not come into the debate. This was, if not
            uncharted territory, outside the direct experience of policymakers. The ready availability of credit had almost come to be
            regarded as the economic equivalent of oxygen or running water.

         
         
         
         
         As comparisons with the Great Depression were made by the IMF and others, economists scurried for their reference works. J.
            K. Galbraith’s The Great Crash, 1929 first published in the 1950s, jumped back into the bestseller lists. Ben Bernanke, chairman of the Federal Reserve in succession
            to Alan Greenspan, suddenly appeared to be in the right place at the right time, as one of the foremost academic authorities
            on Depression-era economics. He had always argued that understanding the Depression was the most important challenge for economists,
            if only to prevent history from repeating itself. Mention of the Depression also brought John Maynard Keynes, who gets a chapter
            to himself in this book (Chapter Ten), to the fore.

         
         
         
         
         A Drama and a Crisis 

         
         
         
         
         During September and much of October, 2008, it seemed that each weekend brought a new crisis that threatened to bring the
            financial system to its knees. The crisis that had begun more than a year earlier entered a new and more deadly phase. Suddenly,
            the fear of losses and counterparty risks (banks and other institutions not trusting counterparts they had previously been
            comfortable dealing with) reached exaggerated levels. For investment banks in particular, reliant on raising funds in the
            wholesale markets – unlike commercial banks they lacked retail customers – this lack of confidence was dangerous in the extreme.
            The drama began on the weekend of 6 September with an announcement from the US Treasury of a taxpayer-funded bailout of Fannie
            Mae (the Federal National Mortgage Association) and Freddie Mac (the Federal Home Loan Corporation), the bulwarks of America’s
            mortgage market. Though owned by shareholders, both Fannie Mae and Freddie Mac are so-called government sponsored enterprises,
            with access to lower cost funds than commercial rivals and chartered by Congress to increase home ownership. The fact that
            they had to be rescued was testimony to the scale of the problem.

         
         
         
         
         But, it was the non-rescue the following weekend, of the blue-blooded Wall Street investment bank Lehman Brothers, that really
            sent financial markets into a spin, almost producing, what for once it was not an exaggeration to call, ‘financial meltdown’.
            A few weeks later Mervyn King, the Governor of the Bank of England, described the recent events:

         
         
         
         
         Since August 2007, the industrialised world has been engulfed by financial turmoil. And, following the failure of Lehman Brothers
               on 15 September, an extraordinary, almost unimaginable, sequence of events began which culminated a week or so ago in the
               announcements around the world of a recapitalisation of the banking system. It is difficult to exaggerate the severity and
               importance of those events. Not since the beginning of the First World War has our banking system been so close to collapse.
               In the second half of September, companies and non-bank financial institutions accelerated their withdrawal from even short-term
               funding of banks, and banks increasingly lost confidence in the safety of lending to each other. Funding costs rose sharply
               and for many institutions it was possible to borrow only overnight. Credit to the real economy almost stopped flowing.

         
         
         
         
         The ‘almost unimaginable’ sequence of events described by King included a $700 billion bailout of the US banking system by
            America’s Treasury Department, a plan only approved after a tough battle with Congress. Even that failed to calm fevered markets.
            In Britain it included the nationalisation of much of Bradford & Bingley, a mortgage bank, and the emergency merger of Lloyds
            TSB and Halifax Bank of Scotland (HBOS) with the government waiving competition rules to allow the deal through. Banks were
            in trouble, and had to be rescued. Merrill Lynch, another Wall Street giant, was forced into a merger with Bank of America.
            AIG, America’s biggest insurer, had to be rescued by the US government. Several European banks, including the Belgian–Dutch
            Fortis Bank and Germany’s Hypo Real Estate Bank, got into trouble. The contagion was spreading dangerously and no institution
            appeared to be safe.

         
         
         
         
         In the 1930s, operating on the principle that it was sometimes necessary to save capitalism from itself, Keynes had urged
            government intervention. When markets and economies fail, he had argued, it was necessary for the state to act. This philosophy,
            often thought of as a desire for ‘big’ government, was nothing of the sort. ‘The important thing for Government is not to
            do things which individuals are doing already, and to do them a little better or a little worse, but to do those things which
            at present are not done at all,’ he wrote in The End of Laissez-Faire. In 2008 investors were not prepared to provide undercapitalised banks with the cash injections they needed. Liquidity was
            scarce in the money markets and so was trust. So governments had to do what Keynes said they should in such circumstances;
            step in.

         
         
         
         
         A British plan, championed by Prime Minister Gordon Brown, appeared to press all the right buttons of bank recapitalisation,
            government lending guarantees and liquidity. It included a £37 billion taxpayer-funded capital injection into Royal Bank of
            Scotland, Lloyds and HBOS. There were £250 billion of government guarantees of bank lending – dependent on banks accepting
            the need for either publicly or privately-funded additional capital. The final element was a doubling from £100 billion to
            £200 billion in the amount the Bank of England was prepared to pump into the system in liquidity. An exceptional crisis required
            exceptional measures, and other countries took similar actions. When you read this you will know how well, or badly, these
            rescue attempts worked.

         
         
         
         
         There was more of Keynes, or his memory, in the crisis solutions offered. Britain and other governments attempted to increase
            elements of public spending to offset the recessionary impact of the credit crunch, this being Keynes’s remedy in the 1930s.
            There was talk too of a new Bretton Woods conference to establish a new framework for the global financial system; echoing
            the 1944 conference Keynes had dominated with his presence. Keynes, it seemed, was back.
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         The financial crisis of 2007–8 took economists, politicians and business people by surprise. Though many claimed with hindsight
            to have spotted it coming, few did. Out of a clear blue sky a financial hurricane blew, with damaging economic consequences.
            Some will say it showed the limitations of economics, but while economists engage in forecasting, they are not psychics or
            soothsayers. And, in an important sense, the crisis was when economics came into its own. As this brief introduction has tried
            to show, policymakers looked to the past for solutions to the difficult economic present. If the economy did the same thing,
            year-in, year-out, economics would be boring and few would look to economists for solutions. It is when things are exciting,
            even frightening, that economics comes alive. I hope this book will whet your appetite to delve further into the subject.

         
         
         
         
         London, October 2008

         
         
         
      

   
      
         
         
         1

         
         
         
         
         Appetizer 

         
         
         
         
         This is a book about economics. I realize by writing that I risk losing about half of the bookshop browsers who have picked
            it up in the hope of coming across something interesting. But hold on. This is also a book about economics quite unlike any
            other. There are no tricky diagrams of the kind that leaves you wondering whether the page has been printed the right way
            up. There are no complicated mathematical equations. Unless something can be easily explained, it has no place here. Above
            all, at a time when we all need to know some economics, it is intensely practical. It will not necessarily make you a millionaire
            – I always say that the only economists you see driving Rolls-Royces are wearing chauffeurs’ caps – but it will tell you about
            the process by which we become, mainly, better off. It is also, I hope, good fun.

         
         
         
         
         The aim of this book is to fill a gap, just like a good lunch. For years, at the Sunday Times and elsewhere, readers have been asking me to recommend an easily digestible book on economics, either for non-economists
            or for those whose grasp of it is a little rusty. Until now I have found it difficult to do so. There are some excellent textbooks
            on economics, some of which I shall recommend later, but they are intended for formal courses of study, with teachers offering
            a guiding hand. This is different. I hope that many students will read and profit from Free Lunch but in a way that complements formal study rather than replaces it. There are, too, some excellent works describing recent
            economic history but these can be difficult, if not impossible, in the absence of the building blocks. An account of, say,
            Alan Greenspan’s time as Chairman of the Federal Reserve Board in Washington needs the context of knowing something about
            monetary policy and how central banks are supposed to operate it. Similarly, trying to judge whether an assessment of the
            success of Tony Blair and Gordon Brown’s management of the economy is fair or not requires a few basic tools.

         
         
         
         
         Why have I called it Free Lunch? It is not, whatever you might think, a sneaky attempt to increase sales by passing off a work on economics as an addition
            to the ever-popular and expanding catalogue of cookbooks, although that would not be a bad idea. Rather, it is because the
            one snappy phrase from economics most people will have heard of, even if they are unaware it has anything to do with the subject,
            is: ‘There’s no such thing as a free lunch.’ You never, in other words, get something for nothing. As I am a journalist often
            required to lunch, not always enjoyably, it has always been close to my heart. It is such a famous phrase, incidentally, that
            its origins are unclear. While it is often attributed to the American economist Milton Friedman, of whom more later, the Oxford Dictionary of Quotations lists its authorship as Anonymous, first coming into circulation in American university economic departments in the 1960s
            but making it into print, not in a textbook or learned article, but in The Moon is a Harsh Mistress, a 1966 novel by the science-fiction writer Robert Heinlein. It is likely, however, that the phrase was in use much earlier
            than this. The San Francisco News used it in a 1949 editorial, itself reputed to be a reprint of one written in 1938, while the legendary New York mayor Fiorello
            La Guardia said it in 1934, albeit in Latin. As for the origin of the idea, bars in the west of America commonly offered free
            lunch to patrons buying a certain amount of alcohol. Those who stayed sober soon worked out that they were paying for their
            lunch with what they were being charged for beer or whisky.

         
         
         
         
         Does ‘There’s no such thing as a free lunch’ work as a piece of economics? Most of us can think of cases where we have apparently
            got something for nothing. That bus fare you did not pay, or that £10 note you picked up on the street, for example. But think
            about it. The free fare has a cost, not just in the risk of prosecution but also in that fare-dodgers mean, in the long run,
            higher fares for all, including you. As for that windfall £10, I would not pretend that there is some higher economic authority
            guaranteeing that everybody’s lucky gains and losses even out exactly over time but it is likely that something approximating
            to that is close to most people’s experience. Any gambler will tell you how hard it is, over time, to stay ahead of the bookmaker;
            any stock market investor that it is difficult to beat the index consistently.

         
         
         
         
         Let me give you another example of the ‘free lunch’ idea at work. If you have just bought this book, thanks, and you have
            proved that there is, indeed, no such thing as a free lunch. If you have borrowed it from a friend, you are obliged to them,
            and your payment will probably be to have to lend them something of yours. If it is from a library, you are paying for it
            in taxes, or will eventually do so. And if you have stolen it, then shame on you, but you are paying for it with a guilty
            conscience and you might get caught. My contract with you is that, in return for obtaining this book, by the time you’ve read
            it, you will know as much economics as you will probably ever need and more than the vast majority of the population. Except,
            of course, in the unlikely event that everybody else reads it too. That would put me in a monopoly position, although not
            for long, because economics tells us that we would then see a flood of entrants into the market from similar works. Economics
            could become the new cookery.

         
         
         
         
         At one level the book is an aid to reading newspapers, particularly the financial pages, and understanding (and being able
            to see through) the economic claims and counter-claims of politicians. Why are we interested in inflation, the level of interest
            rates, the balance of payments and the budget deficit, and what do they really mean? Why are we interested in some of these
            things more than others, and at certain times rather than others? No longer when you see economic stories on the financial
            pages (and increasingly the front pages) should your reaction be to turn over. The only newspaper or magazine economic reports
            that should be hard to understand are those that are badly written. When you hear a politician saying that this year his government
            is spending a record amount on the health service you will be able to scream at the TV, as I do: ‘But that’s been the case
            virtually every year since the National Health Service was created!’ Every voter should know some economics.

         
         
         
         
         There is, however, more to Free Lunch than that. When I urge school or college audiences to study economics, it is not just because some such knowledge is essential
            for modern living. Rather, it is because the way that economists think about and analyse problems in a logical way is useful
            in so many areas. Watching economists at work is not always a pretty sight and the jokes about their indecisiveness are legion.
            President Harry Truman yearned for a one-handed economist because every one that he knew said: ‘On the one hand this, on the
            other hand that.’ You could, according to the hoary saying, lay every economist in the world end to end and never reach a
            conclusion. This is unfair, confusing the invaluable ability of economists to be able to see the other side of the argument
            with an apparent inability to reach decisions. Thinking like an economist means approaching problems in a logical manner,
            replacing assertion with analysis. This book will not turn you into a professional economist overnight but it will encourage
            you to think differently about things.

         
         
         
         
         Free Lunch, like all good meals, comes in several courses. It can be digested at a single sitting, taken a course at a time or, if you
            like, dipped into from time to time for a snack. I hope very much that you enjoy it.

         
         
         
      

   
      
         
         
         2

         
         
         
         
         Starters 

         
         
         
         
         Many books on economics begin by saying something like: ‘Economics is about the allocation of scarce resources between competing
            demands.’ Or, according to a very good and widely used textbook: ‘Economics is the study of how society decides what, how
            and for whom to produce.’ These are splendid definitions and undoubtedly correct as far as they go but they suffer from two
            important drawbacks. The first is that it is not until you have studied quite a lot of economics that you really understand
            what they mean. The second is that they are, for me, just too limited. Economics dominates and shapes our daily lives, even
            when we are not aware of it. It is all encompassing. This does not mean we exist only as economic men and women, or are obsessed
            by money. It does mean that there is no getting away from economics. We refer, after all, to countries as ‘economies’. I like
            the definition used by the great English economist Alfred Marshall (1842–1924) who said economics was the study of people
            ‘in the ordinary business of life’.

         
         
         
         
         Much of it also comes back to food, which is why I like the title of this book. Anne Sibert, head of economics and statistics
            at Birkbeck College, London, uses a restaurant analogy to explain how speculative frenzies – financial bubbles – build up
            in the stock market. There are two restaurants in a town, the Ritz and the Savoy. Albert does not much mind which one he goes
            to but chooses the Ritz. Ben, coming next, is leaning slightly towards the Savoy but, seeing that Albert is at the Ritz, decides
            that it must be better. Catherine is also persuaded by Albert and Ben’s choice that the Ritz must be the place, and so is
            David. By the time we get halfway through the alphabet to Mary, everybody has chosen the Ritz and nobody the Savoy. But then
            Neville, who is next, has a very strong preference for the Savoy, partly because the Ritz is by now very crowded. Olivia,
            seeing Neville’s choice, follows him, so does Peter, and so do the rest, right through to Zak. And then something strange
            happens. Halfway through their meal, all those who chose the Ritz hear that everybody else is going to the Savoy. They leave,
            in a rush, to go from one to another, to the Ritz’s chagrin. Think of all those who initially chose the Ritz as people who
            invested in dot.com shares a few years ago, and think of the rush to get out as they realized that they had invested in worthless
            companies, and you have a pretty good analogy for how bubbles build up and are burst.

         
         
         
         
         Anyway, this is holding things up. The waiter is hovering and the meal is about to start. What shall we talk about? According
            to journalistic folklore, the only thing the middle classes talk about when gathered together at dinner parties is house prices.
            Whether that is true or not, let us take it as our starting-point.

         
         
         
         
         Houses versus potatoes 

         
         
         
         
         Most conversations about the housing market will include several elements. One person will assert that house prices have risen
            too much and are about to fall, while somebody else will claim that they have a lot further to rise. There is bound to be
            an argument over whether it is better to put your money into housing or stocks and shares. Everybody will count their good
            fortune to be already several rungs up the housing ladder and not a first-time buyer struggling to scrape together a deposit
            for a home. Home ownership was one of the great economic developments of the twentieth century. Roughly 70 percent of people
            in Britain either own their home outright, or are buying it with the help of a mortgage. Canada, the United States and Australia
            have similar proportions. In Spain it is a little higher, nearer 80 percent. In Germany it is somewhat lower, below 50 percent,
            with home-buying usually occurring at a later age. Despite these differences, our obsession with the subject is understandable.

         
         
         
         
         Unfortunately, as markets go, the one for housing is quite complicated. Imagine for a moment that the middle-class obsession
            was with the price of potatoes, which had risen to a very high level. Both the economist and the non-economist – the former
            after long years of study, the latter instinctively – would know how to analyse this. If the price of potatoes is very high,
            many people will decide they are spending too much of their income on them and switch to alternatives, such as rice and pasta,
            reducing potato demand. High prices discourage people from buying, while low prices encourage them. The effect on potato suppliers
            is, however, the opposite. High prices are an encouragement to supply more, while low prices act as a disincentive. Of course
            it may not be possible to conjure up extra supplies instantly, although these days the supermarket chains operate very long
            storage times for so-called fresh foods. One reason why the prices of fresh produce traditionally varied so much from season
            to season was because supply varied between glut and shortage, depending on weather conditions and the extent to which farmers
            had responded to price signals (for example, planting more in response to this year’s high prices).

         
         
         
         
         The point, returning to our dinner table conversation about potatoes, is that if their prices have risen very high compared
            with competing products, this is unlikely to last. Demand will fall, because other foods look relatively cheap. Supply will
            increase because it looks as if there is more profit to be made in potatoes. The net result will be lower prices. There’s
            quite a lot of economics in all that but the only things to remember are, firstly, that whereas the higher the price, the
            lower in general the demand, the opposite is the case for supply. The second is that prices are determined by the interaction
            of supply and demand. In our example potato prices will fall by enough to make people want to buy more of them but not by
            enough to discourage suppliers from increasing their output. The price mechanism really is wonderful, ensuring that supply
            and demand match up, that the market achieves equilibrium, or balance. Markets tend towards equilibrium, towards the balancing
            of supply and demand. Remember that and you are well on your way to understanding market economics.

         
         
         
         
         Housing and ‘lemons’ 

         
         
         
         
         It would be a strange and rather sad meal if the guests sat around talking about potatoes, so let us return to house prices.
            Many people think that the unusual thing about housing, indeed, is the extent to which prices have risen over time. In the
            1930s, while much of Britain was suffering in the Great Depression and prices for everything including houses were falling,
            a great building boom was under way in and around London, creating suburbia. New Ideal Homesteads sold three-bed semis in
            Sidcup, Kent, for £250, houses that would now cost you £150,000 to £200,000. Modern Homes sold rather grander properties in
            Pinner, Middlesex, for between £850 and £1,500. To buy one now would cost between £600,000 and £1m. These changes are dramatic
            but then plenty of things have increased in price over time. My first pint of beer (consumed at a very young age) cost the
            equivalent of 10 pence. Now it would be twenty times that or more. Inflation, the rise in the general price level, means that
            we look back with nostalgia at the prices we used to pay. All that has happened to house prices is that they have risen more
            rapidly than prices generally – they have outpaced inflation – and there is an explanation for that, which I shall come on
            to.

         
         
         
         
         What is unusual about housing, a peculiarity it shares with only a few other things such as antiques, fine art and vintage
            wine, is that its price rises even as you own it. Housing, to economists, is not just something you ‘consume’ – it gives you
            warmth, shelter and a place to sleep – it is also an asset. Contrast what happens to house prices with other, apparently very
            solid, products. Most fall in price, either because they deteriorate with use or become obsolete. Try selling a ten-year-old
            computer. It is well known that if you buy a new car, it will usually be worth about 20 percent less than you paid for it
            the moment you drive it out of the showroom. A famous article in 1970 by the economist George Akerlof, ‘The Market for Lemons’
            – lemons in this case being American for ‘dud’ – explained why this was. In 2001 Akerlof was jointly awarded the Nobel Prize
            for economics. Any buyer being offered a nearly new car by its owner would immediately assume that there must be something
            wrong with it, that it is a lemon, and thus will not be prepared to pay anything like the full price for it. This applies
            even if the car is perfect. Only sellers really know whether a car is perfect or not, buyers can never really be certain.
            Economists call this ‘asymmetry of information’, but do not worry about the jargon. The effect, as Akerlof explained, was
            to drive down prices across the whole market. Buyers will tend to assume, unfairly perhaps, that all second-hand cars are
            ‘lemons’. And as long as this is the case, sellers have little incentive to sell good quality second-hand cars. Interestingly,
            the big car manufacturers have made an explicit effort to correct this lemon effect in the market by offering extended warranties
            on new cars and special guarantees on the second-hand vehicles sold by their dealerships.

         
         
         
         
         When we talk about the housing market, we are talking by and large about a second-hand market. New houses are built every
            year but their number is tiny, perhaps a 1 percent increase in supply in relation to the existing housing stock. The net addition
            to that stock each year, taking into account properties removed from the market by demolition or conversion into offices,
            is even smaller. Why, if most houses are second-hand, do they not suffer from the lemon effect? Some, it should be said, do.
            In the winter of 2000–2001 many parts of Britain suffered their worst flooding for decades. One immediate consequence, experts
            said, would be that properties in areas prone to flooding would become more difficult to sell, or only sellable at significantly
            lower prices, because people willing to put up with flood risk would require some compensation for doing so. In the late 1980s,
            in response to strong demand, Britain’s house-builders built thousands of tiny boxes and called them ‘starter homes’. Like
            flood-prone houses later, these subsequently became hard to sell. They became lemons.

         
         
         
         
         In general, though, second-hand houses do not suffer in this way. Even if they need money spent on them, as they usually do,
            and even if that involves more than what might have been revealed by the structural survey, which it usually does, buyers
            are not deterred, for two reasons. One is that, except in extreme circumstances, the cost of repairs and improvements usually
            represents only a small fraction of the cost (and therefore to the buyer the value) of the property. The second is that people
            are willing to spend money on their houses because they see this as maintaining or improving an asset that is going to go
            up in value. As an aside, a perennial debate in the property pages is whether you ever get back, in the eventual selling price
            of the house, what you have spent on double-glazing, a conservatory or a kitchen. In other words, does your house sell for
            a sufficient amount more than the unimproved property down the road? To an economist, that may be a sensible question for
            a property developer to ask himself, but it does not have a lot of relevance to the ordinary homeowner. This is because the
            gains from any improvements fall into two categories – the ‘consumption’ of those improvements in the form of more warmth,
            comfort or space, and the effect on the value of the property. Splitting the two is very difficult indeed, not least because
            it will vary according to individual preferences.

         
         
         
         
         While we are at it, let us nail another newspaper (and dinner party) favourite. Can you compare the rise in the price of your
            house and that of investments in the stock market? The answer is no, unless you have a way of valuing the non-financial benefits
            – warmth, shelter and so on – you have received from housing along the way, which share certificates do not offer. Not only
            that but, on the other side, most people do not take out a mortgage to buy stocks and shares (although they do forgo the interest
            they could have obtained from putting their cash in a deposit account). It is a case, though I hesitate to introduce more
            fresh produce into the discussion, of comparing apples and pears. Even for developers, the calculation is not easy. Most measures
            of long-run stock market performance assume that share dividends are not taken as income but reinvested. The equivalent for
            a landlord would be that rental income was immediately invested in additional properties, and the comparison would then be
            between the rise in the value of an entire property portfolio, not any single house, and that of the stock market.

         
         
         
         
         We have got this far without addressing a rather important question. People are prepared to spend money on their houses, not
            just because they want to live in more comfortable and spacious surroundings, but also because they think they are investing
            in an appreciating asset. History tells us that they are right to think that but it does not explain why.

         
         
         
         
         Why house prices rise 

         
         
         
         
         One of the most enduring economic relationships is that between house prices and people’s incomes. House prices rise because
            incomes do. The house price/earnings ratio – the ratio of average house prices to national average earnings for full-time
            workers – is around 3.5 over the long run, usually fluctuating between three and four. If average earnings are £20,000 a year
            – they are actually a little bit above that at the time of writing – average house prices will be around £70,000. It is easy
            to see why this relationship should exist. Suppose house prices had not risen and were stuck at their 1930s level. Someone
            on average earnings could buy several houses in the London suburbs a year, instead of buying one and paying for it over the
            twenty-five years of a mortgage. We are back to supply and demand. In this case rising demand does not mean that everybody
            wants to own a string of houses. It does mean the amount they can afford to pay for their semi has increased hugely and, more
            importantly, so has the amount others can afford to pay. Competition among buyers, all of whom have been able to pay more
            over time, pulls house prices higher.

         
         
         
         
         Rising incomes pull house prices higher and incomes have risen steadily, and by about 2 percent a year more than inflation
            (in other words in ‘real’ terms) for as long as anybody can remember. If we go back forty years, average earnings were a few
            hundred pounds a year. They have risen twenty-five-fold while prices have increased fifteen-fold. Certain groups of workers,
            of course, do better than others. I am old enough to remember the first £100-a-week professional footballer. Now the top-paid
            players get nearly £100,000 a week. I shall return later to the reasons why earnings usually rise faster than prices. One
            entertaining way of demonstrating that they do is by reference to the time an average person has to work to earn enough to
            afford certain products. Thus, in 1900 the average worker had to toil for a couple of hours to earn enough to buy a loaf of
            bread. Today it is about five minutes.

         
         
         
         
         There is also an institutional element in the relationship between house prices and incomes. Banks and building societies
            base their mortgage-lending decisions on the income, and therefore ability to pay, of the borrower, offering an advance that
            is a multiple of annual salary. That multiple can be as high as four, five or six times the salary, although the average is
            only just over two. Interestingly, the ratio of house prices to incomes is usually significantly higher for older people,
            who have been homeowners longer, than for first-time buyers. This is because, while for first-time buyers the mortgage covers
            a high proportion of the value of the property, longer-term homeowners have usually built up capital, or ‘equity’, in their
            house. Someone buying a £25,000 house on a £20,000 mortgage has £5,000 of equity. If the value of the house rises to £100,000,
            the amount of equity increases to £80,000. There is, incidentally, little evidence that the housing market has become progressively
            more difficult for first-time buyers to enter, particularly when the level of interest rates is taken into account, of which
            more below. Indeed, the opposite may be true. In the past – until the early 1980s – when mortgage lending was limited to the
            building societies and rationing was common (societies had to have enough income from savers to lend out in mortgages), entering
            the market was a long and tortuous process.

         
         
         
         
         I said the housing market is different. Why, as in our potato example, do house-builders not respond to high prices by flooding
            the market with new houses? And why does this not bring prices down, as it would for other products? The answer is that new
            houses account each year for only a tiny proportion of the existing housing stock. Land, to go back to some of those definitions
            at the start of this chapter, is a scarce resource. And planners ensure that, as far as building is concerned, it remains
            so. If there were no planning restrictions and any farmer could sell a few fields for housebuilding, the housing market would
            be more like the market for potatoes. Big increases in supply would, from time to time, be followed by significant price falls.
            The planners, by preventing this from happening, help ensure rising house prices. The year 2000 was, on the face of it, a
            strong one for the housing market, with prices rising quite markedly and mortgage demand buoyant. It was a weak one, however,
            for housebuilding, which dropped to its lowest level since 1924, the industry blaming planning rules intended to prevent development
            of greenfield sites. Housebuilding fell even further in 2001. It is possible to stretch available living space a little, by
            converting houses into flats, or offices and former factories into fashionable lofts. But the general point still holds. New
            supply is very small in relation to the size of the market. To economists supply is ‘inelastic’ – it responds only slowly
            to rising prices – whereas if builders were able to flood the market with new properties in response to high prices it would
            be ‘elastic’.

         
         
         
         
         Two prices for housing 

         
         
         
         
         We have got this far without touching on something rather important as far as housing is concerned, and there is just time
            to talk about it before the next course. When people talk about their house, they usually know how much they paid for it.
            They usually have a rough (sometimes a very precise) idea of how much it is worth. But, as every homeowner knows, as important
            as the price is the monthly mortgage outlay and that, in turn, depends on the level of interest rates. An easy way of demonstrating
            this is as follows. Suppose I buy a house for £100,000, on a full repayment mortgage, and pay for it over twenty-five years
            at an average interest rate of 10 percent, the total cost to me in monthly payments over the period is £275,418. If, on the
            other hand, the average interest rate were 5 percent, repayments over twenty-five years would be £177,381. The difference
            is nearly as much as the original price of the house. Before anybody jumps up and down, £100,000 now is clearly worth more
            than £100,000 spread over twenty-five years. Newspaper competitions sometimes offer choices of prize money in the form of
            either a large amount upfront or a somewhat smaller amount paid weekly for life. There are few takers for the latter. The
            economic principle behind this is similar to the old proverb: ‘A bird in the hand is worth two in the bush.’

         
         
         
         
         Suppose you had the choice between £100,000 now or £200,000 spread over twenty-five years, which would you take? Before you
            opened this book your instinct may have been to go for the larger sum. Armed with some economics, however, the kind of calculation
            you would make would focus on the rate of interest you could earn on that money over the period. At a 4 percent interest rate,
            which is quite low, £100,000 invested now would rise to £200,000 in fifteen years. At a rate of just over 2.5 percent – and
            UK interest rates have not been that low since just after the Second World War – it would double over twenty-five years. Put
            another way, if you were asked what £200,000 spread over twenty-five years was worth to you now, the answer might be, depending
            on what you expect interest rates to do, a much smaller sum, perhaps £40,000 or £60,000. This is known in economics as the
            present value of a sum received in the future. The number you have used to come up with it is called the discount factor –
            how much you would be prepared to trade money upfront for a stream of income in the future. It is most commonly used in decisions
            about investment. In this case it tells us that to match the offer of £100,000 now, something rather more than £200,000 would
            have to be offered spread over twenty-five years.

         
         
         
         
         I have digressed again, and time is moving on. The central point is that while the initial price of a house will be the main
            factor in the amount of a mortgage, the level of interest rates determines how much that mortgage costs. This is where analysis
            of the housing market gets quite interesting. Many amateur observers of the market, and quite a few professionals, have a
            blind spot when it comes to this. A fierce debate raged in Britain in 2001–2 about whether a housing ‘boom’ then under way
            was about to come to a sticky end, as its predecessor did in the early 1990s. A little nervousness was perhaps in order. Peaking
            in 1989, house prices fell by between 20 and 30 percent over the next four years, and by much more in some areas. Those who
            had bought near the top, and quite a few more, found themselves in ‘negative equity’ where the value of their property was
            less, by a considerable amount in some cases, than the mortgage they had taken out to buy it. This, the opposite of the equity
            enjoyed by most homeowners in their houses, affected more than a million households. A fall in house prices of this kind had
            not happened in Britain since the general deflation (a period of falling prices for everything) of the 1930s.

         
         
         
         
         As in 1989, said the worriers of 2001, the ratio of house prices to incomes had begun to stretch higher. Surely this presaged
            an imminent collapse? The trouble with this was that it ignored the crucial factor of interest rates. In 1989 interest rates
            rose to 15 percent. In 2001 they dropped to 4 percent. The implication, in terms of monthly mortgage outlays, was huge – people
            could afford to borrow more while using a smaller proportion of their income in payments. They could afford to ‘gear’ themselves
            up. Indeed, much of what was happening to the housing market at the turn of the millennium and after could be seen as a gradual
            adjustment from the high interest rates of the 1970s and 1980s to the much lower rates that prevailed from around 1993 onwards.
            There may be an argument for a permanent upward adjustment in the normal ratio between house prices and incomes.

         
         
         
         
         One puzzle observers from other countries sometimes have is that mortgage rates are such a hot political issue in Britain.
            Gordon Brown’s decision to give control of interest rates – independence – to the Bank of England in 1997 was partly to get
            away from the interview question that had dogged every Chancellor of the Exchequer: ‘Are interest rates going up or down?’
            The reason it is a hot issue is that, traditionally, the vast majority of people with mortgages had variable-rate loans: every
            time the general level of interest rates changed, often monthly, so did their payments. This contrasted with other countries,
            where often the rate was fixed for the life of the mortgage. There has been a shift in recent years, with more new loans being
            on fixed rates of interest. But this has not rid the housing market of its interest-rate sensitivity. Apart from the fact
            that a large number of existing borrowers still have variable-rate mortgages, most fixed-rate loans are for relatively short
            periods, usually up to five years. And changes in short-term interest rates affect the rate on fixed-rate loans offered to
            new borrowers.

         
         
         
         
         This is not to say other countries have not had housing market problems. Both Germany and Japan have had falling house prices
            since the early 1990s. In France, where flexibility of supply has tended to act as a dampener on house price rises, Britain’s
            periodic property booms are seen as a peculiarly Anglo-Saxon phenomenon. The general point still holds. Sharply rising interest
            rates will tend to be associated with a weakening of housing demand, and vice versa when rates are falling.

         
         
         
         
         Intelligent observations 

         
         
         
         
         Sorry to have gone on so much about housing. It just shows that when you get into a conversation about these things it can
            be hard to stop. What it also shows is that a little bit of economics can take you a long way. No longer do you have to wonder
            uneasily whether the pub bore might be right when he tells you that house prices are going to fall for the next thirty years.
            Just ask him whether he thinks incomes are going to fall over that period, and why that should be. No longer, too, do you
            have to smile politely when somebody suggests that, irrespective of the level of interest rates, house prices are too high.
            You know better. And when you see one of those newspaper pieces asking whether houses or shares are the better investment,
            either read it with a superior smile on your face or just turn the page. This is what economics is about, replacing assertion
            with argument, anecdote with analysis. And as we shall see, it can be applied to very many things ‘in the ordinary business
            of life’.

         
         
         
         
         Interest rates and incomes are vital to the housing market but we have not talked about what determines them. That will come
            soon. In economics, as most people know, the study of individual markets is known as ‘microeconomics’, while both interest
            rates and the growth of incomes are ‘macroeconomic’ variables – concerned with the overall economy. Micro is small, macro
            big. Housing is a bit unusual in that respect too. While economists would regard the market for potatoes or, say, the housing
            market in Milton Keynes, as the preserve of microeconomics, the housing market in aggregate is so important that it makes
            it into the macroeconomic arena. All will become clearer when we look at how economic policy works. Time, however, is moving
            on. A sip of wine, and then on to the main course.
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         Main course (1) 

         
         
         
         
         Rude of me, I know, but I have not yet introduced you to the other guests at the table. Meet Mr and Mrs Rational – economic
            man and economic woman. They are not a bad couple, even if everything they do can be a bit predictable. I shall come on to
            them in a moment but let me just set out the aim of this main course. It is easy to get the idea that economics is about the
            billions of dollars flowing around the world’s financial markets, or about whether the Chancellor increases public spending
            or taxes by a billion pounds or two, but human behaviour is at the heart of it. The aim, then, is to start with the behaviour
            of economic man and woman and try to build up from that to a picture of how the economy as a whole works. If that sounds a
            bit daunting, let me assure you it will not be. We will just start at the bottom and work our way up. Time to tuck in.

         
         
         
         
         Behaving economically 

         
         
         
         
         Many people have trouble with the idea that human behaviour is predictable. Surely, most will say, it is inherently unpredictable.
            Economic man or woman may be acceptable in the textbooks but do they really exist in real life? If you are like me there are
            plenty of times when you will have made a stupid purchase (one of the ‘lemons’ of the last chapter) or some other bad and
            apparently unfathomable economic decision. On a more mundane level, how can economics explain why I choose to buy a new shirt
            on a whim, or walk to work rather than catch the bus? An aerial view of Oxford Street would surely show us scurrying around
            haphazardly, like a colony of ants.

         
         
         
         
         Apart from the fact that there is nothing haphazard about the way a colony of ants behaves, the essence of economics is that
            human behaviour follows predictable patterns. When the price of something falls, for example, we will tend to buy more. There
            is nothing difficult or surprising about that. Even so, it appears that many see it as pseudo-scientific mumbo jumbo. Denis
            Healey, Britain’s Chancellor of the Exchequer from 1974 to 1979, perhaps one of the most torrid periods for the economy in
            modern times, found plenty to criticize in the economic advice he was given. He declared his intention of doing for economic
            forecasters ‘what the Boston Strangler did for door-to-door salesmen – to make them distrusted for ever’. As for economics
            in general, he was far from convinced of its usefulness. He wrote in his autobiography, The Time of My Life: ‘I decided that while economic theory can give you valuable insights into what is happening, it can rarely offer clear prescriptions
            for government action, since economic behaviour can change from year to year and is different in one country from another.’

         
         
         
         
         Healey was not being as damning as he thought. His central point that behaviour can change from one year to the next and differs
            between countries is not one that any economist would have any difficulty with. During the period he was in charge inflation
            rose to a peak of more than 26 percent, the stock market plunged by two-thirds in value, the world economy had to try to cope
            with a quadrupling of the price of oil and Britain, apparently on the brink of bankruptcy (although countries never actually
            go bankrupt) had to seek help from the International Monetary Fund. What was changing was not so much fundamental economic
            behaviour as the forces acting on that behaviour, which were outside previous experience. There is another point, and it is
            one we shall return to, which is that rational behaviour can mean behaving differently at different times in response to similar
            circumstances. If you have bought a dud timeshare holiday once, you probably would not do so again, even if faced with the
            same inducements. If the price of oil quadrupled again, you would want to take your money out of the stock market. This kind
            of learning process is part of rational economic behaviour.

         
         
         
         
         What about that unpredictability point? How can anybody explain or predict why on a given day I decided, perhaps with this
            meal in mind, my wardrobe would not be complete without a purple and green striped shirt? What if everybody decided to buy
            one of those shirts on a particular day and then nobody decided to buy any shirts for a week? The answer is that, as long
            as there are enough of us, the unpredictable behaviour by some will cancel out. Even on an individual basis, we are not as
            unpredictable as you might think. An economist may not be able to predict the exact day you will buy that shirt, and he may
            not be able to explain your appalling taste in colours (although he could go a long way towards doing so). But he knows, given
            your income, you will buy a certain number of shirts over a period. That is why firms spend so much acquiring information
            on people’s spending patterns and bombarding us with marketing literature that taps into those patterns. If everybody behaved
            haphazardly there would be no point in doing so.

         
         
         
         
         Carrots and sticks 

         
         
         
         
         In his excellent book The Armchair Economist, Steven Landsburg writes: ‘Most of economics can be summarised in four words: “People respond to incentives.” The rest is
            commentary.’ We have been here a little bit before, in the discussion in the last chapter on potatoes, and why they are different
            from houses. When potatoes fall in price we are likely to buy more of them and vice versa. Just to add to the confusion, incentives
            are popularly known as carrots and disincentives as sticks. Why do most of us keep working when there are much more pleasant
            things to do? Because the carrot of a gradually rising income bobs gently in front of our nose, while the stick of an alternative
            life of destitution brings up the rear.

         
         
         
         
         The most obvious example of incentives is the one already described. When the price of something falls we will tend to buy
            more of it. There are exceptions to this rule but not many. A few years ago, when a price war broke out between newspapers
            in Britain, many economists thought that newspaper proprietors were effectively throwing money away because people did not
            buy papers on price. Because the cost of a paper represented such a low proportion of income, a little like the usual textbook
            example of a box of matches, demand was expected to be unresponsive to changes in price, or ‘inelastic’. In fact, it turned
            out to be quite elastic, demand for The Times increasing in response to price cuts, with the overall broadsheet market expanding when other newspapers followed suit. Economists
            are always looking for exceptions to the rule. In the nineteenth century Robert Giffen noticed that for certain basic commodities,
            such as bread and potatoes, demand appeared to go up when prices rose. In very special circumstances, it worked. Imagine a
            family on very low incomes with a diet of potatoes and meat. When the price of potatoes goes up – but is still well below
            that for meat – their response is to cut out some of the meat and replace it with a larger amount of potatoes. Higher prices
            mean more, not less, demand. There may have been a real-life example of this during the Irish potato famine. Giffen’s observation
            earned him a place in the economics equivalent of the Hall of Fame, with certain goods being known as Giffen goods. Economists
            have, however, found it hard to identify sustained examples of them. It is a curiosity rather than a rule.

         
         
         
         
         So-called inferior goods can also break the normal rule. Tripe, cow’s stomach, used to be part of the regular meat diet of
            many people, particularly those on modest incomes, in the Midlands and North. As people’s incomes rose and the relative price
            of other meats fell, they were able to move on to chops, joints and even steaks. It did not matter that the price of tripe
            was falling, because demand also fell. These things, it should be said, can come full circle. Later, when French cuisine came
            to Britain in a big way, tripe became a delicacy much in demand at the best restaurants. It may even be on our menu today.
            Again, though, we should not get hung up about this. While it may have been true that over time the demand for tripe fell
            in spite of lower prices, on any given day during that process a butcher cutting his price could expect to sell more. You
            have to distinguish the short- and long-run effects.

         
         
         
         
         Fish and chips 

         
         
         
         
         Paul Krugman, the American economist who is always worth reading, has a good example on his website of the effects of changing
            tastes and incomes. His short paper, ‘Supply, Demand and English Food’, tries to answer the question of why restaurant food
            in Britain, which ‘used to be deservedly famous for its awfulness – greasy fish and chips, gelatinous pork pies and dishwater
            coffee’, had suddenly got better. His conclusion was that industrialization and the shift of huge numbers of people from the
            country to towns and cities had made people in Britain forget about wholesome food and accept inferior, processed alternatives
            – canned vegetables and preserved meats – which were easier to ship and store. Prosperity rose but tastes did not change,
            mostly because people knew no better. According to Krugman, who is only half joking: ‘Because your typical Englishman circa,
            say, 1975, had never had a really good meal, he didn’t demand one.’ Only when people began to travel more widely, and began
            to experience other countries’ cuisines, did they demand better quality. ‘So what does all this have to do with economics?’
            asks Krugman.

         
         
         
         
         Well, the whole point of a market system is supposed to be that it serves consumers, providing us with what we want and thereby
               maximising our collective welfare. But the history of English food suggests that, even on so basic a matter as eating, a free
               market economy can get trapped for an extended period in a bad equilibrium in which good things are not demanded because they
               have never been supplied, and are not supplied because not enough people demand them.

         
         
         
         
         Fun, and surely right.

         
         
         
         
         Pricing to sell 

         
         
         
         
         Having wandered off down a little byway it is worth returning for a moment to the central point. Why do we buy more of something
            when its price falls? With the exception of Bill Gates and a fairly limited number of other very rich people, most of us are
            limited in what we can spend by our income; we are subject to a budget constraint. Within that constraint, we allocate our
            spending on the basis of necessity and desire – some on food, drink, travel, books, entertainment, and so on. I buy a certain
            number of CDs every year. I could buy more if I chose to eat a little less but I am happy with the way things are. I have
            made my choices. To economists, I am ‘indifferent’ between the number of CDs I buy and the number of meals I eat. Odd word,
            I know, but all it means is that, for a given level of income and pattern of prices, this combination of spending is right
            for me.

         
         
         
         
         Now what would happen if the price of CDs were to halve? At the very least you might think that I would buy twice as many,
            because I could do so while devoting the same proportion of income to their purchase. I could, though, buy exactly the same
            number and use the money released to buy nicer meals, travel more or go to the cinema more often. I could even save more.
            If I did that, the cut in prices would have had no effect and our rule would have been broken. So what would one expect? Within
            my own pattern of spending, CDs have suddenly become cheap relative to everything else. The cost of other things, expressed
            in terms of CDs, has gone up. So my future desired pattern of spending will be for a higher proportion of CDs relative to
            other things. Economists call this the ‘substitution’ effect – shifting spending patterns in favour of things that have fallen
            in price or, in the opposite situation of a rise in prices, away from products that have gone up. We demonstrate the substitution
            effect every time we buy more of an item emblazoned with special offer signs at the supermarket.

         
         
         
         
         There is also, however, another effect. The halving of the price of CDs has made me better off. Why? Before the price cut
            my income allowed me to buy food, housing, clothing, travel, and so on, plus about twenty CDs a year. Now that same income
            allows me all those things plus forty CDs. The fall in price is equivalent to an increase in my income. In that respect, it
            is like any other increase in income, so just as I would not spend all of a pay rise buying more CDs, neither will I in this
            case. This is known, unsurprisingly, as the ‘income effect’. What it means, for me at least, is that the most likely result
            of a halving of the price of CDs will be quite a big increase in purchases of them (but not a doubling) and smaller increases
            in my consumption of everything else. In the opposite situation of a rise in the price of CDs, assuming no change in my income,
            all of the above would be reversed.

         
         
         
         
         A good real-world example of this goes back to the previous chapter. When interest rates fall, one of the prices (and the
            costs) of housing – the one that affects household budgets – has come down. The substitution effect of this is that you think
            of buying a bigger house, and some people do so. The income effect is that you have become better off, a fall in interest
            rates being equivalent to a rise in the borrower’s income. And, because you are better off, you spend more on items other
            than housing. That is one of the ways that monetary policy works, as we shall see later.

         
         
         
         
         Getting satisfaction 

         
         
         
         
         Before moving on, time to tackle a little puzzle. What determines what we spend our money on? Why some things rather than
            others? Many people would answer ‘need’ to this question. Britain’s Office for National Statistics, which produces the annual
            Family Expenditure Survey, on the basis of a sample of more than 7,000 households, found that at the end of the 1990s, for
            the first time, people were spending more on leisure than food. In 1999–2000 the average household spent £360 a week, of which
            £62 was on leisure, £60 on food and non-alcoholic drink, £57 on housing (mortgage payments or rent), £53 on motoring, £31
            on household goods, £21 on clothing, £19 on household services, £15 on alcohol, £14 on personal goods and services (such as
            hairdressing), £11 on fuel and power, £6 on tobacco, and so on. Earlier generations, of course, would not have had the luxury
            of devoting more than a sixth of their weekly spending to leisure, with feeding and housing the family taking up most, if
            not all, of their income. Prosperity has brought with it an increase in consumer choice. We can go to the opera (although
            a ticket at the Royal Opera House costs more than the average family’s weekly leisure spend), or get fat on the sofa watching
            televised football. The other thing that determines how we spend our money is taste, our personal tastes.

         
         
         
         
         Taking all the above as read, we still need to answer the question: why do we spend in the way we do? It may seem trivial
            but it was something that obsessed many of the great economists of the past, particularly in the nineteenth and early twentieth
            centuries. They were concerned with the satisfaction or ‘utility’ people obtained from consuming things. Some even believed
            it could be precisely measured. We need not trouble ourselves with that but utility is still a useful idea. In general, for
            example, the more of something we consume, the less satisfaction or utility we will get out of each extra one. One bar of
            chocolate a day is fine for me but a second I could take or leave. After a third I would feel queasy and after a fourth I
            would be quite ill. The amount of utility we get from each extra one, each ‘marginal’ one, falls. This is known as ‘diminishing
            marginal utility’ – the more you have the less you want another one. It can even go negative. After six cups of coffee in
            a morning, I would pay somebody to drink the seventh I was offered.

         
         
         
         
         Diminishing marginal utility does not apply to everything. Collectors may get more satisfaction out of the final acquisition
            that completes a set than the first that began it. One harmless bit of fun economics opens up is thinking of exceptions to
            the rule. Are addicts, for example, subject to diminishing marginal utility?

         
         
         
         
         Utility does allow us to answer some of the great mysteries of our time. Why, when there are so many wholesome alternatives
            around, do people buy and eat Pot Noodles, that well-known convenience food? Why don’t students blow their entire loan in
            frenzied partying in the first week of term? Why do old men who drive cars in the middle of the road always wear trilby hats?
            Actually I cannot help with the third one (and if anybody can, let me know) but I can with the other two. It has to do with
            utility. What we all try to do, subconsciously – although I have met a few strange economists who do it consciously – is try
            to maximize our utility. In other words, we try to get the most out of what we spend. I would not be doing this if I spent
            my entire income on Mars bars, because diminishing marginal utility would kick in quite quickly. It may be that I could do
            it by alternating fillet steak with Pot Noodles. I suspect, however, that many aficionados of Pot Noodles maximize their utility
            by alternating them with copious quantities of beer in the student bar. As for why those same students do not blow their student
            loans in the first week, it is because it would not maximize their utility to have one glorious but soon forgotten binge and
            live on nothing for the rest of the year.

         
         
         
         
         Incentives work everywhere 

         
         
         
         
         The idea that ‘incentives work’ underpins much of economics. It is also a basic tenet of economics that can be extended to
            other areas of life. Gary Becker, an American economist, won the Nobel Prize for economics in 1992 ‘for having extended the
            domain of microeconomic analysis to a wide range of human behaviour and interaction, including non-market behaviour’. Some
            of the ways incentives work are fairly obvious, if nevertheless controversial. How do you reduce the murder rate? By making
            the death sentence mandatory for all convicted murderers. I shall leave to you the question of whether this would, in turn,
            give juries an incentive not to convict. Crime and punishment are areas where the incentive model can be widely used. What
            is the best way of stopping people speeding in their cars? Is it to try to persuade them of the dangers of driving too fast
            or is it to install speed cameras on every stretch of road and slap heavy fines on transgressors? Current government policy
            in Britain, having tried the former for many years, now emphasizes the latter. Road safety is an area where incentives could
            be used more widely. Safe and conviction-free drivers already benefit from lower insurance premiums than their more dangerous
            counterparts. Why should not the government extend this incentive principle by varying rates of road tax depending on the
            safety record of the driver? Road safety is also an area, however, where incentives may operate in a perverse way. Do seat
            belts make people drive more carefully or, knowing that they are better protected in the event of a crash, more dangerously?
            Would the best way of ensuring safe driving be to require every vehicle to be fitted with a large spike in the centre of the
            steering wheel, as has been suggested, because nobody would then take any risks?

         
         
         
         
         There are more entertaining examples of incentives. Why, in most western societies, is polygamy banned? On the surface it
            looks like a case of men, against their own self-interest, legislating in favour of women, ensuring they are not forced to
            share a husband. This assumes, however, that polygamy is a state desired by most men, which is debatable, since many would
            argue that one wife is plenty. It also ignores the fact that, in any society where there is a roughly equal number of men
            and women, polygamy will mean that, for every man with five or six wives there will be four or five sad and lonely ones without
            any wives at all. There is also the strong possibility that wives in a polygamous marriage will be less loyal, ready to respond
            to the blandishments of the richer chap down the road. Incentives work, and men can do without that kind of competition. Men
            have an incentive to outlaw polygamy. You can extend this to plenty of other areas. Were more liberal attitudes towards the
            position of women in the workforce driven by fairness, or by the desire of many men to be able to spend their afternoons on
            the sofa, watching the racing on television?

         
         
         
         
         Steven Landsburg, in one of his regular pieces for Slate, the online magazine, offered another interesting angle on the role of incentives in society. Why, he asked, is there so
            much obesity around, particularly in America? The usual explanations revolve around the malign influences of TV, cars and
            fast food (including the defining moment when the standard unit of consumption for teenagers became, not the four-ounce hamburger
            but our old friend the Big Mac). These are all good reasons. Lack of exercise in childhood, with fewer children walking to
            school, often results in obese teenagers. But why do people stay obese? Why don’t they lose weight when they realize how dangerous
            it can be to carry too much fat around? According to Landsburg, it is because they have lost the incentive to lose weight.
            And incentives, as we know, are the key to economic behaviour. He writes:

         
         
         
         
         Here’s one plausible story: The nineties saw the advent of drugs like Pravachol and Lipitor that can dramatically cut your
               cholesterol and increase your life expectancy. With medical advances like that, who needs to be thin? Of course obesity is
               still bad for you – but it’s not as bad for you as it used to be. The price of obesity (measured in health risks) is down,
               so rational consumers will choose more of it. With the success of the human genome project, even greater advances are just
               over the horizon, making obesity an even greater bargain. Today’s expanding waistlines might reflect nothing more than a rational
               expectation of future progress against heart disease.

         
         
         
         
         Landsburg also offers, perhaps tongue in cheek, an explanation of why low-fat foods contribute to obesity.

         
         
         
         
         Suppose a scoop of ice cream a night would add 10 pounds to your weight, and you’ve decided that’s not worth it, so you don’t
               eat ice cream. Now along comes a low-fat ice cream that allows you to eat two scoops a night and add 10 pounds to your weight.
               That’s a better deal, and a perfectly rational being might well opt for it. So when low-fat foods come along, some people
               sensibly decide to become fatter.

         
         
         
         
         Economists, you see, have an explanation for everything. Why do tall people tend to be more successful in life? The usual
            explanation is that employers favour them, particularly in leadership positions. There is, however, little evidence of that.
            And if there was evidence of such discrimination, short people could legitimately cry foul. The key, according to researchers
            at Pennsylvania State University is that what matters is not height in adulthood but height during adolescence. Tall adolescents
            are usually picked for school sports teams, are chosen as prefects and, in the case of boys at least, often fare better with
            the opposite sex. It is during adolescence that, thanks to their height, the tall acquire both confidence and leadership qualities.
            This explains, incidentally, why some short people have risen to the top. Very often they will have been tall for their age
            during adolescence and then stopped growing. Does it work as a general rule? Ask around.

         
         
         
         
         Work or leisure?

         
         
         
         
         Finally in this section, let me come to a question of incentives that causes much debate among economists. When somebody wins
            a large sum on the football pools, the lottery or Who Wants to Be a Millionaire? the question usually asked is: will your winnings mean that you will give up work? There is another question, to which I shall
            return later in the book, which is: will this money make you happy? In response to the work question, the answer is either
            the heart-warming but probably unrealistic: ‘I won’t let it change my life,’ or the more usual: ‘You bet your life I’m giving
            up work.’

         
         
         
         
         Very few of us win large sums of money, although the prospect of doing so gives us an incentive to play the lottery or do
            the pools, however long the odds. But many of us are faced with smaller versions of this kind of decision. Suppose, at a time
            of negligible inflation, you receive a 25 percent pay rise. The choice is between being better off financially or, instead,
            working four days a week instead of five and enjoying the same standard of living as before. A manager could, in other words,
            reward his best staff by paying them more, only to find that he then sees less of them.

         
         
         
         
         This is known as the ‘work–leisure trade-off’ and it is quite interesting and important. By leisure, by the way, we do not
            mean just going to the cinema or lounging around the pool. It also includes those hours you spend sleeping, washing up or
            cleaning out the drains, in other words all non-work hours. If you spent all the time working, not only would you be very
            tired, but there would be no time to spend the money you had earned. That is one end of the spectrum in terms of the work–leisure
            trade-off. If you did not work at all but spent all your time on the beach, you would have no money to eat. That is the other
            end of the spectrum. For most people there will be a trade-off between work and leisure somewhere in the middle. To go back
            to the earlier discussion of why people spend in the way they do, people will be ‘indifferent’ between a certain amount of
            time spent in work, say forty hours a week, and a certain amount of leisure, the rest of the week. When wages rise people
            are indeed better off, and could work fewer hours. On the other hand, leisure has become relatively more expensive – think
            how much you could be earning while you are relaxing – creating an incentive to work longer hours. The balance between these
            two effects, the income and substitution effects, will determine whether higher wages result in longer or shorter hours.

         
         
         
         
         On the face of it, the long-run evidence suggests that higher wages do result in fewer hours worked. I described in the last
            chapter how incomes have risen in real terms – they have outstripped inflation – but alongside this we have also seen a decline
            in hours worked. In the past fifty years or so, a typical manual worker’s week has dropped from forty-eight hours to forty
            or fewer, with a corresponding reduction in the standard white-collar week. Prosperity brought with it a demand for greater
            leisure – the income effect dominated the substitution effect. To remind you how this works, the rise in income has, in effect,
            made it possible to buy more leisure time, and this is what most people have chosen to do. This is despite the fact that leisure
            time has become more expensive in terms of what the worker could have earned by, say, working Saturday mornings.

         
         
         
         
         Interestingly, many would testify that this process came to an end in the 1990s, with many managerial and white-collar staff
            being required to work far longer than their statutory hours of employment, and to take work home. More people took second
            jobs, notably in America and Britain. There are also big variations in working hours, even among industrial countries. Americans
            work more than 1,900 hours a year, compared with fewer than 1,600 in Germany and about 1,700 in Britain. The differences are
            accounted for by variations in both weekly hours and holiday entitlements.

         
         
         
         
         Work and tax 

         
         
         
         
         All this is rather important, particularly when it comes to economic policy. In the 1980s, when Margaret Thatcher was in office
            in Britain and Ronald Reagan was in the White House, there was great stress on the role of incentives and on how they could
            be sharpened by means of income tax cuts. The argument was that if you allowed people to keep more of their earnings – in
            effect boosting their wages – they would work harder. If you hit them with punitive rates of tax, on the other hand, they
            would work less hard. Embarrassingly for the British government, a piece of research commissioned by the Treasury and carried
            out by Professor Chuck Brown of Stirling University found that the opposite was true. When taxes were cut, it either made
            no difference to people or they worked fewer hours. But when taxes went up, they were obliged to work harder to maintain their
            level of (post-tax) income. A furious debate ensued, after which there was no clear winner. Most people, it turned out, were
            in no real position to alter their hours of work, these being fixed by the firm they worked for. The more difficult question
            of whether lower taxes meant they worked harder during their allotted time, in other words raised their productivity, is still
            not conclusively settled.

         
         
         
         
         I shall return to tax later. One area where tax changes do appear to have had a clear effect on people’s appetite for work
            is in the case of women. In Britain married couples used to be taxed jointly. A woman getting a part-time job would be taxed
            at her husband’s highest marginal tax rate, which in the 1970s in Britain could be as high as 83 percent and for most of the
            1980s was, for higher-rate taxpayers, 60 percent. In such circumstances many couples decided it was not worth the wife working.
            Independent taxation, the separate taxation of husbands and wives, introduced in the late 1980s by Nigel Lawson, one of Thatcher’s
            three Chancellors, changed all this. Women had their own tax-free allowance and paid tax at a rate that reflected their earnings,
            not those of their husbands. This made a big contribution to one of the features of Britain’s job market in the latter part
            of the twentieth century – a huge increase in the number of women working.

         
         
         
         
         [image: 1114115493]

         
         
         We have come a long way and we are not even through the main course yet. I know the feeling, however, when you are halfway
            through a prestige dinner with the speeches still to come, and you are wondering uncomfortably whether you can make it until
            the end. I also hate excessively long chapters. It is time for a quick comfort break, and then to welcome a very special guest.
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