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Q?Z he idea that money makes the world go

round is a seductive one. From class conflict to the
“feel good” factor, from Karl Marx to Bill Clinton,
few of us would deny the importance of the econo-
my in politics. Economic change has seemed to be
the prime mover of political change whether in the
age of industry or the Internet. The Clinton cam-
paign motto in 1992—"It’s the economy, stupid”—
sums up a central assumption of modern life.

In The Cash Nexus, Oxford historian Niall
Ferguson challenges this assumption by offering a
radical new history of the relationship between
economics and politics. Setting contemporary
issues in a three hundred year historical perspec-
tive, he brilliantly redefines the “cash nexus”—
the pivotal link from money to power.

Throughout modern history, Ferguson argues,
the way states have managed their money has
been crucial to their survival and success. It has
been finance as much as firepower that has decid-
ed the fates of nations in the supreme test of war.
And war itself has been the principal engine of
financial innovation. Our lives today are still dom-
inated by the institutions of the warfare state:
income tax, parliaments, national debts, central
banks and even stock markets. This is the “square
of power” on which the great Western empires
have been based.

Yet the evolution of these institutions over
three centuries has been anything but a one-way
street. There is no universally optimal equilibrium
in the balance between taxing and borrowing, and
sometimes a high debt burden can be a source of
strength rather than weakness. The democratiza-
tion of parliamentary institutions in the twentieth
century has not always been conducive to econom-
ic stability and a bigger tax base. Sometimes the
square of power can collapse into tax revolts,
defaults, inflations or financial panics.

Ferguson arrives at provocative conclusions.
Domestic political power may have more to do
with campaign finance than with pre-election
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(continued from front flap)

prosperity; but we should spend more, not less, on
the democratic process. Financial globalization in
the absence of imperial rule may prove too unsta-
ble to last; compared with past superpowers, the
United States is neglecting its international
responsibilities. Stock market bubbles and
exchange rate crises may just be harbingers of a
deeper crisis that could roll back the advance of
democracy and capitalism.

A bold synthesis of political history and mod-
ern economic theory, The Cash Nexus has chal-
lenging and unsettling implications for the future
of both capitalism and democracy. Its challenge
to the United States to make more political use of
its unmatched economic resources is bound to
spark heated debate.

NIALL FERGUSON is Professor of Political
and Financial History at the University of Oxford
and Visiting Professor of Economics at the Stern
School of Business, New York University. He is
the author of Paper and Iron, The House of
Rothschilds, and Basic’s own The Pity of War and
Virtual History. He writes regularly for the Times
Literary Supplement and is a prolific commentator
on contemporary politics. He is currently at work
on a major new history of the Saxe-Coburg House
of royalty.
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YA laseinating, innovative and highly creative analysis of the interaction

of politics, war and national economies. Wide ranging in time and
scope—more than one thousand years amd almost the entire settled
world—it will be a ‘'must read’ for anvone interested in long-run evolu- 2%
tion and development.”

—LANCE DAVIS, California Institute of Technology

“Erudite and completely persuasive. Ferguson continues to demonsirate
how to write authoritative and appealing history. In this book he offers a
bhold and convincing explanation of how the modern world has been
shaped over the last three centuries. Economic forees are important but
Ferguson shifts the emphasis, weaving powerful political, social and
other elements into the account. A brilliant book.”

—FORREST CAPIE, City University, London

“This controversial book is a [ascinating interweaving of history, politics
and economies. The central thesis is that major political events such as
wars explain the evolution of our fundamental economic as well as politieal

institutions. Ferguson's historical and political perspective provides impor-

tant insights into our understanding of the economic development of the

modern world.”

—AMICHAEL D. BORDO, Rutgers University

“The Cash Neaus is a masterful synthesis of modern world economie,
political and financial history. Ferguson essays with great insight the
interrelationships of money. bond and stock markets, taxes, national
power, and the causes and effects of wars., All of us, especially American
leaders, should absorh its lessons if the new century is to be more peace-

ful than the one we have just left behind.”

—RICHARD SYLLA. The Stern School of Business, New York University
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In these complicated times . . . Cash Payment is the sole nexus between
man and man . . . Cash Payment the sole nexus; and there are so many
things which cas will not pay! Cash is a great miracle; yet it has not all
power in Heaven, nor even on Earth. . ..

THOMAS CARLYLE, Chartism (1840)

The Gospel of Mammonism . . . has also its corresponding heaven. For
there is one Reality among so many Phantasms; about one thing we are
entirely in earnest: The making of money. . . . We have profoundly for-
gotten everywhere that Cash-payment is not the sole relation of human
beings.

THOMAS CARLYLE, Past and Present (1843)

The bourgeoisie . . . has left remaining no other nexus between man and
man than naked self-interest, than callous ‘cash payment’.
MARX AND ENGELS, The Communist Manifesto (1848)

We are told by men of science that all the venture of mariners on the sea,
all that counter-marching tribes and races that confounds all history wiht
its dust and rumour, sprang from nothing more abstruse than the laws
of supply and demand, and a certain natural instinct for cheap rations.
To any one thinking deeply, this will seem a dull and pitiful explanation.

ROBERT LOUIS STEVENSON, “Will 0’ the Mill” (1978)
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Introduction:
The Old Economic Determinism and the New

Money makes the world go round, of that we all are sure—On being
poor.
Cabaret (1972)

The idea that money makes the world go round—as the Master of Cere-
monies sang in the musical Cabaret—is an old one, yet remarkably resilient.
It is there in the Bible, in both the Old and the New Testaments: compare
“Money answereth all things” (Ecclesiastes 10: 19) with “The love of money
is the root of all evil” (1 Timothy, 6: 10). The sin of avarice was, of course,
condemned by Mosaic law. But in Christian doctrine, as the second apho-
rism suggests, even the normal pecuniary motive was condemned. Part of
the revolutionary appeal of Christ’s teaching was the prospect that the rich
would be excluded from the Kingdom of God: it was easier “for a camel to
go through the eye of needle, than for a rich man to enter into the kingdom
of God” (Matthew 19: 24).

Plainly, Western Europe would not have progressed so successfully from
feudalism to capitalism had this dogma deterred people from making money.
The point, of course, was that it did nothing of the sort. Rather, it consoled
those (the majority) who had no money and instilled a sense of guilt in those
who had much: an optimal strategy for an organization seeking both mass
membership and substantial private donations from the élite.

The notion of a fundamental conflict between morality and Mammon also
informed the most successful “secular religion” of modern times. To Karl
Marx and Friedrich Engels, what was odious about their own class, the bour-
geoisie, was its ethos of “naked self interest” and “callous ‘cash payment.’”*
Of course, Marx’s claim that the internal contradictions of capitalism would
precipitate its own downfall was supposed to be “scientific” and “objective.”
It was the inexorable rise of capitalism and the bourgeoisie that had over-
thrown the feudal aristocratic order; in turn, the formation in the factories
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of an impoverished but immense proletariat would inevitably destroy capi-
talism and the bourgeoisie. Marx was contemptuous of the faith of his ances-
tors, and indifferent to the Lutheranism his father had adopted. Yet Marx-
ism would not have won so many adherents if it had not offered the prospect
of a secular Day of Judgement in the form of the promised revolution in
which, once again, the rich would get their deserts. As Isaiah Berlin observed,
the more thunderous passages in Capital are the work of a man who “in the
manner of an ancient Hebrew prophet . . . speaks the name of the elect, pro-
nouncing the burden of capitalism, the doom of the accursed system, the
punishment that is in store for those who are blind to the course and goal of
history and therefore self-destructive and condemned to liquidation.”?
Marx’s debts to Hegel, Ricardo and the French Radicals are well known. But
it is worth recalling that the Communist Manifesto also owed a debt to a
more overtly religious and indeed conservative critique of capitalism. It was
in fact Thomas Carlyle who coined the phrase “cash nexus” in his Chartism
(1840),3 though where Marx looked forward to a proletarian utopia, Car-
lyle regretted the passing of a romanticized medieval England.4

Though it is no longer fashionable to do so, it is possible to interpret
Richard Wagner’s The Ring of the Nibelung as another romantic critique of
capitalism. Its central argument, as one of the Rhine maidens tells the dwarf
Alberich in the very first scene, is that money—to be precise, gold which has
been mined and worked—is power: “He that would fashion from the Rhine-
gold the ring / that would confer on him immeasurable might / could win the
world’s wealth for his own.” But there is a catch: “Only he who forswears
love’s power, / only he who forfeits love’s delight, / only he can attain the
magic / to fashion the gold into a ring.” In other words, the acquisition of
wealth and emotional fulfilment are mutually exclusive. His lecherous
advances having been mockingly rebuffed by the Rhine maidens, Alberich
has little difficulty in opting for the former: significantly, the first act of cap-
ital accumulation in The Ring is his theft of the gold.

This is not the only economic symbolism in The Rbhinegold. The next scene
is dominated by a contractual dispute between the god Wotan and the giants
Fafner and Fasolt, who have just completed the construction of a new
fortress, Valhalla. It is the third scene, however, which contains the most
explicit economics. Here we see Alberich in his new incarnation as the heart-
less master of Nibelheim, mercilessly sweating his fellow dwarfs, the
Nibelungs, in an immense gold factory. As his wretched brother Mime
explains, his people were once “carefree smiths” who “created / ornaments
for our women, wondrous trinkets, / dainty trifles for Nibelungs, / and lightly
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laughed out our work.” But “now this villain compels us / to creep into our
caverns / and ever toil for him alone . . . without pause or peace.” The relent-
less pace of work demanded by Alberich is memorably evoked by the sound
of hammers rhythmically striking anvils. It is a sound we hear again later in
the cycle when Siegfried reforges his father’s shattered sword Notung: per-
haps the only example of a breakthrough in arms manufacturing set to music.

Of course, few serious Wagnerians nowadays would wish to overplay the
economic theme in The Ring.5 What still seemed fresh in the 1976 produc-
tion at Bayreuth was tired by 1991, when a Covent Garden production
dressed Alberich in a top hat and Siegfried in a worker’s blue overalls. On
the other hand, it was Wagner himself who compared the smog-filled Lon-
don of his day with Nibelheim. Nor is it without significance that he first
conceived the cycle in the revolutionary year 1848, shortly before taking to
the barricades of Dresden alongside the anarchist Mikhail Bakunin (where
the two passed the time by sketching out a blasphemous crucifixion scene
for a projected opera entitled “Jesus of Nazareth”). By the time the completed
Ring was given its first performance in August 1876 Wagner had certainly
moved away from the radical politics of his youth. But to the young Irish
writer George Bernard Shaw, who turned 20 that same year, the economic
subtext of Wagner’s work was still discernible: he was even seen in the Read-
ing Room of the British Museum studying the orchestral score of Tristan und
Isolde alongside a French translation of Marx’s Capital. For Shaw, The Ring
was an allegory of the class system: Alberich was a “poor, rough, vulgar,
coarse fellow” who sought “to take his part in aristocratic society” but was
“snubbed into the knowledge that only as a millionaire could he ever hope
to bring that society to his feet and buy himself a beautiful and refined wife.
His choice is forced upon him. He forswears love as thousands forswear it
every day; and in a moment the gold is in his grasp.”®

The crux of Wagner’s Gesamtkunstwerk is the curse Alberich places on
the ring at the moment it is stolen from him by the gods:

Since its gold gave me measureless might,

now may its magic bring death to whoever wears it!
... Whoever possesses it shall be consumed with care,
and whoever has it not be gnawed with envy!

Each shall itch to possess it,

but none shall in it find pleasure!

Its owner shall guard it profitlessly,

for through it he shall meet his executioner!
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That curse is ultimately fulfilled with Siegfried’s murder in Twilight of the
Gods, at the end of which Briinnhilde flings herself on to his funeral pyre,
hurls the ring back into the Rhine and sets “Valhalla’s vaulting towers”
ablaze in an almost unstageable conflagration.

It is no coincidence that Marx foresaw a similar end for capitalism in the
first volume of his Capital—a work comparable with The Ring in scale if not
in aesthetic beauty. In chapter 32, Marx gives a memorable sketch of capi-
talist economic development:

The transformation of the individualized and scattered means of production into
socially concentrated means of production, the transformation, therefore, of the
dwarf-like property of the many into the giant property of the few and the expro-
priation of the great mass of the people from the soil, from the means of subsistence
and from the instruments of labour . . . forms the pre-history of capital . . . Private
property which is personally earned . . . is supplanted by capitalist private property,
which rests on the exploitation of alien, but formally free labour.”

The imagery of dwarves and giants is at least suggestive. Moreover, like
Wagner, Marx foresees a day of reckoning:

Along with the constant decrease of the number of capitalist magnates, who usurp
and monopolize all the advantages of this process of transformation, the mass of mis-
ery, oppression, slavery, degradation and exploitation grows; but with this there also
grows the revolt of the working class, a class constantly increasing in numbers, and
trained, united and organized by the very mechanism of the capitalist mode of pro-
duction. The monopoly of capital becomes a fetter upon the mode of production.. ..
The centralization of the means of production and the socialization of labour reach a
point at which they become incompatible with their capitalist integument. This integu-
ment is burst asunder. The knell of capitalist private property sounds. The expropri-
ators are expropriated.®

A later German Marxist, August Bebel, made the parallel explicit when he
prophesied “the twilight of the gods of the bourgeois world.”

The least original thing about Capital was its prediction that capitalism
would go the way of Valhalla. The idea of an approaching cataclysm was,
to use another Wagnerian term, one of the great leitmotifs of nineteenth-
century culture, and was far from being the sole property of the political Left.
On a smaller scale, the topos of dissolution as a consequence of economic
modernization recurs throughout nineteenth-century literature. In Theodor
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Fontane’s nostalgic novel Der Stechlin, published in 1899, the local glass
factory at Globsow symbolizes the impending collapse of the old rural order
in the Mark of Brandenburg. As the old Junker Dubslav von Stechlin
laments:

They . . . send [the stills which they manufacture] to other factories and right away
they start distilling all kinds of dreadful things in these green balloons: hydrochloric
acid; sulphuric acid; smoking nitric acid . . . And each drop burns a hole, whether in
linen, or in cloth, or in leather; in everything; everything is burnt and scorched. And
when I think that my Globsowers are playing a part, and quite happily supplying the
tools for the great general world conflagration [Generalweltanbrennungl—ah, meine

Herren, that gives me pain.?

Nor was this association of capitalism with dissolution a German peculiar-
ity. In Dickens’s Dombey and Son, the railways which carve their way
through London are sinister agents of destruction and death. In Zola’s
L’Argent, the rise and fall of a bank provides a metaphor for the rottenness
of Louis Napoleon’s Second Empire. In a not dissimilar vein, Maupassant’s
Bel-Ami portrays the corruption of a presentable young man in the Third
Republic: here all human relationships are subordinated to the manipulation
of the stock exchange.*®

Perhaps this outlook is not wholly surprising. As an occupational group,
professional writers have always been conspicuously ungrateful for the ben-
efits conferred by economic progress, not the least of which has been a huge
expansion in the market for printed words. Fontane, Dickens, Zola and
Maupassant were all beneficiaries of that expansion, though Wagner had to
rely on the artist’s traditional prop of royal patronage. As for Marx, he
depended on handouts from the factory-owning, fox-hunting Engels,
bequests from his wife’s wealthy Rhineland relatives or—richest of ironies—
his own occasional stock market speculations. Like most unsuccessful “day-
traders”, however, Marx never had enough money in hand to make his
longed-for “killing on the Stock Exchange.”*

The reality was, of course, that the second half of the nineteenth century
witnessed unprecedented economic growth in most of the world, and not even
Marx could resist the lure of the mid-Victorian boom. Moreover, when the
socialist revolution finally came, it afflicted not the most advanced industrial
societies but mainly agrarian ones like Russia and China. Yet the romantic
notion, which Marx shared with Carlyle, Wagner and so many others of the
Victorian generation, that the world had entered into a kind of Faustian pact—
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that industrialization would be bought at the price of human degradation and
ultimately a “general world conflagration”—outlived the generation of
1848. At once materialist in conception and romantic at heart, an entire
library of history has been based on the assumption that there was some-
thing fundamentally amiss with the capitalist economy; that the conflict of
interest between the propertied few and the impoverished many was irrec-
oncilable; and that some kind of revolutionary crisis would bring about a
new socialist order.

Consider just two examples. A central question which historians still
address today is the one posed by many radicals following the failure of the
1848 revolutions: why did the bourgeoisie prefer authoritarian, aristocratic
regimes to workers and artisans movements with which they could (in the-
ory) have made common cause? The answer offered by Marx in The Eigh-
teenth Brumaire of Louis Bonaparte was that, so long as their economic aspi-
rations were not obstructed, the middle classes were willing to relinquish
their political aspirations and to leave the old regime substantially in charge,
in return for protection from an increasingly threatening proletariat. The
influence on this model would be hard to exaggerate. Typical of the way his-
torians have continued to work with Marxist concepts (even when not them-
selves overtly Marxist) has been the link often posited between the “Great
Depression” of the 1870s and 1880s and the contemporaneous shift away
from liberalism towards protectionism in most European countries, notably
Germany.”* The First World War too has frequently been interpreted as a
kind of capitalist Generalweltanbrennung, the inevitable consequence of
imperialist rivalries. According to the posthumously influential German his-
torian Eckart Kehr, the explanation for Wilhelmine Germany’s commitment
to a two-front war lay in the Prussian agrarians’ desire for tariffs, which
antagonized Russia; the heavy industrialists’ desire for naval orders, which
antagonized Britain; and their combined desire to combat the advance of
Social Democracy by a strategy of “social imperialism”, which antagonized
both.*3 Despite much tinkering at the margins, the influence of this approach
is still discernible today.

The greatest advantage of Marx’s model is its simplicity. Armed with
dialectical materialism, the historian can grapple with bigger subjects and
longer periods than the historicist who struggles, as Ranke exhorted, to
understand each epoch in its own terms. It is not without significance that
two of the most ambitious works of historical writing of the past half-cen-
tury have been by Marxists: Immanuel Wallerstein’s Moderrn World System
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and Eric Hobsbawm’s four-volume history of the modern world, completed
as late as 1994. In the final Age of Extremes, Hobsbawm sought to salvage
some consolation for his generation of Communist intellectuals by arguing that
capitalism had been rescued from its own collapse in the 1930s and 1940s only
by the economic and military might of Stalin’s Soviet Union; and that the col-
lapse of the latter in the 1990s was no more than a temporary setback for the
socialist critique of capitalism. State ownership and central planning might have
failed in Russia, Hobsbawm conceded; but it “could hardly be doubted” that
“Marx would live on as a major thinker”; whereas the doctrine of the “unre-
stricted free market” had been just as discredited by the “generally admit-
ted . . . economic failure” of Thatcherism. Moreover, demographic and eco-
nomic pressures on the global environment were already paving the way for an
“irreversible crisis.” Sustainable development was “incompatible with a world
economy based on the unlimited pursuit of profit by economic enterprises ded-
icated, by definition, to this object and competing with each other in a global
free market.” The widening gap between rich and poor nations was also “accu-
mulating future troubles,” as was the widening gap between rich and poor indi-
viduals within developed economies, which would sooner or later necessitate a
restoration of state control over the economy: “Non-market allocation of
resources, or, at least [sic], ruthless limitation of market allocation, was essen-
tial to head off the impending ecological crisis. . . . The fate of humanity . . .
would depend on the restoration of public authorities.”

Nor could Hobsbawm resist concluding in the familiar apocalyptic lan-
guage of the 1840s:

The historic forces that shaped the century, are continuing to operate. We live in a
world captured, uprooted and transformed by the titanic economic and techno-
scientific process of the development of capitalism . . . We know, or at least it is rea-
sonable to suppose, that it cannot go on ad infinitum. . . . There are signs . . . that we
have reached a point of historic crisis. The forces generated by the techno-scientific
economy are now great enough to destroy . . . the material foundations of human
life. The structures of human societies themselves . . . are on the point of being
destroyed . . . Our world risks both explosion and implosion. . . . The alternative to
a changed society is darkness.™

It is hard not to be reminded of the Beyond the Fringe sketch in which Peter
Cooke and his followers vainly brace themselves for the end of the world,
week after week.
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THE NEW DETERMINISM

Yet the conspicuous failure of Marx’s prophecies to come true need not dis-
credit the fundamental notion that it is money—economics—that makes the
world go round. All that is needed is to jettison the biblical assumption of
an impending apocalypse, and to recast modern economic history as a tale
of capitalist triumph.

In his forthcoming history of the twentieth century, the eminent American
economist Bradford DeLong is writing what may prove to be a defining text
of the new economic determinism. It is certainly an antidote to the Age of
Extremes. DeLong’s twentieth century is fundamentally “the story of lib-
erty and prosperity,” in which the extremes of totalitarianism appear as a
massive historical wrong-turning between two eras of benign global
growth.'s Yet the fundamental assumption—that economic change is the
motor of history—is not so different from Hobsbawm’. According to
DeLong;:

the history of the twentieth century was overwhelmingly economic history: the econ-
omy was the dominant arena of events and change, and economic changes were the
driving force behind changes in other areas of life . . . The pace of economic change
was so great as to the shake the rest of history to its foundation. For perhaps the first
time, the making and using the necessities of and conveniences of daily life—and how
production, consumption and distribution changed—was the driving force behind a
single century’s history.*®

Even the mid-century dictatorships “had their origins in economic discon-
tents and found their expressions in economic ideologies. People killed each
other in their millions over how economic life should be organised.”*”
DeLong goes so far as to explain even the Second World War in economic
terms: “It is hard to see World War II in the absence of Adolf Hitler’s insane
idée fixe that the Germans needed a better land-labour ratio—more living
space—if they were to be a strong nation.” *® However, these were erroneous
ideologies, the malformed offspring of the catastrophic mismanagement of
economic policy during the Great Depression. Only in the final decade of the
twentieth century, with the collapse of Communism and the global accep-
tance of liberalized markets, could history resume the upward trajectory of
the pre-1914 period.

DelLong’s claim that the principal political events of modern history can
be explained in economic terms has a distinguished pedigree. It will also find
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widespread public assent, particularly in the United States, where this kind
of economic determinism is close to being conventional wisdom. In what fol-
lows, I will deal in detail with a number of different versions of this idea; at
this stage it will suffice to sketch three typical hypotheses:

1. Economic growth promotes democratization (and economic crises
have the opposite effect). This idea can be traced back to the work of
the social scientist Seymour Martin Lipset since the late 1950s,9 and
has found widespread endorsement in numerous recent studies by
political scientists and economists such as Robert Barro, who detects
“a strong positive linkage from prosperity to the propensity to experi-
ence democracy.”?° In the words of another eminent American econo-
mist, Benjamin Friedman, “a society is more likely to become more
open and tolerant and democratic when its citizens standard of living
is rising, and to move in the opposite direction when living standards
stagnate.”** The most obvious example which most readers will think
of is a negative one: the causal link—which can be found in innumer-
able textbooks—between the Great Depression, the rise of Hitler and
fascism generally and the origins of the Second World War. Here is a
classic example of the argument:

The immediate effect of the economic crisis in Europe was to increase domes-
tic political and social tensions, to bring Hitler to power in Germany and to
encourage the development of fascist movements elsewhere. . . . But the eco-
nomic crisis was also a world crisis . . . In particular the disastrous results for
the Japanese economy of the loss of her silk exports, and the undoubted hard-
ship caused to Japanese peasants and small farmers, contributed to a new
expansionist policy on the part of the Japanese army.?*

2. Economic success ensures re-election (and poor economic performance
leads to election defeat). According to one school of political science,
voters are primarily motivated by their economic experience or
prospects in making their choices at elections. In the words of Helmut
Norpoth, “Economic voting . . . is hard-wired into the brain of citizens
in democracies.”?3 This has encouraged many politicians to pin their
hopes of re-election on the ‘feelgood factor’: the belief that the popu-
larity of a government is a function of the performance of the economy.
A widely held version of this theory explained President Clinton’s sur-
vival of the 1999 impeachment process with reference to the sustained



INTRODUCTION

rise of the US stock market. The 1992 Clinton campaign watchword—
“It’s the Economy, Stupid”—has become a kind of shorthand for this
theory.

. Economic growth is the key to international power (but too much
power can lead to economic decline). In The Rise and Fall of the Great
Powers, Paul Kennedy argued that economics provided the key to the
history of international relations: “all of the major shifts in the world’s
military-power balance have followed alterations in the productive bal-
ances . . . where victory has always gone to the side with the greatest
material resources.”4 Given the overwhelming superiority of the vic-
torious coalitions in both world wars, this is at first sight a persuasive
hypothesis. Even Kennedy’s rider—that all great powers eventually suc-
cumb to “overstretch” because their growing military commitments
start to undermine their economic strength—is less easily challenged
than is sometimes assumed.*s While it has been tempting to deride his
warning about American overstretch in the wake of the collapse of the
Soviet Union and the acceleration of American economic growth,
Kennedy could legitimately argue that the United States has followed
his advice by making deep cuts in defence expenditure since the mid-
1980s. Nor did his analysis ever rule out the possibility that the USSR
might succumb to overstretch first; on the contrary, a careful reader of
The Great Powers when it first appeared would have inferred that it
was the Soviets who were closer to decline. In other words, while Marx-
ism may have suffered a setback in 1989, economic determinism did
not. All that has happened is that the signs have been reversed: it was
the stagnation of the planned economy that doomed the Soviet system,
whereas the success of the capitalist economy ensured the triumph of
democracy.?® For Gorbachev’s failure, as for Clinton’s success, it was
the economy, stupid.

THE CASH NEXUS UNTIED

But was it the economy? In the chapters that follow, I have set out to re-
examine the link—the nexus, in Carlyle’s phrase—between economics and

politics, in the aftermath not only of the failure of socialism but also the

apparent triumph of the Anglo-American model of capitalism. In his latest

book, Francis Fukuyama confidently declares that “in the political and eco-

nomic sphere” history has turned out to be “progressive and directional”;
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what he calls “liberal democracy” has emerged as “the only viable alterna-
tive for technologically advanced societies.”?7 Are capitalism and democ-
racy—to borrow an analogy from the field of genetics—the “double helix”
of the modern world? Or might there be sources of friction between the two
which we ignore at our peril?

But first a caveat. The allusion to DNA prompts a simple but important
reminder about human nature. As evolutionary biologists have demon-
strated, homo sapiens is not homo economicus. Human beings—as Carlyle
knew—are motivated by much more than profit maximization: “Cash is a
great miracle; yet it has not all power in Heaven, nor even on Earth . . . Cash-
payment is not the sole relation of human beings.”

Within economic theory, there are in any case quite different assumptions
about individual behaviour. Some neo-classical models assume that individ-
uals expectations are rational, that is, they draw economically optimal con-
clusions from available information. In other models, expectations are more
slowly “adaptive,” or there is uncertainty about the future. Yet experimen-
tal research shows that most people are remarkably bad at assessing their
own economic best interest, even when they are given clear information and
time to learn. Faced with a simple economic dilemma, people are quite likely
to make the wrong decision because of “bounded rationality” (the effect of
misleading preconceptions or emotions) or basic computational mistakes
(the inability to calculate probabilities and discount rates).?® Psychologists
have also identified the phenomenon of “myopic discounting:” our tendency
to prefer a large reward later to a small reward soon—a preference we then
switch as the small reward becomes irresistibly imminent.?® Prospect theo-
rists have shown that people are risk-averse when choosing between a cer-
tain gain and a possible bigger gain—they will choose the certain but smaller
gain—but not when offered a choice between a certain loss and a possible
bigger loss.3°

Most economic institutions, if they depend on credit, also depend in some
measure on credibility. But credibility can be based on credulity. In late nine-
teenth-century France, Thérése Humbert enjoyed a glittering career on the
basis of a chest supposedly containing a hundred million francs in bearer
bonds, which it was claimed she had inherited from her natural father, a
mysterious Portuguese (later American) millionaire named Crawford. Bor-
rowing against these securities, she and her husband were able to buy a lux-
urious hdtel in the avenue de la Grande Armée, to gain a controlling inter-
est in a Parisian newspaper and to engineer his election as a socialist
deputy. Ten thousand people gathered outside the house when the box was
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finally opened in May 1902. It was found to contain “nothing but an old
newspaper, an Italian coin and a trouser button.”3?

Even when we are not miscalculating—as the Humberts’ creditors plainly
did—our economic calculations are often subordinated to our biological
impulses: the desire to reproduce, rooted (according to neo-Darwinian the-
ories) in our “selfish genes,”3* the capacity for violence against rivals for
mates and sustenance—to say nothing of the erotic or morbid forms of
behavior analysed by Freud, which cannot always by explained by evolu-
tionary biology.33 Man is a social animal whose motivations are inseparable
from his cultural milieu. As Max Weber argued, even the profit motive has
its roots in a not wholly rational asceticism, a desire to work for its own sake
which is as much religious as economic.?* Under different cultural condi-
tions, human beings may prefer leisure to toil. Or they may win the esteem
of their fellows by economically “irrational” behaviour; for social status is
seldom the same as mere purchasing power.?$

And man is also a political animal. The groups into which human beings
divide themselves—kinship groups, tribes, faiths, nations, classes and parties
(not forgetting firms)—satisfy two fundamental needs: the desire for security
(safety, both physical and psychological, in numbers) and what Nietzsche
called the will to power: the satisfaction that comes from dominating other
weaker groups. No theory has adequately described this phenomenon, not
least because individuals are plainly capable of sustaining multiple, overlap-
ping identities; and of tolerating the proximity of quite different groups, and
indeed co-operating with them. Only occasionally, and for reasons that seem
historically specific, are people willing to accept an exclusive group identity.
Only sometimes—but often enough—does the competition between groups
descend into violence.

The guiding assumption of The Cash Nexus is that these conflicting
impulses—call them, for the sake of simplicity, sex, violence and power—are
individually or together capable of over-riding money, the economic motive.
In particular, political events and institutions have often dominated eco-
nomic development—and indeed explain its far from even trend. (Note that
I say “often”: sometimes the economic motive does prevail, or complements
rather than contradicts the other motives.) Economists know this, but natu-
rally shy away from it. Often they use the generic term “shock” to describe
events that are “exogenous” to their carefully constructed models. Yet the
notion that a war is comparable with a meteorological disaster is hardly sat-
isfactory to the historian, who has the daunting task of trying to explain
shocks as well as market equilibria.3®
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Political scientists, it is true, have sought to construct models of political
change. And this book owes almost as much to their work as to the work of
economists. In the historian’s mind, however, the attempt to construct and
test equations to explain (for example) the incidence of war, the spread of
democracy or the outcomes of elections inspires almost as much scepticism
as admiration. Nothing can be said against the method which constructs for-
mal hypotheses and then tests them against empirical evidence; it is the best
way.of debunking would-be “laws” of human behaviour. But we must be
deeply suspicious of any equation that seems to pass the empirical test. For
human beings are not atoms. They have consciousness, and that conscious-
ness is not always rational. In his Notes from Underground, Dostoevsky
derides the economists’ assumption that man acts out of self-interest, and
satiries the notion of a deterministic theory of human behaviour:

You seem certain that man himself will give up erring of his own free will . . .
that . . . there are natural laws in the universe, and whatever happens to him happens
outside his will . . . All human acts will be listed in something like logarithm tables,
say up to the number 108,000, and transferred to a timetable . . . They will carry
detailed calculations and exact forecasts of everything to come . . . But then, one
might do anything out of boredom . . . because man . . . prefers to act in the way he
feels like acting and not in the way his reason and interest tell him . . . One’s own
free, unrestrained choice, one’s own whim, be it the wildest, one’s own fancy, some-
times worked up to a frenzy—that is the most advantageous advantage that cannot
be fitted into any table . . . A man can wish upon himself, in full awareness, some-
thing harmful, stupid and even completely idiotic . . . in order to establish bis right

to wish for the most idiotic things.

History may be “grand” and “colourful,” but for Dostoevsky its defining
characteristic is irrational violence: “They fight and fight and fight; they are
fighting now, they fought before, and they’ll fight in the future. . . . So you
see, you can say anything about world history. . . . Except one thing, that is.
It cannot be said that world history is reasonable.”3?

This book’s central conclusion is that money does not make the world go
round, any more than the characters in Crime and Punishment act accord-
ing to logarithm tables. Rather, it has been political events—above all,
wars—that have shaped the institutions of modern economic life: tax-
collecting bureaucracies, central banks, bond markets, stock exchanges.
Moreover, it has been domestic political conflicts—not only over expenditure,
taxation and borrowing, but also over non-economic issues like religion and
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national identity—that have driven the evolution of modern political insti-
tutions: above all, parliaments and parties. Though economic growth may
promote the spread of democratic institutions, there is ample historical evi-
dence that democracy is capable of generating economically perverse poli-
cies; and that times of economic crisis (such as those caused by war) may be
equally conducive to democratization.

The book is divided into fourteen chapters, each of which deals with a spe-
cific aspect of the relationship between economics and politics. It falls into
four sections: “Spending and Taxing,” “Promises to Pay,” “Economic Poli-
tics” and “Global Power.” The first three chapters are concerned with the
political origins of the basic fiscal institutions associated with expenditure
and revenue. Chapter 1 shows how the main impetus for the development
of the state as a fiscal institution has come—until very recently—from war.
Though the chapter challenges the widely held notion that the cost of war
has tended to rise over the long run, it emphasizes that military expenditures
have been the principal cause of fiscal innovation for most of history. Chap-
ter 2 traces the development of taxation and other forms of revenue in
response to the costs of warfare, showing how the proportions of indirect
and direct taxation have varied over time and from country to country. The
third chapter explores the relationship between direct taxation and political
representation. Although rising taxation has been associated in some con-
texts with parliamentarization and democratization, the exigencies of rev-
enue-raising have also tended to increase the scale of bureaucracy. The first
section concludes with an explanatory sketch of the evolution of the welfare
state—in which redistribution rather than defence becomes the prime func-
tion of government.

The second section is concerned with the evolution of the institution of the
public debt. Chapter 4 considers the theoretical and empirical significance of
national debts. The next chapter then considers the various ways in which
crises of excessive indebtedness have been dealt with, concentrating princi-
pally on default and inflation, and describing the evolution of the central
bank as an institution of debt and monetary management. Chapter 6 brings
interest rates—and particularly bond yields—into the argument, and offers
an explanation for the fluctuations and differentials between the interest
rates paid by states on their debts.

My intellectual debt to the theoretical work of Douglass North and oth-
ers on the relationship between institutions and economics will by now be
obvious to students of economics.3? The basic institutional framework I have
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tax bureaucracy parliament

national debt central bank

Figure 1. The square of power

in mind may be thought of as a square. To put it simply, the exigencies
of war finance had led by the eighteenth century to the evolution of an opti-
mal combination of four institutions. First, as illustrated in the top left-hand
corner of Figure 1, there was a professional tax-gathering bureaucracy.
Salaried officials proved to be better at revenue raising than local property
owners or private tax “farmers,” who tended to retain a larger proportion
of tax revenue for themselves. Second, parliamentary institutions in which
taxpayers were granted a measure of political representation tended to
enhance the amount of revenue a state could raise, in that taxation could
be “traded” for other legislation and the entire budgetary process legiti-
mated. Third, a system of national debt allowed a state to anticipate tax rev-
enues in the event of a sudden increase in expenditure, such as that caused
by a war. The benefit of borrowing was that it allowed the costs of wars to
be spread over time, thus “smoothing” the necessary taxation. Finally, a
central bank was required not only to manage debt issuance but also
to exact seigniorage from the issuance of paper money, which the bank
monopolized.

Though each of these four institutions had deep historical roots, it was in
Britain after the Glorious Revolution that their potential in combination was
realized—though it should be made clear at once that Hanoverian reality fell
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some way short of the ideal type I have just described. The Excise, Parlia-
ment, the National Debt and the Bank of England nevertheless formed a kind
of institutional “square of power” which was superior to any alternative
arrangement—notably the French system of privatized tax collection based
on sales of office and tax “farming,” minimal representation in the form of
the parlements, a fragmented and expensive system of borrowing and no cen-
tral monetary authority.

It was not just its revenue-raising property that made the British “square”
superior to rival systems. It was also the more or less unintended side-effects
it had on the private sector of the economy. To speak in general terms, the
need for an efficient tax-gathering bureaucracy implied a need for a system
of formal education, to ensure an adequate supply of civil servants who were
both literate and numerate. Secondly, the existence of a parliament almost
certainly enhanced the quality of legislation in the sphere of private property
rights. Thirdly, the development of a sophisticated system of government
borrowing through a funded national debt encouraged financial innovation
in the private sector. Far from “crowding out” private investment, high lev-
els of government bond issuance widened and deepened the capital market,
creating new opportunities for the issuance and trading of corporate bonds
and equities, especially in peacetime when the state no longer needed to bor-

row. Finally, a central bank with a monopoly over note-issue and the gov-
~ernment’s current account was also capable of developing functions—such
as manager of the exchange rate or lender of last resort—which tended to
stabilize the credit system as a whole by reducing the risk of financial crises
or banking panics. In these ways, institutions that initially existed to serve
the state by financing war also fostered the development of the economy as
a whole. Better secondary and higher education, the rule of law (especially
with respect to property), the expansion of financial markets and the stabi-
lization of the credit system: these were vital institutional preconditions for
the industrial revolution.

The third section of the book explores three hypotheses which relate the
fiscal institutions already described in the previous sections to politics. The
first is the argument of the early classical economists and the Marxists that
the fundamental social conflict within modern societies was between
landowners, capitalists and workers (the earners respectively of rents, prof-
its and wages). Chapter 7 suggests two alternative models of social conflict,
one based on strictly fiscal categories (state employees, tax-payers, bond-
holders and welfare-recipients), the other based on generations. An obvious
source of weakness for the ideal state depicted above arises from conflicts
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between such groups. A state which accumulates a large national debt and
then services that debt out of revenue derived mainly from indirect taxation
may face political opposition from poorer consumers because of the regres-
sive distributional consequences of its fiscal policy. On the other hand, a state
which effectively defaults on its debt or inflates it away may precipitate an
equally formidable reaction if the bondholders are numerous enough.

Chapter 8 begins by looking at a second source of weakness: the tempta-
tion all governments feel to manipulate fiscal and (if they control it) mone-
tary policy to enhance their own power. How far does the popularity of
democratic governments depend on economic success; and can governments
really manipulate the business cycle to promote their own chances of re-elec-
tion? Here it is possible to show with much more precision the relationship
between political popularity and the management of fiscal and monetary pol-
icy, and to question the simplistic notion that re-election is a function of eco-
nomic success. It is equally obvious, however, that politicians continue to
believe in this notion.

Turning from public finance to the finances of political parties themselves,
the chapter then considers the consequences of the rising cost of election
campaigns. Does it matter that the key institutions of the democratic process
can no longer rely on the revenue generated by mass memberships, and are
therefore increasingly dependent on donations from wealthy individuals or
taxpayers? And is the phenomenon of corruption—“sleaze”—explicable in
economic rather than moral terms? Here again I am concerned to show how
the “square of power” can be undermined from within—in this case by the
decrepitude of those peripheral but still vital institutions, the political par-
ties, which compete for control of the legislature and thereby make demo-
cratic choice a reality.

Thus far the argument has largely been confined to the development of
institutions within states. The fourth and final section of the book extends
the analysis to the international level. Chapter 9 considers the extent of finan-
cial globalization in historical perspective, and in particular asks how the
development of an international bond market served to export the “square
of power” model to other countries. In theory, the liberalization of the cap-
ital market, if it is accompanied by a comparable liberalization of the inter-
national markets for goods and labour, should increase aggregate growth.
However, past experience of globalization suggests that free flows of capital
are liable to substantial fluctuations in response to international political
events, while free flows of goods and people can generate domestic political
reactions.
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Chapter 10 examines the impact of free capital movements and political
events on stock markets, drawing some comparisons between stock market
“bubbles,” past and present.

Chapter 11 considers two ways of limiting the volatility of international
financial markets: through systems of fixed exchange rates or international
monetary unions. In particular, the chapter asks how long such “financial
architecture” can endure when nation states remain more or less free to
determine their own fiscal policies.

Chapter 12 then turns to consider the globalization of democracy: specif-
ically, the relationship between economic growth and the spread of demo-
cratic institutions. As we have seen, it is often assumed that growth and
democratization are mutually reinforcing. But is their relationship more tan-
gential than the “double helix” model implies? Or to put it in institutional
terms: how far does the democratization of the parliamentary corner of the
“square of power” create problems for the other institutions and the model
as a whole?

Chapter 13 explores the relationship between ethnicity and economics,
and asks whether the world is destined to be “united” by supra-national
institutions or “untied” by national self-determination.

The last chapter in the book brings the argument back to where it began—
with war—by relating military power to financial power. Here a distinction
is drawn between economic resources and the fiscal institutions needed to
harness those resources for political ends. Their more sophisticated financial
institutions—particularly the four corners of the square—do appear to give
parliamentary regimes greater potential strength than dictatorships. How-
ever, democratic states have generally tended to lack the political will to
make full use of their strength. In the absence of an urgent external threat,
democratic regimes prefer to shift their resources away from their military
forces, increasingly using the fiscal system to achieve domestic redistribution
(the welfare state, rather than the warfare state). This tendency of democra-
cies to demilitarize lays them open to challenges from productively inferior
but, in the short run, destructively superior autocracies. In this sense, the
decline of British power—and the present fragility of American power—may
have more to do with “understretch” than “overstretch.”

Let me try to simplify my argument by suggesting that each of the chap-
ters offers an answer to an examination-style question:

1. How far are modern states the products of war?
2. Is there an optimal “mix” of taxation?
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3. What is the relationship between parliamentarization and bureaucra-
tization?

. Are government debts a source of weakness or strength?

. Why have large government debts so often led to defaults and inflations?

. What determines the interest rates governments pay when they borrow?

. Are distributional conflicts best understood in terms of class or gen-
erations?

N O\ b

8. Does economic prosperity (or lavish campaign expenditure) lead to
government popularity?
9. What are the implications of the globalization of finance?
10. What causes stock market bubbles?
11. How far can exchange rate systems or monetary unions increase inter-
national financial stability?
12. Does economic growth lead to democratization and/or vice versa?
13. Is the world becoming more politically fragmented or more integrated?
14. Are democratic powers vulnerable to military understretch?

Another way of putting this last question might be: Why can’t the United
States today be more like the United Kingdom a hundred years ago? For one
of the central conclusions of the book is that allowing economic globaliza-
tion to proceed in the absence of a guiding imperial hand is risky, and may
one day be judged a foolish abdication of responsibility.

In answering all these questions, The Cash Nexus seeks to challenge the
economic determinist models of history, both old and new. The nexus
between economics and politics #s the key to understanding the modern
world. But the idea that there is a simple causal link from one to the other—
in particular, from capitalism to democracy—is mistaken. One version of the
relationship does indeed produce the happy outcome of the capitalist democ-
racy: the double helix of Western development. But like DNA, the cash nexus
is capable of mutation. Sometimes democracy can stifle economic growth.
Sometimes an economic crisis can undermine a dictatorship. Sometimes
democracy can prosper even as the economy flounders. Sometimes growth
can strengthen an authoritarian ruler.

The biological analogy should not be pursued too far. Unlike the natural
world—because of the complication of human consciousness—the human
world we know as history has hardly any linear causal relationships. As Car-
lyle said: “Acted history . . . is an ever-living, ever-working Chaos of Being,
wherein shape after shape bodies itself forth from innumerable elements.
And this Chaos . . . is what the historian will depict, and scientifically
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gauge!”39 [ remain persuaded that history is a chaotic process, in the scien-
tists’ sense of “stochastic behaviour in a deterministic system.”4° The causal
connections between the economic and political world do exist; but they are
so complex and so numerous that any attempt to reduce them to a model
with reliable predictive power seems doomed to fail. I should emphasize that
the “square of power” introduced in Figure 1 is not a model in this sense. It
offers no predictions, merely a simplified version of the institutional struc-
tures described in the book, within which all modern history has been made,
but made by individuals with free will and bloody-mindedness. It was in the
eighteenth century that the British state developed the peculiar institutional
combination of bureaucracy, parliament, debt and bank that enabled Britain
at once to empire-build and to industrialize. But the extent and duration of
British power depended on how these institutions were used or abused by
fallible men and, latterly, women. As so often, Samuel Johnson put it nicely
when he warned against the

almost . . . universal error of historians to suppose it politically, as it is physically
true, that every effect has a proportionate cause. In the inanimate action of matter
upon matter, the motion produced can be but equal to the force of the moving power;
but the operations of life, whether private or publick admit no such laws. The caprices
of voluntary agents laugh at calculation.4

The word “nexus” derives from the Latin nectere, to bind. It seemed an
ideal title for this book, which originated, strange to say, as a study of the
history of the international bond market. I came to realize in the course of
my research, however, that the bond between creditor and debtor was only
one of many bonds I needed to consider; and that in many ways the bond
market was interesting precisely because it concerned itself with these other
bonds as well: above all, the usually implicit contractual bonds between ruler
and ruled, the elected and the electors, but also the bonds—more often
(though not always) contractual—between states. A weakening of those
bonds has almost always manifested itself in a weakening of the bond mar-
ket, because political uncertainty loosens the bond of confidence between
creditor and debtor.

If the reader takes only one thing from this book, then I hope it is the real-
ization that, even in such dry-as-dust entities as bond yields, Carlyle’s “ever-
working Chaos of Being” may be discerned.
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I

The Rise and Fall of the Warfare State

Ring out the narrowing lust of gold;
Ring out the thousand wars of old.
Tennyson, In Memoriam A.H.H.

In the beginning was war. From the very earliest days of recorded history
until the very recent past, war has been the motor of financial change.* “War
is the father of all things,” as Herodotus said; and among those things dur-
ing the Pelopponesian War was an increase in Athenian expenditure, and
consequently a need for higher taxes and other sources of revenue. It was
war which, with a powerful symbolism, caused the golden statue of Athena
to be melted down and coined.*

It is a truth—almost—universally acknowledged. Nervos belli, pecuniam
infinitam: “The sinews of war [are] unlimited money,” declared Cicero in his
Fifth Philippic, a view echoed by Rabelais in Gargantua: “The strength of a
war waged without monetary reserves is as fleeting as a breath.” “What Your
Majesty needs,” Marshal Tribulzio told Louis XII before his invasion of Italy
in 1499, “is money, more money, money all the time.”3 The early sixteenth-
century writer Robert de Balsac agreed: “Most important of all, success in
war depends on having enough money to provide whatever the enterprise
needs.”# “Your majesty is the greatest prince in Christendom,” the Emperor
Charles V was told by his sister Mary, “but you cannot undertake a war in
the name of all Christendom until you have the means to carry it through to
certain victory.”S Writing a century later, Cardinal Richelieu echoed her
words: “Gold and money are among the chief and most necessary sources of
the state’s power . . . a poor prince would not be able to undertake glorious
action,”®

It goes without saying that money at the immediate disposal of the state
treasury is usually more limited than the costs of war; and the history of
finance is largely the history of attempts to close that gap. Only in the recent
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past has this relationship between war and finance grown weak. After many
centuries during which the cost of warfare was the biggest influence on state
budgets, that role was usurped in the second half of the twentieth century by
the cost of welfare. No doubt this is a great change for the better: though
idleness is no virtue, it is morally preferable to pay men for doing nothing
than to pay them for killing one another. But the remarkable extent and nov-
elty of this change are not well understood. It is no exaggeration to speak
today of the demilitarization of the West—and, indeed, of large areas of the
rest of the world.

A common error is to suppose that, over the long run, there has been a lin-
ear or exponential upward trend in the cost of war.” In absolute terms, of
course, the price of military hardware and the level of defence budgets have
risen more or less inexorably since the beginning of written records. In rela-
tive terms, however, the patterns are more complicated. We need to relate
military expenditure to the scale and frequency of war; to the size of armies
in relation to total populations; to the destructiveness of military technology
(“bangs per buck™); and above all to total economic output. Allowing for
changes in population, technology, prices and output, the costs of war have
in fact fluctuated quite widely throughout history. These fluctuations have
been the driving force of financial innovation.

THE INTENSITY OF WAR

It is no part of this chapter to explain why wars happen, though the ques-
tion will be returned to later. Let us for the moment simply acknowledge that
they do, and often. How often is a matter for debate.

There have been several attempts to quantify the frequency of military
conflict, each based on a somewhat different definition of war and covering
periods of varying lengths. P. A. Sorokin counted 97 wars in the period
1819-1925,8 compared with Quincy Wright’s total of 112 between 1800
and 1945.% Wright confined himself to what he called “wars of modern civ-
ilization . . . involving members of the family of nations . . . which were rec-
ognized as states of war in the legal sense or which involved over 50,000
troops;” whereas L. E Richardson, counting all the “deadly quarrels” he
could find, arrived at the much higher figure of 289 for the period
1819-1949.*° Luard’s survey of all “organized large-scale fighting sustained
over a significant period and involving at least one sovereign state” arrives
at an even higher total of 410 for the period 1815-1984."* However, the

>
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“Correlates of War” project based at the University of Michigan adopts a nar-
rower definition which excludes most minor colonial wars, as well as wars
involving countries with populations of less than 500,000, and wars in which
total battle-deaths were less than a thousand per annum. For the period 1816
to 1992, their database lists 210 interstate wars and 151 civil wars.*> The low-
est figure of all for the modern period is Levy’s—3 1—but his survey consid-
ers only wars that involved one or more of the great powers."3

It is possible to take an even longer view, though for extra-European con-
flicts the evidence becomes more patchy the further back one goes, and even
the most ambitious attempts avoid the ancient and medieval periods. On the
basis of his relatively broad definition of what constitutes a war, Luard
arrives at a total of over a thousand for the period 1400 to 1984.%4 Levy, by
contrast, counts just 119 great-power wars in the period 1495 to 1975. Even
on the basis of the latter’s narrower definition, the perennial nature of war
is striking:

The Great Powers have been involved in interstate wars for nearly 75 per cent of the
481 years [from 1495 to 1975] . . . On average a new war begins every four years
and a Great Power war [i.e. a war involving more than one great power] every seven
or eight years. . . . In the typical [median] year . . . slightly over one war involving the
Great Powers . . . is under way . . .T5

No twenty-five year period since 1495 has been entirely without war.

It is possible to bring this audit of war up to the present. The Stockholm
International Peace Research Institute (SIPRI) estimates that there were 103
“armed conflicts” between 1989 and 1997, of which six were inter-state con-
flicts.’® In 1999 there were some 27 major armed conflicts in progress,
though only two were between sovereign states (between India and Pakistan
and between Eritrea and Ethiopia).”” Adopting Levy’s criteria for wars
involving at least one great power, there have been six since Vietnam (the
last war considered in his survey): the Sino-Russian War (1969), the Sino-
Vietnamese War (1979), the Soviet-Afghan War (1979-89), the Falklands
War (1982), the Gulf War (1990-91) and the Kosovo War (1999).*8

Has war grown more or less frequent over time? Some would say less so.™?
Counting only wars involving one or more great powers, there was at least
one war underway in ninety-five of the years of the sixteenth century and
in ninety-four of the years in the seventeenth; but that the figure falls to
seventy-eight for the eighteenth and forty for the nineteenth, and rises to
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barely more than fifty for the twentieth. Put differently, the “average yearly
amount of war” was highest in the sixteenth century and lowest in the nine-
teenth and twentieth centuries.*® However, using a broader definition of war,
Luard lists 281 wars for the period 1400-1559, falling to 162 (1559-1648)
and 145 (1648-1789), but then rising to 270 (1789—1917) before returning
to 163 between 1917 and 1984. Adding together all the wars covered by the
Correlates of War database—including wars that did not involve a major
power, as well as civil wars—provides further evidence of modern bellocos-
ity. It is striking that there has not been a single year since 1816 without at
least one war going on in the world. Only in Europe has war has grown less
frequent since 194 5. The percentage of wars that took place in Europe falls
steadily from more than 8o per cent in Luard’s first sub-period (1400-1559)
to just 9 per cent in his last (1917-1984).%"

Which of the great powers has been the most belligerent? On the basis of
a slightly modified and extended version of Levy’s dataset, the answer would
appear to be France, which has participated in some 50 of 125 major wars
since 1495. Austria is not far behind (47), followed by another former Habs-
burg realm, Spain (44) and, in fourth place, England (43).2* According to
Luard’s larger list of wars, however, the most warlike states in the years 1400
to 1559 were the Habsburg and Ottoman Empires. Between 1559 and 1648
Spain and Sweden led the field, waging war in 83 of those years. France was
certainly the prime warmonger from 1648 until 1789 (80 out of 141 years)
and again, with respect to European wars, from 1789 until 1917 (32 out of
128 years). However, Britain was more often involved in wars outside
Europe between 1815 and 1914 (71 out of 99 years). There were 72 sepa-
rate British military campaigns in the course of Queen Victoria’s reign—
more than one for every year of the so-called pax britannica.*3

Simply counting raw numbers of wars can only tell us so much, of course.
For example, eighteenth-century wars lasted longer*4 and involved more
powers than wars in previous or subsequent centuries: in that sense, the aver-
age war was, perhaps surprisingly, a bigger affair in the Age of Enlighten-
ment than the average war before or since. Even in terms of “severity” (total
battle deaths), the average eighteenth-century war ranks above the average
twentieth-century war, to say nothing of the wars of all other centuries. Only
in terms of “concentration” (battle deaths per nation-year) was the average
twentieth-century war bigger. This reflects the fact that the great-power wars
of the twentieth century were more compressed than those of the period
before 1815; whereas the periods of peace between the great powers were
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significantly longer. While the average length of war declined from eight
years in the eighteenth century to four and a half in the twentieth, the num-
ber of battles in each year of war rose steeply.2’

Almost as remarkable in this long-term perspective was the comparative
peacefulness of the century between 1816 and 1913. Although there were
around a hundred colonial wars in the period—the majority fought by
Britain, France or Russia—the scale of these wars tended to be small because
of the technological superiority of the imperial powers. Also on a relatively
small scale were the numerous wars of national independence.*¢ At the same
time, the great powers kept war between themselves to an historical mini-
mum.?7 Apart from the Crimean War, the great power clashes of the period
185471 seldom lasted longer than a few weeks. The late twentieth century
saw a return to this pattern: the war against Iraq in the Gulf lasted eighty-
five days; the war against Serbia over Kosovo a mere seventy-eight. If there
has been a discernible trend over the past two or three centuries, then, it has
been the increasing concentration or intensity of war.

MEN OF WAR

The dramatic difference between the world wars and the rest of modern his-
tory is immediately apparent when we turn to the extent of military mobi-
lization: that is to the say, the proportion of the population employed in the
armed forces. In absolute terms, armies reached historically unprecedented
sizes in the twentieth century: probably the largest military force in history
was that of the Soviet Union in 1945, which numbered around 12.5 million.
By comparison, the armies that fought the Hundred Years War seldom
exceeded twelve thousand in size. Even today, after some fifteen years of
troop reductions, the American services still employ 1.4 million people.
But such figures tell us little about the relative degrees of mobilization
involved. In the eighteenth century the highest recorded percentage of the
British population under arms was 2.8 per cent in 1780, when Britain was
at war not only with her American colonists, but also with France, Spain and
Holland. But in more peaceful years the figure fell below 1 per cent. For
France, the proportion of men in the armed forces tended to decline in the
eighteenth century, from 1.8 per cent in 1710 to 0.8 per cent in 1790. Aus-
tria consistently kept between 1 and 2 per cent of her population under arms
throughout the century; but this was a much lower proportion than that of
Prussia, which in 1760 had as many as 4.1 per cent of her people in the army.
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For all countries, the Napoleonic “revolution in war” meant an increase in
the proportion of the population that had to be mobilized. In 1810 Britain
had more than 5 per cent of her people under arms, Prussia 3.9 per cent,
France 3.7 per cent and Austria 2.4 per cent.?®

By comparison, the nineteenth century saw relatively low rates of military
participation. With the exceptions of Russia during the Crimean War, the
United States during the Civil War and France and Prussia during the war of
18701, none of the major powers mobilized more than 2 per cent of the
population between 1816 and 1913. Apart from the years 18556, 1858-63
and 1900-1902, the figure in Britain remained less than 1 per cent until
1912, reaching a low point of 0.5 per cent in 183 5. On average, Austria and
Piedmont/Italy also had armed forces of less than 1 per cent of the popula-
tion between 1816 and 1913; and for Prussia, Russia and France, the aver-
age proportions were all below 1.3 per cent. Just 0.2 per cent of the popu-
lation of the United States was in the armed forces during the nineteenth
century as a whole. Even in 1913, despite contemporary and historical per-
ceptions of an arms race, only Britain, France and Germany had more than
1 per cent of their populations under arms.

The First World War saw the highest rates of military participation in all
history. At their peaks of wartime mobilization, France and Germany had
more than 13 per cent of their populations in the services, Britain more than
9 per cent, Italy more than 8 per cent, Austria-Hungary just over 7 and Rus-
sia only slightly less. But immediately after the war, as if in reaction, all the
major powers substantially reduced their military participation ratios. On
average, only France mobilized more than 1 per cent of her population. In
Britain the figure touched a nadir of 0.7 per cent in the mid-1930s; while in
the Soviet Union in 1932 it was less than a third of 1 per cent. The United
States also reverted to its nineteenth-century level of military unreadiness.
Even Nazi Germany took time to raise the share of the population in the
army, navy and air force after the enforced reduction that had been a part of
the Versailles Treaty of 1919. Not until 1938 did the German armed services
exceed 1 per cent of the population. Italy’s Abyssinian adventure pushed its
armed forces up to above 3 per cent in 1935, but by the eve of the Second
World War the figure had sunk back to just over 1 per cent.

Surprisingly, no country mobilized as large a percentage of the population
into its armed forces between 1939 and 1945 as France managed in 1940 (just
short of 12 per cent). The peak figure for Germany was 8.3 per cent in 1941,
rather less than Britain managed in 1945 (10.4 per cent). It is also notewor-
thy that the Soviet proportion in that year (7.4 per cent) was less than the
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American (8.6 per cent). In the First World War, Germany had almost cer-
tainly committed too many men to the army at the expense of the industrial
workforce. The Second World War apparently saw a more balanced alloca-
tion of labour.

By comparison with the previous two post-war eras after 1815 and 1918,
the years after 1945 did not witness such a rapid and sustained demobiliza-
tion. In the Soviet case, the armed forces jumped back up from 1.5 per cent
of the population in 1946 to 3.1 per cent in 1952; while American military
participation rose from 0.9 per cent in 1948 to a post-war high of 2.2 per
cent in 195 2. Britain too experienced a slight rise associated with the Korean
War. The French figure rose to a peak of 2.2 per cent in 1960 as a result of
conflicts associated with decolonization.

Nevertheless, during the Cold War period as a whole there was a steady fall
in military participation ratios in many major countries. The average rate of
mobilization in Germany, Italy and Austria was lower in the period 1947-85
than it had been between 1816 and 1913. Even for Russia the figure was below
2 per cent. Moreover, the break-up of the Warsaw Pact and the collapse of the
Soviet Union has allowed military participation to fall back to inter-war lev-
els and in some cases even lower. In 1997 just 0.37 per cent of the British pop-
ulation was serving in the armed forces: the lowest figure since 1816. The pre-
sent French proportion (0.65 per cent) is the lowest since 1821.

Rates of military mobilization, then, have been subject to sharp fluctua-
tions above a relatively stable (and perhaps over the very long run even
declining) base line. The major wars of the modern period, and particularly
the world wars, have necessitated large but not sustained increases in mili-
tary participation. Indeed, it is precisely because of its discontinuous, non-
cyclical character that warfare has exerted such a decisive influence over the
development of financial and political institutions.

BANGS PER BUCK

Sudden increases in the proportion of men under arms are not the principal
source of pressure on military budgets, however. Changes in military technol-
ogy matter more. From the fourteenth-century gunpowder revolution onwards,
artillery has periodically increased its range, accuracy and destructive power.
The development of the cast-iron cannon, with its iron ball, “corns” of pow-
der and wheel base, necessitated a parallel improvement in fortifications like
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Figure 2. Military personnel as a percentage of population, 1816-1986 (log. scale)

Sources: Correlates of War data base; IISS, Military Balance database; OECD.

the trace italienne.?® Indeed, it was partly the rising cost of fortifications that
put the finances of continental powers under strain in the sixteenth century.3°
Likewise, the standardization and improvement of handguns in the early eigh-
teenth century enhanced the firepower and raised the cost of equipping the indi-
vidual infantry man.3™ The eighteenth century saw further improvements in the
manufacture of artillery, notably the bored barrel introduced to France by the
Swiss engineer Jean Maritz, which set the standard until the advent of the
breech-loading gun in the 1850s.3* The parallel development in Britain was in
maritime technology: copper-sheathed bottoms for ships, short-barrelled,
large-calibre carronades and steering wheels for ships.33

Moreover, the pace of technological advance quickened in the course of
the nineteenth century: at sea, the application of steam power, Henri Paxi-
hans’ large-calibre shell-firing gun and iron cladding, followed by the tor-
pedo, the submarine, Nordenfeldt’s and Vavasseur’s naval guns, the tube-
boiler and the turbine; on land, the new rifles of Minié, Dreyse and Colt and
the improved breech-loading artillery pieces of Krupp, Armstrong and Whit-
worth—to say nothing of brass cartridges (1867), steel artillery (1883), the
Maxim Gun (1884), magazine rifles (1888) and the Schneider-Creusot quick-
firing field gun (1893).34 The cauldron of the First World War brought forth
new instruments of destruction, barely imagined before 1914: among them
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the tank, the aerial bomber and the fighter plane, as well as the hand grenade,
the trench mortar and poison gas. Despite all talk of war-weariness, the
process did not halt in the 1920s and 1930s: one need only compare the air-
craft and tanks of 193 8 with those of 1918 to see that. But the pace of change
accelerated dramatically during the Second World War as the major com-
batants sought to out-innovate as well as out-produce one another, increas-
ing the speed, range, accuracy and armour-plating of nearly all the machines
of mid-century warfare. The British Spitfire—to give one example—was
modified 1,000 times between 1938 and 1945, adding 100 mph to its top
speed.35 At the same time, advances in radio technology ushered in a revo-
lution in battlefield communications (wireless communication, radar detec-
tion), while a host of new inventions arrived in time for use in the final phase
of the conflict: jet engines, amphibious vehicles, guided missiles, rockets and,
of course, atomic bombs.3¢ This technological race continued in the Cold
War, as A-bombs gave way to hydrogen and neutron bombs and the arms
race became simultaneously a space race between rockets and satellites (with
astronauts and cosmonauts thrown in to sustain public interest).37

In absolute terms, expenditure on military hardware has therefore risen
inexorably in the long run. By 1982 a critic of the arms race could lament:
“Bombers cost two hundred times as much as they did in World War II.
Fighters cost one hundred times or more than they did in World War 1I. Air-
craft carriers are twenty times as expensive and battle tanks are fifteen times
as expensive as in World War I1.”3% Writing four years later, Paul Kennedy
enlarged on this point:

Edwardian statesmen, appalled that a pre-1914 battleship cost £2.5 million, would
be staggered that it now costs the British Admiralty £120 million and more for a
replacement frigate! . . . The new [American] B-1 bomber . . . will cost over $200 bil-
lion for a mere one hundred planes. . . Cynics [forecast] that the entire Pentagon bud-
get may be swallowed up by one aircraft by the year 2020.3%

According to Kennedy, weapon prices in the 1980s were “rising 6 to 1o per
cent faster than inflation, and . . . every new weapon system is three to five
times costlier than that which it is intended to replace.”4° Despite a “near
trebling of the American defence budget since the late 1970s,” there had
occurred by the late 1980s “a mere § per cent increase in the numerical size
of the armed forces on active duty.”+* To Kennedy, warnings were not mis-
placed of an impending “militarization of the world economy.”#+>

Even allowing for inflation and relating expenditure to the size of armed

32



THE RISE AND FALL OF THE WARFARE STATE

forces, military expenditure has tended to rise. In 1850 Britain spent just under
£2,700 per man on her armed forces (in 1998 prices); by 1900 the figure had
risen to £12,900, and by 1950 £22,000. In 1998 the figure was close to
£105,500. The United States spent $30,000 per serviceman in 1900 (again in
1998 prices); $71,9001in 1950; and $192,5000 in 1998 (see Figure 3).43 Nearly
all the increase has been due to increased quantity and quality of military hard-
ware (as opposed to improvements in soldiers’ pay and living conditions). It
is not too much to say that the increase in the military capital/labour ratio in
the course of the twentieth century has been exponential.

Yet in assessing the growing sophistication of military technology there are
a number of things we should not lose sight of: in particular, its increasing
destructiveness. For in the purchase of a new weapon, it is not only the price
that matters; it is also its capacity, compared with the weapon it is intended
to replace, to mete out murder.

The death toll of the War of the Spanish Succession (1701-13) was 1.2
million. A century later, the Napoleonic Wars killed 1.9 million men. And a
century after that, the First World War cost more than 9 million servicemen
their lives. Perhaps as many as 8 million people died in the maelstrom of the
Russian Civil War of 1918-21 (though most of these were the victims of the
famine and pestilence unleashed by the conflict). But even this figure pales
into insignificance alongside the total mortality caused by the Second World
War. For military personnel, the total body count was roughly twice the fig-
ure for the First World War. But this figure excludes civilian casualties.
According to the best available estimates, total civilian deaths in the Second
World War amounted to 37.8 million, bringing the total death toll to nearly
57 million people.+4 In other words, the majority of deaths in the Second
World War were due to deliberate targeting—by all sides—of civilians on
land and sea and from the air. Including all the minor colonial wars like the
Boer War and all the civil wars like the one that raged in India after inde-
pendence, the total figure for war deaths between 1900 and 19 50 approaches
8o million.

The increase in the destructiveness of war becomes even more striking
when the relative brevity of the world wars is taken into account. Though it
lasted five times as long, the Thirty Years War caused only a ninth of the bat-
tlefield mortality inflicted during the Second World War, and an even smaller
fraction of the civilian mortality. The First World War caused five times as
many deaths in four and a quarter years as the entire Napoleonic Wars in
the space of twelve. Another way of expressing this is to calculate the
approximate annual death rate during the various wars. This rose from
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Figure 3. Defense spending per serviceman in Britain and the United States,

1816-1998 (log. scale)

Sources: Defense spending: UK: 1850-1914: Singer and Small, Correlates database;
1914-1988: Butler and Butler, British Political Facts, pp. 393 f.; 1989—98: SIPRIL.
US: 1870-1913: Hobson, “Military-extraction Gap and the Wary Titan,” p. 501;
1914-85: Correlates database; 1986-98 SIPRI. CPI: UK: Goodhart, “Monetary
Policy,” appendix; US: Economist, Economic Statistics, pp. 108 {.; Federal Reserve
Bank of St. Louis. Armed forces: Correlates of War database.

above 69,000 in the Thirty Years War to some 104,000 in the War of the
Spanish Succession, 124,000 in the Seven Years War, 155,000 in the
Napoleonic Wars and for the world wars, respectively, 2.2 and 3.2 million—
or 9.5 million if civilian deaths in the Second World War are included. In
short, between the seventeenth and the twentieth century, the capacity of war
to kill rose by a factor of roughly 8co. From the time of Napoleon to the
time of Hitler—born a mere 120 years apart—the increase was more than
300-fold (see Appendix, table A).

Even allowing for the accelerating growth in the world’s population, then,
the world wars were the most destructive in history. Somewhere in the region
of 2.4 per cent of the world’s entire population was killed in the Second
World War and o.5 per cent in the First, compared with roughly o.4 per cent
in the Thirty Years War and o.2 per cent in the Napoleonic Wars and the
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War of the Spanish Succession. The total death toll in the First World War
amounted to something like 1 per cent of the pre-war population of all four-
teen combatant countries, 4 per cent of all males between 15 and 49 and 13
per cent of all those mobilized. For Turkey the equivalent figures were 4 per
cent of the population, 15 per cent of males between 15 and 49 and almost
27 per cent of all those mobilized. Even worse affected was Serbia, which
lost 6 per cent of the population, nearly a quarter of all men of fighting age
and over a third of all those mobilized.45 In the Second World War roughly
3 per cent of the entire pre-war population of all combatant countries died
as a result of the war. For Germany, Austria and Hungary the figure was
around 8 per cent, for Yugoslavia and the Soviet Union 11 per cent and for
Poland—of all countries the worst affected by the war—nearly 19 per cent:
almost a fifth of the entire pre-war population. The armies of some countries
were almost wholly annihilated. Military deaths as a proportion of all troops
mobilized were in the region of 85 per cent for both Poland and Romania.
Forty-five per cent of the troops mobilized in Yugoslavia were killed. For the
Soviet Union and Germany, locked for four years in the most bloody conflict
of all time, the equivalent figures were, respectively, 25 and 29 per cent.
Around a quarter of Japanese and Chinese troops were killed in the war in
Asia and the Pacific.

To be sure, casualties as a proportion of troops engaged were sometimes
very high in previous wars. Though the statistics are far from reliable for
medieval battles, it is nevertheless plausible that the proportions (including
wounded and prisoners) were between a quarter and a third of combatants
at the battles of Hastings (1066), Crécy (1346), Agincourt (1415), Breiten-
feld (1631), Lftzen (1632), Naseby (1645), Austerlitz (1805), Waterloo
(x815) and Gettysburg (1863). At Blenheim (1704) the figure may have been
as high as 43 per cent.4 These figures bear comparison with some First and
Second World War battles: for instance, El Alamein (c.14 per cent), though
not Stalingrad, where, in the space of six and a half months, the Red Army
alone suffered 1.1 million casualties and the Wehrmacht as many, if not
more.47 Yet these proportions need to be seen in the context of substantial
increases in the numbers of troops committed to battle. Perhaps 14,000 men
fought at Hastings; perhaps 39,000 at Crécy. But 68,000 fought at Breiten-
feld and 108,000 at Blenheim, while more than double the number who
fought at Breitenfeld were deployed at Austerlitz. The Battle of Waterloo saw
218,000 men in the field; but even it was dwarfed by El Alamein (300,000)
and Stalingrad, where millions fought. Just as military technology had mag-
nified the destructive power of the individual, innovations in drill, discipline,
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communications and logistics had allowed armies to get ever larger, battles
longer.

Why then have the casualties suffered by Western forces in wars since 1945
tended to fall? The number of US servicemen who died in the Vietnam War
was “only” §7,939; the number killed in Korea 37,904. And the death toll
has continued to decline. In the Gulf War there were 148 American combat
deaths, excluding victims of accidents and “friendly fire”: a tiny proportion
of a total force numbering 665,000, In the 1999 war against Serbia the fig-
ure was precisely zero. Compare those figures with the body counts in the
two world wars: 114,000 American servicemen in the First World War and
292,100 in the Second. The drop in military casualties is even more marked
in the case of Britain: 720,000 Britons lost their lives in the First World War;
over 270,000 in the Second; yet in the Korean War just 537 British soldiers
were killed. All told, 719 British soldiers have been killed in Northern Ire-
land since “the Troubles” began in 1969, along with 302 members of the
Royal Ulster Constabulary.4® Just 24 UK servicemen were killed in the Gulf
War, not including 9 killed accidentally by their own side.

The answer lies in the nature of the wars fought since 194 5—which have
invariably been against far less well-equipped opposition. These death rates
do not, however, signify a decline in the destructiveness of modern
weaponry. As we have already seen, there was no shortage of wars in the rest
of the world in the second half of the twentieth century. Indeed, according
to one estimate, the total war-induced death toll for 1945-99 lies somewhere
between 15 and 20 million. The world has not become that much more
peaceful. It is just that the overwhelming majority of the victims of war have
been Asians and Africans.

Moreover, the wars that have been fought since 1945 have given barely a
glimpse of the colossal increase in destructiveness achieved in the past half-
century. A simple calculation suffices to give an illustration of the potential
for military catastrophe that still existed shortly after the end of the Cold
War. In January 1992 the deployed strategic nuclear forces of the two super-
powers had a combined “yield” of at least 5,229 megatons; and this was
after a 22 per cent reduction in the total number of superpower warheads
since the peak in 1987, and excludes non-strategic nuclear warheads. Since
the 12-15 kiloton bomb dropped on Hiroshima in 1945 killed around
100,000 people instantly and a further 100,000 subsequently through radi-
ation sickness, the superpowers in 1992 had the notional capacity to destroy
(with their strategic forces alone) 387,302 Hiroshimas or 77.5 billion peo-
ple. To put it another way, given that the Hiroshima bomb destroyed around
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4.7 square miles, the superpowers had the capability to lay waste to 1.8 mil-
lion square miles, an area rather larger than the state of India. It is scant con-
solation to reflect that this amounts to just 3 per cent of the planet’s land sur-
face, since the contamination after such a conflagration would spread much
further. Given that the population of the world in 1992 was approximately
5 billion, nuclear weapons gave the superpowers the notional ability to
destroy the entire human race fifteen times over.4> Any assessment of the
changing cost of defence needs to take account of this astonishing increase
in the destructiveness of weaponry.

Also relevant to such an assessment is the way techniques of mass pro-
duction have tended to lower the unit cost of almost any new piece of hard-
ware. Because of the relative lack of competition in the arms market—with
governments the biggest buyers and a small number of huge producers enjoy-
ing more or less privileged positions in their home markets—the defence
industry has acquired a reputation for excessive pricing. This reputation was
certainly merited in the United States and Britain in the 1980s, when public
attention was drawn to such puzzling phenomena as “cost-plus contracts”
and gold-plated taps in admirals” baths. But over the long run, and consid-
ering all levels of armament, the theory that the price of arms tends to rise
above the price of consumer goods looks unsustainable. The Second World
War in particular showed how techniques of mass production could dra-
matically reduce the unit-cost of guns, tanks, planes and even naval vessels.
High prices for new aircraft and submarines in the late Cold War period
merely reflected the very low quantities being ordered; where there has con-
tinued to be a significant demand for defence industry wares, prices do not
seem to have been subject to above-average inflation.

Moreover, the Soviet practice of systematically under-pricing defence
goods has left an enduring legacy of cheap weaponry, the main beneficiaries
of which have been and remain the guerrilla armies of sub-Saharan Africa,
the terrorist groups of Western Europe and the drug gangs of the Americas.
At the time of writing, a used AK-47 assault rifle could be purchased in the
United States for $700; a new one for $1,395: almost exactly as much as the
cost of the portable computer on which this book was written. For around
$160 billion—just over half the current US defence budget—every American
male between the ages of 15 and 65 could be issued with a new Kalashnikov
(or, for that matter, two second-hand ones). And of course the prices for such
weapons are substantially lower in the developing world. In the same way,
the real cost of a nuclear warhead—and certainly the real cost of a kiloton
of nuclear yield—is almost certainly lower today than at any time since the
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Manhattan Project achieved its goal at a cost of $2 billion 1945 dollars. Con-
verted into prices of 1993, that figure rises tenfold: enough to buy 400 Tri-
dent II missiles.5° The fact that France could almost double its nuclear arse-
nal from 222 warheads in 1985 to 436 in 1991 while increasing its defence
budget by less than 7 per cent in real terms speaks for itself.5* In terms of
“bangs per buck”—destructive capability in relation to expenditure—mili-
tary technology has never been cheaper.

THE ABOLITION OF DISTANCE

A final factor to be taken into account when assessing military burdens is the
geographical extent of a state’s military commitments relative to the mobility
of its military forces, including their supplies. In his classic study of military
logistics, Martin van Creveld has shown that there was no real breakthrough
in the way armies were supplied between the seventeenth century and the
early twentieth. From the Battle of Mons in 1692 to the Battle of Mons in
1914, “armies could only be fed as long as they kept moving”: they had to
live off the country by buying—or more commonly stealing—local produce.
In this respect, railways had a much smaller impact on nineteenth-century
warfare than was believed by many contemporaries, not least the Prussian
General Staff. However, after 1914 “the products of the machine . . . finally
superseded those of the field as the main items consumed by armies, with the
result that warfare . . . shackled by immense networks of tangled umbilical
cords, froze and turned into a process of slaughter on a [vast] scale.”5* The
reductio ad absurdum of this kind of static industrial warfare was the Battle
of Passchendaele, during which 120,000 British gunners fired off 4.3 million
shells or 107,000 tons of explosives in a preliminary bombardment that lasted
for nineteen days. The subsequent infantry offensives gained forty-five square
miles at a cost per square mile (according to J. E C. Fuller’s macabre calcu-
lation) of 8,222 casualties.53

Despite the motorization of armies in the Second World War, the growing
burden of ammunition and equipment prevented even the best armies from
exploiting the maximum speed of their means of transportation. As Rommel
came to realize in North Africa in 1942:

The first essential condition for an army to be able to stand the strain of battle is an
adequate stock of weapons, petrol and ammunition. In fact, the battle is fought and

decided by the quartermasters before the shooting begins. The bravest men can do
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nothing without guns, the guns nothing without plenty of ammunition; and neither
guns nor ammunition are of much use in mobile warfare unless there are vehicles

with sufficient petrol to haul them around.s4

It was unforeseen “frictional” problems of supply that ultimately halted the
German push into the Soviet Union in 194 1—2 and, despite far better weather
conditions and infrastructure, they also hindered the Anglo-American
advance towards Germany in August and early September 1944. By that
stage in the war, an active US army division was consuming around 650 tons
of supplies a day. In all, there were twenty-two American divisions in France,
requiring 14,300 tons a day. Yet a single army truck could carry just five tons.
As supply lines were stretched from 200 to 400 miles, deliveries to the
advancing armies slumped from 19,000 tons a day to 7,000 tons.55 The
resulting slow-down prevented the Americans from fully exploiting their
massive superiority in terms of manpower, firepower and air power.

The last phase of the war revealed the importance (consistently underrated
by both the Germans and the Japanese) of assigning ample numbers of men
to the task of supply rather than combat. The ratio of combatants to non-
combatants in the German army was two to one; but the equivalent Ameri-
can ratio in the European theatre was one to two. In the Pacific, the Japa-
nese ratio was one to one; the Americans had eighteen non-combatants for
every man at the front.5¢ (The high British and American military participa-
tion ratios in the closing years of the war seen in Figure 2 included large num-
bers of men and women who were in uniform but far from the action.)

Nevertheless, advances in sea and air transport have done much to miti-
gate the apparently perennial problems of overland supply. Far from “strik-
ing a fatal blow at the naval supremacy of the Empire,” as some feared, the
introduction of steam power allowed Britain to exercise power effectively at
unprecedented distances.57 Between 1815 and 1865 the Empire expanded at
an average annual rate of 100,000 square miles; between 1860 and 1909 it
increased in size from 9.5 to 12.7 million square miles, a fifth of the world’s
land surface. Exerting even minimal control over such a vast imperium with a
relatively small army thinly spread over just twenty major garrisons would
have been impossible without the rapid increase in the number, speed, range
and firepower of British naval vessels. Between 1857 and 1893 the journey
time from England to Cape Town was cut from forty-two to nineteen days,
while the gross tonnage of steamships roughly doubled.s® Almost as impor-
tant in accelerating information flows to and from the “periphery” was the
spread of the telegraph. In the space of ten years after a telegraph link had been
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established between London and Lagos, the number of cables sent there from
the Foreign Office quintupled.s® As the historian J. R. Seeley wonderingly
exclaimed: “Distance has been almost abolished by steam and electricity.”$°

By analogy, the extent of American power in the second half of the twen-
tieth century was in large part dependent on the even greater capability of
the United States navy and air force, not to mention her intercontinental mis-
siles. True, the United States maintained a rather larger standing army rela-
tive to its population during the Cold War than did Victorian Britain in her
heyday; and the British army never suffered a colonial humiliation as pro-
tracted as Vietnam (though the Boer War briefly threatened to become one).
But in the 1990s the US army was increasingly used in the manner of its Vic-
torian counterpart—sparingly, against much weaker foes—with Operation
“Desert Storm” as a latter-day Omdurman.®* It is ships and planes that do
the lion’s share of American overseas enforcement. One of the most potent
symbols of the American war against Serbia in 1999 was the report that
“Stealth” bomber pilots were able to fly from their bases in Knob Noster,
Missouri, rain down destruction on Belgrade, and return home in time for
pizza and the ball game.®* At $2.2 billion each, these planes look hugely
expensive: but in relation to American gross national product, they are sub-
stantially less expensive than the Dreadnought (at £2.5 million) was in its
day, and perform a very similar function.®3 When one reflects on how diffi-
cult it was for Spain to sustain its control over South America in the age of
the wooden galleon, it seems at least arguable that here, once again, tech-
nology has lowered rather than raised the costs of war.

COSTING WAR

It is now possible to set the changing financial burden of war into some kind
of meaningful long-term perspective. It is, of course, far from easy to distin-
guish between military and civilian expenditures in most state budgets.
Should we include in the total for military spending expenditures on strate-
gically useful infrastructure such as roads or railways? What about veterans’
pensions or payments to the widows and orphans of men killed in action?
Such questions arise whether one is considering Augustan Rome or Nazi
Germany, and there is no consensus as to the correct definition.

What is nevertheless clear is that the share of military expenditure in state
finances has varied enormously from place to place and time to time. It can
be inferred from Xenophon, for example, that rather more than a third of

40



THE RISE AND FALL OF THE WARFARE STATE

the expenditure of Athenian state in the time of Pericles went on military
ends, a proportion which certainly rose during the Pelopponesian War.64 A
comparable estimate for the Roman Empire around the year AD 14 would
lie between 45 and 58 per cent.é5 The early Abbasid caliphate spent around
a third of total government receipts on the army.5%

Calculations for the early modern period show a remarkable range of fis-
cal militarism in Europe. The share of military expenditure in total spending
ranged from as little as 2 per cent in fifteenth-century Burgundy to as much
as 93 per cent in late-seventeenth-century Austria.®7 Averaging the available
figures for the European monarchies, military spending fell from 40 per cent
of the total in the fifteenth century to just 27 per cent in the sixteenth, but
then rose to 46 per cent in the seventeenth century and 54 per cent in the
eighteenth. The percentages spent by city-states tended to be lower than
Hamburg’s in the seventeenth century (which was around 5o per cent), but
that was because Hamburg had opted for self-defence, whereas other cities
paid for security in the form of tributes to imperial protectors. A compara-
tive analysis of the expenditures of a sample of early modern states (in terms
of tons of silver) confirms, unsurprisingly, that the peaks of total state spend-
ing almost always coincided with wars.% In the case of Elizabethan England,
for example, military expenditures rose from just 20 per cent of total expen-
ditures between 1560 and 1585 to 79 per cent (158 5-1600) as a result of the
conflict with Spain after 1585.9 Around 9o per cent of the budget of the
Dutch Republic in the seventeenth century went to pay for the Eighty Years
War with Spain, the Anglo-Dutch Wars and the Nine Years War. Austria’s
wars with the Ottoman Empire pushed the proportion up to 98 per cent for
the Habsburg Empire in the same period, though this had fallen back to 43
per cent by 1716.7°

For the great powers, this pattern of frequent war and fiscal militarism
continued into the early nineteenth century. In the British case, military
expenditure fluctuated between 55 and 9o per cent of total central govern-
ment expenditure between 1685 and 1813.7* For Prussia the proportion var-
ied between 74 and 9o per cent in the period 1760-1800. After dipping in
the period before and after the Revolution, the French proportion rose to a
peak of 75 per cent in 1810. Even the central government of the United States
was spending close to half its total budget on military ends in 1810.7> As we
shall see, the ability to raise such large sums of money at short notice and at
minimum economic cost was the key to combining military success and inter-
nal stability.

In the course of the nineteenth century, however, military spending
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declined in its relative importance. End-of-decade figures for the period 1820
to 1910 show that military expenditure averaged roughly 54 per cent of
central government spending in the United States, 49 per cent in Prussia/
Germany, 34 per cent in Britain, 33 per cent in France and 29 per cent in
Austria.”3 This was of course mainly because, as we have seen, nineteenth-
century wars tended to be shorter and cheaper than those of the previous
century. However, the falling percentages for Austria and Germany between
1880 and 19T10—from 82 per cent to just 52 per cent in the German case—
should not be mistaken for defence cuts. In both cases, the declines were
mainly due to rising state expenditures on non-military functions (about
which more later).74 And a closer look at the British figures, including colo-
nial expenditures officially classified as “civil,” suggests a long-term rise in
the share of military and imperial spending as a proportion of the budget
from the nadir of 19 per cent in 1836. Despite the Gladstonian mantra of
“retrenchment,” the proportion never fell below 30 per cent after the
Crimean War and showed a sustained upward trend from 1883 onwards.
Between the Boer War and the First World War, the figure was consistently
above 40 per cent.”’

In the twentieth century the military role of government waxed then
waned. Indeed, the extent of economic mobilization in the two world wars
was so great that the distinction between military and non-military expen-
diture became increasingly artificial: that, indeed, was the essence of “total
war.” The available figures for the First World War suggest a return to lev-
els of fiscal militarism not seen since early modern times. At its wartime peak
in 1917 military expenditure represented 96 per cent of the Russian central
government budget. For Britain the figure was 9o per cent, for Germany 86
per cent, for Italy 83 per cent and for France 71 per cent. Even the United
States saw an unprecedented rise in military spending, which peaked in 1919
at 62 per cent of central government spending.”® Yet in the inter-war period,
defence budgets were slashed both absolutely and relatively. From 1923 until
1934 the British defence budget was consistently less than a fifth of central
government spending, falling to a nadir of 1§ per cent in 1932. In Germany
the military proportion of the Reich budget sank to less than a tenth in the
years 1928 to 193 1. Even fascist Italy devoted less than a fifth of the central
budget to the military until Mussolini’s adventure in Abyssinia. Ironically,
it was the French who maintained the highest level of military expenditure
in Europe between 1920 and 1935 (30 per cent per year on average).””
Unfortunately, not enough of that money was going into new planes and
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tanks:78 a big army with elaborate forts but without adequate air power and
armour could not withstand the German Blitzkrieg in 1940.

The blurring of the distinction between military and civilian expenditures
makes it almost impossible to quantify what were certainly very large
increases in the period before and during the Second World War. According
to the somewhat archaic conventions of British budgets, the defence “quota”
rose rapidly from its low of 1§ per cent of total expenditure in 1932 to 44
per cent in 1938; at its peak in 1944 it exceeded 84 per cent.”® The Third
Reich inherited a military budget of less than 10 per cent of Reich expendi-
ture; but ever since the 1930s there has been uncertainty about how much
was subsequently spent by the Nazis on rearmament. Estimates of the total
amount spent on the military between 1933 and 1938 range from 34.5 bil-
lion reichsmarks—the figure proposed by the former Reichsbank president
Hjalmar Schacht—to the East German historian Kuczynski’s estimate of
more than twice that sum. To intimidate his enemies at the outbreak of war,
Hitler himself claimed that 9o billion had been spent. However, the most
plausible estimates—excluding, for example, investments in industry which
might have enhanced the Reich’s military capability at some future date—
are based on the testimony of the former Finance Minister Count Schwerin
von Krosigk and put the pre-war total somewhere between 48 and 49 bil-
lion.% As a percentage of the Reich budget, that meant an increase from less
than a tenth to more than half. Wartime figures are also problematic, but it
seems likely that the proportion rose to three-quarters between 1940 and
1944.%" In Japan, military spending started at a higher level (31 per cent in
1931~-2) and reached 70 per cent as early as 1937-8.52

Because of the Cold War, the sharp reductions in military budgets that
followed the defeat of the Axis powers were short-lived. Having fallen to just
21 per cent of the central government budget in 1949, British defence spend-
ing rose to a post-war peak of 38 per cent in 1954, which was also the peak
year for France. The “shrinking pains” of decolonization faded thereafter:
the British defence budget was already in relative decline by the time of Suez,
while the French fell rapidly after Dien Bien Phu. By 1968 defence accounted
for just a fifth of spending in both countries.?3 Nor was the downward trend
of British defence spending more than slowed by the Thatcher government.
As a share of expenditure it rose only slightly from 10 per cent in 1975 to
11.8 per cent in 1986; but in 1990 it was back down to 10.7 per cent.?4 In
1997-8 it accounted for less than 7 per cent of the general government
spending “control total.” This is a figure lower than at any time in British
history since the Wars of the Roses.
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None of the above figures, however, tells us the relative economic impor-
tance of military expenditure. Indeed, given the profound changes in the
nature of total state expenditure, not only at the central but also at the local
level, it may be that they tell us hardly anything meaningful at all. For exam-
ple, in order to make German and British figures comparable after 1870, the
spending of the German states of Linder need to be added to the federal gov-
ernment’s expenditure total; or alternatively, the defence budget should be
calculated as a proportion of total public sector spending, including all tiers
of government. Table 1 gives a rather better indication of the remarkable
decline of military expenditure in relation to public spending by all levels of
government in the past hundred years. In Britain, France and Germany alike,
the share of defence spending in the total public sector budget has declined
from around a quarter to barely twentieth.

More important than calculations of that sort, are those which express the
“military burden” of expenditure as a proportion of total economic output.
To give a classical example: Goldsmith estimates total Athenian public
expenditure at around 20 per cent of national product—necessarily a very
approximate calculation—compared with an equivalent figure for Augustan
Rome of no more than 5 per cent. In relative economic terms, therefore, the
Greek military burden was probably higher than the Roman: perhaps
around 7 per cent of national product, compared with a Roman figure of just
2 or 3 per cent. This kind of calculation—the cost of military expenditure in

Table 1. Defense expenditure as a percentage of total
public spending, 1891-1997

France UK Germany
1891 24.9 26.7 26.3
1900 27.2 48.0 25.2
1913 28.8 29.9 26.6
1925 21.4 12.§ 4.4
1935 20.5 12.6 24.8
1953 25.9 28.5 12.5
1962 15.3 16.7 15.9
1971 I1.9 I1.4 9.7
1997 5.5 6.6 3.3

Sources: 1872-1971: Flora et al., State, Economy and Soci-
ety, vol. i, pp. 345-449; 1997: SIPRI and OECD.
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relation to gross national or domestic product—is not without its technical
difficulties even in the present day, when estimates of national product are
relatively reliable, though still far from perfect. Nevertheless, there is no bet-
ter way of estimating relative military spending that allows comparisons
between countries and over time.

The proportion of military spending in relation to national product natu-
rally fluctuates quite substantially according to whether or not a state is at
war; and this is the crucial point. In the case of Medici Florence in the 1420s,
for example, the ratio of military spending to “national” product varied
between 3 per cent in peacetime and 20 per cent during wars.?5 As a pro-
portion of national income, British defence spending in the eighteenth cen-
tury varied between 4 and 18 per cent depending on whether or not the coun-
try was at war, reaching a peak between 1778 and 1782.36 This was a
significantly larger proportion than the French state spent in the same period.
According to one calculation, total British war expenditure between 1776
and 1782 was nearly two and a half times the equivalent French figure in
absolute terms. However, this differential does not take into account the rel-
ative size of the rival states’ economies. In fact, the cost in relation to a year’s
GNP was even higher for Britain than the absolute numbers suggest: 75 per
cent compared with just 15 per cent for France.? In relative terms, war was
far more burdensome for Britain than for France; or, to put it differently,
Britain was able to mobilize a larger share of national product at times of
military crisis.

As Figure 4 shows, such levels were rarely attained in the nineteenth cen-
tury. Between 1850 and 1914 the highest proportion of GDP consumed by
the British armed services was just 11 per cent in the first year of the Crimean
War; even during the Boer War the figure did not rise above 6 per cent. None
of the other European powers ever spent more than § per cent of national
output on defence, with the exception of Italy in 1866 (though if GDP fig-
ures were available for Prussia before German unification, the military quota
would almost certainly exceed 5 per cent in the period 1866—71). Average
defence expenditure as a percentage of net national product between 1870
and 1913 amounted to just 3.1 per cent for Britain and Austria, 3.2 per cent
for Germany, 3.3 per cent for Italy and 4 per cent for France.

Considering how much has been written on the subject of the pre-First
World War arms race—not to mention the scramble for overseas empires—
these numbers are surprisingly low. It is especially striking that Germany, the
state most notorious for its “militarism” in this period, was by this measure
somewhat less militaristic than her two neighbours and rivals, France and
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Figure 4. Defense spending as a percentage of national product, 1850-1998 (log.
scale)

Sources: Defense spending: UK: 1850-1914: Correlates of War database; 1914-1988:
Butler and Butler, British Political Facts, pp. 393 f.; 1989—-98: SIPRI. US: 1870-1913:
Hobson, “Wary Titan’, p. 501; 1914-1985: Correlates of War database; 1986-98:
SIPRI. Germany: 1872-1913, 1925-32: Andic and Veverka, “Growth of Government
Expenditure”, p. 262; 1933—38: Overy, War and Economy, p. 203; 1938-44: Petzina
et al. (eds.), Sozialgeschichtliches Arbeitsbuch, vol. iii. p. 149 (however, 193343 per-
centages are from Abelshauser, “Germany”, p. 138); 1950-80: Rytlewsi (ed.), Bun-
desrepublik in Zablen, pp. 183 f.; 1982—98: SIPRI. France: 1820—70: Flora et al.,
State, Economy and Society, vol. i, pp. 380—2; 1870-1913: Hobson, “Wary Titan”, p.
501; 1920-1975: Flora et al., op. cit.; 1981-97: SIPRL Italy : 1862-1973: Flora et al.,
op. cit., pp. 402ff.; 1981—97: SIPRI. Russia: 1885-1913: Hobson, “Wary Titan”, p.
501; 193 3—38: Nove, Economic History, p. 230; 1940—45: Harrison, “Overview”, p.
215 198 5—91: IISS, Military Balance; 1992~97: SIPRI. GDP/GNP/ NNP/: UK:
1850-70: Mitchell, European Historical Statistics, p. 408; 1870-1948: Feinstein,
National Income, Expenditure and Output, Statistical Tables, table 3; 1848-1998:
ONS. US: 1850-1958: Mitchell, International Historical Statistics: The Americas, pp.
761—74; 1959—98: Federal Reserve Bank of St. Louis. Germany: 1870-1938: Hoff-
man, Grumbach and Hesse, Wachstum; 19 50—-60: Rytlewsi (ed.), Bundersrepublik in
Zablen. p. 188; 1960—99: OECD. France: 1820-1913: Lévy-Leboyer and
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Russia.?® However, the idea of “militarism run mad” as a general European
phenomenon seems more intelligible when these figures are compared with
those for the United States. On average, Americans spent less than 1 per cent
of net national income on the military between 1870 and 1913. Nor was this
significantly altered by the First World War. Only in the last year of the Great
War did defence spending rise above § per cent of GNP and, after peaking
at 13 per cent in 1919, it rapidly fell back down below 1 per cent for most
of the 1920s. Again, the contrast with the European powers is very marked.
At their respective peaks in the First World War, both Britain and Germany
spent more than 50 per cent of GDP on the military; Italy was not far behind
with 35 per cent.

The inter-war period saw a vain attempt by Britain to return to the pre-
war pattern of expenditure; no other power attempted to do so. From the
mid-1920s onwards both Italy and France increased military expenditure
ahead of the growth rate: the French defence burden exceeded 5 per cent of
GDP in 1930, the Italian in 193 5. Germany, of course, had its military bud-
get slashed almost to American levels by the Versailles Treaty; but after Hitler
came to power an immense shift of resources took place, increasing the mil-
itary quota from less than 2 per cent in 1933 to 23 per cent in 1939.

To the European powers, the relative cost of the Second World War was
in fact not much greater than had been the First. The most striking differ-
ence, however, was that from 1943 onwards the United States for the first
time began to divert resources to warfare on a scale comparable with the
European states. Nor, since this “rise to globalism,” has it been possible for
Americans to revert to their earlier level of military parsimony. On the con-
trary: since the time of the Korean War the United States has consistently
spent a higher proportion of GDP on defence than her principal allies. Need-
less to say, this reflected the high level of military expenditure necessitated
by the Cold War.

The greatest difficulties arise in the case of Russia and the Soviet Union:
hence the many gaps in the series in Figure 4. This is because of the patchi-
ness of Tsarist data and, more seriously, the idiosyncrasies of Soviet account-
ing conventions—notably the concept of “net material product,” which

Sources (cont.)

Bourgignon, L’Economie francaise, pp. 318~22; 1960—99: OECD. Notes: UK: GDP
figures after 1920 excluding Southern Ireland. Germany: GDP 19 50—-60: West Ger-
many, excluding Saarland and W. Berlin; 1960—90: West Germany; 1991-99: reuni-
fied Germany.
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effectively excluded services from the national accounts—as well as the pol-
icy of under-pricing armaments mentioned above. Before the First World
War, Tsarist Russia was certainly the most economically militaristic of the
great powers, spending more than 5 per cent of net national product on
defence between 1885 and 1913—though this average was undoubtedly
inflated by the relatively high cost of the 1904—5 war with Japan. Between
1915 and 1917 the military burden also probably rose slightly higher than
those of the other combatants. The picture, however, becomes obscure in.the
Soviet period. If defence expenditure appears to have been relatively low in
the period of the New Economic Policy and Stalin’s collectivization, it rose
quite rapidly after 1935: ahead of Britain’s, though behind Germany’s. At
the height of the Second World War the relative military burden exceeded 6o
per cent, still slightly less than the same figure for Germany. It is much harder
to be sure how much of Soviet output went on defence after 1945, however.
Official Soviet figures were certainly too low. In 1975 the Central Intelligence
Agency doubled its estimate of Soviet military spending from 6-8 per cent
of GNP to 11-13 per cent on the basis of new price data.?? Ten years later
the International Institute for Strategic Studies put the figure at 16 per cent.?°
The equivalent figure for the United States at this time was 6 per cent. Even
at the height of the Korean War, American defence spending as a proportion
of output was below the Soviet level of the 198o0s.

Finally, Figure 4 shows how sharply defence expenditure has fallen in rel-
ative terms since the end of the Cold War. The latest estimates from the Stock-
holm International Peace Research Institute (for 1999) suggest expenditure
to GDP ratios of around 4 per cent for Russia, 3.2 per cent for the United
States, 2.8 per cent for France, 2.6 per cent for Britain, 2 per cent for Italy,
and just 1.5 per cent for Germany.9* These are figures reminiscent of the
1920s, if not the nineteenth century. The United States, Russia, Germany and
Britain have not spent so little on defence since the 1920s, though in the Ger-
man case this was under duress. French and Italian defence spending has not
been so low in relative terms since the early 1870s.

THE “DEMILITARIZATION” OF THE WEST

The demilitarization of the West in the late twentieth century seems remark-
able when compared with the era of the world wars. The average Western
man now has every chance of avoiding war altogether. Indeed, the most vio-
lent experience he is ever likely to have is a Saturday night brawl or a mug-
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ging. If he has an appetite for war, he must rest content with electronically
generated visions: occasional television bulletins from far-off places or, more
often, cinematic re-enactments of past wars or fictional future wars. In the
first half of the twentieth century, men saw action: their grandsons and great-
grandsons see acting. In 1999 many thousands of American actors feigned
death in harrowing but hugely popular war films like Saving Private Ryan.
Only a handful of American soldiers died as a result of real military opera-
tions, and all were the victims of accidents rather than enemy action.

Yet it would be wrong to attribute demilitarization to that revulsion
against war which characterized both elite and “pop” culture during and
after the Vietnam War. Demilitarization has been the norm in times of peace,
as Figures 2 and 4 make clear. In addition, there has been a long-run ten-
dency in Britain and the United States to reduce military participation by sub-
stituting capital for labour.

Historically, the two most appealing things about war have been the plea-
sure of comradeship and the excitement of combat. But with the advance of
military technology in the twentieth century, both experiences became more
elusive. The nadir of conventional warfare was reached on the Eastern Front
in the Second World War. With the death toll averaging nearly one in three,
there could be no enduring bonds and no thrill, simply a desperate struggle
for survival:

Man becomes an animal. One must destroy in order to live. There is nothing heroic
on this battlefield . . . The battle returns here to its most primeval, animal-like form;
whoever does not see well, fires too slowly, fails to hear the crawling on the ground
in front of him as the enemy approaches, he will be sent under . . . The battle here is

no assault with “hurrah cries” over a field of flowers.?*

In this war, female medics used their teeth to amputate smashed limbs.93
Starving prisoners of war were reduced to cannibalism. This was not just
total war but totalitarian war, in which the value of human life sank close to
zero on the battlefield, and to precisely zero in the slave labour camps which
were an integral part of the war effort on both sides.o4
The alternative route, taken by the United States and Britain precisely in
“order to economize on lives, was to industrialize war—shifting resources into
artillery, tanks, warships and, above all, aircraft. In many ways, the turning
point was 1940, when Britain evacuated her army from Dunkirk and then
relied on a force of just 1,400 fighter pilots to deter a German invasion and
keep Britain in the war.5 But it was the bomber rather than the fighter that
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became the key to subsequent British (and American) strategy. In effect,
investment in bombers reduced casualties among Allied servicemen and
greatly increased casualties among Axis civilians, a process that culminated
at Hiroshima. Once dominance of the skies had been established, ground
forces could be used at a far lower cost to life and limb.

The present “Revolution in Military Affairs” made possible by improve-
ments in electronic communications is therefore part of a prolonged and far
from revolutionary process. What does not change over the long run is that
money must be found—whether it is for the mass armies of the age of total
war, or the “smart weapons” that account for a rising share of modern mil-
itary budgets. And often, as this chapter has made clear, the money needs to
be found at very short notice. The sums involved have varied greatly in rela-
tion to economic growth, as well as in relation to the destructive efficiency
of weaponry. But this basic need to finance war has been—until the relatively
recent past—the prime mover in the process of state formation; the father,
indeed, of what follows.
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“Hateful Taxes”

And it came to pass in those days, that there went out a decree from Cae-
sar Augustus, that all the world should be taxed.
Luke, 2:1

“In this world,” as one revolutionary wrote to another in the fateful year
1789, “nothing can be said to be certain except death and taxes.”* Even in
the New Testament, tax plays its part: it was to render what was due to Cae-
sar that Mary and Joseph went to Bethlehem. Without tax, Christ would not
have been born in a manger.

The quest for increased revenues—usually, as we have seen, to pay for war
or preparation for war—has led in more than one direction. In some systems,
including feudal monarchies and socialist republics, a substantial portion of
revenue has come from state-owned assets, whether royal domains or “nation-
alized” monopolies. In theory, then, taxes in the conventional sense are not
quite inevitable: a state could notionally rely exclusively on public assets to
generate revenue. But the profits from those assets would be generated by taxes
of a sort, whether in the form of additional labor by royal serfs or above-cost
charges by state industries. In any case, the temptation to sell state assets to
meet sudden increases in expenditure has tended to mean that such assets
dwindle over time: the sale of crown lands in the medieval period has its mod-
ern counterpart in the “privatization” of publicly-owned utilities. Taxes are
therefore inevitable—though not unavoidable.

In systems with limited representation confined to wealthy élites, there is
a tendency to rely heavily on indirect taxation—principally customs levied
on imports and excise duties on consumption—for revenue. The taxation of
consumption may, within certain limits, be economically preferable to the
alternative, namely taxation of wealth and incomes. But indirect tax rarely
suffices for long because, first, in times of crisis trade and consumption tend
to be reduced, and with them also tax revenues; secondly, because indirect
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taxation is usually regressive, and over-reliance on it can lead to political
unrest. Sooner or later most states have therefore been obliged to raise direct
taxes, such as levies on property or deductions from income.

As the eighteenth-century Austrian Chancellor Wenzel Anton von
Kaunitz-Rittberg observed:

It does not require much reflection or any profound insight to invent all kinds of ways
and means of squeezing money out of our subjects. He who wishes to do so in a man-
ner both reasonable and beneficial to the monarch and the state, however, must first,
or at least at the same time, devote an equal measure of zeal to increasing his sub-
jects wealth so that they might bear this additional burden.?

The history of taxation is best understood as a quest for an elusive juste
milieu: a system that extracts the maximum revenue while at the same time
imposing the minimum constraint on the growth of the economy, for that is
the proverbial goose which lays the golden eggs.

FAMILY SILVER

. State assets have long been a source of government revenue. Ancient Athens
had silver mines of Laureion.? Rome derived around a sixth of its income
from state-owned land.4 Renaissance Genoa had its alum mine at Phocea.s

The great European monarchies started life with large royal domains
which were for a time their principal source of revenue. In England the par-
liamentary catch-phrase of the fourteenth century—a reaction to royal req-
uisitions known as “purveyances”—was that “the king should live of his
own.” This was in fact an almost universal European notion: in France the
king was exhorted to “vivre du sien,” in Spain to “conformare con lo suyo.”
Few kings could. The temptation to sell assets for the sake of ready cash—
or to use grants of land as a form of payment in kind for loyal servants—
was too powerful.

This was especially true in France. By 1460 the French royal domain
accounted for less than 3 per cent of total royal revenues;® and though it rose
to around a tenth in the 1§20s, within fifty years it was back to around 4 per
cent.” By 1773 the royal lands brought in less than 2 per cent of total rev-
enue.® Not even the revolutionary confiscation of aristocratic estates and
church lands did much to replenish the assets of the state, as they were soon
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sold off to raise cash: the sale of church lands alone accounted for 12 per
cent of ordinary revenue in the Napoleonic period.?

For a time, the English crown was somewhat better-off than the French.
In the 1470s Sir John Fortescue estimated that Edward IV received a fifth of
the total yield of temporal property in his kingdom, though by the end of his
reign this no longer sufficed to cover royal expenditure.’ Henry VII was so
successful in raising domain revenue that he had to turn to parliament for
taxation only once, in 1 504; while his son gave a brief boost to the royal bal-
ance sheet by seizing the lands of the monasteries. However, most of these
were quickly sold off to finance wars against France and Scotland: by the last
years of Edward VI, seven-eighths had gone.** His sister, Elizabeth I, could
not hope to live of her own. Indeed, the crown’s lack of independent means
was the main reason for the growth in the power of parliaments in the late
sixteenth and seventeenth centuries. Although the restored monarchy recov-
ered extensive lands after the Civil War, it was henceforth dependent on par-
liament for additional funding. In 1760 George IIl made over the revenues
of the royal estates to parliament; since then the monarchy has largely been
financed out of taxation through the Civil List and other subsidies.**

Further east, the “domain state” persisted for longer. In 1630 the Swedish
royal domain, which included silver, iron and copper mines, accounted for
45 per cent of royal revenues and the Danish for 37 per cent; though by 1662
the Danish proportion was down to just 1o per cent, and by the end of the
eighteenth century the Swedish royal domain had all but disappeared.’3
Prussia was perhaps the longest-lived domain state, and among the most
entrepreneurial. In 1740 revenue from the royal estates accounted for
around 46 per cent of total revenue, and this fell only slightly in the subse-
quent fifty years. Even in 1806 its share was still as high as 30 per cent, and
the development of a state railway network and other industrial concerns in
the nineteenth century led to a slight increase.* In 1847 more than a third
of revenues came from state enterprises; ten years later 45 per cent; and in
1867 slightly more than half.*s This upward trend continued after German uni-
fication. Total entrepreneurial revenues rose as a proportion of total (ordi-
nary and extraordinary) income from 48 per cent in 1875 to 77 per cent in
1913. Of course, these gross figures exaggerate how much disposable rev-
enue the enterprises generated. But even when the costs of running the state
enterprises are deducted, their importance was considerable: they covered 16
per cent of total ordinary and extraordinary expenditure in 1847 and 1857,
25 per cent in 1867. However, the net revenue declined steadily in impor-
tance after unification, from 6 per cent in 1875 to less than 2 per cent on the
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eve of the First World War.*¢ In Britain, by contrast, the railway system had
been built almost entirely with private finance.

Prussia was not unique, however. Other German states in the eighteenth
and nineteenth century were also entrepreneurial: Wiirttemberg, for exam-
ple, or Hesse-Cassel—though the principal source of the latter’s entrepre-
neurial income was the state’s mercenaries, which paid for roughly half of
all government spending between 1702 and 1763. As Landgrave William
VIII put it: “These troops are our Peru.”*7 By the turn of the century, his son
was one of the richest men in the world: managing just a part of his huge
investment portfolio started the Rothschilds on the road to banking great-
ness.’® Russia too had a substantial royal domain, to which was added a
large railway network and heavy industrial sector in the later nineteenth cen-
tury. By 1913 net receipts of the railway network accounted for around 8
per cent of total public revenue.™ Even nineteenth-century Britain, for all its
reputation as a “night-watchman state,” derived an average of 20 per cent
of its gross revenues from the postal, telephone and telegraph services which
the state monopolized.?® This was much more than in France, where state
properties declined as a proportion of total revenue from more than 10 per
cent in 1801-14 to just over 3 per cent under the Bourbon and Orléanist
regimes, and less than 2 per cent from 1848 until T914.**

State monopolies have also been established on the production and sale of
commodities. The T’ang dynasty in China introduced a salt monopoly in
758; by 780 it accounted for half of all central government revenue. Salt
monopolies were also introduced in Venice, Genoa, Siena, Florence, France
and Austria, and were often linked to a tax (usually called the gabelle). Rus-
sia too introduced a salt monopoly, though its monopoly on vodka after
1895 was more lucrative: by the eve of the First World War the latter was
providing just under a fifth of total revenue—an astonishing figure.?* The
French monopoly on tobacco accounted for over 7 per cent of revenue at its
peak in the eighteenth century.?3 One of Bismarck’s abortive schemes to free
himself from partial dependence on the democratic German parliament he
had called into being was to create a similar tobacco monopoly. State monop-
olies on alcohol sales are still to be found in many countries. Around § per
cent of American state and local government revenue comes from state utili-
ties and liquor stores.?4 State lotteries play a similar role: in each case the state
monopolizes the gratification of a particular vice. The profits such monopo-
lies make are essentially taxes on drinkers or gamblers. And like the vices
themselves, the revenues they generate can be hard to give up. One of the
greatest blunders of Mikhail Gorbachev was his campaign against alcohol
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abuse in the Soviet Union: the reduction of vodka consumption led to a dras-
tic drop in revenue from this source.?s

Spending on infrastructure by states is sometimes portrayed as develop-
mental: the state substitutes for insufficient private sector investment in
strategically important sectors. In fact, most state enterprises have generally
had a narrower, revenue-raising purpose. In undemocratic regimes, such
public enterprises were indeed capable of making money, or at least of break-
ing even. But in many democratic states and in the planned economies of the
twentieth century the public sector soon turned into a channel for covert sub-
sidies to the poor and, at the same time, a sponge for soaking up surplus
labor. Concealed unemployment, and the attendant stagnation or outright
decline of productivity, meant that state enterprises after 1914 were more
often net recipients of state funds than revenue generators. A good illustra-
tion of this point is the way the German railways went from being a sub-
stantial source of revenue before the First World War to being a vast job-cre-
ation scheme in the Weimar Republic and the Third Reich.?¢ On average, 30
per cent of the Reich deficit between January 1921 and November 1923 was
accounted for by net expenditures on the Reichsbahn. A substantial part of
the railway deficit was due to over-manning, as well as to the government’s
failure to index passenger fares.?” This policy was continued by the Nazis,
who increased the number of railway employees by nearly a million. The
contrast with the pre-war position in Prussia could hardly be more stark.

The British nationalized industries provide another melancholy example.
Nationalization in fact predated 1945: Churchill had brought the Thames
dockyards into public ownership in 1908, while the Forestry Commission,
the Central Electricity Generating Board, the British Broadcasting Corpora-
tion, the London Passenger Transport Board and British Overseas Airways
were all inter-war creations. Between 1945 and 1951, however, state owner-
ship was extended to coal, aviation, roads, railways, gas, electricity and steel.
Whatever the motives behind these decisions—and the desire to avoid job-
losses or wage cuts undoubtedly took precedence over boosting productivity
or net revenue—the losses subsequently incurred were colossal. In 1982 the
total cost in capital write-offs and grants was estimated at around £40 bil-
lion. The £94 billion of public money invested in the nationalized industries
was “yielding an average return to the Exchequer of minus 1 per cent.” The
car manufacturer British Leyland alone cost the taxpayer close to £3 billion
in the space of a decade.?® It is not surprising, in the light of these figures, that
the Thatcher government was attracted to the possibility of “privatization™:
sale of these and other state-owned assets raised around £100 billion. This
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income should not have been, but generally was, counted as current revenue,
allowing the government to paint a rosier picture of its finances than was jus-
tified. On the other hand, there was little substance to the former premier
Harold Macmillan’s complaint that the “family silver” was being sold off
cheap.? The shares in the privatized utilities were not systematically under-
valued by the Treasury; and the productivity improvements subsequently
achieved in most of the privatized industries have amply justified the policy,
since widely imitated.3°

“TAXES ON EVERY ARTICLE”

The simplest taxes to levy are those on easily monitored transactions: partly
for that reason, customs duties on imports have been a source of revenue
since ancient times. Ancient Athens imposed an average duty of 1 per cent
on all imports.3? Rome too had its portoria, which accounted for around a
quarter of revenues in the reign of Augustus.3> In medieval England, King
John set a precedent by collecting a general ad valorem duty of 16 pence in
the pound on a wide range of imports and exports. Although this was ini-
tially imposed with the consent of merchant assemblies, the duty gradually
came to be regarded as part of the ordinary revenue of the crown (hence
“customs”). After 1294 the crown also imposed extraordinary taxes on wool
exports; and these too became customary: from 1398 life grants of the wool
tax were made to the monarch along with the subsidy on wine and other
merchandise (tunnage and poundage).33

Yet the taxation of trade has its disadvantages. If taxes on commerce are
set too high, they may have the effect of reducing the volume of trade and
hence the amount of revenue. The high duty on English wool exports in the
fourteenth century may well have been a factor in the sector’s slow decline.34
High import duties, on the other hand, encourage smuggling. Even an island
state like Britain found it impossible to prevent large-scale evasion of duties in
the eighteenth century, when the figure of “Smuggler Bill” attained heroic sta-
tus and as many as 20,000 people were involved in illegal trade. More impor-
tantly, import duties discriminate against foreign goods which might otherwise
be cheaper than those which are domestically produced. From a liberal per-
spective, tariffs are not only a burden on consumers (here was the electoral
appeal of “Free Trade”); they also diminish the efficiency of the international
economy as a whole by sheltering from competition mediocre firms that hap-
pen to be on the right side of a national border. It was the practical argument
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that lower tariffs would increase trade volumes, allied to a distinctly Protes-
tant view of the economy as a divinely ordained and self-regulating mecha-
nism, which converted the majority of the British political elite to free trade,
beginning with the Liberal Tories in the 1820s.35 In the event, duties were
reduced so much that when trade dipped and military expenditure rose Sir
Robert Peel had to accept (in 1842) the necessity of a peacetime income tax
to balance the budget.

Continental states followed the British example of free trade to varying
degrees, a process of trade liberalization that culminated in the early 187o0s.
However, the decline of agricultural and industrial prices in course of the
1870s (due in large part to steep reductions in rail and sea freight rates) soon
precipitated a revival of protectionism. “Manchesterism” had been criticized
since the 18 40s by economists such as Friedrich List, who realized that infant
German textile firms stood little chance of competing with superior British
mills in the absence of protective tariffs. But the protectionist revival owed
more to the fundamental political utility of tariffs as a way of buying sup-
port from biddable interest groups such as farmers.3¢ Protective tariffs on
agricultural and industrial imports were restored by Bismarck in Germany
in 1878 and reached a pre-war peak in 1902: not only did they benefit his
own social class, the landowning Junker, they also had the merit of dividing
his liberal opponents. On the eve of the First World War, according to League
of Nations figures, average German tariff rates had risen to 12 per cent, com-
pared with 18 per cent in France (the figure for Britain was still zero). Con-
tinental tariffs on wheat had risen to 36 per cent in Germany and 38 per cent
in France; in Italy, Spain and Portugal the rates were higher still. In Russia
and the United States, by contrast, it was imported manufactures that were
heavily taxed; the same was true in Latin America.3” Between 1861 and 1871
the ratio of American duties to imports rose from 14 per cent to as much as
46 per cent, before levelling off at around 30 per cent.3® The 1902 Ford-
ney—-McCumber Act empowered a new Tariff Commission to impose duties
on a case-by-case basis; of course, once a tariff had been introduced, it tended
to remain in place regardless of changes in relative prices.?®

In the aftermath of the First World War, protectionism continued its
upward drift. In the major industrial economies, the value of customs col-
lected as a proportion of total imports rose from 11 per cent (1923-6) to 18
per cent (1932-9).4° A crucial factor in the Great Depression was the plod-
ding passage between October 1929 and June 1930 of the American
Smoot-Hawley tariff bill, which specified duties on no fewer than 21,000
items.4' Even Britain, the erstwhile champion of free trade, opted for pro-
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tection, imposing a 10 per cent ad valorem duty in March 1932 and finally
adopting Empire-wide protection (“Imperial Preference”) in July 1932.4> As
in the nineteenth century, protectionism had articulate defenders. In a lecture
he gave in Dublin in April 1933, Keynes declared that he “sympathise[d] . . .
with those who would minimise rather than with those who would maximise
economic entanglement between nations.”43 Only gradually did economists
and politicians come to see that this was a destructive game of “beggar-my-
neighbour.” While it undoubtedly made more sense to impose tariffs than uni-
laterally to pursue a free trade policy in a protectionist world, it made even
more sense to reduce trade barriers collectively, first by bilateral agreements,
then, after the Second World War, through the multilateral General Agree-
ment on Tariffs and Trade. The lesson first taught by Adam Smith in the eigh-
teenth century—that lower import duties would lead to higher revenues by
boosting trade—had to be painfully re-learned.++

There is, of course, no reason in logic why a transaction that involves
moving goods across a border should be treated differently from a trans-
action within a border. Throughout history, states have also had recourse to
taxes on domestic transactions. Ancient Athens had an excise on sales of
slaves.4s Rome had a similar 4 per cent sales tax, as well as a tax on the man-
umission of slaves and a 1 per cent sales tax on other goods.+¢ In medieval
France the Ordnance of December 1360 “revolutionized” royal finance by
imposing a duty (the gabelle) on salt and aides of § per cent on the sale of
most commodities apart from wine, which was taxed at a higher rate (at first
8, later 2.5 per cent).4” Renaissance Florence depended for a fifth of its rev-
enue on a similar salt duty, levied at the city’s gates.+® Habsburg Castile had
the alcabala, a 10 per cent sales tax.4° Even before the introduction of the
vodka monopoly, the excise on spirits was one of the Russian state’s princi-
pal sources of revenue, accounting for as much as a third of the total in
1815.5°

Few states in history have relied as heavily on the taxation of domestic
consumption as Hanoverian Britain; and this is of particular interest as it
was the regime which presided over the first industrial revolution.s* In fact,
the excise—defined succinctly in Dr Johnson’s dictionary as “a hateful tax
levied upon commodities”—had its origins in the Stuart period: Charles I
had levied duties on cloth, starch, soap, spectacles, gold and silver wire and
playing cards; and in 1643 Parliament had introduced excises on tobacco,
wine, cider, beer, furs, hats, leather, lace, linen and imported silks.5s? By 1660
excises were also being levied on beer, salt, saffron, hops, lead tin, iron and
glass. In the course of the next hundred years, these taxes became the British
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state’s principal source of revenue.s3 To help finance the war with revolu-
tionary France, the Younger Pitt added hats, gloves, mittens, perfumery,
shops and female servants to the list of dutiable goods, to say nothing of
bricks, horses and hunting.54 By the end of the Napoleonic Wars, it seemed
that scarcely anything in Britain was not taxed. Writing in the Edinburgh
Review in 1820, Sidney Smith bemoaned:

[T]he inevitable consequences of being too fond of glory;— TAXES upon every article
which enters into the mouth, or covers the back, or is placed under the foot; taxes
upon everything which is pleasant to see, hear, feel, smell, or taste; taxes upon
warmth, light and locomotion; taxes on everything on the earth, and the waters under
the earth, on everything that comes from abroad or is grown at home; taxes on the
raw material; taxes on every fresh value that is added to it by the industry of man;
taxes on the sauce which pampers man’s appetite, and the drug which restores him
to health; on the ermine which decorates the judge, and the rope which hangs the
criminal; on the poor man’s salt, and the rich man’s spice; on the brass nails of the
coffin, and the ribands of the bride; at bed or board; couchant or levant, we must
pay. The schoolboy whips his taxed top; the beardless youth manages his taxed horse,
with a taxed bridle, on a taxed road;—and the dying Englishman, pouring his med-
icine, which has paid 7 per cent, into a spoon which has paid 15 per cent, flings him-
self back upon his chintz bed, which has paid 22 per cent, and expires in the arms of
an apothecary who has paid a license of a hundred pounds for the privilege of putting
him to death. His whole property is then immediately taxed from 2 to 1o per cent.
Besides the probate, large fees are demanded for burying him in the chancel; his
virtues are handed down to posterity on taxed marble; and he is then gathered to his

fathers to be taxed no more.5s

How far this reliance on taxing consumption helped or hindered British eco-
nomic growth remains a matter for debate. The Hanoverian tax system cer-
tainly encouraged exports (which were not only duty free, but in some cases
subsidized by bounties); but it is doubtful that the large transfers from con-
sumers to untaxed rentiers had beneficial macroeconomic effects.5¢ It is strik-
ing that contemporary critics of Spanish and Dutch finance—among them
Adam Smith—believed that excessive reliance on taxes on consumption
tended to push up labor costs and inhibit internal trade.57

The seventeenth-century Swedish Chancellor Axel Oxenstierna called in-
direct taxes “pleasing to God, hurtful to no man, and not provocative of
rebellion.” Some modern political scientists agree, arguing that consumption
taxes are less “visible” and hence less politically sensitive than direct taxes.s®
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Yet no state can subsist for long on indirect taxes alone: in a tax system which
is too regressive, the conflict of interest between a powerful, propertied patri-
ciate and a poor, powerless populace will sooner or later lead to unrest—a
point apparent to Machiavelli in the light of Florentine experience.5? Protests
against indirect tax were a recurrent feature of life in early modern Europe.
Tax figured among the grievances that sparked off the revolt of the Nether-
lands against Spain, the German Peasants’ War, the Comuneros uprising in
Hungary and a variety of disturbances in Ottoman lands between 1590 and
1607.%° In 1630 a new salt tax had to be withdrawn after protests in the
Basque country. In 1647 there were riots in Palermo and Naples against new
excise taxes.®!

Nowhere were such protests more frequent than in ancien régime France.
The combined squeeze on peasant incomes of rising taxes and rising rents
triggered the uprising of the Pitauds against the gabelle in Guyenne in 1548;
while collection of the § per cent sales tax known variously as the sol pour
livre, the pancarte or the subvention générale had to be abandoned twice—
in 1602 and 1643—because of popular resistance, and as late as the 1660s
was still only collectable by force in the provinces of Dauphiné and
Guyenne.®* In 1648 a major rebellion in France began with a tax strike
against Cardinal Mazarin’s new fiscal measures.®3 Among the other revolts
against taxation in early modern France were the revolt of the Croguants in
Quercy in 1624; the revolt of the Guyenne towns against the wine sales tax
in 163§; the revolt of the Nu-pieds in Normandy against the abolition of
their exemption from the gabelle in 1639; and the Breton revolt against the
papier timbré in 1675.%4 Historians since Tocqueville have, of course, seen
taxation as one of the key factors in the origins of the French Revolution,
though the regressiveness of the tax system before 1789 owed more to the
many exemptions and anomalies in the system of direct tax (see below) than
to the overall level of the tax burden.

As Edmund Burke observed, “To tax and to please, no more than to love
and to be wise, is not given to men.” Not surprisingly, the proliferation of
the excise in Hanoverian Britain was also the cue for popular protests. In
1733 a mob besieged parliament chanting “No slavery — no excise — no
wooden shoes!” in a temporarily successful protest against Sir Robert Wal-
pole’s Excise Bill.¢5 Yet Hanoverian Britain is interesting partly because such
protests never escalated, as they did elsewhere, into large-scale revolt. This
partly reflected the fact that “necessities of the poor” were taxed relatively
lightly: duties were higher on spirits, wines and tobacco than on beer, can-
dles, soap, starch and leather, while the only agricultural products taxed were
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hides, malt, horses and tallow.¢¢ When eighteenth-century rural crowds
imposed “popular taxation” (i.e. “just” prices) on wheat, flour and bread,
it was the free market, not fiscal policy, they were reacting against.®7

The difference between the British and French experience in the eighteenth
century suggests that it is not the level of indirect taxation which matters but
the range of commodities that are liable to taxation. In the nineteenth cen-
tury, taxes on bread continued to be a key cause of unrest among the urban
poor. Nothing better illustrates the enduring political importance of the
bread tax than its role in generating support for the German Social Demo-
cratic Party in Wilhelmine Germany. In fact, the regressive impact of the tar-
iff on imported grain was much less than the socialist press claimed. Tariffs
accounted for only 10 per cent of total public sector revenue in 1913; and
according to modern calculations the effect of protection was to raise the
price of bread by no more than 8 per cent, equivalent to around 1.5 per cent
of the average working class family’s income.®® But the claim that “dear
bread” was paying for “militarism”—that the revenue from grain tariffs was
financing the construction of the Kaiser’s navy—proved to be a potent vote-
winner, and was a major contributory factor in the SPD’s election triumph
in 1912. In a similar way, what scuppered Joseph Chamberlain’s campaign
for Tariff Reform after 1900 was the association of tariffs with high bread
prices before the repeal of the Corn Laws. At Liberal meetings in 1905, old
women whose memories stretched back to the 1840s were hauled onto the
platform to remind voters of the bad old days before Free Trade.

By contrast, taxes on legal and other transactions—often called “stamp
taxes”—have seldom been controversial, because by their nature they tend
to fall on the better-off. The French state in particular came to rely heavily
on these: by 1913 stamp and registration taxes accounted for more than a
fifth of total revenue.®® The exceptions that prove the rule were, of course,
the duties on legal documents, newspapers, cards and dice imposed on the
American colonies by the Stamp Act of 1765, which provoked so violent a
reaction that they were hastily repealed. As we shall see, however, it was the
constitutional propriety of the taxation more than the financial burden that
caused the trouble.7°

Modern governments have learned something from the past. In late-twen-
tieth-century Western Europe, the development of the Value Added Tax has
given the state a lucrative new form of indirect tax which consumers have
been remarkably ready to pay and businesses have been remarkably ready
to administer. Between 1979 and 1999 the share of total British revenue from
VAT has doubled and now stands at nearly 16 per cent.”t At the time of writ-
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ing (2000), 55 per cent of consumers’ expenditure is liable for VAT at a rate
of 7.5 per cent. In France VAT is even more important, bringing in some 4§
per cent of total revenue.”> The relative lack of resistance to VAT can be
explained in several ways. First, governments have been careful to reduce or
forgo the tax on politically sensitive goods. In Britain, for example, food and
water are zero-rated, as are medicines on prescription, books and newspa-
pers. Rents, school fees, bets and funerals (among other things) are all
exempt; while domestic fuel is taxed at a lower rate. Second, the rate has
been increased in careful stages. Third, it has been linked to reductions in
other taxes. When it was introduced in Britain in 1972 the rate was just 8
per cent. In 1979 it was raised by the new Thatcher government to 15 per
cent, but with the ostensible aim of financing a popular reduction in the basic
rate and higher rates of income tax. In 19971 the increase to the present level
was “sold” as part of a package to replace the unpopular Community
Charge.”3 When the government sought to levy VAT on domestic fuel, it
attempted to phase it in, beginning at a lower rate of 8 per cent. As the Major
government’s majority in the House of Commons was whittled away, it
proved impossible to raise this rate any further.

As a result of such finesse, VAT is not (as is sometimes assumed) a regres-
sive tax.”+ However, the old and distinctly regressive excise lingers on in
Britain in the form of the immensely high duties on tobacco, alcohol and fuel.
Together, excise duties and VAT account for 88 per cent of the price of a gal-
lon of diesel, 82 per cent of the price of a packet of cigarettes and 64 per cent
of the price of a bottle of spirits.”5 As a result, the overall burden of indirect
taxation is in fact slightly regressive in Britain: in 1995 a father of two on
less than average earnings paid 13.5 per cent in VAT and other indirect taxes;
whereas a father of two on more than average earnings paid 12.8 per cent.7¢
Put differently, in 1993 households in the bottom fifth of the population paid
around 30 per cent of their disposable income in indirect taxes; for those in
the top fifth, the figure was closer to 15 per cent.”7 In particular, the tax on
tobacco is regressive, as lower income groups not only spend a bigger pro-
portion of their income on cigarettes, but also smoke more.”® Other coun-
tries tax smoking, drinking and driving, of course; but few tax them so puni-
tively. In the United States, taxes on these simple pleasures amount to a mere
2.6 per cent of total government revenue. The equivalent figure for Britain
is 12.2 per cent.”?

The high British excises on tobacco, alcohol and fuel are no longer intended
solely to raise revenue: they are also intended to deter people from consum-
ing the commodities in question for medical and environmental reasons.
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Unfortunately, as could easily have been predicted, the high rates of duty
have tended to encourage smuggling as much as to discourage consumption;
while revenue has fallen in relative terms (in the case of tobacco, from 1§ per
cent of total taxation in 1947 to less than 3 per cent by 1990).8° Nor should
the efficacy of VAT be exaggerated. A substantial part of the so-called “black
economy” exists because small businessmen wish to avoid becoming liable
for VAT and other taxes which fall on enterprise. According to European
Union estimates in 1998, the “shadow” labor market in Britain is equivalent
to around 12 per cent of GDP. Detailed research on the Austrian economy
suggests that the avoidance of indirect tax has been an increasingly impor-
tant motive for the growth of the black economy.?* As in the case of import
duties, there are limits to how much money can be raised from taxes on con-
sumption and value added, particularly in a world of highly mobile people
and goods—witness the European fuel protests of 2000.

“PICKING OVER THE FRUITS”: DIRECT TAX

The simplest form of direct tax is the poll tax, which requires a payment from
everyone. Poll taxes were a feature of English finance in the fourteenth cen-
tury and again in the mid-seventeenth; the French ancien régime also had its
capitation (first introduced in 1695) from 1701 until 1789.%82 The “soul tax™
was the basis of Russian taxation from the time of Peter the Great until the
Revolution.?3

The difficulty with poll taxes is that they are regressive, requiring the poor
to give up a much larger proportion of their income than the rich. For this
reason they too have sometimes provoked tax revolts. These occupy a spe-
cial place in English history because it was a poll tax—a shilling per head on
all adults over 15 except beggars—that triggered the 1381 Peasants’ Revolt;
and because it was the introduction of the Community Charge to England
that struck the fatal blow to Margaret Thatcher’s position as prime minister
in 1990.

For this reason, poll taxes have more often been imposed on minorities
than whole populations. The Athenians imposed a poll tax on foreign-born
residents only.34 The early Abbasid caliphate collected a poll tax from all
non-Muslims; though this had to be abandoned as more and more infidels
responded to the obvious incentive by converting to Islam.?s The Holy
Roman Empire demanded a poll tax from Jewish communities.

One direct tax that very clearly exempts the poor is a land or property tax,
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which is imposed in proportion to an individual or community’s holding of
real estate. This was the basis of the Anglo-Saxon geld levied to finance the
defence of the kingdom against the Danes.?¢ It was also the basis of the “sub-
sidies” that developed in both England and France to help finance their cru-
sades and wars in the twelfth and thirteenth centuries, with payment of tax
by landowners substituting for their notional obligation to perform military
service for the crown.?7 The French taille was a geographically apportioned
tax assessed on landed incomes; augmented by various surtaxes, it was still
the biggest direct tax in France as late as 1780. More than 6o per cent of the
revenues collected by Suleiman the Magnificent from Ottoman-controlled
Egypt in the sixteenth century came from the land tax.?® Likewise, the land
tax in Tokugawa Japan amounted to 40 per cent of rice product and may
have yielded as much as a quarter of national product.?? In Mughal India at
the end of the reign of Akbar the land tax amounted to around a sixth of
national product.®°

In many ways, the land tax is the natural tax for a mainly agrarian soci-
ety. Indeed, to the French Physiocrats, a tax on the net income from land was
the sole necessary tax.%* Joseph II of Austria also dreamt of reforming Habs-
burg finances on this basis. However, more commercial societies have also
taxed land, though differentially: the Dutch United Provinces taxed agricul-
tural land at 20 per cent of rental values, but built-on land at just 12.5 per
cent. Business profits were tax-free.9> Before the First World War, Lloyd
George too advocated a levy on land values and a capital gains tax on land;
though his aim was redistribution of land once the national land valuation
had been completed.

The disadvantages of a land tax are twofold: first, it discriminates against
landowners as compared with holders of financial and other moveable
assets; secondly, it requires accurate knowledge on the part of the tax asses-
sors of the structure of land ownership and the productivity of individual
holdings. The latter is the greater defect: for in the time that it takes to carry
out an accurate survey of landownership, who knows how many acres will
have changed hands? Even in the Italian city-states this proved problematic.
Fifteenth-century Florence based its property tax on a survey of property
ownership, the catasto, which was regularly updated (eight times between
1427 and 1495) before finally being abandoned in favour of a simple 10 per
cent tithe.?3 Cardinal Wolsey’s attempt to arrive at an accurate survey of Eng-
lish wealth—“the Great Proscription” of 1522—had to be abandoned in the
face of aristocratic opposition.®4 The assessment that formed the basis of the
1692 English land tax (approximately a fifth of total rents) rapidly became
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out of date because of the eighteenth-century agricultural revolution, though
the “quotas” derived from it continued to be used until the 1790s. In
the words of Adam Smith, a land tax necessitated “the continual and pain-
ful attention of government to all the variations of the state and produce of
every different farm in the country.”s French fiscal reformers of the ancien
régime dreamt of a new cadastral survey, but were put off by the thought
that it would take more than three thousand surveyors to do the job.?¢ A
survey was finally initiated by Napoleon in 1808; it was already out of
date by the time it was completed forty-two years, eleven million proprie-
tors and 126 million plots of land later.?7 Thereafter, the tax on which it
was based was not only whittled away by rising productivity but also be-
came less fair because no account could be taken of differential improve-
ments. By 1914 the land tax on brought in a mere 2.3 per cent of total
revenue.%®

One way around this problem is to levy taxes on property at the time it is
inherited. As Lloyd George wryly remarked: “Death is the most convenient
time to tax rich people.” Ancient Rome had such an inheritance tax (the
British slang “death duty” is more vivid), which was levied at a rate of § per
cent and accounted for a little more than the same proportion of total rev-
enues.?? Although commonly seen as a twentieth-century innovation in
Britain, it was in fact as early as 1853 that so-called “succession duties” were
extended to real estate. And although the Liberal Chancellor Sir William
Harcourt usually gets the credit (or blame) for introducing modern “death
duties” in 1894, his Conservative predecessor George Goschen had antici-
pated him in 1889 with his one per cent duty on all estates above £10,000
in value. As critics predicted, this was the thin end of the wedge. By the time
of Lloyd George’s “People’s Budget,” raising “death duties” had become
almost routine for left-of-center Chancellors. Even conservatives on the con-
tinent turned to the inheritance tax. When the German government sought
to increase the Reich’s share of direct taxation (which was largely in the
hands of the federal states), the first major proposal was for an inheritance
tax. In both cases, there was fierce but ultimately vain opposition from aris-
tocratic interests.

Though inheritance tax rates rose to punitively high levels for the rich in
the course of the twentieth century, there have never been enough rich peo-
ple—to be precise, enough rich people without accountants—to raise signif-
icant sums. Today inheritance tax brings in less than 1 per cent of total pub-
lic revenue in both Britain and America, and conservative politicians in both
countries have begun to argue for its extinction.
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The main alternative to inheritance tax has been some kind of general tax
on income which, in its simplest form, requires the same proportional sacri-
fice from everyone, regardless of the source of their income. The first of
Adam Smith’s four “canons” of taxation was that “the subjects of every state
ought to contribute towards the support of the government, as nearly as pos-
sible, in proportion to their respective abilities; that is, in proportion to the
revenue which they respectively enjoy under the protection of the state.”*°°
A similar formulation formed part of the French revolutionaries’ “Declara-
tion of the Rights of Man and the Citizen.” Taxes must be “apportioned
equally among all citizens according to their capacity to pay.”*°* This was
hardly a new concept. In ancient times, tax was often set at a tenth of annual
income. Such was the form of the eighth-century Abbasid ushr;™°* the four-
teenth-century English tithe on the clergy as well as the parliamentary
“tenth” (supplemented later by a fifteenth);’°3 the Venetian decima;™4 the
short-lived eighteenth-century French dixiéme, later the vingtiéme.’®S The
first English attempt at an income tax was a 20 per cent levy on all incomes
introduced in 1692.7°¢ But it is Pitt’s income tax of 1798—again a 10 per
cent levy—which is usually seen as the real milestone in the history of taxa-
tion, ultimately providing nearly a third of the additional revenue needed to
win the wars with France.?®7

In fact, Pitt’s tax was repealed in 1802; and the modified version intro-
duced by his successor Addington when war resumed the following year was
voted out of existence as soon as the war ended in 1815. That naval officer
spoke for many who declared in 1799: “It is a vile, Jacobin, jumped up Jack-
in-Office piece of impertinence—is a true Briton to have no privacy? Are the
fruits of his labor and toil to be picked over, farthing by farthing, by the pim-
ply minions of bureaucracy?” "8 It was not until 1842, as we have seen, that
a peacetime income tax was introduced by Peel, and it was (and, in a spirit
of defiant parliamentary hope, remains to this day) formally a temporary
measure.* Despite repeated pledges by both Gladstone and Disraeli to do
away with this “unjust, unequal and inquisitorial” measure, it has proved
indestructible. Moreover, the years since 1876 have everywhere seen a sus-
tained rise in the rate at which the tax is levied. At its lowest level after 1842
(the mid-1870s), the standard rate of British income tax was less than 1 per
cent. By the eve of the First World War, however, it had risen to just under 6
per cent. By the end of the war, the figure was 30 per cent. It was only 1 per
cent lower on the eve of the next war. By 1945 the figure was 50 per cent.
The standard rate fell only slowly in the post-war years: in 1972 it was still
just under 39 per cent, and reductions of what became known as the basic
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rate in the 1970s were compensated for by higher rates for higher incomes
(see below). Only with the election of Margaret Thatcher in 1979 was there
a real effort to reduce income tax, though the basic rate at the time of writ-
ing (23 per cent) is still higher than the average for the First World War years.

There are a number of ways to refine the income tax. It is possible to
exempt poorer taxpayers by setting a threshold below which no tax is
payable. In thirteenth-century England, householders with movable prop-
erty valued below 1o shillings enjoyed such an exemption; after 1334 the
proportion of the population which was below the direct tax threshold fluc-
tuated between a tenth and a half.**° Pitt’s tax exempted incomes below £60
a year; while Peel’s income tax, introduced at a rate of 7 pence in the pound
(3 per cent), exempted all those whose incomes were below £150 per
annum.'** Thereafter, tinkering with the threshold became a favourite occu-
pation of Victorian Chancellors of the Exchequer. In 1853 Gladstone low-
ered it to £100, which he called “the equatorial line of British incomes.” In
1874 Disraeli put it back up to £150.77* Another form of partial exemption
is the allowance, which effectively raises the threshold for specific groups by
making an additional tranche of their income tax-free. In 1909, for exam-
ple, Lloyd George introduced an allowance of £10 per child for parents.

Aristocratic polities, of course, were just as likely to grant exemption from
tax to the rich: indeed, for most of the early modern period exemption from
tax was as much a privilege of high rank as of low income. This was the prin-
cipal defect of the French taille, which was. unpopular mainly because the
large number of exemptions drove up the burden on those who did pay.™3
Nor was it easy to get rid of such privileges once they were established.
Attempts in Catholic states to increase clerical taxation at the time of the
Reformation led to a strike by the clergy of Castile in 1532.774 Between 1561
and 1788 the proportion of total French expenditure paid for by clerical tax-
ation fell from 1§ per cent to just 1 per cent.**5 Attempts to increase the tax-
ation of the French nobility after 1749 generated loud complaints; and even
Calonne assumed in his plans for fiscal reform that the nobility would not
have to pay the taille, or indeed the capitation.” ¢ Nor was it only the nobles
and clergy who avoided paying the taille: magistrates, royal officials and
some urban elites were also exempt. Prussian landowners regarded exemp-
tion from taxation as a privilege of their rank, and persisted in evading tax
even once it had legally been imposed upon them; something they could eas-
ily do in their capacity as local tax-collectors.

The converse has proved less true: left-wing governments, whatever else
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they may have achieved, have failed to preserve the Victorian exemption of
the working class from income tax. The main reasons for this have been the
huge costs of the world wars, which necessitated a widening of the tax net;
the rise of working-class income far above subsistence level; and the effect
of inflation, which has lowered the real value of thresholds (the phenome-
non of “bracket-creep”). In Britain the number of income tax payers more
than trebled from 1,130,000 in 1913 to 3,547,000 in 1918, while the pro-
portion of wage-earners paying tax rose from zero to 58 per cent.'’7 In Ger-
many after 1918.tax deducted from wages at source accounted for a steadily
rising share of total direct tax revenue as middle-class taxpayers delayed pay-
ment of their tax bills, leaving inflation to reduce them in real terms.”™® Low-
ering allowances, or allowing inflation to lower them, remains the simplest
means of increasing income tax. It was one of the ways Britain financed the
Second World War, though in this case the additional tax paid as a result of
the reduced personal allowances was subsequently repaid (albeit in depreci-
ated pounds). Since the war, the tax threshold has crept relentlessly down-
ward. In 1949 a father of two on average manual earnings paid no income
tax; but twenty years later he began paying tax as soon as his earnings
exceeded §3 per cent of the average. Conservative rule in the 1980s and
1990s did nothing to halt this trend. In 1979 a father of two had to earn just
35 per cent of average manual income to become liable for income tax. By
1995 the figure had fallen to 30.7 per cent.’™®

It is also possible to differentiate between different sources of revenue, so
that (for example) income from investments is taxed at a higher rate than
income from wages. An early example of differentiation was the subsidy
introduced in the reign of Mary I, which was set at 4 shillings in the pound
for landed incomes, but just 2 shillings and 8 pence for income from other
forms of property.**° When Addington reformed the income tax in 1803, he
introduced the five “Schedules” still used by the Inland Revenue today which
distinguished the different sources of an individual taxpayer’s income: A
(income from land and buildings), B (farming profits), C (public annuities),
D (self-employment and other items) and E (salaries, annuities and pen-
sions). Although he made no attempt to tax the schedules differently, a mech-
anism to do so had been put in place. The introduction of tax deductions for
business expenses already implied a discrimination between earned and
“unearned” (i.e. investment) income as early as 1853. However, it was not
until 1907 that differential rates were introduced by Asquith, who raised the
rate on earned income to 9 pence in the pound, but the rate on unearned
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income to a shilling. Lloyd George proposed a further 2 pence on the
unearned rate two years later. Penalizing investment income remained the
norm in twentieth-century British budgets until the 1980s.

An income tax can also be graduated so that the tax rate rises in some kind
of (seldom exact) proportion to the size of one’s income. An early example
of a progressive income tax was the short-lived French fouage, which was
intended to produce an average of 3 francs per hearth, but rose from 1 to 9
francs depending on the wealth of the household.*** The idea was formal-
ized in the eighteenth century by (among others) Jean-Louis Graslin, who
argued for a direct tax scale rising from zero to 20 per cent on the highest
incomes.™** During the Revolution Robespierre took up the idea: “Those cit-
izens whose incomes do not exceed what is necessary to their subsistence
shall be exempted from contributing to public expenditure; the others shall
support it progressively, according to their fortune.”**3 The association of
graduation with Jacobinism took a long time to fade, and not only in France:
Gladstone detected in graduation “a distinct tendency towards commu-
nism.”*24 It might, he warned, “amount to confiscation.”

Yet Gladstone himself admitted that “the principle of graduated taxation
had already been recognized by the income tax exemptions™; and he himself
introduced an element of graduation to the income tax in 1853, when a
lower rate was introduced for income between £100 and £150; and in 1863,
when he introduced a £60 allowance for tax-payers earning less than £200,
a device developed further by Disraeli in 1874. The real departure, however,
was the introduction of higher rates of tax for higher income groups: this
came in 1909 with Lloyd George’s “People’s Budget,” which introduced
three different rates: 3.75 per cent on incomes up to £2,000 a year, § per cent
on incomes up to £3,000 and 5.83 per cent on incomes above £3,000. In
addition a new “super-tax” (“surtax” for short) of 2.5 per cent was levied
on income above £5,000. Lloyd George’s (defeated) Finance Bill of 1914
envisaged a lower threshold for this higher band and a steeper “gradient,”
as well as proposing graduation for death duties.’s By 1939 the “surtax”
rate was 41 per cent; by 1945 it was 48 per cent (for incomes over £20,000).
Again, it was not until the 1980s that these rates were lowered-—to 40 per
cent in the case of the higher rate.

Finally, the twentieth-century has seen the advent of tax on the incomes
of companies as well as individuals. In Britain, the First World War once
again was the watershed, with the introduction of the Excess Profits Duty,
which taxed the difference between pre-war and war-time profits. The same
measure was adopted in the Second World War, when the rate rose to 100
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per cent; though there was a 20 per cent rebate after the war. In 1965 the
Labor government introduced Corporation Tax on company profits and a
Capital Gains Tax on the appreciation of assets.

The crucial difficulty of income tax remains the method of assessment.
Should income be assessed by the state according to “objective” indicators,
as was the case in the France until 19142 Or can the state trust citizens to
declare their annual income, assuming that the majority will not understate
their earnings by too much? If not, how much power of inquisition can the
state be allowed? The French preference for assessed taxation—not only of
land, but also of businesses, individuals, movable property, doors and win-
dows—proved costly, as the “objective” values in each case tended to lag
behind economic growth. The collection of the vingtiéme, for example,
depended heavily on local verification of assessments; but only a fifth of
parishes in the pays d’élections co-operated with this in the 1770s.126

In the United States and in Britain, by contrast, a system of individual dec-
laration evolved. It remains intact in the United States today, where the num-
ber of individual tax returns each year now exceeds r20 million. But the
enormous financial costs of the Second World War, combined with the ris-
ing money incomes of manual workers, brought to an end the purely declara-
tory system in Britain. Ever since the introduction of Pay As You Earn—
PAYE—in 1944, British employers have been required to deduct tax “at
source” from the wages and salaries they pay. Even so, income tax is still
considerably more expensive to collect than customs and excises. In 1992—3
Customs and Excise collected only 16 per cent less tax than the Inland Rev-
enue, but at roughly half the cost: just over 1 per cent of the total tax col-
lected, compared with a figure of 2 per cent for the Inland Revenue, which
employs more than double the number of staff.*>7 At least part of the expla-
nation for this discrepancy lies in the complexity of the system that has devel-
oped as one Chancellor after another has tinkered with tax reliefs in the hope
of pleasing selected interest groups. In 1989 the Labor MP Frank Field esti-
mated that if all tax allowances and reliefs were abolished, a standard rate
of 12~15 pence in the pound would be possible. 23

There is no question that income tax has been the crucial lever of modern
fiscal policy. In most states it rose steadily from the 1890s until the 1970s
(see Figure 5). However, its importance has varied from place to place. The
individual German states followed the British example in the second half of
the nineteenth century, but the Reich itself did not secure control of income
tax until after the First World War. (“How jubilant the German people would
be,” observed the economist Gustav Schmoller in all seriousness in 1909,
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Figure 5. Income tax as a percentage of taxation, 1866-1999

Sources: Flora et al., State, Economy and Society, vol. i, pp. 299, 305, 339; Butler
and Butler, British Political Facts, pp. 391 f.

“had it so adaptable a factor of revenue . . .”)'*»% During the Civil War,
the United States introduced a federal income tax, but it was abolished after
the war, and declared unconstitutional by the Supreme Court in 1893.73° The
radical principle that the state should not be allowed to probe the individ-
ual’s private affairs meant that France did not introduce an income tax until
as late as 1914. This difference persists. In Britain and America today income
tax accounts for a quarter of total public revenue; in Germany for as much
as 36 per cent; in France for a mere 17 per cent.

Only belatedly (and at much higher rates than Victorian opponents of
“confiscation” had expected) did diminishing returns set in. By 1947 the
standard rate of income tax in Britain was 45 per cent; that of surtax was 52
per cent. Taking into account the special contribution payable when a per-
son’s total income exceeded £2,000 (50 per cent for investment income over
£5,000), the effective rate of tax on investment income above that threshold
for a higher-rate taxpayer was 147.5 per cent.*3* Twenty years later the sit-
uation was little different: by then the effective rate on such income was 136
per cent. Under James Callaghan in the mid-1970s the top rate of tax was
raised to 83 per cent, producing a top marginal tax rate of 98 per cent on
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investment income.”3? It is hard to imagine much stronger economic disin-
centives than these; though as with indirect taxation, punitively high rates
on income are more likely to encourage evasion than abstinence, to say noth-
ing of promoting the art of avoidance. Ultimately, the excessive income tax
rates of the post-war period affected enough people directly or indirectly
(through their undoubted dampening effect on aggregate growth)*33 to gen-
erate a political reaction, strongest in Britain and the United States, in the
1980s.

Yet the extent to which the Thatcher and Reagan governments were able
to alter their respective fiscal systems should not be exaggerated. The high
costs of taming inflation made it difficult to cut taxes across the board; and
the net effect of reductions in tax rates was much less than might be expected.
True, the marginal rate of taxation in Britain fell between 1978 and 1995
from §3 per cent to 44 per cent. But whereas a married father of two on aver-
age earnings paid 20.9 per cent of his gross income in income tax and
national insurance contributions in 1978, twelve years later the figure was
20.8~—hardly a huge tax cut. Moreover, the figure rose under the Major gov-
ernment to 22.5 per cent in 1995. On average, those on lower incomes (say
three-quarters of average earnings) did slightly worse under the Conserva-
tives than those on higher incomes (50 per cent higher than average). But
more striking than this is the general consistency of direct tax rates and
indeed the tax burden as a whole.*34 It should also be remembered that the
proportion of total income tax paid by the top 1 per cent of taxpayers went
up from 11 to 15 per cent under Margaret Thatcher: a good example of
lower tax rates bringing in higher revenues.*3s

THE TWO SISTERS

The balance between direct and indirect taxation has thus varied a great deal
over time and between different states. Indirect taxes accounted for nearly
all of the tax revenues of the English crown in the fourteenth and fifteenth
centuries, but by the 1550s for little more than a tenth. Throughout the six-
teenth century they only exceeded 5o per cent five times; and during the
Commonwealth they averaged just 20 per cent. It was not until the 1750s
that the share of indirect taxes rose back to between 70 and 8o per cent.?36
In the first half of the nineteenth century, despite the sustained reduction of
import duties, this did not change much, since the liberal theory that cutting
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duties would increase revenue proved to be broadly true. However, the intro-
duction of the peacetime income tax confirmed that a liberal trade policy
could not be reconciled with continued imperialism without direct tax.37

In Gladstone’s rather labored metaphor, direct and indirect tax were like
“two attractive sisters, who have been introduced into the gay world of Lon-
don; each with an ample fortune.” Throughout his career, he continued to
dream of abolishing income tax, but had to admit that, “whether it be due
to a lax sense of moral obligation or not . . . as Chancellor of the Exchequer
.. . I have always thought it not only allowable, but even an act of duty, to
pay my addresses to them both.” 138 Yet the proportion of total gross rev-
enue coming from direct tax remained remarkably low for much of his
career. When he entered parliament in 1832 customs and excise alone
accounted for over 70 per cent of gross revenue; in 1875 it was still 64 per
cent. Only gradually did the share of direct tax in total taxation rise, from a
third in 1868 to 57 per cent in 1910.'39 The First World War and its subse-
quent costs drove the figure up to just under 70 per cent in 1920, a peak not
exceeded until 1975, after which the direct tax burden has tended to dimin-
ish. At the time of writing, direct taxes account for around half of total UK
government revenue.

France had relatively high direct taxation under the ancien régime—it
accounted for some 41 per cent of total revenue—and this remained the case
at the end of the First Empire, by which time the figure was 43 per cent.
But subsequently the balance shifted in the other direction, not least because
the various assessed taxes proved to be very inelastic sources of revenue. 4
Between 1815 and 1913 direct tax fell steadily as a proportion of total rev-
enue from 3 4 per cent during the Bourbon Restoration, to 24 per cent under
the Second Empire, to just 13 per cent on the eve of the First World War. The
proportion coming from indirect tax rose from 22 to 55 per cent.** Thus,
as has rightly been remarked, “the principle of justice in the sense of equal-
ity of incidence was increasingly infringed de facto though ever more
strongly entrenched de jure.”*43 The pendulum swung back the other way
under the influence of the world wars: between 1920 and 1945 the share of
total revenue coming from direct tax rose from 26 per cent to 52 per cent.
However, between 1950 and 1975 the proportion averaged just 37 per cent.
That was also the figure in 1997.

It therefore appears that the high tide of direct taxation has passed, though
it is not clear whether a new equilibrium has been reached. It is often said
that the appetite of the British and American electorates for cuts in direct
taxation has waned since the 1980s; and there are those who maintain that
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British voters would pay more income tax if they believed it would lead to an
improvement in public services. The reality is that, as international barriers
to the migration of skilled labor have fallen, so the degree of tax competition
between nation states has tended to rise. We are therefore unlikely to see a
return to the punitively high marginal rates of taxation seen in the 1970s,
though that is not to say that the aggregate revenue from direct taxation might
not increase even as rates are further reduced. The fact remains that indirect
taxation, whether on consumption or on turnover, is cheaper to levy and on
balance less objectionable to those who pay it. People are much less likely to
emigrate to escape 70 per cent cigarette duties than to escape a 70 per cent
income tax bracket. On the other hand, excessive indirect taxation will tend
to encourage smuggling and the black economy. Like Gladstone, modern
finance ministers must therefore continue to pay their addresses to both the
sisters—unattractive though they appear to the taxpayer.

THE POET AS TAXMAN

This chapter began with a famous exchange about the inevitability of taxa-
tion between Benjamin Franklin and Jean-Baptiste Le Roy in November
1789. Without unpopular taxes, it might be said, Franklin would not have
found himself the plenipotentiary of a new republic. And without political
problems not unrelated to taxation—about which more in the next chap-
ter—Le Roy might have lived the rest of his life under an absolute monar-
chy. Another man who, by temperament and conviction, would have made
a fine revolutionary in the same era was the Scottish poet Robert Burns. Low-
born, a Freemason, a religious sceptic, a nationalist, a drinker and a wom-
anizer, Burns might, with a little less levity, have been Scotland’s Danton. As
early as 1785 he was penning risqué verses in celebration of “LIBERTY’s . . .
glorious feast”; events in France after 1789 served to politicize him further.
By the mid-1790s he counted among his “most intimate” friends Dr William
Maxwell, who had been among the guards in attendance at Louis XVI’s
execution—an event Burns dismissed scornfully as “the delivering over [of]
a perjured Blockhead . . . into the hands of the hangman.”*44 Filled with egal-
itarian zeal, it was Burns who gave the revolutionary era one of its most
enduring anthems in “A Man’s a Man for a’ that™:

For a’ that, and a’ that,
It’s comin yet for a’ that,
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That Man to Man the warld o’er,
Shall brothers be for a’ that.™4s

A less well-known example of Burns’s radicalism is his populist attack on
the excise tax, “The De’il’s awa wi’ th’ Exciseman,” composed in 1792,
which nicely captures popular attitudes towards the British state’s ubiqui-
tous revenue-gathering agency:

We’ll mak our maut and we’ll brew our drink,
We’ll laugh, sing and rejoice, man;

And mony braw thanks to the meikle black deil,
That danc’d awa wi’ th’ Exciseman.™46

Yet Burns’s revolutionary potential never came to fruition, as it might have
done had he been born in France or emigrated—which he briefly contem-
plated—to the colonies. And one reason for this lies in the simple fact that,
from 1788, he himself was in the employ of the Excise, on a starting salary
of £50 per annum, plus commissions on goods seized.*47 This was no post
for a would-be Jacobin. In December 1792, when Burns was accused of “dis-
affected . . . political conduct” during a revolutionary commotion at the
Dumfries playhouse, he had to write a grovelling letter of denial to his
patron, Robert Graham of Fintry, the Commissioner of the Scottish Board
of Excise. Admitting to having been France’s “enthusiastic votary in the
beginning of the business” (meaning the Revolution), Burns now solemnly
pledged to “seal up [his] lips.”*4® He would sing the revolutionary Ca ira
no more.

As we shall see, the strength of the Hanoverian British tax system lay pre-
cisely in the way it combined élite sanction through parliament with public
compliance—and complicity—through bureaucracy. Even in his letter of
exculpation, Burns still ventured to assert that “an alarming System of Cor-
ruption has pervaded the connection between the Executive Power and the
House of Commons.” But the point was that, for the sake of his job with the
Excise, he would cease to voice such beliefs. The “System of Corruption”
had him firmly in its grip.

It is to the relationships epitomized by Burns’s predicament—between tax-
ation, representation (or lack of it) and administration—that we now turn.
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The Commons and the Castle:
Representation and Administration

In moderate states, there is a compensation for heavy taxes; it is liberty.
In despotic states, there is an equivalent for liberty; it is the modest taxes.
Montesquieu*

For most of history, direct taxes could be collected only with the co-opera-
tion of the richer groups in society. For that reason, the widening of the direct
tax “base” has very often been associated with extension of political repre-
sentation, as taxpayers have traded shares of their income for participation
in the political process, a fundamental part of which is the enactment of tax
legislation. In this model, the process of democratization is inseparable from
the growth of the band of income and property tax payers. The slogan “no
taxation without representation” neatly encapsulates the trade-off.

However, an alternative—or, more often, additional—direct tax-raising
strategy has been to create a competent civil service paid by the state to col-
lect tax. In this model, there is representation of a sort; but participation in
administration clearly differs from participation in legislation. If liberty is
well served by the representation of taxpayers in legislatures, it is generally
diminished by the growth of a tax-collecting bureaucracy.

This chapter is about the interaction of these related processes: tax rais-
ing; the growth of political representation; and the growth of civil services.
Though its starting-point will be familiar to any political theorist, its devel-
opment is novel. The key point is that far from leading to a gradual parlia-
mentarization (the “Whig” paradigm caricatured by Herbert Butterfield*—
or, for that matter, to a happy “post-historical” equilibrium—the interaction
of taxation, representation and administration can produce a variety of dif-
ferent outcomes, not all of them benign.

An important measure introduced here is the ratio of voters to taxpayers,
and particularly income tax payers. If that ratio is significantly above unity—
if there is representation without taxation, in other words—then the executive
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can be susceptible to political pressures for increased non-military expen-
diture from the untaxed or less taxed voters. Also potentially important is
the ratio of public employees to taxpayers. It is not coincidental that democ-
ratization often coincides with a growth in public employment, transform-
ing the relatively exclusive system of patronage of the ancien régime—
lampooned as “old corruption” by nineteenth-century reformers—into a
new form of corruption in which the voter-clients of democratic political
machines are rewarded with “jobs for the boys.” The bureaucracy, which to
begin with optimized the state’s revenue raising power, becomes itself an
expense.

Both the expansion of the franchise and the expansion of public sector
employment tend to push up non-military expenditure. This was the “law of
the growing activity of the state” discerned by the German economist
Adolph Wagner as early as 1863.3 At the same time, the importance of trans-
fers from one social group to another tends to increase, as the budget is
increasingly used as a device for the redistribution of income. In addition to
public employment, the cost of publicly funded #nemployment tends to rise
as the proliferation of doles distorts the labor market. The gap between rev-
enue—what the electorate is prepared to pay—and expenditure—what they
expect the welfare state to provide—becomes institutionalized. It was these
processes that prompted the great Austrian sociologist Joseph Schumpeter
to diagnose the “fiscal crisis of the tax state” more than eighty years ago.+

TAXATION AND REPRESENTATION

Ever since the time of ancient Athens, the link between taxation and politi-
cal representation has been the crux of democracy, though the demos itself
has been (and continues to be) variously defined. The Athens of Pericles
expected the propertied class to pay for public festivals and warships; and in
428 B.C. introduced a property tax to help pay for the Pelopponesian War.
The corollary of this was the advent of democracy (though of course only
the propertied élite were represented): decisions on taxation were made by
mass meetings of adult male citizens and administered by a council of five
hundred.s

Conversely, undemocratic regimes prefer sources of revenue independent
of popular consent. The maintenance of the royal domain as a source of
Prussian revenue into the nineteenth century, for example, was part of a
political strategy to preserve monarchical power. As Baron vom Stein put it:
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The income from the domains is the economic foundation of the sovereign kingdom
and therefore of independent internal and external state building, because the crown’s
domain is the foundation of the material independence of the king against the . . .
corporations of the estates [i.e. representative assemblies]. Hence, domains exist and
will continue to exist as long as there are kingdoms.®

The difficulty, as we have seen, is that such non-consensual sources of rev-
enue have generally proved less elastic than taxation based on consent. For
that reason, it is tempting to rephrase Montesquieu: it is precisely liberty—
in the sense of representative government—that permits high taxation. Or
does it?

The country with the longest unbroken history of consensual taxation is
England. It was during the Hundred Years War that the convention took root
that the extraordinary taxation necessary to finance the conflict with France
required parliamentary approval.” Edward I may be said to have begun the
practice of summoning parliaments of the crown’s lay and ecclesiastical ten-
ants-in-chief, as well as representatives of the shires and towns. From the
fourteenth century onwards the lords and later the commons begin to pre-
sent “lists of grievances which they linked implicitly (and occasionally more
explicitly) to the grants of supply,” expecting remedial legislation in return
for “supply.” A key moment came in 1306 when the crown commuted a
“gracious aid and tallage” in return for a general subsidy authorized by par-
liament. By the middle of that century it was widely accepted that most for-
mal legislative acts could only be made in Parliament.?

The key to English constitutional development in the sixteenth and sev-
enteenth centuries was the structural dependence of the monarch on sources
of revenue controlled by parliaments: the tenth and fifteenth and the subsidy.
The relative decline during the reign of Elizabeth I of the other sources of
revenue which the crown controlled directly—domain income and cus-
toms—placed her Stuart successors in a position of serious weakness.® As
James VI and I put it: “The only disease and consumption which I can ever
apprehend as likeliest to endanger me, is this eating canker of want, which
being removed, I could think myself as happy in all other respects as any
other King or Monarch that ever was since the birth of Christ.”*° Innova-
tions such as “impositions” on trade, forced loans, sales of monopolies or
titles and purveyance tended to arouse parliamentary and judicial opposi-
tion.™ Yet there was nothing predestined about the triumph of parliament
in the 1640s: Charles I’s attempt to expand extra-parliamentary sources of
finance (particularly the extension of the coastal defence levy known as “Ship
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Money” to inland counties) might well have succeeded had it not been for
his expensive and unsuccessful war against the Scots. By the later 1630s Ship
Money was already bringing in three times as much as parliamentary subsi-
dies and threatened (as one parliamentarian anxiously put it) to become “an
everlasting supply of all occasions.”** It was Charles’s failure to keep order
in his multiple kingdoms that allowed the parliamentary principle to tri-
umph. This had been enunciated clearly enough as early as 1628 in the Peti-
tion of Right’s “prayer” that “no man hereafter be compelled to make or
yield any gift, loan, benevolence, tax or such like charge without common
consent by act of parliament.” It was constitutionally secured by the “Glo-
rious Revolution” of 1688 which gave parliament the exclusive authority to
raise new taxes and the right to audit government spending.*3

The pattern in France was quite different, not least because the French
nobility had no desire to offer the king their money as well as their counsel.
As early as the late fifteenth century Sir John Fortescue was contrasting
France’s dominium regale, where the sovereign could tax at will, with Eng-
land’s dominium politicum et regale, where the monarch required consent to
tax.™# Although Philip V (1316-22) used representative assemblies to raise
tax, his inability to secure a subsidy in peacetime meant that the practice did
not take root. The French Estates met again in 1355 and 13 56 but, even with
King John II a prisoner and a ransom demand before them, they failed to
produce adequate money.*s Prior to 1789 they only met four times (in 1484,
1560-1561, 1588 and 1614-15); an Assembly of Notables was summoned
twice.’® Only the parlements continued to claim and exercise a right of
remonstrance and were able to exert some influence over fiscal policy by
refusing to register new royal loans (as in 1784 and 1785).%7

When, in 1786, Calonne advised Louis XVI to convoke an “Assembly of
Notables” to sanction his planned reform of royal finances—principally a
new land tax—he was therefore reviving a long-dormant representative prin-
ciple. Although the Assembly was supposed to be a rubber-stamp, Calonne’s
decision to pack it with representatives of the clergy and nobility proved to
be a miscalculation, since they at once objected to any diminution of their
tax exemptions, and demanded a permanent commission of auditors to
supervise royal finances as well as, crucially, the summoning of the Estates
General. When Louis appointed Brienne with a brief to press ahead with the
reforms regardless, he found that the parlements would not register the new
taxes. Louis exiled the parlement of Paris to Troyes, but Brienne was never-
theless obliged to drop the land tax. When the King sought to force regis-
tration of new loans at a “Royal Session” of the reconvened parlement on
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19 November 1787—with the hubristic and by now anachronistic words “it
is legal because I wish it”—the die was cast. In May 1788 the parlement
asserted that taxation must have the consent of the Estates General and that
they must meet regularly. On 8 August Brienne was forced to announce that
the Estates General would meet the following May.*®

The revolutionary import of the tax-representation nexus had also mani-
fested itself twelve years before in Britain’s American colonies.™ The Ameri-
cans were not, of course, the first people to seek independence from distant
rulers in the face of taxes imposed on them without their consent; nor the last.
(It was the introduction by Spain of a new property levy which prompted the
Portuguese bid for independence in 1640, for example.) But the American case
is the best known, not least because the causal link between the British deci-
sion to impose import duties on the thirteen American colonies and the Dec-
laration of Independence nine years later is drummed into every American
schoolchild.

It was not the amount of taxation that rankled. Indeed, in many ways it
was really a tax cut elsewhere in the Empire that provoked the Boston Tea
Party: the reduction of the duty on East India Company tea imported to
Britain for re-export to America.*® What was at stake was a constitutional
question, namely that the colonies had no say in such matters. The principle
was phrased eloquently by the Whig Lord Camden in February 1766: “Tax-
ation and representation are inseparable . . . whatever is a man’s own, is
absolutely his own; no man hath a right to take it from him without his
consent either expressed by himself or [his] representative; whoever attempts
to do it, attempts an injury; whoever does it, commits a robbery; he throws
down and destroys the distinction between liberty and slavery.” The co-
lonists put it more pithily: “Taxation without representation is tyranny.” Yet
for the colonists to raise the issue of representation in connection with a duty
on their external trade was from the outset revolutionary. Adam Smith’s
counterfactual of giving the Americans representation in a kind of “states-
general of the British Empire” in return for extending the full range of British
taxes to the colonies may have been logical, but that was not what the
colonists were after.?” Their aim was to enhance the power of their local
assemblies and ultimately—as became clear at the first Continental Con-
gress—to give their institutions legislative parity with the Westminster par-
liament. But that ran counter to the doctrine of the sovereignty of parliament
made sacrosanct by Sir William Blackstone’s Commentaries and affirmed by
the majority of British MPs.>? The whole point of Townshend’s 1767 tea duty

82



THE COMMONS AND THE CASTLE

was that it was intended to raise revenue to pay “independent Salaries for
the civil officers in North America”—in other words, to make royal gover-
nors more independent of the colonists” assemblies.?3

REPRESENTATION WITHOUT TAXATION

Representation is of course a matter of degree: there was a world of differ-
ence between the democratic republic envisaged by Tom Paine and the “vir-
tual representation” supposedly enjoyed by voteless British subjects at West-
minster. Yet virtual representation in a parliament of the propertied was
better than no representation in an absolute monarchy. Was it also better in
a practical sense?

It is sometimes assumed by political theorists that “representative institu-
tions, not absolute monarchy, [are] superior in revenue extraction.”*4 This,
as we have seen, was Montesquieu’s view. But, true as this was of Britain and
France in the eighteenth century,?s the correlation between representation
and taxation has not been universal. A representative assembly can easily act
as a serious check on the state’s tax-raising capacity if the assembly does not
approve of the government’s spending priorities. When Sir Francis Bacon
declared that the Englishman was “most master of his own valuation of any
nation in Europe” in the seventeenth century, he might have added: “and
therefore the least heavily taxed.”?¢ Eighteenth-century Poland was the
reductio ad absurdum: almost no taxation because of representation. The
nobility represented in the Sejm interpreted liberty as liberty from taxation,
with the result that the country’s revenues—and consequently the size of its
army—stagnated, with fatal consequences.*”

Paradoxically, the overthrow of the absolute monarchy in France and the
triumph of the principle that taxes must have the consent of a bicameral leg-
islature did not increase the willingness of the populace to pay tax: the new
taxes introduced by the National Assembly (the contribution fonciére, the
contribution mobiliére et personnelle and the patente) were failures in large
part because of high levels of non-payment.?® Even the British parliament
sometimes succumbed to fiscal irresponsibility. The income tax was abol-
ished with indecent haste almost as soon as the Napoleonic Wars ended—
“amidst the greatest cheering and the loudest exultation ever witnessed
within the walls of the English Senate”—despite the fact that expenditures
exceeded revenue even with the income tax.?9 It is a good measure of the
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reckless mood of the Commons that a motion was passed that all books and
records relating to it be destroyed was passed; fortunately, or unfortunately,
copies had already been sent to the King’s Remembrancer.3°

Nevertheless, the course of British history between 1832 and 1918 can be
understood as a parallel and in some measure complementary extension of
both the franchise and the direct tax “net.” Until 1884 the British franchise
was in fact based on rental values (essentially, freeholders, leaseholders and
householders whose properties exceeded a certain rental value were entitled
to vote); but liability to local taxation was also a requirement in both county
and borough constituencies. Proposals for electoral reform were also fre-
quently related, both by opponents and proponents of reform, to fiscal cri-
teria. “There ought,” reasoned Gladstone, “to be an affinity between elec-
toral privileges and contributions to taxes.” If the former were to be limited
so as to exclude the poor, then so must the latter be. “Financial feebleness
and extravagance,” in short, were “the sure means of generating excessive
demands for reform.”3* His arch-rival Disraeli went so far as to propose as
one of his “fancy franchises” in 1867 that all 20-shilling income tax payers
be given the vote. Nor was this some subtle political arithmetic obscure to
electors. A placard of the early 1860s, supporting Gladstone in his criticism
of Palmerston’s costly foreign adventures, makes this clear:

TAXPAYERS! . . . How long will you suffer yourself to be Humbugged by pALMER-
sTONIANISM and Robbed by the “Services,” and others interested in a War Expendi-
ture, even in times of Peace? . . . THE CHANCELLOR OF THE EXCHEQUER APPEALS TO
YOU TO HELP HIM. . . . Reform the House of Commons, AND DO IT THOROUGHLY

THIS TIME.3?

Franchise reform, in other words, was a way of increasing the representa-
tion and power of taxpayers.

However, the expansion of the electorate tended to occur at a far faster
rate than the expansion of the income tax bracket. Between 1832 and 1914
the proportion of adult males enfranchised rose from 18 per cent to 88 per
cent (though around a third of these were still informally excluded because
of the registration system, which depended on a prolonged period of resi-
dence in a constituency). But the number of income tax payers remained
remarkably static—and low—in relation to the population. In short, while
there was no taxation without representation, there was a great deal of rep-
resentation without direct taxation. Under these circumstances, it is hardly
surprising that there was growing pressure to increase direct taxation in the
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wake of the 1884 Reform Act: between 1867 and 1913 it more than quadru-
pled as a proportion of total revenue from 8 to 36 per cent. The standard
rate of income tax rose from just 2 pence in the pound in 1876 to 14 pence
in 1913.33

The significance of this link from democratization to rising direct taxation
was not lost on contemporaries. Lord George Hamilton noted the way the
1884 Reform Act led to an increase in public pressure for higher naval spend-
ing: “The great addition to the electorate . . . had, to a large extent, swamped
the old niggardly and skinflint policy of the Manchester School. . . . [T]he
mass of the recently enfranchised escape direct taxation out of which new
burdens of expenditure were mainly defrayed; but independently of this per-
sonal consideration, the wage earning classes are very proud of the Navy.”34
As Prime Minister, Salisbury took a similar view. The 1884 Act, he argued,
had substantially diluted the representation of income tax payers in the Com-
mons. Consequently, there was bound to be pressure for increased expendi-
ture from those MPs representing tax-exempt sections of the electorate.
Warning his Chancellor against financing new naval spending exclusively
from income tax, Salisbury observed astutely: “It is dangerous to recur to
realized property alone in difficulties because the holders of it are politically
so weak that the pernicious financial habit is sure to grow.”3s It was not only
Conservatives who thought this way: the Liberal Robert Lowe foresaw a
conflict of interest between an enlarged electorate and the taxpaying élite
during the debates on the 1867 Reform Bill. Such fears had respectable intel-
lectual progenitors in Bentham, Tocqueville and John Stuart Mill.3¢ By 1913
it was almost the conventional wisdom that (in the words of Sir Bernard Mal-
lett): “[In] the modern democracy . . . policy may ultimately [be] controlled
by, and in the interests of, the majority of an electorate consisting mainly of
the poorer classes, while revenue is obtained mainly from a minority of
wealthier persons.”37

Because the First World War increased the number of income taxpayers by
more than the number of voters, its effect was to lower the ratio of voters to
taxpayers slightly, from 7 : 1 to 6 : 1. However, subsequent electoral reform
between the wars—principally the lowering of the female voting age—pushed
the ratio up even higher than its pre-war level: by 1935 it was more than
8 : 1. In the words of the authors of the definitive history of modern British
public spending, “The widening of the franchise increased the political impor-
tance of the group most likely to believe that public expenditure should be
increased for their benefit, but that the necessary revenues should be raised
from others (the richer) by such means as a progressive taxation.” 38 Perhaps
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the surprising thing in the light of this figure is that there was not more pres-
sure to increase public spending in response to the Depression; we shall return
to this conundrum later. The tendency since the Second World War has been
for the ratio of voters to income tax payers to fall from more than 2 : 1 after
the war to an equilibrium level of around 1.7 : 1—in other words, a situation
in which there are roughly 70 per cent more voters than income tax payers.
That ratio has varied only slightly since the mid-1960s.3 What it means is
that—contrary to the claim that in the welfare state “universal suffrage is
combined with almost universal income taxpayer status”4°—British democ-
racy enfranchises more than eighteen million people who do not pay income
tax (though needless to say they nearly all pay at least some indirect tax). In
addition to those workers whose earnings fall below the income tax thresh-
old, that figure includes the unemployed, other welfare recipients, poor pen-
sioners, the medically incapacitated and students. Given the size of this group,
it is perhaps surprising that Conservative efforts to reduce the overall burden
of direct taxation achieved anything in the 1980s.4*

The shift from taxation without representation to representation without
direct taxation was by no means peculiar to Britain. Many nineteenth-cen-
tury states defined eligibility to vote on the basis of direct taxation. In France
between 1824 and 1830 suffrage was restricted by high direct tax minima
and the highest taxpayers also elected 40 per cent of deputies. Just half of 1
per cent of men over 19 had the vote.#* The 1830 Revolution scarcely
changed this. Under Louis Philippe’s “bourgeois monarchy,” there contin-
ued to be a direct tax minimum which was only slightly lower (now some-
thing like 1 per cent of men over 19 could vote). When Guizot was chal-
lenged about the high level of the threshold for qualification, his response
was simple: “Enrichissez-vous!”—“So get rich!” In Italy too the suffrage
included a minimum tax requirement until 1913, though the threshold was
lowered in 1882 and continued to apply to voters between the ages of 21
and 29 until 1919.43 In Prussia until as late as 1918 the ingenious three-class
franchise for the lower house was based on direct tax payment: taxpayers
were ranked according to the amount of tax they paid and divided into three
groups each of which paid the same total amount of tax, the top third nat-
urally having far fewer individuals than the others, but all three groups being
given the same representation in the Landtag. Most of the member-states of
the Reich restricted the vote in some such way; it was only at the federal level
that there was universal adult male suffrage. Figure 6 shows how the exclu-
siveness of European franchises diminished from the mid-nineteenth century
onwards. It is worth noting that Britain lagged behind both France and Ger-
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many in the race to democratize before 1914, while Italy lagged behind
Britain. After the First World War, however, the link between taxation and
representation was broken.

In most modern democracies, there is now a considerable discrepancy
between the number of people entitled to vote and the number who pay
income tax. The British case is not so unusual. In the United States, the
equivalent ratio since the war has been between 1.6 : 1 and 1.8 : 1. How-
ever, many voters (a high proportion of them non-taxpayers) do not exercise
their right to determine who represents them. Only in the early 1960s did
the number of active voters in elections to Congress exceed the number of
income taxpayers. In 1990 just over 61 million Americans voted; nearly 114
million (almost twice as many) paid income tax. Millions of Americans today
are liable to taxation without representation; unlike their colonial forebears,
however, their disenfranchisement is largely voluntary.

KAFKA’S CASTLE

Yet it would be a mistake to regard the relationship between taxation and
representation as implying some kind of paradigm of fiscal democratization:
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the Whig theory of history translated into the realm of finance. Many mod-
ern authoritarian states have been able to extract high tax revenues without
granting any representation to the populace. Tax can be collected without
parliamentary consent, as it was (to name the obvious examples) in both fas-
cist and Communist regimes after the First World War. But to do so effec-
tively an army of tax collectors is needed: in short, a bureaucracy.

The origins of public employment lie in courts: institutions for dispensing
justice and other forms of royal influence. The expenses of courts were in
fact remarkably high in the early modern period, and not only in Europe. In
the sixteenth century most of the expenditure of the Japanese shogunate
went on the court.44 The costs of his court, harem and stables seem to have
accounted for nearly all the Mughal Emperor Akbar’s expenditure.4s But
these institutions were seldom concerned with such humdrum matters as tax
collection.

The emergence of bureaucracy in the modern sense—an organization of
salaried officials charged with executing the executive’s commands—was no
more a linear development than the emergence of representative assemblies.
In the medieval and early modern period, the temporal power was hampered
by the fact that the Church all but monopolized the training of clerks capa-
ble of drafting and executing written instructions. The partial secularization
of education created a supply of laymen willing to hold offices; but this
should not deceive us into antedating the emergence of the modern bureau-
cracy.4® The motivation of the “new men” often lauded by historians was
more often to secure a stream of income for themselves (whether in the form
of a salary or the ‘perquisites’ of office) than to rationalize administration in
the Weberian sense. Indeed, many monarchs were tempted to treat offices as
state assets—which they were, in the sense that they generated revenue—and
simply sell them to the highest bidder.

This could take one of two forms: the sale of specific taxes to so-called
“tax farmers™ or the sale of specific offices to individuals. Tax farming was
not unknown in England. From the reign of Elizabeth I until the Long Par-
liament, certain customs duties were farmed out.4” However, it was far more
important in France. In the first half of the seventeenth century, the three
main farms (of the gabelle, the aides and the so-called cing grosses fermes
which controlled customs duties after 1584) accounted for 8o per cent of the
income from all indirect taxation. In 1681 Colbert merged all the various
excises and customs with the new tobacco monopoly, leasing them in their
entirety to a syndicate of forty tax farmers known as the Farmers-General.4?
These leases were renegotiated every six years. The main disadvantage of tax

88



THE COMMONS AND THE CASTLE

farming is obvious: left to their own devices, the tax farmers creamed off a
far larger share of the revenue passing through their hands than was in the
interests of the executive. Half of total revenues simply never reached the
French government.#® Although there were attempts during the eighteenth
century to move to a system of régies (whereby the government paid the tax
farmers salaries and bonuses), the resistance of vested interests to thorough-
going reform proved insuperable.5° The Hétel des Fermes came to be reviled
as “an immense and infernal machine which seizes each citizen by the throat
and pumps out his blood.”s?

The other fiscal device on which the French ancien régime came to depend
was the sale of offices. This has been called “a second system of public debt,”
in the sense that office-holders invested some capital in an office, the income
from which was equivalent to the interest on a government bond.s* By 1660
there were around 46,000 office holders, whose offices had an approximate
capital value of around 419 million livres. There may well have been politi-
cal advantages to this system from the point of view of the French monar-
chy. Contemplating the overthrow of James II in 1688, Louis XIV’s advisers
concluded that:

if England had as many officials supported by the king as France does, the revolution
would never have occurred. For it is certain that so many officials means so many
committed people attached to the maintenance of royal authority. Without that
authority they would be naught. If it were destroyed they would instantly lose the
large sums of money with which they bought their positions.s3

The difficulty was that the fiscal costs of the system outweighed this apparent
benefit. Although only a minority of offices were paid a salary, they represented
a large liability for the crown, which could only partly be offset by taxes on
office-holders such as the paulette. As early as 1639 annual payments to office-
holders exceeded new income from sales of offices. By Colbert’s time the crown
was receiving 2 million livres in taxes from office-holders, but paying out 8.3
million livres in salaries. Though Colbert was successful in abolishing around
20,000 offices, his work was partly undone by the high costs of the Dutch War
of the 1670s.54 The attempt by Maupeou to reduce the number of offices in
1770 cut the total number by only § per cent.5s

In place of tax farming and a venal officialdom, Britain developed, in the
Department of Excise, the prototype of a modern bureaucracy, based on
“recruitment by examination, training, promotion on merit, regular salaries
and pensions, and standardized procedures.”s¢ The Excise still attracted
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rent-seekers like the poet Robert Burns; but he soon found he had to work
for his salary. At the same time, there was a shift towards centralization of
other revenue collection. By the end of the reign of Charles II, tax farming
had been done away with and the Exchequer was in sole charge of account-
ing for the income and expenditure of all central government departments,
a role ultimately taken over by the Treasury.57 These reforms were little short
of “an administrative revolution” with dramatic results:

In the 1670s, Charles II disposed of 2.7 times as much revenue as his benighted father
had managed with such difficulty to collect just half a century earlier. Fifty years later,
the revenues of the newly established Hanoverian regime were eight times, and in the
1770s eleven times, greater than those spent by Charles I. After the wars with Napoleon,
the British state commanded thirty-six times as much revenue as that fiscally embar-
rassed and unfortunate Stuart monarch had garnered two centuries earlier.5®

It was in this institutional regard, more than in their absolute economic
resources, that the continental great powers lagged behind Britain. Accord-
ing to one rough calculation, there was one “fiscal bureaucrat” for every
1,300 people in Britain. The comparable figure for France was one per 4,100,
for the Netherlands one per 6,200 and for Prussia—often wrongly portrayed
as a more bureaucratic state than Britain—one per 38,000.5° The fiscal
bureaucracy more than trebled between 1690 and 1782: revealingly, the
Excise became known as “the monster with 10,000 eyes.” ¢ The French Rev-
olution—so Bosher has argued—was partly about achieving a similar tran-
sition to bureaucratic rather than “corrupt” (or rather, entrepreneurial)
finance—a transition which had in fact been set in motion by Necker and
Brienne before 1789.5™ Symbolically, 36 tax farmers were arrested during the
Revolution, of whom 28 were guillotined on 8 May 1794.5* Among them
was the great chemist Antoine Lavoisier, who had financed his researches out
of his income as a tax farmer.3

In the wake of the Napoleonic Wars, there was a sustained drive in most
states to reduce the number of public employees. Reductions in indirect
taxation were not only justified on the basis of laissez faire, laissez passer,
but also as a means of shrinking the tax-gathering bureaucracy. Although
much has been written about the modernization of government in the mid-
nineteenth century, the statistics make it clear that for most of the century
the “night-watchman state” was a reality. In 1891 total government per-
sonnel amounted to less than 2 per cent of the total labor force in Britain.
The figures on the continent were higher, but not by much. For Italy in 1871
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the equivalent figure was just 2.6 per cent; for Germany in 18871 3.7 per cent.
Even the famously elaborate Habsburg bureaucracy was small in relation to
the swelling population of the Empire. But from the turn of the century
onwards there was a sustained growth in the public sector almost every-
where. By the 1920s public employment exceeded 5 per cent of the work-
force in Italy, 6 per cent in Britain and 8 per cent in Germany.

In his monumental Economy and Society Max Weber portrayed the mod-
ern bureaucracy as admirably rational: “rules, means, ends, and matter-of-
factness dominate its bearing.”%4 Yet even as he wrote, disillusionment with
bureaucracy was growing, not least in the wake of the enormous expansion
of the public sector during the years of war and inflation, a phenomenon
more closely associated with proliferating red-tape and corruption than with
rationality. The reality of modern bureaucracy turned out to be closer to
Kafka’s Castle, in which enigmatic files are trundled up and down grey cor-
ridors, being allocated apparently at random to faceless pen-pushers behind
identical office doors.%s The Beamte—once admired as the epitome of Prus-
sian virtue—became the personification of sloth and self-interest. During a
violent political riot in Vienna in 1927, Elias Canetti vividly recollected see-
ing a distraught official outside the burning Palace of Justice, “flailing his
arms and moaning over and over again”:

“The files are burning ! All the files!”

“Better files than people!” I told him, but that did not interest him; all he could
think of was the files. . . . He was inconsolable. I found him comical, even in this sit-
uation. But I was also annoyed. “They’ve been shooting down people!” I said angrily,
“and you’re carrying on about the files!” He looked at me as if I weren’t there and
wailed repeatedly: “The files are burning! All the files!”¢¢

The files—die Akten—had become an end in themselves.

Significantly, bureaucracy was one of Hitler’s bugbears.®” Dining with
Himmler in January 1942, he outlined a characteristically infantile scheme
to “reduce the bureaucracy to a third of its importance” by simplifying the
German tax system:

As regards direct taxes, the simplest is to take as a basis the amount paid the previ-
ous year. The tax-payer is told: “You’ll pay the same sum as last year. If this year your
earnings are lower, you’ll report the fact. If they’re higher you’ll immediately pay a
proportionate supplement. If you forget to announce the increase in your income,
you'll be severely punished.” . . . Everything could be done by means of an extremely
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simple piece of apparatus, and the Chinese puzzle of declaring one’s taxes would be
done away with. . . .

If I explain this system to the Ministry of Finance . . . the reply will be, after an
instant’s reflection, “My Fiihrer, you’re right.” But within six months they’ll certainly

have forgotten everything.

Hitler subscribed to the conventional view that bureaucracy is self-
perpetuating. “The snag is that a tax which is easy to collect doesn’t suit these
gentlemen of the administration. What would be the use of having been to
a University? Where would one find jobs for the jurists? There’s be no more
work for them.” Yet the way Hitler himself fomented competition between
overlapping state and party institutions tended to encourage bureaucratiza-
tion, as he himself all but admitted:

One decides to create a group of the Hitler Youth at Salzburg. Suddenly they need a
building of five hundred rooms. . . . I created the Ministry of Propaganda with the
idea that it would be at everybody’s service. . . . Yet there practically doesn’t exist a
Ministry today that hasn’t its own press-service. . . . Goring wanted to get from me
a decree conferring powers on Stuckart and Reinhardt [the Ministers of Finance and
the Interior] so that they could undertake the reorganization of our administrative
services with a view to simplifying them. I refused. Why entrust these men with such
a mission when it’s precisely the Ministr[ies] of Finance and Interior . . . whose

adminitrations are plethorically swollen?¢8

In the Soviet Union, of course, there was no other employer than state and
party; and that remained true until the 1980s. Yet it was not only in totali-
tarian regimes that the public sector tended to expand. By 1950, thanks
mainly to nationalization, the proportion of public employees in Britain had
risen above 10 per cent of the workforce.® Figure 7 shows that this growth
has since continued in more or less every developed country and has been
substantially reversed in only one. In twelve out of seventeen OECD coun-
tries, government employment has scarcely declined at all since reaching a
peak in the mid-1990s. In Sweden, Norway and Denmark the proportion
of total employment which is in the public sector is in excess of 30 per cent.
In France, Finland and Austria the figure is above 20 per cent. Portugal,
Spain, Italy and Germany all saw public sector employment exceed 15 per
cent of the workforce in the 1990s; Switzerland and Greece are not far
behind them. The exceptions to this pattern are the United States, where gov-
ernment employment peaked in the mid-1970s, and Britain, Ireland, Belgium
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and Japan, where the peak occurred in the 1980s. But only in Britain has
there been a significant decline since that peak. In 1983 government employ-
ment reached a post-war high of 22 per cent of total employment; in 1999
the figure had fallen to 13.6 per cent, lower even than the figure for the
United States. Among developed economies, only Japan and Greece have
smaller public payrolls.

Whatever the macroeconomic costs of high levels of public employment,
the immediate fiscal problem lies in determining the pay of public employ-
ees in the absence of the kind of information that allows productivity to be
measured in the private sector; and (usually) in the presence of public sector
unions and other pressure groups agitating for pay rises ahead of inflation.
The sheer size of the wage-bill is staggering. In 1992 total public sector pay
accounted for fully a third of general government expenditure in Britain.7°
In the United States the figure is a fifth.7* Small pay rises can therefore have
very large fiscal implications. Indeed, one of the paradoxes of modern
democracy is the tendency of governments to respond to criticisms of pub-
lic services by increasing public pay. In fact, to give a British example, pay
rises for nurses in the National Health Service may imply real reductions in
the amounts of money spent on hospitals, beds, equipment and medicines,
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and therefore a further deterioration in patient-care—though an 1mprove-
ment, no doubt, in nurses’ living standards.”>

SERVILE STATES

States have long been able to secure substantial portions of national income
by taxation: it is quite wrong to think that high tax burdens are a phenom-
enon of the twentieth century. The total revenues of the Abbasid caliphate
in the late eighth century amounted to between a sixth and a quarter of
national product.”3 Venetian tax revenues at the end of the sixteenth century
amounted to between 14 and 16 per cent of GNP;74 while the total revenues
of the United Provinces around 1688 were equivalent to around a quarter of
national income.”s According to one calculation, the tax burden in France
as a percentage of national income declined from 18 per cent in 1450 to just
10 per cent in 1525; but then rose rapidly in the seventeenth century to 31
per cent in 1683 and reached as much as 38-40 per cent in 1789.7¢ The great
economic historian Alexander Gerschenkron estimated the Russian tax bur-
den at roughly two-thirds of the entire grain harvest in 1710, a level of fis-
cal extraction not seen again until Stalin’s time.””

The history of Britain’s rise to great power status is also, and not coinci-
dentally, the history of a rising tax burden. Royal revenue in the reign of Eliz-
abeth I ‘never exceeded 2 per cent of national product,’ or at most § per cent
if one includes occasional forced loans, charges by officials and local levies.”?
Even as late as 1698, according to estimates by the early political economist
Charles Davenant, Britons were paying a smaller proportion of their
national income in tax than their continental neighbours: whereas the Dutch
paid up to a third of national income in tax and the French a fifth, the British
proportion was just an eighth.7?> However, in the course of the eighteenth
century the British tax burden rose rapidly. Total expenditure as a percent-
age of national income went up from under 4 per cent in the mid-1680s to
peaks of between 17 and 20 per cent in the war years of the eighteenth cen-
tury.3° Even then, the absolute amount of tax revenue raised in Britain was
less than in under-taxed France: it is easily forgotten that as late as the 1780s
French GNP was more than twice that of Britain. One reason Britain was
able to mount such an effective military challenge to her larger neighbour
was her higher rate of taxation.* As a percentage of GNP, total taxes were
nearly double what they were in France in 1788 (12.4 per cent compared
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with 6.8 per cent). If France had only been able to raise more tax her fiscal
crisis might have been averted.?>

As Chapter 1 demonstrated, the principal cause of increases in the level of
state expenditure and hence of taxation has, for most of history, been war.
In peacetime, expenditure and taxation tended to fall substantially. This was
one reason why the nineteenth century was also a time when tax burdens fell
to historic lows in most countries. In the twentieth century, by contrast, there
was a ratchet effect. In the aftermath of both the world wars, public spend-
ing failed to revert to its pre-war level, whether in absolute terms, in infla-
tion-adjusted terms, in per capita terms or in relation to GDP. In 1990 prices,
total public expenditure in Britain was £15.3 billion in 1913; £27.5 billion
ten years later; and it never fell below £60 billion after the Second World
War.®3 Moreover, in both real and per capita terms, public spending since
1945 has continued to rise decade by decade, despite the absence of a major
war. Even as a proportion of GDP, the trend was upwards until the 1980s
and 1990s, when a plateau was reached. In the same way, federal govern-
ment outlays as a percentage of US GDP were just 16 per cent in 1950, 18
per cent in 1960, 19 per cent in 1970 and 22 per cent in 1980 and 1990.54
The peak for total US public sector outlays came in 1992 (36.6 per cent);
they were projected to fall to 32 per cent in 2o000. Spending ratios rose even
higher in Europe: to peaks of 45 per cent in Britain (1993), 50 per cent in
Germany (1995), 55 per cent in France (1996) and 57 per cent in Italy
(r993). The highest spending ratios in the developed world were in Scandi-
navia: the Swedish figure peaked at 71 per cent in 1993, while in Denmark
the figure was 60 per cent.?s This was quite different from the experience of
previous centuries, when such levels of public expenditure were seen only in
time of war.

The familiar explanation for this almost universal phenomenon is the rise
of the “welfare state.” But what exactly is the meaning of this well-worn
phrase, first used in English by the Anglican bishop of Manchester, William
Temple, in 1928? If by the welfare state we mean public spending designed
to reduce income inequalities—whether by direct supplements to those on
low pay or the provision of services to the poor at below market prices—
then that too is not a wholly modern invention. Nearly half the adult male
population of fifth-century Bc Athens received some form of payment from
the state. Around 10 per cent of state spending in Augustan Rome went on
‘doles’ to the Roman plebs. However, most transfers in the medieval and
early modern period were from taxpayers to relatively well-off groups:
lawyers, soldiers, arms suppliers and financiers.®¢ In Mughal India, the
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emperor and 122 nobles—a tiny fraction of a total population of 110 mil-
lion—received roughly an eighth of the total national product.®” However,
attitudes to poverty in Western societies oscillated, with public relief some-
times being made available in a crisis, but more often the responsibility for
care of the needy being left to charity and self-help, leaving the state to per-
form a more disciplinary role towards marginal groups.

The extent of what could be done to relieve poverty and sickness without
the state’s intervention is often forgotten. In Victorian Britain, “Friendly
Societies” were responsible for an astonishing volume of prudential saving.
Until just before 1914, spending by registered and unregistered charities,
friendly societies, trade unions and other benevolent and self-help institu-
tions was more than the annual budget of the poor law and dwarfed the cen-
tral government’s expenditure on social welfare.?® As early as 1803 there had
been over nine thousand mutual or ‘friendly’ societies, with more than
700,000 members. By 1877 total membership of registered friendly societies
had risen to 2.75 million, and less than forty years later it stood at 6.6 mil-
lion. In addition, more than two million people were members of unregis-
tered societies.®9 When national insurance was introduced in Britain in 1911,
over three-quarters of those covered by the new scheme were already mem-
bers of friendly societies. Even thereafter, private insurance grew even more
rapidly than national insurance: by the eve of the Second World War, pre-
miums on private insurance policies exceeded the total contributions to the
state schemes for health, unemployment and pensions.9° Self-help, in short,
was more than a pious Victorian aspiration; for a substantial proportion of
the working population it was a reality. And its corollary was often a deep
suspicion of the interference of the state: in particular (to quote a Longton
miner interviewed by the Fabian R. H. Tawney in 1912), irritation at out-
siders “mak[ing] us ignorant people live in the way they think we ought.”?*
It was not only libertarians like Hilaire Belloc who were hostile to “the
servile state.”9*

Moreover, help for those who could not help themselves was also forth-
coming, unprompted by the state. Donations to charities amounted to a sub-
stantial “voluntary tax” funding a myriad of good causes, principally in edu-
cation and health-care. In Britain the total income of the registered charities
was £13 million in 1910, more than total local authority expenditure on
poor relief (£12.3 million); and this figure excludes smaller charities and
sums raised informally and distributed by parish churches and Noncon-
formist chapels. Samples of wills suggest that an average of 13 per cent of
wealth was being bequeathed to charities in the years before 1899.93
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Nevertheless, the political arguments for more state activity became irre-
sistible around the turn of the century, thanks to a combination of socialist
theory, “New” Liberal repudiation of laissez faire doctrine and conservative
fears of the declining “national efficiency” exposed by the Boer War. The
Right was as responsible as the Left for the rise in public spending before
1914. In Britain free elementary education and subsidies to Irish peasants—
“the price we have to pay for the Union”—were both introduced by Salis-
bury’s Conservative government. But the real watershed was the Liberal gov-
ernment of 1905~15. The Liberals introduced school meals and compulsory
school medical inspections. Adapting a system that had originated in Bis-
marckian Germany, they conferred a non-contributory old-age pension as an
entitlement from the age of 70.94 And for those on lower incomes, they
brought in a system of compulsory national insurance against both ill health
and unemployment, with the state supplementing employers’ contributions.

Like many continental systems, national insurance built on existing net-
works of friendly societies and insurance companies. Nor can it be regarded
as a failure. True, dependants were excluded from the scheme, and the Trea-
sury maintained a tight control on payments made and benefits available.95
On the other hand, between 1912 and 1938 the number of people covered
by the scheme rose by a factor of more than four. Henceforth, transfers to
the old, the sick and the poor were an integral and growing part of total pub-
lic expenditure.

The increase in spending was also marked at the local level. In Britain
local government expenditure had been held in check for much of the nine-
teenth century by the New Poor Law of 1834, which effectively deterred all
but the desperately poor from claiming the austere relief of the workhouse.
That began to change in the 1880s. In 1885 a Royal Commission recom-
mended that the London county council be empowered to improve housing
in the capital. In 1902 the county councils also acquired responsibility for
education. Between 1870 and 19713 local spending increased by a factor of
five.?¢ In Germany the federal system gave even more latitude to state and
local governments: their expenditure on education, welfare, health and hous-
ing rose steadily, so that in all these items accounted for nearly half all pub-
lic sector spending in 1913.97

As is well known, the First World War not only increased expenditure on
defence, but also expanded significantly the range of non-military governmen-
tal activities. In Britain, there were new ministries not only for Munitions and
Air, but also for Food (1916) Labor (1916) and Health (1919), not to mention
the short-lived departments for National Service and Reconstruction. Although
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the ambitious schemes for post-war expenditures on “homes fit for heroes”
foundered on the rocks of retrenchment, it proved impossible to roll back
the state to its pre-war position. In terms of new dwellings completed, the
public sector outbuilt the private sector in 1921 and 1922, fell back there-
after but then forged ahead in every year from 1941 until 1959.9% Indeed,
the unprecedented unemployment of the inter-war years forced governments
everywhere to spend more money, no matter how they strove to avoid it. The
pre-war schemes for compulsory insurance could not cope with such high
and sustained unemployment (and in countries that had experienced hyper-
inflation, their funds were largely wiped out). Governments found them-
selves having to pay doles to the unemployed or using public money to give
them work, which seemed the more expensive option. Much used to be made
of the power of Treasury orthodoxy in resisting pressure for higher public
spending during the Slump. But in terms of public expenditure on transfers
and public works of various sorts, the Treasury yielded much ground before
1939.

Still, it is probably true that authoritarian regimes between the wars were
more ambitious in this area, not least because they were less respectful of the
traditional fiscal orthodoxy that had helped kill off prototype welfare states
like the Weimar Republic.9? Though rearmament had come to dominate the
German economy by 1938, the Nazis initially pursued policies which were
not mere spin-offs of military expenditure, spending up to 5 billion reichs-
marks on job creation to the end of 1934 and devoting still more to the con-
struction of 4,000 kilometres of Autobabn, a program which employed
120,000 workers at its peak. “Each measure,” declared Hitler in July 1933
“is to be judged [according to the criteria]: what are its consequences? Does
it create more employment or does it create more unemployment?”°° As is
well known, the regime’s policy of state investment in infrastructure and
armaments had achieved full employment by the mid-1930s, though histo-
rians continue to argue about the relative importance of civilian schemes and
rearmament.

Welfare too had been a Nazi preoccupation even before Hitler came to
power. In 1931 Goebbels took the Berlin-based Nazi People’s Welfare Asso-
ciation under his wing; after May 1933 it spread to cover the whole Reich,
swallowing up private charitable institutions in the process. By 1939 it
covered over half of all households and was second in its membership only
to the German Labor Front. Of course, National Socialist conceptions of
welfare were distinctive, not least because “ethnic aliens” were systemati-
cally excluded and an ethos of public activism was encouraged to promote
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the sense of “ethnic community” Hitler craved. But in other respects there
were disquietingly “modern” aspects to the Nazi welfare state: the compul-
sory deductions of Winter Aid from pay slips, the procreation-friendly child
allowances, the subsidized “Strength through Joy” pleasure cruises and hol-
iday camps.*®?

The welfare state was thus no invention of William Beveridge, nor of the
1945 Labor government which implemented the recommendations of his
famous report. Most of the key elements of that government’s economic
policy—progressive taxation, national insurance, publicly funded education
and state ownership of key industries—predated the 1940s. Even the notion
that fiscal policy could be geared to maintain full employment had occa-
sionally been put into practice before Keynes gave it intellectual respectabil-
ity in his General Theory. What was new in Britain after 1945 was the aim
of universal coverage, to allow the abandonment of means-testing. The
implication of this was that, unless national insurance contributions were
regularly adjusted to take account not only of inflation but also of the
demand for health care or unemployment benefits, entitlements would
almost inevitably outstrip what claimants could expect to receive under a
real system of insurance. The breaking of the link between contributions
made and entitlements received was to prove the crucial flaw of the British
welfare system.

The original effect of national insurance was in fact regressive so long as
contributions (and benefits) were flat-rate.2°* The first deviation came in
1959 when earnings-related supplements were introduced for both pensions
and contributions, significantly increasing the progressivity of the tax sys-
tem. The second came in the 1980s, when the Conservatives did away with
the link between earnings and state pensions. This has significantly reduced
the British government’s liabilities for state pensions compared with many
other European countries: by the mid-1990s, the effective cut in pensions
implied a saving of over 3 per cent of GDP.’*3 But the fact that the link
between earnings and national insurance contributions was not broken
amounted to a further step towards treating national insurance contributions
as a shadow income tax.™4 It is too seldom pointed out that, although she
cut income tax rates, Mrs Thatcher raised the standard rate of employees’
national insurance contributions from 6.5 per cent to 9 per cent. For those
on half average earnings, national insurance contributions became almost as
burdensome as income tax.™5 In 1949 income tax accounted for a third of
all taxes, national insurance contributions for less than a tenth. By 1990 the
proportions were, respectively, 28 per cent and 18 per cent. Even then, the
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rule whereby the fund should not fall below one-sixth of total national insur-
ance expenditures would have been broken in the 1990s without “top-up”
payments from the Treasury.

In the same way, the creation of a National Health Service funded out of
taxation but supposedly “free at the point of use” has imposed all the rising
costs of an ageing population (to say nothing of increasingly sophisticated
medical treatments) directly on central government finances. According to
government estimates in the 1980s, an extra 1 per cent expenditure per year
in real terms was necessary to maintain real spending per head at a constant
level; the figure for the 1990s was closer to 2 per cent.™¢ But the pressure on
governments of both parties to restrain total public spending means that
from time to time such a real increase is not achieved. In effect, the NHS is
a system of central rationing—to call it planning would be to flatter succes-
sive ministers—the effect of which is to hold total expenditure on health as
a proportion of GDP substantially below the European and North Ameri-
can averages.'°7

FROM WARFARE TO WELFARE

Taken together, the processes described in Chapters 1 to 3 help to explain
the transformation of the warfare state into the welfare state. The processes
of parliamentarization and bureaucratization were first made necessary by
the cost of war. But in the twentieth century they developed a momentum of
their own, increasingly diverting resources away from military towards civil-
ian employment and redistributive transfers.

Perhaps the simplest way to illustrate the extent of the transformation is
to compare government finance in Britain in 1898 and 1998. In 1898 gross
public expenditure was equivalent to just 6.5 per cent of GDP. In 1998 the
comparable figure (total managed expenditure as a percentage of GDP) was
39 per cent. In 1898 the biggest item of the budget was defence (36 per cent),
followed by debt service (21 per cent) and civil government (20 per cent).
Just over 10 per cent was spent on “Education, Art and Science.” In 1998
the biggest outlays went on social security (30 per cent), health (17 per cent)
and education (12 per cent). The two biggest items of a century before,
defence and debt service, now account for just 7 per cent and 9 per cent of
spending. No less striking are the changes on the revenue side. The biggest
sources of gross public revenue in 1898 were the excise (29 per cent), fol-
lowed by customs (19 per cent), income tax (15 per cent) and death duties
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(13 per cent). In 1998 the main sources of government revenue were income
tax (26 per cent), national insurance contributions (16 per cent) and VAT
(also 16 per cent). Inheritance tax now brings in less than 1 per cent of total
revenue; customs duties a mere half of 1 per cent.?°?

As these figures show, there is nothing novel in the idea of the budget as
an instrument of redistribution: the high proportion of debt service in 1898
represented a transfer not much smaller in relative terms than the social secu-
rity system in 1998. It is the nature of the transfer that has changed, as we
shall see: from a system that was socially regressive, as a consequence of the
way it financed its wars, to one that regards the reduction of material
inequality as its primary function.

In the light of the seemingly inexorable growth of welfare spending, we
may well ask: is there “a limit to taxable capacity”?1°® As Calvin Coolidge
is said to have remarked, “Nothing is easier than spending the public money.
It does not appear to belong to anybody. The temptation is overwhelming to
bestow it on somebody.” Yet even the most dirigiste social democrats had to
draw the line somewhere if there was to be a meaningful distinction between
their creed and outright socialism. Thus the Labor Home Secretary Roy
Jenkins declared in 1976: “I do not think you can push public expenditure
significantly above 6o per cent and maintain the values of a plural society
with adequate freedom of choice. We are here close to one of the frontiers
of social democracy.”*1°

In fact, there is no need for politicians to devise such “lines in the sand”
for themselves. For there are real economic constraints that explain why the
state’s expenditures and employment tend not to rise far above, respectively,
a half of output and a third of employment. One of these we have already
seen: the limit on how much can be raised in taxation to finance expenditure
before diminishing returns set in, not only in terms of revenue, but in terms
of aggregate economic growth.'** We now turn to the other variable in what
economists call the “inter-temporal budget constraint”: the limit on how
much a state can borrow.
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Mountains of the Moon: Public Debts

Great is Bankruptcy.
Carlyle

If you walk up 6th Avenue to 43rd Street in Manhattan, you used to see a
thirteen-digit number on a billboard above you. The last time I saw it (on 17
October 1999), the number was:

§5,601,723,423,979

Above it were three words: “Our National Debt.” Before it was the dol-
lar sign. And below it there were two small calculations: “Your Family Share:
$73,192” and “Increase per second: $10,000.”

It is a little piece of history, that sign: a relic of the once acrimonious debate
about American public finance which played such an important role in the
politics of the late 1980s and early 1990s. In 1986 critics of Ronald Reagan’s
fiscal policy took out an advertisement to warn readers of the New York
Times that the burgeoning debt would lead to “the death of [the] Republic.”
Paul Kennedy cited the total debt for 1985 (then a mere $1.8 trillion) as one
indicator of impending American overstretch, adding darkly: “Historically,
the only other example which comes to mind of a Great Power so increas-
ing its indebtedness in peacetime is France in the 1780s, where the fiscal cri-
sis contributed to the domestic political crisis.”*

If that $10,000-per-second figure was to be believed, the national debt
would have become a fourteen-digit number by the beginning of the year
200T1: ten trillion dollars. Yet President Clinton was able to claim in Febru-
ary 2000 that, under his last budget plan, all US public debt would be repaid
by 2013,* which might seem to imply an “increase per second” of the order
of minus $1,000. Whatever happened to the American debt crisis? To answer
this question it is necessary to set those thirteen digits above 6th Avenue in a
rather broader historical and economic perspective. A long-run view of pub-
lic debt reveals that an apparently large “mountain” of debt may be far from
disadvantageous, provided the institutions of a country’s financial system are
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equal to the task of its management. In the uneven geographical develop-
ment of these institutions—above all, the institution of a funded national
debt—Tlies one of the keys to modern history.

THE ORIGINS OF PUBLIC DEBTS

Though the history of private debt may be traced back as far as the second
millennium Bc, the history of public debt is much shorter.? Neither ancient
Greece nor ancient Rome had public debts. Nor did the early Abbasid
caliphate, though the central treasury in Baghdad still had to borrow for
short periods in anticipation of tax receipts, illegally paying interest or
rewarding lenders with non-cash privileges.# The late development of pub-
lic debts is somewhat surprising, since in the modern world states are gen-
erally (though not always correctly) seen by investors as less likely than pri-
vate debtors to default on loans. Many of the essential institutions of credit
predated large-scale public borrowing. Ways had been found to circumvent
the laws against usury—condemned alike by Catholicism, Protestantism and
Islam—by the early Middle Ages; bills of exchange were in use in Genoa
from the twelfth century, and the first negotiable bills, which could be trans-
ferred to a third party through endorsement, date from the fourteenth cen-
tury.5 As we shall see, however, the early modern risk premium was more
often paid by rulers than by merchants.

It was the simple fact of taxation—of more or less predictable revenue
streams—that provided the basis for the earliest systems of public debt in
medieval Italy. The Venetian public debt, which originated in the twelfth cen-
tury, was secured on the state salt monopoly, the revenues of which were ear-
marked for debt service and redemption. In the fourteenth century the
increasing use of forced loans (prestiti) as a form of taxation further
increased the importance of the debt. Something similar happened in the six-
teenth century, when the Monte Nuevo® was established to administer the
repayable tax known as the decima. In Genoa the salt tax revenues them-
selves were sold at auction to comperisti, a system which, in the fifteenth cen-
tury, was put under the control of a quasi-public bank, the Casa di San Gior-
gio.” A similar system evolved in Florence, where the communal debt,
administered by the Monte Commune, was systematically increased by the
fisc’s heavy reliance on forced loans (prestanze). An important development
here was the transferability of claims on the Monte, which could be sold to
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other citizens freely or, with authorization, to outsiders.® In 1526 a Monte
della Fede was established to manage the papal debt.?

North European city-states evolved somewhat different arrangements
based on the sale of perpetual, redeemable or life annuities. In each case, an
investor lent his capital to the state in return for a stream of income. In the
case of a perpetual bond, that income stream was notionally infinite: the state
would go on paying a percentage of the face value of the bond for ever, but
of course the investor never got his capital back. A redeemable bond, by con-
trast, paid interest for a fixed period, after which the bond “matured,” mean-
ing that original capital was repaid. Life annuities, then as now, paid inter-
est only for the duration of the investor’s or another specified life. From the
late fourteenth century, Cologne offered perpetual but redeemable annuities
paying from § to 5 and a half per cent.’ Such redeemable bonds were usu-
ally called “purchases of money” or “sales of dues,” and tended to be secured
on a piece of immovable property like a town; interest was called a “gift” to
circumvent the usury laws. Dutch cities, on the other hand, issued liffrenten
(lifetime annuities) and losrenten (perpetual loans). In 1586 the Receiver
General of the Union between the Dutch states began issuing obligaties,
which were more easily transferable than urban bonds—and hence more
attractive to investors, who might wish to liquidate their investment before
a bond matured. However, the greater part of Dutch borrowing in the sub-
sequent centuries was done at the regional level, mainly by the province of
Holland, since it was the provinces that controlled the bulk of tax revenues.

Medieval monarchs, by contrast, tended to rely on loans from wealthy
banking families to finance their deficits. Siennese and Florentine bankers
lent to the kings of England; Tuscan bankers to the Roman curia; South
German bankers to the Habsburgs; Swiss and Italian bankers to the
French.’* The Spanish crown turned first to Genoese merchant bankers
(hombres de negocios), then Portuguese marranos.** It made sense to rely on
international financiers when, very often, the money was needed to pay for
armies fighting abroad.’3 But it is important to remember that these were
often little more than personal loans to individual rulers, like the £300,000
borrowed by Edward IIL.*4 Only in Catalonia in the late fifteenth century
was there anything like the system that had evolved in the Italian and Ger-
man city states. The Catalan system guaranteed investors regular interest out
of revenues that were earmarked for the purpose (hypothecated) and man-
aged by a special commission.*s

Haltingly, in the course of the sixteenth century, the other European
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monarchies learned to mimic the techniques of urban public debt. In France,
for example, the Paris Hotel de Ville issued heritable 8 per cent annuities
known as rentes. The money was handed to the crown in return for certain
royal revenues” being assigned to the Paris Receiver General; the advantage
to investors was that the General Farm paid the interest payments directly
from its coffers, rather than via the less than reliable royal fiscal administra-
tion.*® The volume of rentes grew substantially in the course of the seven-
teenth and eighteenth centuries: by the 1780s Necker put the capital sum at
around 3.4 billion livres, and this may well have been an underestimate.'”
The Spanish crown developed a two-tier system of short-term, high-interest
loan contracts (asientos) and long-term, lower-interest bonds assigned on
ordinary revenues (juros), which by the 1560s had become transferable, and
which could be purchased in perpetual, lifetime or redeemable forms.*8 Like-
wise, life and heritable annuities in the Habsburg Netherlands in the 1540s
were serviced by the revenues from excise and property taxes.™®

An important innovation which spread from Italy throughout Europe in
the course of the seventeenth century was the public bank. Here it is impor-
tant to distinguish between two functions that were originally performed by
distinct institutions: the management of the state’s debt and the management
of forms of money other than coinage (which tended to be entrusted to a sep-
arate mint), in particular the system of clearing that was so vital to the devel-
opment of large-scale commerce. Although there were forerunners of these
public banks in Genoa and the Florence of the Medicis, the first true public
banks were the Banco della Piazza di Rialto (founded in 1587), which
reformed the Venetian currency and payments system by accepting deposits,
effecting transfers between accounts and accepting bills of exchange payable
to its clients; and the Banco del Giro (1619), which converted a part of the
Venetian state’s short-term debt into interest-bearing and transferable bonds
(partite).*® The Amsterdamse Wisselbank (1609) performed similar func-
tions to the Rialto Bank, but also dealt in bullion and minted coins. It was
soon imitated in Middleburg (1616), Hamburg (1619), Delft (1621) and
Rotterdam (163 5); and later in Austria (Wiener Stadtbank, 1703), Denmark
(Kurantbanken, 1736), Sweden (Riksen Stianders, 1762), Prussia (Konigliche
Giro- und Lehnbank, 1765) and Russia (Assignationsbank, 1768). The
Sverige Riksbank in Sweden (1668), on the other hand, was more like the
Venetian Giro Bank, as was the Bank of England (1694). Unlike the Am-
sterdamse Wisselbank, the Bank of England’s primary function was to man-
age the government’s debt. However, its regional monopoly on note issue and
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its extensive commercial business gave it a natural interest in (and hence,
over time, responsibility for) currency stability, which meant maintaining the
convertibility of paper notes into specie.?

In France, by contrast, public banking was discredited for two generations
by the disastrous bubble generated by John Law’s Banque Royale (see
below). The Caisse d’Escompte established in 1776 was designed to discount
commercial bills and did not begin lending to the government—at first
covertly, then openly—until 1787.22 It too was short-lived: Necker’s efforts
to convert it into a national bank were thwarted by opponents of a new “plu-
tocracy” (notably Mirabeau and the comte de Custine), and in 1793 it was
suppressed along with all joint-stock companies. “We have nothing to gain
from making ourselves English, bankers and financiers,” declared the baron
de Batz; a very erroneous judgement.?3 It was not until 1800, after a brief
period of “free banking,” that the Banque de France was founded by sup-
porters of Napoleon Bonaparte’s coup of 18 Brumaire. Unlike the Banque of
England, the Banque de France was partly owned by the government, which
acquired shares in it in return for depositing its new Sinking Fund.*4 As
Napoleon himself declared in 1806, three years after the Banque had been
granted its monopoly on Parisian banknote issue: “The Banque does not
solely belong to its shareholders; it also belongs to the state which granted
it the privilege of creating money.”?5

The evolution of public banks was only part of a Dutch financial revolu-
tion in the seventeenth century. It was not only that the debt of Holland, the
wealthiest of the United Provinces, grew rapidly. It was also the fact that it
took the form of life and redeemable annuities, providing the merchant élite
of the United Provinces with an investment that was secure, yet easily mar-
ketable. At the same time, a new kind of security developed in the form of
shares in the chartered trading monopoly known as the Dutch East India
Company (Vereenigte Oost-Indische Compagnie), a semi-private vehicle for
Dutch commercial and colonial expansion.?¢ These innovations crossed the
Channel when William III, Stadholder of the Netherlands, became king of
England and Wales after the Glorious Revolution. 27

The cost of the ensuing War of the League of Augsburg soon required the
application of Dutch financial techniques in England; but with important
modifications. While sales of life annuities and lottery tickets proved disap-
pointing in 1693, the issue of £1.2 million of special bonds paying a guar-
anteed 8 per cent was fully subscribed the following year. The subscribers
were attracted by the fact that specific taxes had been earmarked to pay the
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interest on the bonds, and by the right the subscribers acquired to incorpo-
rate themselves as a new “Bank of England” with an effective monopoly on
government borrowing. The new institution redeemed Exchequer “tallies”
and allowed the Treasury to issue Bank “sealed bills” instead, as well as
accepting government credit notes as deposits or as subscriptions to new
public loans, of which there was a steady, war-induced stream from 1702
until 1713. The Bank in turn issued shares of its own. This was only the first
of a series of flotations by monopoly companies: the New East India Com-
pany (1698), the United East India Company (1708) and the South Sea Com-
pany (1710) soon followed. As a result of these issues, London was soon out-
stripping Amsterdam in terms of the range of tradable assets available to
investors. But it is important to bear in mind how much of the business of
this nascent stock market was still the government’s. The South Sea Com-
pany was set up primarily in response to the strain of war finance, with the
aim of funding some £9 million of short-term government obligations. The
company accepted these at face value in exchange for its shares, which were
effectively a new way for the government to pay its creditors. By the time of
the Peace of Utrecht (1713), the total government debt was divided in
approximately equal shares between annuities, lottery stake money and
loans funded by the Bank and the South Sea Company. Four years later, much
of the lottery money was “consolidated” into—in other words, exchanged
for—a new § per cent stock managed by the Bank.?3

It was the experiments with these companies—including the traumatic
experience of the South Sea Bubble which ultimately produced an asset ide-
ally suited to the needs of government. In the short run, the capital gains of
shares in the South Sea and other trading companies made them far more
attractive than government-issued annuities, and investors rushed to
exchange them for company stock when this was offered by the South Sea
Act of March 1720. However, the collapse of the Bubble revealed to investors
the sad fact that share prices can go down as far as they can go up: much
further in either direction than is likely with a fixed-interest bearing bond.
To bail out the many investors who had exchanged annuities for South Sea
shares, the government converted most of their holdings into new perpetual
annuities paying 3 per cent. The South Sea annuity was followed by the first
Three Per Cent Bank Annuity in 1726, the redeemable version of which came
into circulation a year later. After the Consolidating Act of 1751 the gov-
ernment itself could issue what became known as the “consol,” the fore-
runner of the modern “gilt.”9
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BONDS, BANKS AND BUBBLES

The birth of the consol marks the beginning of the history of modern public
debt.3° Whereas the annuities of the pre-1720 period had been illiquid, irre-
deemable and with a ninety-nine-year term, consols were liquid, redeemable
at par but otherwise perpetual. In other words, an investor who bought con-
sols could be confident of receiving the specified percentage of his nominal
capital, paid twice yearly, for ever, or until he wished to sell. The risk that
the selling price would be far below what he had initially invested certainly
existed, but it soon became apparent that it was a significantly smaller risk
than for any similar asset. Consols became a byword for financial security,
the benchmark against which all other investments’ riskiness came to be
measured. And from the government’s point of view, the credibility of con-
sols meant that, in a crisis, much larger sums could be raised by selling them
than by raising taxation, without incurring a crippling interest burden in the
future. Though there were later innovations—such as the introduction by the
Younger Pitt of a sinking fund, which required annual payments for amor-
tization of the debt—consols reigned supreme as the key component of the
national debt until after the Second World War. True, consols were never the
sole debt instrument the government could issue. Particularly in times of cri-
sis, short-term Exchequer bills—loosely modelled on the commercial bills
which financed an increasing amount of British trade—could also be sold to
the public or to institutions. But the mass of new debt issued henceforth took
the form of consols. On average, less than 4 per cent of the total debt between
1801 and 1914 was “unfunded,” that is, short-term.3?

The British system differed from the two principal continental alterna-
tives—the Dutch and the French—because the institutions of debt manage-
ment co-existed with a centralized, bureaucratic system of tax collection, a
transparent process of parliamentary budget-making and a nascent central
bank—though it should be noted that the maintenance of the convertibility
of paper banknotes into gold was an important but #ot an indispensable part
of the system. When the Bank of England was forced to suspend “cash pay-
ments” between February 1797 and May 1821, the effect was not fatal to
the system.3? In addition, the system benefited from the development of a
large and liberally regulated financial market capable of trading not only
government bonds but also a range of private sector financial assets.33 Along-
side the market for consols, there flourished markets for private sector bonds
and early equities, as well as (at the nearby Royal Exchange) the discount
market for commercial bills, to say nothing of the various commodity and
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insurance markets. Peacetime expansion of private sector asset markets
deepened and widened the capital market, increasing its capacity to absorb
government debt in the event of war.

Of all the great powers, France had the greatest difficulty in evolving a sta-
ble system of public debt management: a distinct disadvantage for a power
which ran a deficit in every year between 1610 and 1800 apart from the nine
years between 1662 and 1671.34 This was not for want of trying. Under Louis
XIV, Jean-Baptiste Colbert had laboured mightily to raise tax revenues and to
establish in the form of the caisse des emprunts an institution of modern debt
management. It was abolished after his death.35 In 1718 the Scotsman John
Law set out to modernize French borrowing—which under Louis XIV had
relied increasingly on innumerable short-term loans (often little more than
paper “IOUs”) from tax farmers, accountants and contractors3>—by com-
bining the best of the Dutch and British systems. Boldly, Law sought to unite
the functions which had been carried out separately in Britain by the Bank of
England and the South Sea Company. His Banque Générale was rechartered
as the Banque Royale and, in return for exchanging its own stock for the exist-
ing government debt, gained the right to issue banknotes. However, from the
outset the Banque Royale’s fortunes were inseparable from those of the Com-
pagnie d’Occident, which had been granted monopolies on French trade with
the Caribbean and the exploitation of the drainage of the Mississippi river
basin. A quarter of the Banque Royale’s capital was held as shares in the Com-
pagnie d’Occident; the boards of the two entities also overlapped; and Law
himself was a director of the Compagnie. There was a confusion of priorities,
in which the stability of the currency came at best third.

In May 1719 Law merged the Compagnie d’Occident with two other trad-
ing companies to form the Compagnie des Indes, then used issues of new
Banque Royale banknotes to chase up the prices of the new company’s
shares. He then proceeded to take over the royal tobacco monopoly and the
United General Farms, the corporation of the principal tax farmers. Between
August and December 1719, shares in the Compagnie des Indes soared from
around 3,000 livres each to over 10,000 livres. At the zenith of his “system,”
Law accepted the office of Comptroller General and merged the Banque
Royale and the Compagnie des Indes. It was too much. The combination of
monetary inflation and the interest-rate cap on new loans which Law him-
self imposed burst the bubble, and in June the Compagnie des Indes share-
price plummeted back below 6,000 livres. By September the shares were
“almost worthless”; in October the notes of the Banque Royale ceased to be
legal tender; and in December Law fled France.
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The collapse of Law’s schemes, it is generally agreed, more or less “demol-
ished the existing credit structure in France.”37 It is worth pausing to ask
why the same thing did not happen in England, which also had its South Sea
Bubble. The price of South Sea shares had in fact experienced a not dissim-
ilar rise and fall: from 128 on 1 January 1720 to 950 on 1 July, slumping to
775 two months later and touching just 170 on 14 October.3® The average
price in 1722 was just 92.3% Yet the institutional damage was much less in
England. In France both the Compagnie des Indes and the Banque Royale
were dissolved. Moreover, a very large part of the assets and cash Law had
created—which had an estimated face value of some 4 billion livres—was
simply repudiated: only 1.6 billion were recognized by the liquidating com-
mission know as the Visa, and these were converted into government bonds
paying just 2 or 2.5 per cent interest.4° In England, by contrast, the Bank of
England and the pound—the value of which had been fixed in gold only three
years before—remained intact, while holders of South Sea stock came off
with tolerable losses.4* The authorities recognized that the Company was too
big to fail: its debts were partly taken over by Parliament, while £4.2 million
of its nominal capital (which totalled over £38 million) was bought for cash
by the Bank of England and converted into bonds paying s per cent. In
1723—by which time the Company’s shares were back above par—half of
its capital was converted into bonds. Those who had exchanged life annu-
ities (which often yielded as much as 14 per cent) for South Sea shares were
undoubtedly worse off; as were those who had speculatively bought shares
during the Bubble. But the scale of losses was far smaller than in France,
where many investors and creditors lost everything.

Because of Law’s failure and the drastic way it was dealt with, France
remained locked in a system in which private credit was restricted to the
“information network” provided by an élite of public notaries;+* while pub-
lic credit increasingly depended on the old forms of short-term loan (“assig-
nations,” “anticipations” and “rescriptions”)43 and the sale of offices. For,
as we have already seen, the money invested in offices was not so different
from the money invested in the British national debt, except that the inter-
est was paid in the form of salaries. In 1660 Colbert estimated the value of
the capital invested in offices by some 46,000 office-holders at 419 million
livres; when the Revolution finally liquidated the system, the compensation
paid to officeholders was almost twice that sum.44 By the middle of the eigh-
teenth century it was clear that the sale of offices was no longer the solution
to the ancien régime’s fiscal problems, but a fundamental part of them, since
officeholders were one of the most powerful interest groups opposed to root
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and branch fiscal reform. In their search for new sources of revenue after
1750, ministers turned to life annuities (rentes viagéres), which increasingly
took the place of sales of office as the crown’s readiest source of funds. How-
ever, a rising proportion of these were sold at a flat rate without regard to the
ages of the purchasers.45 Between 1777 and 1781 Necker borrowed some 520
million livres by this and other means, but for terms seldom exceeding twenty
years.46 His successors Calonne and Brienne could not equal this and, despite
the forcible registration of new loans in the parlement of Paris in November
1787, royal finances became increasingly dependent on renewing the short-
term anticipations of future tax revenue, which now amounted to some 240
million livres. When the government attempted to override the parlement’s
demand that the Estates General be convened, “the government’s usual cred-
itors refused to lend.” In August 1788 Brienne was forced to suspend pay-
ments, even on long-term rentes. It was this debt crisis which obliged the gov-
ernment to summon the Estates General.47

Only after another great financial collapse—that caused by the Revolu-
tion—were steps taken to remodel French finance in something like the
British image. Henceforth government borrowing took the form of issues of
rentes perpetuelles bearing interest of § or 3 per cent. Nevertheless, the rente
was not quite the same as the consol. Rentes were not bearer bonds (i.e. freely
transferable between buyers and sellers): the names of rentiers were inscribed
in the Grand Livre de la Dette Publique.+® By contrast, the coupons of a
bearer bond could be clipped off and exchanged for cash when interest was
due by whoever possessed them.

The contrast with the financial system which developed in the other great
revolutionary regime of the age is striking. Under the influence of Alexander
Hamilton, the United States acquired a system of public debt that resembled
in essentials that of Britain—though its federal fiscal system was much more
like the Dutch. As early as 1779-80 Hamilton outlined a plan to “accom-
plish the restoration of paper credit, and establish a permanent fund for the
future exigencies of government . . . select[ing] what is good in [Law’s] plan
and any others that have gone before us, avoiding their defects and
excesses.”#® In 1789 he successfully funded the old debt of the bankrupt
Confederation, converting them into new 6 per cent federal bonds (“Hamil-
ton 6s”), redeemable at par like consols. And two years later he overcame
the opposition of Thomas Jefferson and others to establish the Bank of the
United States, modelling its charter on that of the Bank of England and issu-
ing Bank shares (“the hot . . . initial public offering of mid-17917”), just as had
been done in England a hundred years before. As is well known, Hamilton’s
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central bank subsequently fell victim to political opposition, which culminated
in President Andrew Jackson’s 1832 veto of the bill to recharter the Second
Bank of the United States. And Hamilton’s intention to give the dollar a metal-
lic basis was undermined by the tendency of silver to drain away to Latin
America. For most of the nineteenth century America had “free banking” and
paper money, with up to 1,600 banks issuing as many as 10,000 different kinds
of banknote (though until the Civil War the link to silver was maintained, at
least in theory). Only in 1863 were steps taken to reduce the number of note-
issuing banks and to create a standardized national bank-note; only in 1879
was the dollar restored to a metallic exchange rate, though which metal
remained controversial; and only in 1913 was a central bank finally created in
the form of the Federal Reserve. Nevertheless, the British-style national debt
Hamilton had created did survive. Indeed, in many ways the American finan-
cial system went further than the British in encouraging private sector issues
of securities to deepen and widen the capital market.5°

For reasons to be discussed in Chapter 10, the nineteenth century saw the
global spread of the British system of public debt, just as the institutions
of parliamentary budget-making, bureaucratic tax collection and metallic
(increasingly gold) currency were also widely copied. The consol became the
model for long-term bonds, and indeed the benchmark against which their
performance was conventionally measured (though some countries preferred
to issue bonds with specified if remote maturities). The Bank of England was
imitated, though with significant national variations, in Finland (1811}, Hol-
land (1814), Norway and Austria (1816), Denmark (1818), Portugal (1846),
Belgium (1850), Spain, Germany and Bulgaria in the 1870s, Japan, Roma-
nia and Serbia in the 1880s, and Italy in 1893.5* Where there continued to
be diversity was in the structures of commercial banking systems. For exam-
ple, the American National Banking Act of 1864 restricted branching by
national banks and currency could only issued if government bonds were
held by the issuing bank.5* The German banking system, with its industry-
financing “universal” banks was different again.s3

Despite the breadth and depth of the London stock market, the British
government came to rely on an élite of bankers to manage its borrowing
through the mechanism of competitive auctions by the Bank of England.
Until at least the time of the Crimea, the Rothschilds played a leading role,
though competition subsequently drove down the profits to be made from
underwriting issues of consols—the practice whereby banks guaranteed the
government a certain price for a new issue and then sold them on to the pub-
lic. The continuity from the early modern period is striking: Nathan Roth-
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schild had made his reputation in London conducting, albeit on an unprece-
dented scale, precisely the kind of wartime transfers of money across the
Channel which had been carried out by men like Horatio Pallavicino in the
1570s and Edward Backwell in the 16 50s.54 Where banking was less devel-
oped, the Rothschilds’ multinational partnership came closer to monopoliz-
ing new bond issues. This was true to varying degrees in France, Belgium,
Austria and Italy, while the Barings came to dominate Russian public bor-
rowing and the Morgan group that of the United States. Rulers who chafed
at the power of the haute banque sought to encourage rivals like the Crédit
Mobilier in France and its many imitators throughout Europe. But it was
only gradually that the new joint-stock banks really took over from the pri-
vate partnerships like Rothschilds.ss

The alternative to reliance on banking intermediaries was direct sale via
subscription to the public. Such an operation was tried as early as 1506 in
Basle, but its success depended on the existence of a relatively developed and
broad capital market. For bigger political entities, the risks of public sub-
scription for a long time seemed too high, and it was not until the later nine-
teenth century that states like Italy sought to liberate themselves from the
dominance of the Rothschilds by selling bonds this way.

In practice, however, all debt-issuing agencies tended to deal more with finan-
cial intermediaries than with individual private investors.5¢ There was consid-
erable variation in the precise channels through which government bonds were
sold. In London a dedicated profession of “jobbers” evolved whose sole func-
tion was the purchase of new securities (while stockbrokers sold them on to
investors). The system in the United States, by contrast, remained closer to the
nineteenth-century model of competitive auctions between big institutions. In
France there was something more like a cartel of big banks. Nevertheless, the
crucial relationship everywhere was between debt management departments
and the major financial institutions like pension and insurance funds which
were now holding a growing proportion of bonds in their portfolios.

WAR DEBTS AND THEIR LEGACY

In Ford Madox Ford’s First World War tetralogy Parade’s End, the hero
Christopher Tietjens is introduced in the “perfectly appointed railway
carriage” of a train which “ran as smoothly . . . as gilt-edged securities.”s?
This, however, was on the eve of a conflict that would pose a formidable
challenge to the smooth running of government debts.
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The immense expenditures occasioned by the war, which not even the most
pessimistic pre-war commentators had forecast accurately, required a trans-
formation in the techniques of government borrowing. It was not long before
the language of mobilization which had been adopted to justify the creation
of mass armies was applied to war finance too. The system of selling bonds
directly to the public by subscription was widely adopted during the First
World War, when buying war bonds was portrayed in official propaganda as
a matter of patriotic duty. The British films You! and For the Empire (com-
missioned by the Committee on War Loans for the Small Investor) exhorted
audiences to invest in war bonds; the latter went into great detail to show
“the quantity of munitions” an investment of 15s. 6d. would provide.s® A
German poster of 1917 depicted a naval officer explaining to a soldier as
they watch an enemy ship sinking: “That’s how your money helps you to
fight. Turned into a U-boat, it keeps enemy shells from you. So subscribe to
war loans!”5? “A man who can’t lend his government $1.25 at the rate of 4
per cent interest,” declared the American Treasury Secretary William Gibbs
McAdoo in 1917, “is not entitled to be an American citizen.”%°

However, as the war wore on it became steadily harder (especially for the
Central Powers) to persuade their subjects to put their cash into war bonds.®*
For that reason, the First World War also saw a revival and development of
short-term debt instruments, principally Treasury-bills. By the end of the
war, 32 per cent of the German nationa! debt was in this form—of which
more than two-fifths were held by the Reichsbank—and 37 per cent of the
French. The continental states at first relied on sales of long-term bonds to
the public; when demand for bonds waned, sold short-term Treasury bills to
fill the gap; and when the public declined to buy these, sold them to the cen-
tral bank (with consequences for monetary policy to be discussed in the next
chapter). The British also reduced their long-term debt. The funded national
debt (mainly consols) had accounted for 9o per cent of the total debt in
March 1914; five years later consols accounted for less than 5 per cent of the
total debt.®* However, the Treasury sought to mop up the excess liquidity
generated by its own short-term borrowing by issuing a variety of medium-
term instruments with maturities longer than Treasury Bills. Around 31 per
cent of the British national debt in December 1919 was therefore made up
of bonds due for redemption after periods of between one and nine years.3
“Gilts” (short for gilt-edged government securities) were now available with
a range of maturities. This was the real difference between British and
continental war finance. On average, only 18 per cent of the British wartime
debt was short-term. The United States, which spent in relative terms less

118



MOUNTAINS OF THE MOON: PUBLIC DEBTS

on the war, was unique in being able to rely almost entirely on long-term
bonds.54

The significance of the more complicated “term structure” of national
debts in after 1914 was twofold. First, the diversification of bond maturities
added to the flexibility of the system by giving investors wider choice. Sec-
ondly, and less positively, the growth of short-term debt created complex and
not always well-understood links between fiscal and monetary policy. In par-
ticular, central banks which were statutorily obliged to discount short-term
treasury bills simply monetized short-term debt, leading to considerable
inflationary pressure during and after the First World War (see Chapter 5).
Moreover, the need regularly to renew or “roll over” short-term debts could
expose modern states to funding crises not dissimilar from the one that had
undermined the French ancien régime. Few countries after 1919 shared the
British readiness to run budget surpluses in order to repay short-term debt
or to “fund” it by converting it into long-term debt.®5 Indeed, in France, Bel-
gium and Italy, “funding crises”—a refusal by lenders to roll over short term
debts—led to serious monetary instability in the mid-1920s. In 1925 long-
term bonds accounted for just over half of the total French debt; the same
was true in Belgium. In Italy the proportion was roughly two-thirds, but here
too a funding crisis struck.®® One of the keys to the stabilization of war debts
in the 1920s was a reduction of the proportion of short-term debt.¢7

In the Second World War British policy aimed at maximizing sales of
medium- and long-term debt instruments by restricting other investment
opportunities through the Capital Issues Committee. A wide range of bonds
and bills was used to soak up liquidity: Defence Bonds, National Savings
Certificates, War Bonds and Exchequer Bonds for institutions.®® The matu-
rity structure by the end of the war was rather shorter than it had been in
1918/19, but the difference was small.é> The balance was similar in the
United States, where borrowing from the public and money creation
financed roughly equal proportions (a quarter apiece) of total wartime
spending.7® But the Axis powers relied heavily on short-term borrowing
which in effect meant printing money. In Germany and Japan wartime mon-
etary growth was roughly sevenfold; in Italy eighteenfold.”* As in the First
World War, the lion’s share of the expansion was due to the monetizing of
short-term government debt by the central bank.

The real difference between 1918 and 1945 in Britain was that after the
Second World War there was much less of a drive to fund the short-term debt
run up during the war. As a result, it was Britain which now experienced the
problems associated with substantial levels of short-term debt and artificially
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low short-term interest rates. For most of the post-war period, it was
assumed that there was a relationship between the structure of public debt
and the supply -and demand for money. The authorities therefore strove to
limit the stock of liquid assets available to the banking system, at the same
time relying on direct controls to limit bank lending. Instead of trying to con-
vert short-term gilts into long-term gilts, the Bank of England adopted a pas-
sive “tap” system of funding, whereby the quantity of long-term securities
sold was determined by the jobbers in the market.

This somewhat unsatisfactory (and theoretically flawed) system was swept
away in the 1980s as a result of the abandonment of the credit “Corset,” the
revival of the Bank of England’s base rate as the primary tool of monetary
policy and the institutional “Big Bang” which did away with the jobbers as
intermediaries between government and investors. Henceforth, new gilts
were sold directly to the big institutions in auctions, much as had been done
in the 18 50s and early 1900s. However, the shifting attitudes of Conservative
Chancellors towards government borrowing as an influence on the money
supply led to inconsistencies in debt management. In the early 1980s the
authorities actually sold more gilts than the deficit required (“over-funding”),
hoping to increase the proportion held by private investors other than banks,
which it was assumed would merely use additional gilts as the basis for new
lending. This practice was abandoned when monetary targets were dropped
by the Treasury. Instead, a “full funding” rule was adopted, whereby all pub-
lic sector borrowing was absorbed outside the banking system. But in the
recession of the early 1990s the government once again allowed itself to count
sales of gilts to banks as funding. Finally, the Debt Management Review of
July 1995 declared the complete separation of debt management and mone-
tary policy, a theoretical break institutionalized by the decision to entrust
monetary policy to the “operationally independent” Bank of England (1997)
and debt management to the new Debt Management Office of the Treasury
(1998).7* This separation of public debt management from central bank con-
trol of monetary policy is in some ways historically novel, given the origins
of most central banks as managers of public debt. Perhaps significantly, it
coincided with a rapid fall in the government’s borrowing requirement.

SCALING THE MOUNTAINS

So much for the techniques of government borrowing. Now let us turn to
the question of scale. How big were past deficits and debts?
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In the century after the Glorious Revolution all the great powers tended
to spend more than they raised in taxation. Between 1692 and 1815, for
example, the average British budget deficit amounted to approximately 3.3
per cent of national income.”? A strikingly high proportion of Britain’s
expenditure during the wars of the eighteenth century was financed by loans:
nearly 40 per cent between 1776 and 1783 and as much as 27 per cent
between 1793 and 1815.74 Russia’s deficit was around 18 per cent of expen-
diture in 1764 and 29 per cent in 1796.75 When Louis XVI’s comptroller-
general Calonne laboriously calculated the extent of royal insolvency in
1786, he estimated the deficit at 19 per cent of expenditure.”®¢ However, rev-
olutionary France ran far larger deficits: 70 per cent of total expenditure in
1791, 40 per cent in “the Year III” (1794~5) and nearly 5o per cent in the
Year V (1796-7).77 The wars against France of the eighteenth and early nine-
teenth centuries were indeed, as George III said, in some measure “wars of
credit.”7® So obvious did it seem to Kant that public debts had become the
basis for war finance that Article 4 of his Thoughts on Perpetual Peace
(1795) envisaged a ban on “debts . . . contracted in connection with the for-
eign affairs of the state . . . either from without or from within the state.”7?

Calculated as percentages of total expenditure, total deficits in the nine-
teenth century—commonly thought of as an era of “sound finance”—were
also far from negligible. Only in Britain, and only after the Napoleonic Wars,
was the balanced central government budget the norm. Between 1816 and
1899 the UK government ran a deficit in excess of 1 per cent of GNP in only
four years. Indeed, if payments for debt service are excluded, the British pri-
mary budget surpluses of the nineteenth century were remarkably large:
averaging 4.6 per cent of GDP every year between 1816 and 1899, and
reaching a peak of r1.1 per cent in 1822. The figures would be even larger
if payments to the new sinking fund after 187 5—counted as current expen-
diture under the Treasury’s idiosyncratic conventions—were also omitted.®°
When. not at war the American federal government also tended to run sur-
pluses.®” But most continental countries ran budget deficits most years.
France had a budget surplus in only seven years between 1816 and 1899.
Italy ran a deficit every year of its existence from 1862 until 1899; the same
was true of the German Reich until 1924. Between 1870 and 1913 the
Austrian budget was only balanced in two years, 1892 and 1893; Russia
had only three surplus years between 1890 and 1913.8% To be sure, deficits
tended to be quite small in relation to national income before 1914 (see Table
2). Only the German Reich’s averaged more than 3 per cent of net national
product between 1890 and 1913, and most of the federal government’s
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Table 2. Average annual central government budget deficits as a percentage of
national product, selected periods

UK France Italy Germany Austria Russia  US Japan

1830-59 —0.1 -1.§

1860-89 0.0 -1.6 -2.4 -I1.0 0.4

1890-13 o.I 0.0 -0.9 -3.2 -I.1 -1.9 0.0 1.9
1914-18 -35.9 n/a -23.5 -38.3 -2.7 3.2

1919-38 1.2 -4.3 -9.9 -5.4 -1.8 1.9

193945 —30.9 n/a -23.9 ~21.2 -22.2 -I2.4 1.6
1946-69 2.9 -1.1 -5.7 -0.3 1.4

1970-89 -1.0 —2.1 -10.4 -2.7 -3.I
1990-99 -3.8 -3.6 -7.2 -2.7 -3.1 -7.8 ~1.§ —2.2

Sources: US, France and Italy: Masson and Mussa, “Long-term Tendencies” (original
data kindly provided by Professon Masson). UK: Goodhart, “Monetary Policy.” Ger-
many: 1890-1913: Mitchell, European Historical Statistics; Hofmann, Grumbach and
Hesse, Wachstum; 1914-18; Roesler, Finanzpolitik, pp. 197 f.; Witt, “Finanzpolitik,” p.
425; 1919—38; Balderston, German Economic Crisis, p. 226; Bresciani-Turroni, Eco-
nomics of Inflation, pp. 437 f.; James, German Slump, p. 375. 1939—43; Hansemeyer,
“Kriegswirtschaft”, p. 400. Austria: 1890-1913; Mitchell, European Historical Statistics;
Hobson, “Military-extraction Gap and the Wary Titan.” Russia: 1890~1913; Mitchell,
European Historical Statistics, and Gregory, Russian Natoinal Income, pp. 58 £.;
1939—45 (in fact only available for 1942-5): Harrison, “Soviet Union”, p. 275. All fig-
ures for 1990~1999 from OECD, except for Russia which are from the IMF and cover
the period 1993-9.

deficit was financed by “matricular contributions” from the member states,
rather than by borrowing.83 However, when we take into account the relati-
vely small size of pre-1914 government budgets the deficits look more
significant.

By any measure, the world wars resulted in vastly larger deficits in all com-
batant countries. In Britain the deficit exceeded 30 per cent of GNP between
1915 and 1918; in Germany it rose above 40 per cent, and may even have
exceeded 60 per cent in 1917; in Italy it averaged 22 per cent. In the Second
World War, the orders of magnitude were similar: deficits in 1943 ranged
from between 19 per cent of net material product in the Soviet Union to 36
per cent of GNP in Germany.?4 Between the wars most states sought to return
to balanced budgets. Of the former combatants, few apart from Britain suc-

I22



MOUNTAINS OF THE MOON: PUBLIC DEBTS

ceeded (though the United States did in the 1920s); and even Britain slipped
briefly into the red in 1933.%5 This was also the pattern after the Second
World War, though in the period to 1969 not only Britain but also the
defeated powers Germany and Japan were able to run surpluses.

The absence of deficits in Britain in every year between 1948 and 1972
(with the partial exception of 1965, when expenditure was recategorized)
gives the lie to the idea that there was a “Keynesian revolution” in public
finance prior to the 1970s, in the sense of deliberate strategy of using public
borrowing to raise the level of domestic demand. To be sure, Keynes began
arguing for “loan expenditure” as a way of increasing effective demand as
early as 193 3. But he always saw deficit finance as “a desperate expedient.”
Keynes’s argument against Treasury proponents of the perennial balanced
budget was that “there is no possibility of balancing the budget except by
increasing national income, which is the same thing as increasing employ-
ment.” During a depression, in other words, deficits in the short term would
yield balanced budgets in the medium term. Moreover, Keynes wished the
deficit to be seen in the context of a “capital budget,” in other words to
finance public investment, not current government spending.®é In practice,
even those politicians who thought of themselves as Keynesian found them-
selves unable to pursue a counter-cyclical policy, not least because of the
recurrent conflicts between the pursuit of full employment and the mainte-
nance of a stable exchange rate. Possibly the only authentic attempt at a
Keynesian fiscal expansion was Anthony Barber’s 1972 budget, which ush-
ered in sixteen years of deficits. After a febrile boom in 1973, when GDP rose
by 7 per cent, the economy collapsed as the balance of payments deficit bal-
looned, sterling slumped and inflation soared.87

The lack of deficits before 1973 also casts doubt on the theory of the inher-
ent “democratic deficit,” which predicts that democratic governments will
tend to run deficits because the electorate favours public spending but is
averse to taxation.’® The preponderance of voters over direct taxpayers in
the twentieth century described in the previous chapter might have been
expected to give rise to such a politically induced deficit. But in the British
case, deficit finance only became a feature of policy after the oil shock of the
early 1970s. The same has been true of Japan.

Nevertheless, it is possible that Britain and Japan are merely the excep-
tions that prove the rule. Table 2 shows that central government deficits were
the norm in both France and the United States in every period except
1890-1913. The Italian state has always run a deficit (even in the period when
the franchise was based on a narrow tax qualification). Moreover, the period
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between 1970 and 1999 was marked almost everywhere by deficits higher
than any previously recorded in peacetime. Especially noteworthy was the
way Japan, having traditionally run budget surpluses (even in war periods),
plunged into deficit. Britain too continued to run deficits—with the exception
of the years 1988—9o—despite the efforts of a consciously anti-Keynesian
government to bring fiscal policy under control. Reductions in the redefined
“Public Sector Borrowing Requirement” were a key objective of successive
budgets under Margaret Thatcher, culminating in Nigel Lawson’s hubristic
declaration in 1988 that “henceforth a zero PSBR will be the norm.” By 1994
it had risen to 8.3 per cent of GDP. Indeed, by the old measure the deficit was
even wider. The bottom line was in many ways disguised in the Thatcher years
by a combination of reduced capital expenditure and counting receipts from
sales of public assets (privatization) as current revenue.?s

What of past debts? In 1427 the Florentine public debt amounted to some
s million florins, roughly ten times what it had been a century before. This
was probably around half of total national product.?® The combined public
debt of the Dutch United Provinces was still bigger: it was around 100 per
cent of national product by the 1690s, and rose still higher in the years of
French rule between 1795 and 1806.9* By contrast, early modern monar-
chies were less indebted. The French debt in 1561, for example, was around
20 per cent of GNP.2* The debts of the English crown remained tiny in rela-
tion to national income until the late seventeenth century. In the course of
her reign, Elizabeth I’s debt fell from £227,000 to zero and then rose again
to £3 50,000: this last figure amounted to no more than 1 per cent of national
product. Even at the time of the Glorious Revolution, the royal debt of £3
million represented little more than § per cent of national product.®3 In the
seventeenth century the Swiss Confederation had no debts whatever; indeed,
some of its constituent republics had considerable assets. In 1600 around a
third of the total expenditure of Lucerne, for example, was invested in loans
to other states and individuals.94

In the century after the Glorious Revolution, however, Britain’s debt rose
with only a few peacetime pauses to 21 5 per cent of national income in 1784.
After a brief peacetime decline in the following decade, it rose again to 222
per cent of national income in 1815 and reached a peak of 268 per cent in
1821.25 Small wonder the national debt became a byword for immensity.
“My master is the best of all husbands in all the five quarters of the globe,”
wrote Leopold of Saxe-Coburg’s secretary Baron Stockmar in 1816, shortly
after his master’s marriage to Princess Charlotte, daughter of the Prince
Regent, “and his wife bears him an amount of love, the greatness of which
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can only be compared with the English national debt.”*¢ The British debt
burden was indeed exceptionally high. Not only was the French debt lower
in absolute terms; French national income was higher. According to one esti-
mate, the total French debt in the late 1770s was equivalent to just 56 per
cent of GNP;%7 though another source implies a figure of over 8o per cent in
1787, and a third estimate for 1789 puts it at 150 per cent.®® Even the high-
est estimate is considerably below the equivalent British figure.

Figure 8 attempts to present the longest possible view of public debt in
Britain, France, Germany and the United States. As is immediately obvious,
the British experience has been of two great mountains of debt, due to the
eighteenth century wars against France between 1688 and 1815 and the wars
against Germany between 1914 and 1945. Though of equal height—in 1946
the debt/income ratio only just exceeded the post-Napoleonic peak—the two
peaks are distinguished by their gradients, the slopes of the later debt moun-
tain being much steeper on both the ascent and the descent. The “south face”
of the earlier mountain is in fact a series of lesser summits (in 1698, 1721,
1750, 1764 and 1784); while the later mountain has a jagged triple summit
(1923, 1933 and 1946).

By comparison, both France and Prussia emerged from the Napoleonic
period with debt/national product ratios below 5o per cent. Indeed, the
French debt burden remained below 50 per cent until the war of 1870, but
thereafter rose sharply to reach a peak of 117 per cent in 1887, then declin-
ing gradually to just 66 per cent on the eve of the Great War. The Prussian
debt burden fell sharply from 42 per cent in 1815 to 11 per cent in 1848 and
was still only 14 per cent in 1872. Its subsequent rise should be seen along-
side the rise of the federal debt of the German Reich. While the Prussian debt
burden came close to 50 per cent in 1892, the Reich debt grew rapidly to a
peak of 47 per cent of net national product in 1894. In other words, the
major continental powers had rising debt/GNP ratios at a time when
Britain’s was being reduced.

All three European powers experienced dramatic and comparable increases
in the ratio of debt to GNP during the First World War. After 1919, however,
their paths sharply diverged. While the British and French debt burdens rose
in the immediate post-war years, the German declined precipitously to zero
in 1923, for reasons to be discussed in the next chapter. After peaking at 185
per cent of GNP in 1922, the French burden also fell sharply in the years to
1930, though it remained in excess of 100 per cent of GNP. The British debt
burden by contrast hardly fell at all in the 1920s and actually rose between
1930 and 193 3. The German debt burden remained relatively lower than the
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Figure 8: Debt/GNP Ratios since the Late Seventeenth Century

Sources: Goodhart, “Debt Management”, statistical appendix. I am grateful to
Ryland Thomas for supplying the complete database used by professor Goodhart.
US: Brown, “Episodes”, pp. 245-51; from 1980: Statistical Abstract 1999, table
542; Federal Reserve Bank of St. Louis, website. Germany: (18 50-1914) Hoffman
et al., Wachstum, pp. 789 f.; (1914—23) Balderston, “War Finance”; Webb, Hyper-
inflation, p. 49; Witt, “Finanzpolitik und sozialer Wandel”, p. 424; Mitchell, Euro-
pean Historical Statistics, p. 390; Holtfrerich, Inflation, pp. 67 f.; (1925-38) Hoff-
man, Grumbach and Hesse, Wachstum, pp. 789 f.; James, German Slump, pp. 52,
375; (1939—45) Braun, German Economy, pp. 112, 115; 1950-1998: Statisches
Bundesamt, Statistisches Jahrbuch 1997, tables 24.3, 20.5; Deutsche Bundesbank,
Monatsbericht (August 1998), p. 56. France: Schremmer, ‘Public Finance’; Flan-
dreau, ‘Public Debts’; 1920-9; Alesina, “End of Large Public Debts”; 1960-99:
OECD (gross debt as a percentage of gross national income).

Note: These series are not perfectly comparable. British and American figures are
expressed as a percentage of GNP; German figures as a percentage of NNP. The
debt figures are not exactly comparable either, as the British and French figures
exclude local government debt, the American figures exclude state and local debts,
as well as federal debt held by the government or Federal Reserve system; while the
German figures are for total public debt, including all levels of government.

126



MOUNTAINS OF THE MOON: PUBLIC DEBTS

British and French during the Great Depression; but after 193 3 it soared with
astonishing speed, overtaking that of Britain in 1943. Yet after the Second
World War it fell once again to less than 20 per cent of GNP in 1950. The
French debt burden was also much reduced after 1945, and indeed contin-
ued to decline in the 1950s and 1960s: from above 30 per cent in 1958 to
less than 8 per cent in 1974.

The American federal debt burden has followed a lower and somewhat
moother path, declining from above 60 per cent after the War of Indepen-
dence to zero in the 1830s, then rising sharply from 2 per cent in 1860 to 41
per cent in 1878. Even when state and local debts are included, total Amer-
ican public debt was low in the nineteenth century: around 1o per cent of
GNP in 1825, rising to 15 per cent in 1843, then declining slightly to 12 per
cent in 1860. Its highest level was in 1870, after the Civil War, when it
reached 49 per cent of GNP; but thereafter the ratio fell back to just 14 per
cent in 1913.99 Even the First World War caused a far smaller increase than
the European states experienced: in 1919 the federal figure was a mere 30
per cent, compared with European figures of around 150 per cent. The debt
burden rose during the Great Depression, from a low of just 16 per cent in
1929 to 4§ per cent in 1939 (the total public sector debt was by now around
100 per cent of GNP); and went even higher as a result of the Second World
War, at the end of which the federal debt alone amounted to 114 per cent of
GNP. Like Britain, however, the US saw a sharp fall in its debt burden in the
post-war years, in the American case to just 23 per cent of GNP in 1974. In
1980 the total public debt of all three tiers of American government was just
38 per cent of GNP. Set in this comparative perspective, the subsequent
increase of the debt under Ronald Reagan—which at the time caused com-
mentators so much Angst—was modest, as the figure makes clear.

Using the OECD definition of total gross government debt, the post-
Reagan US figure peaked at just over 63 per cent of GDP, a lower figure than
for at least nine other OECD members. Moreover, the debt burden had risen
more steeply during the same period in seven other OECD economies. ®®
Even on the broader definition used in the Statistical Abstract of the United
States, total public sector debt was no more than 82 per cent of GDP in the
mid-1990s. If one thinks of this debt as at least in part a consequence of win-
ning the Cold War, the figure is strikingly close to the equivalent figure in
1946, immediately after the Second World War had been won. And as we
have already seen, the budget surpluses of the late 1990s have raised the
prospect of substantial if not total repayment of the federal debt. In Britain
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too buoyant government revenues in 2000 prompted the Chancellor of the
Exchequer to talk—perhaps hubristically—of debt redemption.

By comparison, four OECD member states in 1999 had debt/GDP ratios
in excess of 1oo per cent (Italy, Belgium, Japan and Greece). And even these
figures pale into insignificance alongside the external debt burdens of many
less developed and post-Communist economies. In Guinea-Bissau total debt
exceeds 500 per cent of GNP; in both Nicaragua and the Republic of Congo
the figure is above 300 per cent. Five other countries—all in sub-Saharan
Africa—have total debts in excess of two years’” GDP.*°t

DO PUBLIC DEBTS MATTER?

How high is too high? According to Mr Micawber, any deficit at all was
excessive: “Annual income twenty pounds, annual expenditure nineteen
nineteen six, result happiness. Annual income twenty pounds, annual expen-
diture twenty pounds ought and six, result misery.”*°* This is the view some
American politicians take of public finance: they would like to see a balanced
budget amendment to the federal constitution similar to those already in
force in some states. Europeans are less Micawberish. The Maastricht Treaty
specified that countries wishing to qualify for single currency membership
should not have deficits in excess of 3 per cent of GDP, nor debts in excess
of 6o per cent; though neither criterion was rigidly enforced. The British
Chancellor of the Exchequer, Gordon Brown, has recently suggested that the
British debt should be stabilized “over the economic cycle” at around 40 per
cent of GDP.

Yet the long-run experience—and especially that of Britain—would seem
to fly in the face of all such rules. Any theory of the economic significance of
public debt must explain why Britain was not only able to overcome eco-
nomically and demographically superior antagonists in both the eighteenth
and the twentieth centuries; but also why she managed to avoid the internal
political crises associated with high debt burdens in both France and Ger-
many; and, above all, why she emerged as the “first industrial nation” despite
carrying a public debt burden of unparalleled size and duration.

Anxiety about the macroeconomic impact of large public debts is not new.
When David Hume contemplated Britain’s growing national debt in 1752 he
saw “the seeds of ruin . . . here scattered with such profusion as not to escape
the eye of the most careless observer.”*°3 Sir James Steuart, writing fifteen
years later, agreed: “If no check be put to the augmentation of public debts,
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if they be allowed constantly to accumulate, and if the spirit of the nation
can patiently submit to the natural consequences of such a plan, it must end
in this, that all property, that is income, will be swallowed up by taxes.” o4
Adam Smith argued in The Wealth of Nations that loan finance tended to
crowd out private investment and hence to depress private capital forma-
tion.*®s Ricardo called the national debt “one of the most terrible scourges
... ever invented to afflict a nation . . . the overwhelming incumbrance which
palsies all effort.”*°¢ The moralistic nature of this critique exerted a power-
ful influence on Victorian politicians. In March 1854, arguing vainly that the
Crimean War could be paid for out of current taxation, Gladstone described
“the expenses of war” as “a moral check which it is pleased the Almighty to
impose upon the ambition and lust of conquest which are inherent in so
many nations.”*°7 “To resort to the money market for a loan,” he declared,
“would be a course not required by our necessities and therefore unworthy
of our character.” Citing (selectively) John Stuart Mill and McCulloch, he
argued that “capital taken in loans” might be “abstracted from funds either
engaged in production or destined to be employed in it” so that “their diver-
sion from that purpose [would be] equivalent to taking the amount from the
wages of the working classes.” Raising taxes, on the other hand, would
encourage “the community” to take “the first and earliest prospects of con-
cluding an honourable peace.”°® It was the mid-Victorian conventional wis-
dom that “taxes are taken from income, and loans from capital.”*°® On this
basis, Stanley Jevons argued (in his Coal Question of 1865) that the national
debt should be paid off entirely because Britain’s coal reserves—a key com-
ponent of the national wealth—would be exhausted after a century. This so
alarmed Gladstone that he sketched plans to eliminate the debt over the next
two hundred and fifty years by a combination of budget surpluses and a
pacific foreign policy.'*®

Yet there has long been a counter-argument that public borrowing can
have beneficial effects. The eighteenth-century writer Isaac de Pinto claimed
that national debts might be a positive stimulus to growth, since “the debts,
never becoming due, and having no critical period to dread, are as if they did
not exist.” Each new loan, he argued, “create[s] a new artificial capital which
did not exist before, which becomes permanent, fixed and solid, as if it were
so much real treasure.” “When once a fund is created, the numerary remains,
and the contributive faculty increases as well as circulation, and without too
great an increase of specie . . . A light tax is drawn from the nation, into
whose hands it returns again, with a general benefit to the whole.”**!
Thomas Malthus opposed repayment of the national debt on the ground
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that, by dint of what would now be called a “wealth effect,” bondholders’
consumption boosted aggregate demand.’* At a rather less sophisticated
level, a national debt could be seen as enhancing a state’s power—even its
prestige. In 1781 Alexander Hamilton, the genius of early American public
finance, declared: “A national debt, if it is not excessive, will be to us a
national blessing. It will be a powerful cement to our nation.”**3 Some eighty
years later, in his “Biglow Papers,” James Russell Lowell satirized the Con-
federate leader Jefferson Davis’s claim to independence on this basis: “We’ve
a war, an’ a debt, an’ a flag; an’ ef this ain’t to be independent, why, wut on
airth is?”

More sophisticated defences of public debt have been advanced in the
twentieth century. The early Keynesians argued that “functional” deficit
finance could be used to stimulate an economy operating below full employ-
ment: public sector deficits and therefore debts would be a good thing in a
crisis.’*4 More recently it has been argued that the growth of public debts
can, if markets are incomplete, assist capital formation and economic growth
by encouraging the development of financial institutions (to be precise, “by
introducing new securities that expand risk-sharing opportunities”).**s His-
torians have suggested that this helps explain Britain’s economic success in
the eighteenth century, despite a high burden of debt. The positive relation-
ship between debt and capital formation was especially strong, it is claimed,
in the later phase of the Napoleonic Wars, when loans were used to pay for
British ships and armaments.**¢ It is certainly true that government bor-
rowing effectively created the market for private sector bonds and shares, as
Table 3 shows. In 1853 British government bonds accounted for 70 per cent
of the securities quoted on the London Stock Exchange. By 1913 the figure
had fallen below 10 per cent, but the effect of the world wars in increasing
the government debt and stifling private sector issuance drove the propor-
tion back up to 55 per cent in 1950. Even as late as 1980, gilts accounted
for more than a fifth of the market value of all securities on the London Stock
Exchange and 60 per cent of the nominal value.

Another justification for public debts is that the transfers they effect sim-
ply do not matter that much. In his Essai politique sur le commerce (1736),
the French theorist Jean-Francois Melon argued that a national debt was
made up of “debts from the right hand to the left, by which the body is not
weakened if it has the necessary nourishment and knows how to distribute
it.”*17 This anticipated the idea that debt is not necessarily worse in macro-
economic terms than tax because (in the economist Robert Barro’s words)
“households view as equivalent a current aggregate tax of $1 and a current
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Table 3. The growth and structure of the London Stock
Exchange, 1853-1990

Total value UK government
(£ millions) share (per cent)
1853 1,215 70.2
1863 1,683 53.6
1873 2,270 37.6
1883 5,677 24.0
1893 6,561 16.5
1903 8,834 13.4
1913 11,263 9.0
1920 16,626 32.6
1933 18,476 35.3
1939 18,507 35.7
1945 24,701 49-3
1950 25,063 54.9
1960 45,060 31.9
1970 107,414 15.0
1980 280,328 21.7
1990 2,098,492 5.9

Source: Michie, London Stock Exchange, pp. 88 £., 175, 184, 320,

322, 360 ff., 419, 421, 440, 473, 521 f,, 589 f.
Note: To 1933: Nominal values; from 1939 market values.

budget deficit of $1.”78 The key assumption here is that, to any household
with a sense of obligation to the next generation, a tax tomorrow (to pay for
current borrowing) amounts to the same as a tax today.**> Government
deficits, in this view, merely influence “the timing of real economic activity”
in that they influence the timing of taxation. Indeed, when taxes are distor-
tionary—in other words, when they impose distortions on the economy
that will tend to reduce growth below its optimal level—deficits can play a
beneficial tax-smoothing role, allowing the payments for exceptional events
like wars or recessions to be deferred until more prosperous periods.**°
Since taxes usually are distortionary, this is an important argument for
public borrowing in a crisis. The point was anticipated nearly a century and
a half ago by Sir George Cornewall Lewis, the British Chancellor of the
Exchequer who replaced Gladstone during the Crimean War. “Taxes which
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cripple enterprise and derange industry or interfere with the ordinary distri-
bution of capital,” he argued in April 1855, “are more detrimental to the
community than loans effected by the Government.” Or, as the Oxford econ-
omist G. K. Rickards put it in a lecture that same year: “Better to succeed to
a mortgaged patrimony than to an exhausted estate.”2?

Yet all this may be a debate about a flawed concept. It is widely acknowl-
edged already that the term “deficit” is an ill-defined one. To take the British
case, what contemporaries regarded as the bottom line of the central gov-
ernment’s budget (the balance of the “consolidated fund”) from the 1870s
until the 1930s tended to understate the size of current surpluses by count-
ing payments to the sinking fund as expenditure.*** The Treasury also made
a somewhat arbitrary distinction between expenditure “above the line” and
“below the line,” which notionally but not exactly distinguished between
current and capital expenditure. Moreover, the consolidated fund does not
include the national insurance fund, nor does it include the borrowings of
local authorities and public corporations (which were included in the Public
Sector Borrowing Requirement, the measure of the deficit introduced in
1976).*23 And this too is considered by some economists a measure inferior
to the cyclically adjusted Public Sector Fiscal Deficit, which seeks to exclude
the influence of public sector financial transactions (such as privatization)
and the cyclical fluctuations of economic growth. 2+

There are even more profound definitional problems.’*s In the modern
dynamic theory of fiscal policy, the key concept is the government’s inter-
temporal budget constraint. This means that the sum of the “generational
accounts” of those now alive plus those of future generations has to be equal
to the sum of future government purchases plus the government’s net debt.
Generational accounts represent the sum of the present values of the future
net taxes (taxes paid minus transfer payments received) that members of a
birth cohort can be expected to pay over their remaining lifetimes, assuming
current policy is continued. The sum of the generational accounts of all mem-
bers of all living generations is how much those now alive will pay towards
the government’s bills. The government’s bills, on the other hand, are the pre-
sent value sum of all of the government’s future purchases of goods and ser-
vices plus its official net debt (its official financial liabilities minus its official
financial assets, including the value of its public-sector enterprises). Bills not
paid by current generations must be paid by future generations. This is the
zero-sum nature of the government’s inter-temporal budget constraint.
Essentially, existing debt must be fully funded in the long run by cumulative
budget surpluses.
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However, different choices of fiscal labels can alter the present generation’s
accounts and the government debt by equal absolute amounts, leaving the
next generation’s accounts and the government’s future purchases un-
changed. Suppose, for example, that the British government had chosen in
19989 to label workers” national insurance contributions a “loan” and the
additional Basic and State Earnings Related Pension benefits paid to work-
ers in old age in recognition of those contributions “payment of interest and
principal” on those “loans,” less an “old age tax” (levied at the time con-
tributors receive their benefits). This alternative set of words would have
increased the government deficit by roughly £45 billion, instead of the sur-
plus officially claimed. The government’s debt would also have risen. How-
ever, so would the generational accounts of currently living generations,
since their future “old age tax” would now be included in their accounts.
The burden on future generations would therefore remain the same. And the
economic position of the present generation would also be unaffected by the
change of labels. Each worker would have handed the government the same
amount of money in 1998 and would receive the same amount of money
from the government in the future.**¢

The fact that the government uses one set of words rather than another is
therefore a matter of semantics not economics. Each set of words results in
a different measure of the deficit. But there is nothing in economic theory to
lead one to prefer one measure to another. This approach to public finance—
known as generational accounting—is little more than a decade old, but it
has already been adopted in more than twenty countries.*?7 We shall return
to its distributional and political implications in chapter 7.

DEBT SERVICE

The most economically important measure of public debt may therefore not
be the current outstanding nominal amount of debt, but the relationship
between present and future tax burdens. On the other hand, the most polit-
ically important measure of public debt is more likely to be the current cost
of debt service as a proportion of government expenditure. This is certainly
the most visible measure to a government struggling to make ends meet, for
the simple reason that every penny spent on debt service—in effect, the ongo-
ing cost of past policies—is a penny that cannot be spent on present policies.

When state budgets were relatively modest, debt charges could be
immense. In fifteenth- and sixteenth-century German towns, debt service
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averaged around a third of total budgets. In princely states and kingdoms,
there was wider variation. In the first half of the sixteenth century the state
of Hesse paid between 2 and 9 per cent of total spending on debt service.
The figure for Wiirttemberg in the same period was 8o per cent. Somewhere
in the middle was Spain, where by 1543 nearly two-thirds of ordinary rev-
enue was going on interest on the juros.’?® France too ended the sixteenth
century with burdensome debts—four-fifths of annual revenue was already
assigned at the start of Henry IV’s reign’?—but thanks to the reforms of
Sully, her debt burden declined in the course of the seventeenth century to
around a fifth of total spending between 1663 and 1689. Naples, by con-
trast, paid as much as §6 per cent of the budget on debt charges in 1627.13°
Papal debt service was also high, rising from 36 per cent in 1526 to a peak
of 59 per cent in 1654.73* By comparison, eighteenth-century Austrian debt
service was low, at between a quarter and a third of total spending.'3*

History provides plentiful examples of political crises due to the rising bur-
den of debt service. The ability of German city-states to preserve their inde-
pendence often hinged on this: thus Mainz, which by 1411 was paying
almost half its total revenue to the holders of annuities, lost its independence
in the fifteenth century; while Liibeck and Hamburg, where debt service was
lower, did not.*33 The Spanish monarchy’s difficulties in the late sixteenth
and seventeenth century were closely related to recurrent debt crises. As early
as 1§59 total interest payments on the juros exceeded ordinary revenue; and
the situation was not better in 1584 when 84 per cent of ordinary revenue
went to bondholders. By 1598 the proportion was back to 100 per cent.?34
The Dutch Republic was able to sustain much higher absolute levels of debt
than its continental rivals, yet paid relatively small amounts to service the
debt. In the 1640s, for example, debt service accounted for just 4 per cent of
the total budget. But even here a limit was finally reached. By 1801, six years
after the provincial and union debts had been consolidated into one, debt
service amounted to 41 per cent of the budget. The French Republic which
had overrun Holland in 1795 was, by contrast, unburdened by debt, for rea-
sons to be discussed below.*35

Pre-revolutionary France is perhaps the most notorious case of a state
brought low by the costs of debt service. Between 1751 and 1788 interest
and amortization payments rose from 2.8 to 49 per cent of total expenditure,
or from just over a quarter of tax revenue to 62 per cent.’36 In fact, the cost
of debt service to France’s main military rival was not much less. Between
1740 and 1788 British debt charges rose as a proportion of tax revenues

134



MOUNTAINS OF THE MOON: PUBLIC DEBTS

from 37 per cent to 56 per cent.’37 But the key point is that France had a
substantially lower debt than Britain both in absolute terms and as a pro-
portion of national income. Between 1776 and 1782 French debt charges
amounted to around 7.5 per cent of the total debt, compared with a figure
of 3.8 per cent for Britain. In other words, the cost of servicing the same
amount of debt was roughly twice as high for France. This crucial disad-
vantage was only partly due to higher payments for amortization; the main
reason will be explored in the next chapter.

Figure 9 presents figures for debt service in relation to budgets since the
early nineteenth century, showing that it was not until the 1870s that other
major states approached Britain in this respect. The British data show that
for almost the entire period between 1818 and 1854 more than half of gross
central government expenditure was going on debt service, close to the debt
burden carried by the French ancien régime on the eve of the Revolution. But
Britain was able to reduce the burden of debt gradually from the late 183 0s,
as the figure shows, while French (and Italian) debt charges caught up as a
result of the wars fought from Sebastopol to Sedan. From the end of the
1860s until the mid-1880s, Britain, France and Italy were all spending
around a third of their budgets on debt charges. Rising expenditure on other
civil and military functions caused the proportions to fall towards the Prus-
sian level (below 10 per cent) in 1913, except in France where the figure
remained just above 20 per cent.

The figure also makes clear how different were the burdens the four states
carried after the First World War. Whereas in Britain and France debt service
peaked at around 44 per cent of total government spending, in Italy the aver-
age figure for the 1920s was just under 18 per cent. In Germany—for rea-
sons we shall soon see—debt service was just 2 per cent of total spending in
1925. Interest and debt repayments have mattered far less in Germany and
France since 1945, though in both cases the share of total spending has been
going up since the early 1980s. In Britain debt service tended to fall from the
1950s to the 1990s, whereas in Italy the trend was in the opposite direction,
culminating in the mid-1990s, when more than a fifth of total government
expenditure was going on the national debt.

The obvious explanation for the declining importance of debt service as a
proportion of government spending might simply be that government bud-
gets in the nineteenth century were so small. As we have seen, the growth of
the welfare state had barely begun in this period, so that payments to bond-
holders were the principal transfers made through national treasuries. This
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Figure 9. Debt service as a percentage of government expenditure, 1802—-1999

Sources: Flora et al., State, Economy and Society, vol. i, pp. 381 ff., except: France
1802—22: Mann, Sources of Social Power, vol, ii, p. 373; UK 1802~1914: Mitchell
and Deane, Abstract of British Historical Statistics, pp. 396-9; Prussia: Gerloff,
“Der Staatshaushalt,” p. 5; Jabrbuch fiir die Statistik des Preussischen Staats
(1869), pp. 372—443, 466—545. All figures from 1982 to 1999 are from OECD.

Note: German figures for 1870 to 1914 are for general government; as are all fig-
ures from OECD. Other figures are for central government.

is certainly a part of the story, to which we shall return in Chapter 7. There
are, however, other reasons why debt was so much less expensive for Britain
than for her eighteenth- and nineteenth-century rivals; and why, at least for
the developed economies of the West, debt today is relatively less expensive
than in the past. These are the subject of the next chapter.
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The Money Printers:
Default and Debasement

“To whom it may concern, this note of hand
Is worth a thousand ducats on demand . . .”

You signed: as if by sleight of hand, behold,
That night provided copies thousandfold,
And, so that all might have the boon to share,
We stamped the total series then and there.
Tens, Thirties, Fifties, Hundreds, all to date,
You cannot think how people jubilate.

None now has power to stay the flying chits,

They ran as quick as lightning on their way,

And money-booths kept open night and day,

Where every single note is honoured duly

With gold and silver—though with discount, truly.
Goethe, Faust®

In 1912 the German Union of Women’s Suffrage held a well-attended meet-
ing on the subject of “Inflation.” At that time, consumer price inflation in
Germany—as measured in the price of food—was just under 5.3 per cent per
annum. This was its highest level since 1880: the average annual inflation
rate since the foundation of the German Reich in 1871 had been little more
than 1 per cent. The Suffragists’ meeting was one of many expressions of
public anxiety about high prices: as one newspaper commentator had
remarked the year before, “Everyone talks about the rise in the cost of liv-
ing.”? But talking about inflation is not the same as understanding it.

In 1924 the UWS met again to consider not inflation but stabilization. As
a result of the previous year’s disastrous hyperinflation—which had seen the
annual rate of inflation peak at 182 billion per cent—the society’s assets were
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now worth precisely five marks and fourteen pfennigs. Though they had been
denied the vote before and during the First World War, they had patriotically
invested their funds in German government bonds.3 Those purchased dur-
ing the war were now worth precisely nothing.

Twice in the space of twenty-five years, the German government debt all
but vanished as a result of the total collapse in value of the currency. Twice
those who put their faith in the credit of the German Reich were left with
worthless paper. It was as if there had been a collective failure to read to the
end of Goethe’s masterwork (though, as it happens, the Vice-President of the
Reichsbank during the first hyperinflation was a distinguished Goethe
scholar).4 In the scene in Part Two, Act I, from which the epigraph above is
taken, the printing of money at first seems to bring prosperity. The paper
money flows “to wine-shops, butchers, bakers, / With half the world as glut-
ton merry-makers.” Clothiers, tailors and restaurateurs do a roaring trade.
“Such paper-wealth,” declares Mephistopheles, “is practical.”s But in Act
IV Mephistopheles reveals that these were “bogus riches”; and the country
on which he bestowed them has “collapsed in anarchy”:

With men both high and low emmeshed in feud,
Brother by brother murderously pursued.

Castle fought castle, town invaded town,

And guilds had plots to pull the nobles down,
Chapter and flock against the bishop rose,

And nowhere could men meet, except as foes,
In church they stabbed to kill, before the gate
The travelling merchant met a bloody fate . . .
So they . . . limped on, fell, rose again perhaps,
Then, losing balance, lurched to a collapse.¢

Writing shortly before his death in 1832, Goethe probably had the French
experience during the 1790s in mind. But this passage also foretells uncan-
nily the early history of the Weimar Republic.

The German experience of inflation has been by any standards extreme.
The memory of hyperinflation was still being cited as a factor in German pol-
itics in the late 1980s, as politicians sought to persuade voters that a new
European currency would be as sound a currency as the deutschmark (which
in fact depreciated by 75 per cent in the fifty years of its existence). Yet the
experience of default through inflation is in many ways universal—as uni-
versal as the story of Faust. Since 1899 the price of a packet of cigarettes in
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Britain has risen by a factor of 15; the price of a loaf by a factor of 325 and
the price of a pint of beer by a factor of 456. The average weekly wage has
risen by a factor of 89.7 By contrast, a British government consol with a face
value of £1,000 has actually fallen in price.

HOW NOT TO PAY

There are five ways to reduce transfer payments in the form of debt interest
and repayment when they reach what is judged (politically) to be excessive.
First, part or all of the debt can simply be paid off. One obvious way of doing
this is by levying a one-off capital levy on the bondholders or, for that matter,
all wealthy groups. Secondly, the interest paid on the debt can be reduced by
legislative act, an operation known as a “conversion.” Thirdly, payments to
bondholders can be suspended by fiat. Fourthly, an unanticipated rise in infla-
tion can reduce the real value of both debt and interest payments, provided the
debt is not index-linked or denominated in foreign currency (or gold). This has
often been seen as the easier political option; and, as we shall see, twentieth-
century governments found it hard to resist. The final option—the hardest but
best way to reduce a debt burden—is to achieve an increase in the real rate of
growth; though under certain circumstances the very existence of a large pub-
lic debt may make this difficult.

The most politically “respectable” way to reduce the real debt burden is
by repayment, that is by running recurrent primary budget surpluses (mean-
ing surpluses greater than current debt interest). Occasions when a debt has
been wholly repaid are in fact relatively few. Between 1816 and 183 4, to give
one of the rare examples, the total US federal debt was paid back.® However,
both the United States and Britain regularly managed to reduce their total
debts by running primary surpluses. Between 1822 and 1914 the British
national debt was reduced by about a quarter in nominal terms as a result
of a sustained program of debt repayment. In the United States there were
also debt reductions between 1805 and 1811, 1871 and 1893, 1920 and
1930, and again (though on a much smaller scale) between 1947 and 1953.°

For reasons to be analysed in Chapter 7, raising taxation across the board
to pay off bondholders is seldom politically popular. It is also economically
problematic, since the income and consumption taxes conventionally used
to finance such repayments are, as economists say, distortionary.™® An alter-
native policy which is not distortionary is to levy a one-off capital levy on
the bondholders themselves: in effect to pay them off with their own money.
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However, the occasions when this has been politically possible have been rel-
atively few; and the occasions when it has been successful even fewer.’* The
attempt of the German Finance Minister Matthias Erzberger in 1919 to
reduce the Weimar Republic’s deficit with a one-off, steeply progressive
“Reich Emergency Sacrifice” (Reichsnotopfer) on all property-owners failed
miserably, for the simple reason that the tax could be paid in instalments over
periods ranging from 2§ to 47 years, with interest charged at only § per cent
after December 1920. So long as inflation remained above 5 cent, delayed
payment could be relied upon to erode the real value of the liability.*>

The simplest solution to a problem of excessive debt is, of course, not to
pay at all. Outright default was the habitual response of medieval and early
modern monarchs when the costs of debt service were consuming too much
of their income. Edward III ruined the Bardi and Peruzzi families this way in
the 1340s.%3 Jacques Cceur, the fifteenth-century French financier fell victim
to a similar default by Charles VII.*4 In the early modern period defaults by
the great powers became so frequent that they were more or less institu-
tionalized; it may indeed be more accurate to think of them as moratoria,
reschedulings or forced conversions of debt, rather than state bankruptcies.*s
Thus Spain defaulted on all or part of her debt fourteen times between 1557
and 1696.*¢ What happened was that existing debts were effectively resched-
uled—usually by converting short-term asientos into long-term juros—and
new borrowing resumed shortly afterwards. However, even habitual default-
ing had a cost. After 1627 Genoese financiers limited their exposure to asien-
tos, foreseeing yet another bankruptcy which would leave them holding
lower-yielding juros. The decline in the outstanding amount of asientos from
its peak in 162§ (12.4 million ducats) to little more than 1 million in 1654
reflected Spain’s narrowing fiscal room for maneuver. This had direct polit-
ical implications at a time when France and the United Provinces were able
to borrow more at home and abroad.*” Moreover, Spanish finances remained
prone to episode throughout the nineteenth century: there was another
major episode in the mid-187o0s.

France too was a regular defaulter in the early modern period. Sir George
Carew had said of Henry IV that he “wringeth them [financiers] like sponges
and ransometh every three or four years.”*® It was a practice his successors
were obliged to imitate. The royal government defaulted wholly or partially
in1559,1598, 1634, 1661, 1648 and 1698, and againin 1714, 1721, 1759,
1770 and 1788. As in the Spanish case, default became part of a more or less
predictable pattern: “Borrow to fight the war, struggle in vain to raise taxes
sufficiently to pay the debt, borrow even more to service the debt and . . .
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ultimately default on part of the debt to restore balance.”*? It is possible to
distinguish between three kinds of default: temporary suspension of reim-
bursement payments; “reform,” which meant restoring the interest on debts
to § per cent; and outright repudiation, when the interest rate was reduced
below 5 per cent.?° Since the reign of Francis I, the government had used
periodic chambres de justices—special commissions to inquire into financial
fraud—not only to purge the fiscal system, but to default on various obliga-
tions. There were eleven such episodes between 1597 and 1665.2* It was
Louis XVD’s refusal to default in the usual manner, it has been suggested, that
forced him to summon the Estates General, and thereby unleash the revolu-
tionary crisis. Yet this merely postponed—and at the same time worsened—
the fiscal crisis. The default of 1797 affected fully two-thirds of the entire
national debt, overshadowing even the Visa that followed the collapse of
Law’s schemes.

David Hume cynically observed that if Britain had defaulted as France had
in the eighteenth century, the effects would have been minimal: “So great
dupes are the generality of mankind, that, notwithstanding such a violent
shock to public credit, as a voluntary bankruptcy in ENGLAND would occa-
sion, it would probably not be long ere credit would again revive in as flour-
ishing a condition as before.”*?* Hume was right in one respect: defaults may
raise the price of borrowing for a country, but they seldom scare lenders
away for long. England had indeed experienced partial defaults in 1671,
when Charles II decreed a moratorium on all “orders of payment” not
repayable from an earmarked source of future revenue. This “Stop of the
Exchequer” had disastrous consequences for the London goldsmiths who
had been giving the government short-term credits in this form since 1665.
Again in 1685 interest payments were suspended, and were not resumed
again until 1705.23 Nevertheless, the costs of default are usually quantifiable
in terms of the higher interest rates (and therefore higher debt charges) paid
by defaulting governments on new post-default borrowing. As we shall see,
the best explanation of the differential between British and French financial
strength in the eighteenth century lies here.

Although the American federal government never defaulted on its debt,
the same cannot be said of the American states themselves. In the recession
of 1837-43, there were defaults on around half of the outstanding state
debts; 1o per cent of the total amount owed by the states was repudiated
altogether. There were further rashes of default in 1857 and again in the
1870s.%4 Latin American states were the perennial defaulters of the nine-
teenth and twentieth centuries. There were waves of default in the 1820s, the
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late 1880s (Argentina and Colombia), the pre-1914 period (Brazil and Mex-
ico), the 1930s and again in the 1980s. The Middle Eastern states were not
much better. There was a calamitous Turkish default after 1875, which also
hit holders of Egyptian bonds. The collapse of the Ottoman Empire after the
First World War led to another major default; though not on the scale of the
Russian default of 1917, perhaps the biggest in financial history. However,
these cases were all complicated by the fact that a substantial proportion of
bondholders were foreigners, raising quite different economic and political
questions from a purely domestic default. We will return to this point in
Chapter 9.

Conversion—the exchange of one kind of bond in the hands of the public
for another paying a lower coupon—is essentially partial default by consent.
In 1672 the English Treasury suspended payments on repayable term-loan
bonds and other debt, converting them instead into heritable fixed-interest-
bearing annuities;* and in 1715 the Dutch Generality suspended and then
reduced interest payments, an operation repeated in 1753.26 There were
more or less successful conversions of parts of the British national debt in
1707-8, 1716-17, 1727, 174950, 1756, 1822, 1824, 1830, 1834 and
1844; butin 1853 Gladstone’s bid to convert 490,000 of “consolidated” and
“reduced” annuities into a new 2!/, per cent stock foundered; and it was
thirty-five years before another such operation was attempted by Goschen,
who succeeded in reducing the interest on a substantial portion of the debt
to 23/, per cent.?” A crucial conversion was that of 1932, which belatedly cut
the coupon on £2.1 billion of the First World War debt still outstanding from
the by then excessive level of 5 per cent to 31/, per cent. The success of this
immense operation—involving a quarter of the entire national debt, equiv-
alent to around half a year’s national income—brought the government an
annual saving of £30 million.*8

Unlike defaults, such operations were managed in a transparent and pre-
dictable way, in response to perceptible declines in market interest rates.
More importantly, conversions are based—or should be—on consent. A con-
version like that of 1932 effectively invited investors to switch to a longer
and lower-yielding asset: when the Midland Bank refused to accept the Bank
of England’s terms, it was not forced to. On the other hand, smaller investors
were cajoled into accepting the conversion not only by patriotic propaganda,
but also by carrots and sticks. Bonds that were not converted ceased to be
eligible for rediscount at the Bank, for example.?®

The British tradition of negotiated conversions has in many ways been
exceptional, however. When the French premier Villéle tried a British-style
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conversion in 1824 he encountered stiff opposition in the aristocratic Upper
Chamber, and the scheme ultimately foundered. The vicomte de Chateau-
briand claimed it was an Anglo-Austrian ruse to defraud the French rentier,
while the fact that some of the proceeds would have financed compen-
sation to aristocratic victims of the Revolution added to the political diffi-
culty.3° When negotiated conversions have proved impossible, authorita-
rian governments have sometimes used compulsion. This was the key to
Mussolini’s stabilization of the Italian debt in the 1920s. There were two
man-datory conversions (conversione forzosa) in 1926, when short-term
bonds were converted into § per cent long-term bonds (titoli del Littorio),
and again in 1934, when these new bonds were converted into 25-year 31/,
per cents.3!

As these examples make clear, there is in truth no clear-cut distinction
between default and conversion; what matters is the way creditors are
induced to reduce their claims on the state, and the extent to which those
claims are reduced.

THE INFLATION TAX

Capital levies, defaults and conversions are all overt ways of reducing a debt
burden. However, there has long been recognized that there is a covert way
too; namely, to debase the unit of account in which a debt is denominated.
The issuing of money to cause an unanticipated rise in the price level oper-
ates as a fiscal tool in a number of ways. First, it permits a government to
swap intrinsically worthless pieces of paper (or their electronic equivalents)
for actual goods and services. This real transfer to governments, or “seignior-
age,” is paid for by the private sector through a decline in the real value of
their money balances generated by the policy’s attendant inflation. Secondly,
raising prices by “printing” money reduces the real value of non-price-
indexed government wage payments, transfer payments, and official debt
repayment. Inflation simple reduces the real value of the government’s debt,
provided it is denominated in local currency. Thirdly, inflation permits the
government to push the public into higher tax brackets.

Historically, this is how most states have coped with severe fiscal imbal-
ances. The “inflation tax” on holders of money and financial assets was no
invention of the twentieth century, though that century saw its most exten-
sive and ruthless use.

Though precious metals have been the foundation of the monetary system
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since the third millennium Bc, coinage did not come into existence until
around the seventh century Bc.3> From Roman times at the latest it appears
to have been understood that reducing the gold and silver content of coins
was a source of revenue. There was mild but sustained debasement of the
Roman denarius, the silver content of which declined by around 2 5 per cent
between the reigns of Augustus and Marcus Aurelius.33 In medieval and early
modern France revenue from seigniorage was high—as much as eleven times
more than other sources of royal income in 1421. Between 1318 and 1429
the French coinage was debased four times.34 There were debasements in
Florence in the fourteenth century, Castile and Burgundy in the fifteenth,
England in the sixteenth and much of Germany in the early seventeenth cen-
tury. In the 1540s Henry VIII issued debased coins with a face value of £4.4
million, twice the price of the metal they contained. He made a profit of 46
per cent on every coin, or some £2 million.35 The metallic content of gold
coins was reduced by around 2§ per cent and of silver coins by 8o per cent.3¢
In the same way, the silver content of the French livre tournois fell by around
half between 1513 and 1636.37 The legitimacy of such operations had been
asserted in the fourteenth century by the writer Nicolas Oresme, whose De
moneta argued that, in a just cause, debasement was a legitimate form of
tax.3® But this was not a popular view, and the practice was supposed to be
secret. Henry VIII’s Secretary Thomas Wriothesley called the Mint “our holy
anchor,” but urged that its operations be kept secret, “for if it should come
out that men’s things coming thither be thus employed, it would make them
withdraw and so bring a lack.”3® Germans remembered the time of the
Thirty Years War as the Kipper- und Wipperzeit: the age of the coin-clippers.

The correlation between debasement and price inflation was seldom exact:
early modern prices were influenced as much by international specie flows,
to say nothing of agricultural and demographic fluctuations, and there were
in any case physical limits on how much the money supply could be
expanded by debasement. Nevertheless, the apparent link between debase-
ments and sixteenth-century price rises provoked a theoretical and practical
reaction. To Jean Bodin, writing in 1568, it was “a fraud and a pure trumpery
of courtesans to claim that the king and the people gain [from debasement]”;
the king might well, but the people patently did not.+° By the seventeenth
century successive debasements had led to something verging on monetary
chaos in Europe. In 1610 there were around a thousand different gold and
silver coins in circulation in Amsterdam, pushing up the transaction costs of
commerce.4* At the same time, the returns of seigniorage tended to diminish
with each successive debasement.
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In response, two countries endeavoured to adopt systems of fixed exchange
rates. In 1638 the Dutch guilder was set at slightly less than 1o grams of sil-
ver, though the unit of account at the Amsterdamse Wisselbank remained the
1544 guilder. This facilitated the creation of a unified system of payments, but
with flexibility in the exchange rate between the coinage in circulation, mainly
used for domestic transactions, and the bank guilder, reserved for foreign
trade. In England the practice of clipping silver coins was halted after a burst
of wartime depreciation with the great recoinage of 1696.4* Since the aim was
to establish a bimetallic system, the price of the gold guinea was fixed in terms
of silver; however, the rate chosen undervalued silver relative to France and
Holland, causing silver coins to be removed from circulation. The drift to gold
continued in 1717 when the Master of the Mint, the great physicist and mage
Sir Isaac Newton, set the mint price of gold at £3 17s. 10/, d. per ounce; once
again gold was overvalued relative to silver, and silver coins effectively van-
ished from circulation. For larger transactions the place of silver was gradu-
ally taken by paper money backed by gold. In 1774 silver ceased to be legal
tender for sums in excess of £25.43 For similar reasons, the coinage of the
United States, formally bimetallic under the 1792 Coinage Act, was first pre-
dominantly silver (because of undervaluation of gold at the mint), then after
1834 predominantly gold (because of undervaluation of silver).44

However, the development of paper money—which can be traced as far
back as fourteenth-century China, but did not begin in the West until 1690—
created new opportunities for levying the inflation tax.45 Between 1704 and
1707 the French caisse d’emprunts issued up to 180 million livres in inter-
est-bearing notes, though the market soon knocked these down to around
two-thirds of their face value.#6 As we have seen, one of the key elements of
John Law’s disastrous experiment with French finances was a massive expan-
sion of the supply of paper money to some 2,23 § million livres in 1720, com-
pared with 344 million livres in 1708.47 There was another, less blatant,
expansion of the paper money circulation in the second half of 1789 as a
result of government borrowing from the Caisse d’Escompte.4® After 1768
Russia too relied heavily on printing paper money (as well as debasing the
coinage) to finance her deficits.4® So did Spain, though the vales reales issued
by Charles III from 1780 were interest-bearing.s° In the same way, a sub-
stantial part of the Austrian debt between 1790 and 1820 was financed by
issuing paper Zettel.5* Often the paper notes in question were technically
short-term debt instruments rather than cash proper; but the inflationary
effect was much the same.

The most spectacular of all eighteenth-century inflations was that of the
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assignats issued by the French National Assembly in anticipation of sales of
confiscated royal and church property. Although originally intended to reim-
burse and indeed replace the so-called dette exigibles* of the old regime, the
assignats swiftly became a device to finance the revolutionary regime’s large
wartime deficits. The original 400 million livres issued in December 1789
were interest-bearing, but from October 1790 the assignats ceased to pay
interest and the volume in circulation rose swiftly from 1.2 billion that Sep-
tember to 2.4 billion in October 1792. By February 1796, when the printing
machines were publicly smashed, 40 billion had been issued—about eight
times the nominal amount of the ancien régime’s debt.53 The assignats’ pur-
chasing power in terms of gold fell from g1 per cent in January 1791 to 0.5
per cent in 1796.54 This wiping out of the debts of the eighteenth century
meant that, by 1818, the per capita burden of debt was fifteen times higher
in Britain than in France.55 On the other hand, the experience of the assig-
nats left a lasting scar on the French psyche, in the form of a reluctance to
rely on paper money which persisted for the better part of a century. In 1850
more than go per cent of all transactions in France were settled in specie,
compared with just over a third in England and only a tenth in Scotland.5¢

The French experience was not unique. Between 1786 and 1815 the cir-
culation of paper roubles increased by a factor of 18. The equivalent figure
for Austria between 1790 and 1811 was 37.57 Napoleon was right that paper
money was one of the foundations of Austrian war finance: in September
1809 he even ordered the printing of oo million gulden of fake Austrian
banknotes in order “to depreciate this paper issue, and to force Austria back
onto a metal currency,” which would “compel her to reduce her army.”s8
Moreover, while France achieved a successful and enduring currency stabi-
lization under Napoleon with the creation of the franc germinal in 1803, the
East European states were much slower to wean themselves off paper money.

Even in Britain war and the suspension of gold convertibility in 1797 led
to inflation, though the scale was much less than on the continent—prices
rose by around 8o per cent between 1797 and 1818, and by 1822 had more
or less returned to their pre-war level as a result of the return to gold. Unlike
on the continent, there was confidence throughout the war that the author-
ities had the intention and the means to return to gold convertibility after the
fighting was over.59

The nineteenth century is usually seen as a time when the spread of the
gold standard more or less eliminated the possibility of debt-reduction via
currency depreciation. This is not quite true. The American Civil War saw
an assignat-style inflation in the states of the Confederacy, and a deprecia-
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tion of the paper “greenback” in the Union too, with corresponding reduc-
tions in the real value of public debts.%° The convertibility of the dollar was
suspended from 1862 until 1879, and even after that doubts about the Amer-
ican commitment to gold persisted into the 1890s. War and internal crisis
also tended to undermine the attempts to peg the Russian and the Austrian
currencies to silver, forcing governments to monetize deficits. Between 1847
and 1853, for example, short-term debt rose from 8 per cent to over 25 per
cent of total Austrian debt.®* In the three years 1849-51 high powered
money also rose by 25 per cent; while the cost of living peaked in 1854 at
29 per cent above its level seven years before. There were similar problems
as a result of the three wars Austria fought between 1859 and 1866.6* Italy
too was off gold from 1866 until 1883, and again after February 1894; in
1883 Spain also suspended convertibility. Between 1880 and 1914 Chile,
Argentina and Brazil all suffered currency depreciation of between 50 and
8o per cent.%3 Even within the gold system, a measure of inflationary debt
“relief” was possible. The fact that a large number of European countries
saw their debt burdens fall from the 1890s until 1914 has been attributed
not only to higher growth rates but also to the global expansion in the gold
supply and hence higher inflation (compared with negative rates in the 1870s
and 1880s).64

Nevertheless, the significance of this mild inflation was minimal compared
with what happened after 1914, when specie payments were suspended by
nearly all the First World War combatants (Japan and South Africa excepted)
and deficits were financed to varying degrees by resort to the printing press.
The extreme case was that of Germany, where wholesale prices rose between
1914 and 1923 by a factor of around 1.3 trillion. Something of the shock
this inflicted on ordinary people used to the stability of gold-backed marks
can be gauged from Elias Canetti’s memoir of life in Frankfurt in 1923:

It was more than disorder that smashed over people, it was something like daily
explosions. . . . The smallest, the most private, the most personal events always had
one and the same cause: the raging plunge of money. . . . I [had] regarded money as
something boring, monotonous . . . But now I suddenly saw it from a different, an
eerie side—a demon with a gigantic whip, lashing at everything and reaching people

down to their most private nooks and crannies.®s
For some it was too much: the great art historian Aby Warburg suffered a
nervous breakdown and was haunted thereafter by visions of cultural deval-

uation, with art reproductions being churned out like banknotes from the
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printing press.%® Others, however, remembered their Goethe. The Nord-
westdeutsche Zeitung even published a topical parody of Mignon’s Song
from Wilbelm Meisters Lebrjabre:

Do you know the land where the currencies bloom,
[Where] in dark night the clip joints shine?

An icy wind blows from the nearby chasm—
Where the Mark stands low and the dollar high.67

Yet, as Table 4 shows, inflation was an almost universal phenomenon after

1914, affecting even neutral states. In addition to Germany, four countries—
Austria, Hungary, Poland and Russia—all suffered something that can be

Table 4. European price inflation during and after the First World War

Peak of wholesale prices
in terms of paper

currency (1914 =1) Date
Switzerland 2 1921
Spain 2 1920
Netherlands 3 1919
Denmark 3 1920
UK 3 1920
Sweden 4 1920
Norway 4 1920
Italy 6 1926
France 7 1926
Belgium 7 1927
Finland 12 1921
Czechoslovakia 14 1921
Austria 14,300 1922
Hungary 23,466 1922
Poland 2,484,296 1924
Russia 4,146,849 1923
Germany 1,261,600,000,000 1923

Sources: Mitchell, European Historical Statistics; Bresciani-Turroni, Economics of
Inflation, pp. 23 f., 161-5; Capie, “Conditions in which Very Rapid Inflation has
Occurred”], table 6; Sargent, “Ends of Four Big Inflations”, tables.
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described as hyperinflation.® The timing of stabilization also varied: in most
countries, prices had stopped rising by 1921; but in the more extreme cases,
inflation continued into 1922 and 1923. Italy, France and Belgium were
unusual in that inflation continued until around 1926, but never boiled over
into hyperinflation. The French experience was something of a helter-skelter,
with annual inflation peaking at over 5o per cent in 1920, then turnihg nega-
tive in 1921, peaking again at over 40 per cent in 1926, then turning negative
again in 1927. France experienced deflation for most of the period between
1930 and 1936; but inflation soared back above 30 per cent in mid-1937.%9

The causes of post-war inflations, though complex, were undeniably
rooted in the short-term borrowings of governments and their monetary
financing by central banks. Inflation only stopped when it was clear that
these practices would cease—which (especially in the countries that suffered
hyperinflation) necessitated a substantial “regime change,” meaning a
change of the monetary and fiscal policy regime. In the Italian case there was
a change of political regime as well.7° The consequences of high inflation
were also in large part fiscal. Above all, the divergent paths of inflation had
radically different effects on the real debt burdens of the countries concerned.
In Britain and the United States the decision to return to the gold standard
at the pre-war exchange rate required deflation. Despite some debt repay-
ment, the combined effect of falling prices and reduced growth caused sub-
stantial increases in the real debt burden. Between 1920 and 1931 the nom-
inal value of the British national debt was reduced by around 5 per cent; but
the real debt burden, allowing for deflation, rose by a staggering 6o per cent.
In the United States in the same period, debt repayments and deflation sim-
ply cancelled one another out, leaving the real debt burden unchanged. Yet
countries which went down the inflationary road emerged with much, if not
all, of their internal war debt gone. In the extreme case, German public debt
was reduced to virtually zero in 192.3. Although subsequent “revaluation”
legislation did something to compensate the holders of pre-war bonds—like
the hapless women suffragist—the same treatment was not accorded to war
bonds.”* In a parody of the motto on the soldier’s Iron Cross, the German
public gave their gold in return for worthless paper.7*> Somewhere in between
lay countries like France and Belgium. In France the total internal debt rose
in nominal terms between 1920 and 1929 by about 37 per cent. But in rela-
tion to net national product it fell by almost exactly the same amount.”3

In many ways, this story repeated itself during and after the Second World
War. In Germany there was an even steeper increase in both public debt and
paper currency, and only strict price controls prevented an inflationary
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explosion during the last two years of the war. When the regime collapsed
in 1945, the reichsmark went with it almost immediately, and was followed
with astonishing rapidity by the occupation currency printed by the Ameri-
cans and (in excessive quantities) the Soviets, forcing victors and vanquished
alike to improvise with cigarette money and other substitutes until the cur-
rency reform of June 1948. Other countries which experienced very high
post-war inflation were Greece, China and Hungary; in two of these cases
civil war was a primary cause of the problem.74 By contrast, Britain suc-
ceeded in keeping monetary expansion and inflation below the First World
War levels: prices rose by just over 50 per cent relative to 1938.75

Between 1914 and 1945 the world veered between inflation and deflation.
With only a few exceptions—American consumer prices fell by small
amounts in 1949 and 1955, for example, and Japan experienced slight defla-
tion of less than half of one per cent in 1980, 1995 and 1999—the world
since 1945 has been inflationary, though with distinct phases of low and high
inflation. In the 19 50s and 1960s most economies experienced mild inflation
under the gentle strictures of the Bretton Woods system (see Chapter 11). In
the 1970s and 1980s, however, the breakdown of that system led to a more
or less global adoption of paper money. The consequence was a general
increase in inflation, though there was considerable variation between coun-
tries, depending on the way fiscal and monetary authorities reacted to the
higher oil prices imposed by the OPEC cartel in 1973 and 1979. (To give an
impression of this variation, compare the average inflation rates for Ger-
many, the United States, Britain and Portugal between 1961 and 1999, which
were respectively 3.3, 4.6, 7.1 and 12.0 per cent.) Since the late 1980s, how-
ever, there has been a marked decline in inflation rates in most countries. Por-
tuguese inflation, which exceeded 50 per cent in May 1977, fell below 3 per
cent in 1999. French inflation, which reached 14 per cent in November 19871,
fell to just o.2 per cent. A few bold commentators have even ventured to
speak of the “death of inflation.”

RULES AND DISCRETION

The great variations in inflation over time and between countries are perhaps
as well explained by institutional changes as by universal economic laws like
the quantity theory of money or its derivatives.”¢ Figure 1o presents long-
run evidence on British consumer price inflation since 1871, showing that
there are indeed rough correlations between the inflation rate and monetary
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Figure 10. British money supply and inflation (annual growth rates), 1871-1997

Source: Goodhart, “Monetary Policy;” Capie and Webber, Monetary History.

growth rates (that is, the rate of growth of the money supply, whether defined
narrowly to include just notes and coins in circulation, or broadly to include
bank deposits).”” But the relationships have clearly changed as the nature of
money and the institutions that generate it have evolved. A good example of
the difficulties that confront a narrowly monetarist interpretation of inflation
is the divergence between broad money and inflation in the mid-198cs, a
period when, ironically, government policy was avowedly monetarist.

An institutional approach emphasizes the changing role played by central
banks, in particular the fundamental difference between “rules” and “dis-
cretion.” In the first instance, as we have seen, most note-issuing public
banks existed to help governments finance their mainly war-induced deficits.
However, the gold standard evolved as a system designed to limit the dis-
cretion of central banks to lend too freely in peacetime. Only gradually did
the idea evolve that the central bank should be responsible for the manage-
ment of the currency and the stability of the banking system as a whole.”®

In the theory developed by classical economists, price stability was not the
main goal of the gold standard. Rather, the appeal of maintaining a fixed rate
between gold and the currency was that it automatically kept the international
and domestic economy in equilibrium by relating the domestic money supply
to the external balance of payments. According to the “price-specie-flow” the-
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ory first propounded by David Hume, an outflow of gold would act on the
domestic price level, causing it to fall, while at the same time raising the exter-
nal price level, leading to an increase in exports, a reduction in imports and a
reflux of gold.7 Under the nascent “rules of the game” (the phrase was not in
fact coined until 1930), the Bank of England was supposed to respond to such
an outflow of gold by raising its discount rate,?° thereby restricting credit, so
as to maintain the ratio between notes and gold. The resulting monetary tight-
ening would, in theory, reduce prices in Britain relative to the rest of the world
and therefore increase the competitiveness of British exports, while at the same
time depressing domestic demand for imports. This was the underlying ratio-
nale behind Sir Robert Peel’s Bank Charter Act of 1844, which separated the
Bank’s note-issue department from its commercial banking operations and
imposed a fixed one-to-one ratio between gold and the note issue beyond a
fixed quota (initially £14 million).5"

It is important to distinguish between the formal statutory rules governing
the gold reserve and note issue and the unwritten “rules of the game.” It is
often assumed that the rules were simply that the bank should raise its dis-
count rate when the gold reserve diminished and lower it when it increased.
This was not always the case. As far as the Bank was concerned, “the rate of
discount charged . . . [was] regulated more by the proportion of the reserve®*
to liabilities than by any other consideration.”83 Changes in this proportion
were monitored on a daily basis, though Bank rate was announced weekly
when the Court of Directors met. In addition the Governor could order an
increase (or decrease) in the rate at any time on his own authority, as hap-
pened in the 1907 crisis. Modern research has confirmed that changes in the
gold reserve were indeed the principal determinant of changes in Bank rate.?4
However, the Bank’s reaction to changes in its reserve was not perfectly sym-
metrical. As a spokesman put it in a statement to the American National
Monetary Commission in 1909: “The Bank rate is raised with the object
either of preventing gold from leaving the country, or of attracting gold to the
country, and lowered when it is completely out of touch with the market rates
and circumstances do not render it necessary to induce the import of gold.”3s
The Bank Directors also took into account the movements of foreign (mainly
European) exchange rates, on the ground that these acted as an indicator of
impending reserve changes.?¢

Nor should it be assumed that the Bank was “setting” short-term interest
rates for the money market as a whole. In his classic account, Lombard Street
(1873), Walter Bagehot questioned the extent of the Bank’s influence over
the market:
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The value of money is settled, like that of other commaodities, by supply and demand
... A very considerable holder of an article may, for a time, vitally affect its value if
he lay down the minimum price which he will take, and obstinately adhere to it. This
is the way in which the value of money in Lombard Street is settled. The Bank of Eng-
land . . . lays down the least price at which it will dispose of its stock, and this, for
the most part, enables other dealers to obtain that price, or something near it. . . .
The notion that the Bank of England has control over the Money Market, and can
fix the rate of discount as it likes, has survived from the old days before [the Bank

Charter Act of] 1844 . . . But even then the notion was a mistake.?7

Bagehot thought it desirable that the Bank should increase its control over
the money market. But for much of the period before 1914 it clearly strug-
gled to make its rate “effective.”8®

The most common contemporary explanation for this was the decline in
the Bank’s size relative to the rest of the financial sector, particularly joint
stock banks. Between 1826 and 1858 the Bank’s original monopoly as the
country’s only joint-stock bank was whittled away, allowing the growth of
large commercial banks (which together developed the clearing system) and
discount houses (which worked in the market for commercial bills).?9 In the-
ory the Bank of England still had “the largest paid-up capital of any bank in
the world” even after the turn of the century (£14.5 million, plus a further
£3 million of “accumulated and undivided profit”). But this was not vastly
greater than the biggest of the City’s merchant banks, N. M. Rothschild &
Sons, which had total capital of £8.4 million in 1905. Indeed, the Bank of
England was smaller than the Rothschild bank if one adds together the Roth-
schilds” London, Paris and Vienna houses, which formed a united partner-
ship with around £37 million capital until that date.®® Moreover, the growth
of joint-stock commercial banks, which seldom borrowed from the Bank,
further reduced its leverage.9* For the years 1894 to 1901 the Bank’s reserve
averaged just over 3 per cent of the deposits, current accounts and note cir-
culation of all UK banks.%* This alarmed contemporaries. Palgrave was only
one of many critics who urged “the attainment of really sufficient reserve.”
In vain: it remained a “thin film of gold.”?3 In addition to Bank rate changes,
the Bank therefore had to evolve a variety of supplementary devices designed
to make its rate “effective”: prototype open market operations (mopping up
excess cash in the money market by selling consols “spot” and repurchasing
them forward); borrowing from major customers like the India Office, the
Bank of Japan, or even (as in 1905—6) from the clearing banks; curtailing its
loan and rediscount facilities to the market; and manipulating its buying and
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selling prices for foreign gold (bar and coin).94 There is even some evidence
that the Bank occasionally reacted counter-cyclically, cutting rates to miti-
gate commercial downturns.?5 Indeed, it sometimes reduced its reserve as
interest rates went up, the very opposite of the sequence required by the rules
of the game.%¢ In all this, long-run price stability was a mere by-product of
monetary policy. Indeed, short-run instability was a corollary of pre-1914
monetary policy (a point we shall return to in Chapter 11).

The key point is that the Bank continued to have multiple roles: a politi-
cal duty to attend to the government’s financial needs, largely in abeyance in
the Victorian era; a statutory duty to maintain the convertibility of bank-
notes into gold; and a commercial duty to pay dividends to its shareholders.
With the 1870s came the recognition of a fourth role: as “lender-of-last
resort” to the banking system as a whole. That it should perform such a func-
tion was the conclusion Bagehot drew from its actions during the financial
crises of 1825, 1839, 1847, 1857 and 1866, when the huge discount house
of Overend Gurney had failed.*” The Bank had occasionally bailed out ail-
ing banks in the past;*® but in “lifeboat operations” such as that which res-
cued Barings in 1890, the Bank was able to use its special relationship with
government to underwrite a salvaging operation by the principal merchant
banks.9® The crisis of July-August 1914 extended the role of lender of last
resort further: after the traditional emergency measures had been adopted
(suspension of the 1844 Act, suspension of gold convertibility), a morato-
rium on bills of exchange led to the Bank’s taking over an unknown (but
large) quantity of bad debts; this bailed out the bill-brokers whose foreign
remittances had dried up as a result of the diplomatic crisis. The issue of new
£1 and £10 Treasury notes also acted as an injection of base money.™°
Though the circumstances of 1914 were certainly exceptional, this repre-
sented a significant extension of the Bank’s public role: having once been able
to focus its gaze on “the proportion,” it now had to be concerned about gen-
eral financial, and by extension even macroeconomic, stability.?°* It was only
gradually in the course of the twentieth century that economists became con-
scious of the problem of “moral hazard” that followed from the central
bank’s new role as lender of last resort. If banks could more or less rely on
being bailed out by the authorities if they were “too big to fail,” then they
were likely to be even less risk averse in their business. (The same problem
arose with the system of deposit insurance introduced in the United States in
the 1930s.)

This was the British model, then: a synthesis of Peelite principle and Bage-
hotian pragmatism. But it should be stressed that the evolution of central
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bank functions varied considerably from country to country. Rules govern-
ing gold reserves were not all the same, and not all countries redeemed in
coin and bullion.’°* Moreover, other countries broadened the remit of their
central banks beyond specie convertibility from the very outset. According
to its 1875 statute, the German Reichsbank was supposed “to regulate the
money supply in the entire Reich area, to facilitate the balancing of payments
and to ensure the utilization of the available capital.”*°3 The American Fed-
eral Reserve system as it was established by the Act of December 1913 was
supposed to relate its monetary policy to the volume of “notes, drafts and
bills of exchange arising out of actual commercial transactions”—an echo of
the “real bills” doctrine advanced by the British opponents of “bullionism”
in the 1810s.7°4

In some respects, the First World War and its aftermath tended to dimin-
ish these differences, on paper at least. For all the combatants, the war took
central bank—state relations back to the eighteenth century: the government
deficit came first, while the suspension of gold convertibility was a means not
only of avoiding a general liquidity crisis but also of centralizing the gold
needed to finance ballooning trade deficits. More novel was the way central
banks everywhere in Europe sought to manage their exchange rates in the
absence of the gold peg. Exchange controls and requisitions of overseas
assets in private portfolios were designed to limit depreciation against the
dollar. After the war, on the other hand, the banks sought to reassert them-
selves by regaining or increasing their independence from government—in
the words of the 1921 Brussels Conference, all “banks of issue should be
freed from political pressure”*°5—and proclaiming their faith in the “rules”
of the restored gold standard. The Genoa Conference held in 1922 issued a
clarion call for central bank independence and gold convertibility—a model
adopted in the wake of currency reforms in Austria (1922), Hungary (1923)
and Germany (1924), as well as in Chile (1926), Canada (1935) and
Argentina (193 6).7°¢

Why then was there such a divergence in monetary experience after 1918,
with some countries inflating and others deflating? The answer is that behind
their outward similarities the bankers’ priorities were quite different. Rudolf
Havenstein, President of the Reichsbank throughout the inflation years,
regarded the maintenance of German industrial production and employment
as his principal objectives; currency stability he disregarded, possibly because
he subscribed to the view that the depreciation of the mark would persuade
Britain and the United States to reduce the reparations burden imposed on
Germany, perhaps because he sincerely believed Knapp’s legalistic “state the-
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ory of money” (which, in true Prussian fashion, maintained that paper money
would retain its value if the state said it did).*7 His successor, Hjalmar
Schacht, though outwardly a devotee of gold and central bank independence,
also saw monetary policy as a potential instrument of revisionist diplomacy,
ultimately aligning himself with Hitler.?°3 In Britain, by contrast, the restora-
tion and defence of the pre-war exchange rate was seen as indispensable if con-
fidence in London as a financial center was to be restored; and this became
Montagu Norman’s mission as Governor of the Bank of England. Meanwhile,
France and the United States attached more importance to domestic conditions
than the rules of the game: both countries systematically sterilized gold inflows
to prevent their large balance of payments surpluses translating into higher
domestic inflation.*® Partly because of this—but also because sterling was
overvalued after the return to gold—the British attempt to turn back the clock
of monétary history ended with the great international financial crisis of 1931,
after which one country after another abandoned gold.

The Federal Reserve Bank of New York developed an especially aberrant
monetary theory after the death in 1928 of its President, Benjamin Strong.
Focusing on nominal rates of interest and bank borrowing, convinced that
there had been excessive monetary expansion in the 1920s, the Fed repeat-
edly did the wrong thing: failing to halt contraction after the Wall Street
crash (October 1929); sterilizing gold inflows and even inducing a perverse
monetary contraction; raising interest rates to stem gold outflows (Septem-
ber 1931 and again in February 1933) and discontinuing open market pur-
chases of government securities in 1932 even when its reserve ratio was dou-
ble the required minimum.*™° If a single human agency can be blamed for
the severity of the Great Depression, it was to be found here.

FROM INDISCRETION TO INDEPENDENCE

Revolution, depression and another world war between them led to the sub-
ordination of central banks almost everywhere to governments. Given the
mess they had made of the 1920s and 1930s, it was a fate most of them
deserved. The extreme case was in the Soviet Union, where credit was
entirely centralized within the framework of the Five Year Plans. In Germany
the Reichsbank under Schacht imposed an array of controls on the financial
system, only to find itself in turn subjugated by Hitler, who responded to
Schacht’s warnings about the inflationary effects of rearmament by sacking
him. But the erosion of central bank power happened in democracies too:
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even before the Second World War the Danish, New Zealand and Canadian
central banks had all been nationalized. The Federal Reserve system was
effectively subordinated to the Treasury under the New Deal (though this did
not prevent another avoidable recession in 1936—7, when the Fed needlessly
raised reserve requirements).”** By the end of the Second World War even
the Bank of England was so manifestly the money-printing wing of the Trea-
sury that nationalization was barely resisted.’** Today it is still the case that
most central banks are state-owned.*'3

The logic of nationalization was that the private ownership of central
banks was incompatible with their macroeconomic responsibility, which in
practice meant maintaining low interest rates, while fiscal policy did the seri-
ous Keynesian work of achieving the ideal level of demand. In the words of
the Radcliffe Committee report (1959), “Monetary policy . . . cannot be
envisaged as a form of economic strategy that pursues its own objectives. It
is a part of a country’s economic policy as a whole and must be planned as
such.”*4 In practice—and this was especially true in Britain—it was the
struggle to maintain successive dollar pegs under the Bretton Woods system
that really dominated monetary policy. The Bank of England no longer relied
on changing the discount rate; it now had a wide range of credit controls at
its disposal. Successive Chancellors tinkered with these in an almost impos-
sible struggle to maintain full employment without weakening sterling.**s In
the United States, by contrast, the Federal Reserve retained considerable
freedom to engineer economic contractions to reduce inflation (or “lean
against the wind”): it did so on six occasions between 1947 and 1979, with
substantial and enduring real effects. On average, a shift to anti-inflationary
policy led to a reduction of industrial production of 12 per cent and a two-
percentage-point increase in unemployment.’™® This was what William
McChesney Martin—Governor of the Federal Reserve from 1951 until
1970—meant by “tak[ing] away the punch bowl just when the party is get-
ting going.”

Two events exposed the inflationary dangers of central bank impotence:
the Vietnam War which, along with the “Great Society” welfare program,
pushed American deficits up (though not by as much as is often asserted);**7
and the oil crises triggered by the Yom Kippur War of 1973 and the Iranian
Revolution of 1979. The collapse of the Bretton Woods system—Dbecause of
European refusals to revalue against the dollar—removed the external check
on monetary expansion. To proponents of the “political business cycle” the-
ory, there was nothing now to prevent politicians manipulating monetary
policy so as to secure re-election—except the rapidly worsening trade-off
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between inflation and employment as popular expectations adjusted and
the “non-accelerating inflation rate of unemployment” (“nairu”) rose (see
Chapter 8).

How far the high inflation of the 1970s was directly responsible for low
growth remains a matter for debate. Some economists maintain that reduc-
ing inflation to zero would promote growth, since inflation creates a bias in
favour of consumption over saving;'*® others that pushing the unemployment
rate below the “nairu” has only mild inflationary effects.**® But even if it is
true that inflation is only detrimental to growth at rates of more than 40 per
cent—and may even be helpful at around 8 per cent'2°—there were other
obvious reasons for checking the acceleration in inflation, not least the ques-
tionable legitimacy of income and wealth redistribution by this means.***

There were three intellectual responses to the “stagflationary” crisis. The
first was that central banks should now make price stability their paramount,
if not sole, objective. The second was that they should do this by targeting
the growth of the money supply. The third was that they should be made
more independent from governmental pressure.

Never have the rules of the game changed as rapidly as they did in the
1970s, as various central banks experimented with a plethora of monetary
targets (such as MO and M3 in Britain and non-borrowed reserves in the
United States).*?? In itself “monetarism” was a compromised revolution
almost from the outset, as the economic theorists disapproved of the
bankers” reliance on the old interest-rate tool (they wanted the monetary
base to be directly controlled to achieve the target for the monetary aggre-
gate). In any case, the deregulation of the financial system which accompa-
nied the new policy (especially in Britain) had the perverse effect of chang-
ing the very monetary aggregates that were being targeted. Almost as soon
as they had abandoned one system of fixed exchange rates, European politi-
cians began to devise a new system for themselves; even the British and
Americans acknowledged by the mid-198os that exchange rates could not
simply be left to their own very volatile devices. The real significance of mon-
etarism was as part of the broader regime change symbolized politically by
the elections of Margaret Thatcher and Ronald Reagan and the accession to
power of Helmut Kohl in Germany. The monetary shocks inflicted in
1979-82 as nominal interest rates rose sharply broke the upward spiral of
inflationary expectations.

This success compensated for the theoretical failure, however: behind the
scenes “rules” were quietly dropped in favour of “discretion”—by which
was meant a reliance on a multiplicity of rules, not all of them explicit or
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consistent with one another. The nemesis of this incoherence was most
painful in Britain, where monetary targeting was abandoned by Nigel Law-
son in favour of “shadowing” the deutschmark, and ultimately joining the
Exchange Rate Mechanism at the very moment when German reunification
was driving German interest rates upwards.**3 In the aftermath of sterling’s
ignominious exit from the ERM, the Bank followed the example of the Bank
of New Zealand in targeting neither money nor the exchange rate but infla-
tion itself. In the course of the 1990s this approach was adopted by more
than fifty other central banks—though not the Federal Reserve, which still
chooses to pursue its dual statutory goals of “maximum employment” and
“stable prices” using open market operations and with reference to an eclec-
tic mixture of variables.*24

The 1990s are sometimes seen as “the age of the central bankers.”2s
Thanks to the proliferation of new nations, there were more central banks
than ever: from just 18 in 1900 and 59 in 1950, their number had risen to
161 by 1990 and 172 by 1999. Over 9o per cent of all members of the United
Nations now have their own central banks.’*¢ Great power is frequently
attributed to the élite handful of these institutions. Before Economic and
Monetary Union, the Bundesbank was portrayed as “the Bank that rules
Europe.”**7 In the United States first Paul Volcker and then Alan Greenspan
were so0 successful in enhancing the power and prestige of the chairmanship
of the Federal Reserve Board that the latter came to be seen as more eco-
nomically powerful than the President. The fact that inflation had been dis-
cernibly lower in countries with independent central banks'*® persuaded
many theorists, bankers and politicians that a separation of economic pow-
ers was the key to price stability (if not to higher growth).’? This was, as so
often in the history of economic policy, an old idea in a new guise. In the
1930s the Bank of England’s roving monetary expert Otto Niemeyer
(Keynes’s arch-rival since their Cambridge days) had spelt out the principle
in a report presented to the New Zealand House of Representatives in 193 1:

The bank must be entirely free from both the actual fact and the fear of political inter-
ference. If that cannot be secured, its existence will do more harm than good, for,
while a Central Bank must serve the Community, it cannot carry out its difficult tech-
nical functions and hope to form a connecting-link with other Central Banks of the

world if it is subject to political pressures or influences other than economic.'3°

The rediscovery of this argument has led to greater autonomy for a rising
proportion of the world’s central banks. Within less than a week of coming
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to power in 1997, the new Labour government unexpectedly granted the
Bank of England “operational independence,” meaning freedom to set inter-
est rates so as to achieve a publicly announced inflation target.’3* So high is
the esteem in which the Chairman of the Federal Reserve is held at the time
of writing that he is absolved from explicit targets, instead dispensing occa-
sional Delphic utterances.

FROM INDEPENDENCE TO IRRELEVANCE?

Nevertheless, the ultimate power of the executive and legislature over the
central bank should never be lost sight of: even the most independent cen-
tral bank in the world will ultimately have to yield to the wishes of the gov-
ernment in a national emergency. This does not necessarily have to be a war,
as the Bundesbank discovered to its discomfort in 1990, when Chancellor
Kohl overruled President Karl-Otto Pohl on the terms of German monetary
reunification. Arguably, central banks have only gained more independence
because the political will to achieve lower inflation has grown; there is no
evidence that they achieve lower inflation at a lower cost in terms of growth
and employment than banks that are not independent.3*

More importantly, the dramatic expansion and evolution of financial mar-
kets since the 1980s have significantly reduced the leverage central banks can
exert over private sector credit. As Benjamin Friedman has pointed out, the
total volume of reserves that banks and other financial institutions maintain
with the Federal Reserve System is less than $50 billion, a tiny fraction of
total US GDP (0.5 per cent). By comparison, the outstanding volume of secu-
rities issued by the US Treasury is $3.7 trillion; add the issues of government
sponsored or guaranteed institutions, and the total comes to $7.1 trillion;
and if private-sector bonds are included the total US bond market amounts
to $13.6 trillion. The equity market is even larger. True, the central bank is
still the monopoly supplier (or withdrawer) of bank reserves; so relatively
small changes in its policy may in theory influence the financial system as a
whole. But innovations in the payments system—electronic money and
“smart cards”—may begin to reduce the need for traditional bank reserves
and centralized national clearing systems.?33

Already the growth of non-bank credit—loans by institutions which are not
banks on the basis of liabilities other than bank reserves—is tending to limit
the importance of bank reserves. Pension funds, insurance companies and
mutual funds do not hold reserves; yet their share of the US credit market has
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been increasing steadily. In 1950 the commercial banks accounted for more
than half the total US credit market; by 1998 their share was down to less
than a quarter. This reflects the improvements in data processing and infor-
mation technology, which have significantly reduced informational “asym-
metries”—the very raison d’étre of traditional commercial banks. At the
same time, the growth of “securitization,” whereby traditional forms of
bank loan are sold on to non-bank investors and packaged into aggregated
portfolios, has further weakened the link between the central bank’s reserve
system and the credit system as a whole. For all these reasons, Friedman has
characterized the modern central bank of the (near) future as “an army with
only a signal corps.”*34 In any case, central banks that rely on changes in
short-term interest rates to maintain price stability are reliant on forecasts of
price inflation at least two years into the future.*35 So the signals they send
may turn out to be the wrong ones if the forecasts are wrong.

There are those who maintain that central banks will survive so long as
people prefer the anonymity of cash to traceable e-money; so long as they
need banks to help them distinguish between good and bad credit risks when
disposing of their assets; and so long as governments wish to risk taxpayers’
money in trying to control short-term interest rates.”3® On the other hand,
it has long been recognized that central banks could be dispensed with.*37
Indeed, there have been past experiments with “free banking”: the United
States in the nineteenth century, for example. It is far from self-evident that
this did not work. True, the Federal Reserve System was set up after the 1907
financial crisis in the belief that having a lender of last resort would increase
the stability of the American financial system. Yet it is worth remembering
that, as we have seen, the far worse financial crisis which devastated the
American economy in the years after 1929 had a great deal to do with the
way the Fed misused its powers. It is at least arguable that if American mon-
etary policy had not been under the Fed’s control, the Great Depression
would not have been so severe—and not only in the United States.

To pursue such arguments further, however, it is necessary to turn our
attention to a concept that has so far been deliberately left out of account:
the rate of interest. The curtain accordingly falls on Goethe’s Faust; and rises
on Shakespeare’s Shylock.
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Of Interest

I don’t believe in princerple
But oh, I du in interest.
James Russell Lowell

In The Merchant of Venice, we never learn at what rate Shylock might have
been willing to lend Bassanio three thousand ducats for three months, before
the malicious thought occurs to him to lend the money on the security of a
pound of Antonio’s flesh. An educated guess would be around 10 per cent.

In the sixteenth century interest rates in Italian commercial centers fell sub-
stantially. In the first quarter of the century the interest paid on the forced
loans of the city-state of Venice ranged between 6.75 and 9.62 per cent. By
the end of the century, when Shakespeare was writing, rates in Genoa (for
which we have better records) were as low as 1.88—4.38." On the other hand,
that was the rate of discount on the declared dividends of the Bank of St
George, a semi-public institution with an impeccable reputation; whereas
Bassanio wanted to borrow from Shylock on the strength of his merchant
friend Antonio’s business. Antonio himself may have been confident that
“within two months, that’s a month before / This bond expires, I do expect
return / Of thrice three times the value of this bond.” But Shylock had every
reason to be skeptical:

Yet his means are in supposition: he hath an argosy bound to Tripolis, another to the
Indies; I understand, moreover, upon the Rialto, he hath a third at Mexico, a fourth
for England, and other ventures he hath, squandered abroad. But ships are but
boards, sailors but men: there be land-rats and water-rats, water-thieves and land-

thieves, [ mean pirates, and then there is the peril of waters, winds and rocks.?

To ask that Antonio pledge a pound of his own flesh—in effect, his life—
to guarantee the debt was perhaps to demand an excessive risk premium.
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OF INTEREST

Shylock was nevertheless right to recognize that lending on the security of
Antonio’s ships was a very different proposition from lending to the Vene-
tian state or the Genoese bank.

YIELDS

This chapter is concerned with rates of interest, and particularly the rates
paid by states when they borrow, in the first instance from their own citi-
zens. Largely omitted from the discussion are the rates merchants like Anto-
nio have had to pay for credit through the ages, though it is important to be
aware that as early as the sixteenth century a differential had begun to
emerge between the rate that a financially well-established state could expect
to pay and the rate on commercial bills or bonds. Here the interest rate—
usually the yield on a government’s bonds—is of interest because it is the cru-
cial determinant of the cost of government borrowing.

For the sake of uninitiated readers, a few words of explanation may be in
order. The “yield” an investor receives from a government bond he has pur-
chased—in effect, the long-term interest rate—is seldom identical with the
nominal coupon the bond pays, because bonds generally sell at a price below
their face value (“par”). Thus the 3 per cent coupon on a typical nineteenth
century perpetual bond like a rente in fact represented a yield of 33/, per cent
when the price paid for the bond in question was 8o per cent of par.

But what was it that determined yields? One possibility that has long
intrigued economists is that there might be some kind of positive relation-
ship between nominal interest rates and inflation (the “Gibson paradox” or
“Fisher effect”). The long-run British experience suggest that it was the pecu-
liar fiscal effects of war which produced such an effect.> As might be
expected, there are also statistically significant relationships between the
yield on consols (the principal British long-term bond) and measures of mon-
etary growth. One possibility which can apparently be discounted, however,
is that of a clear-cut relationship between debt/GDP ratios and yields. Sta-
tistical analysis of long-run British data from 1727 until 1997 reveals only
negative or very weak relationships between the consol yield and the main
indicators of fiscal policy (both the debt/GNP ratio and the deficit/GNP
ratio). The only fiscal indicator that comes close to having a statistically sig-
nificant relationship with consols is the burden of debt service.# Even when
the period is broken up into sub-periods, the results are not much better. One
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possibility is that it was the increased spending associated with wars, not the
increased borrowing, which periodically pushed up interest rates in eigh-
teenth- and nineteenth-century Britain. But it is impossible to separate the
effects of increased spending and increased debt as the two moved closely
together; and higher yields may partly have reflected changes in the default
premium on British bonds and expectations about the future convertibility
of the currency into gold.s

One possible explanation for this is that contemporaries simply did not
know about debt/GDP ratios. Though the concept of national income or
wealth was not unknown,® estimates were too imprecise and too infrequent
for such figures to be calculated on a regular basis. However, even when sim-
ilar calculations are done for a similar sample of countries over the period
1960—99, the correlation between the debt/GDP ratio and the long-bond
yield is negative instead of positive in five out of seven cases.” The extreme
case is that of Japan, where rapid growth in debt has been accompanied by
an almost equally rapid decline in yields. Between 1990 and 1999 Japanese
gross government debt rose from 61 per cent of GDP to 108 per cent, and
was forecast to reach 130 per cent in 2000. Yet long-term Japanese bond
yields fell from above 8 per cent in September 1990 to a nadir of less than 1
per cent in November 1998.% The reason for this lack of close correspon-
dence between debt burdens and yields is that the current amount of debt
outstanding in relation to output is only one of many measures which influ-
ence investors’ perceptions; in some cases it may not influence them at all. In
the industrialized countries during the 1990s, investors’ expectations of
falling inflation—and in the Japanese case of outright deflation—counted for
much more than rising debt/GDP ratios.

In economic theory, the yield on a bond is the “pure” or real rate of inter-
est (which is equivalent to the marginal efficiency of capital in the economy)
plus a premium for uncertainty which takes into account first the risk of
default by the borrower and, secondly, the lender’s expectations of inflation
and/or depreciation, with the size of the premium generally being larger the
more remote the redemption date. In the simplest possible model, “bond rates
... reflect the sum of real growth expectations and inflation expectations.”?
In reality yields are also influenced by the liquidity of markets and particu-
larly the availability and relative attractiveness of alternative assets; as well
as by legal rules and restrictions (such as those obliging pension funds and life
assurance companies to hold government bonds); and by taxation of
“unearned” income. But at root yields ought mainly to reflect expected
growth and inflation. This is how Keynes put it:
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The rate of interest . . . is a measure of the unwillingness of those who possess money
to part with their liquid control over it. . . . It is the “price” which equilibriates the
desire to hold wealth in the form of cash with the available quantity of cash . .. A
necessary condition failing which the existence of a liquidity-preference for money as
a means of holding wealth could not exist . . . is the existence of uncertainty as to the
future of the rate of interest.™

Expectations about the future course of inflation and the chances of future
default are reflected in the “yield curve,” which plots the yields of bonds
according to their maturity. When (to give the obvious example) inflation is
anticipated, the yield curve slopes upwards, meaning that short-term inter-
est rates are lower than longer-term rates.”™ Major distributional changes
will tend to occur when expectations are badly wrong: to be precise, when
there are unanticipated defaults or unforeseen changes in the price level.
Problems will also arise when (as happened in the 1980s) expectations of
inflation raise the anticipated inflation rate above the actual realized rate.’>

The key relationship in debt management is therefore between interest
rates, inflation and growth. In particular, when the real interest rate (mean-
ing long-term bond yields less expected inflation) is greater than the real
growth rate of the economy, then the debt/GDP ratio is “intrinsically explo-
sive.” '3 Taking the example of Britain since 1831, Figure 11 shows the dif-
ference between real growth and real interest rates (calculated as the differ-
ence between the yield on consols in a given year and the average inflation
rate for the preceding five years).* As is clear, there have been relatively few
periods when real interest rates have consistently exceeded growth. The
worst period in this regard was 1920-1932, and the result was indeed a very
rapid increase in the debt burden. (Contrast the French experience between
1921 and 1929, when the real interest rate averaged —2.8 per cent and real
growth averaged 6.2§ per cent per annum.)’S Periods when growth has
exceeded the real interest rate—such as the early 1950s and the late 1970s—
have of course had the opposite effect.

A complicating factor—which could make debt potentially explosive—is
the possibility that high debts may actually drive up real interest rates. For
the period 19701987, for example, there were significant positive correla-
tions between rising debt/GDP ratios in the world’s main industrial econ-
omies and rising real interest rates. Rising debt service burdens have also
coincided with falling public sector investment.*® Some recent work suggests
a global link between pubhc debts and real interest rates,*” though this is not
universally accepted.*®
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Figure 11. The real growth rate minus the real interest rate in Britain, 1831-1997

Source: Goodhart, “Monetary Policy.”

In order to illustrate the interaction of debt, inflation and growth, Table
attempts to distinguish the impact on the British national debt of the three
key influences: new bond issuance (or amortization); inflation (or deflation);
and growth (or recession). The striking point is the distinct periodization
which emerges. In the period 1822-1914 there was almost no debt reduc-
tion through inflation, but rather a reliance on nominal debt repayments,
which reduced the debt by about a quarter in absolute terms, and growth,
which reduced it by 9o per cent in real terms over as many years. Between
1915 and 1923 there was an immense sevenfold increase in the nominal debt,
which was only offset slightly by inflation, and hardly at all by growth.
Between 1924 and 1941, however, the debt was more or less static in
both nominal and real terms, but fell by 31 per cent in relative terms thanks
to higher growth. Between 1941 and 1946 the debt rose again by a factor of
2.4, an increase which was only slightly mitigated by growth and scarcely
at all by inflation. But between 1947 and 1975 inflation and, to a lesser
extent growth, wholly negated the effects of a 79 per cent increase in the
nominal amount of debt. In real terms, the debt fell by 61 per cent, and
relative to GNP by 82 per cent. Between 1976 and 1997 there was a more
muted interplay between the three factors. Nominal debt increased by a
factor of over 7, but inflation reduced this to a factor of just under 2, and
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Table 5. Increase or decrease in the British national debt by sub-periods, 18221997

Multiple Percentage change
Asa Asa
percentage percentage
Nominal Real of GNP Nominal Real of GNP

1822-14 0.7 0.8 o.I -26 -24 -90
191§—23 7.0 5.0 4.9 598 396 388
1924—40 1.0 1.0 0.7 3 -1 -31
1941—46 2.4 2.3 1.9 138 133 94
1947-75 1.8 0.4 0.2 79 -61 -82
1976-97 7.4 1.9 1.2 642 88 23

Source: Calculated from figures in Goodhart, “Monetary Policy.”

growth cut the increase to just over 20 per cent. Similar calculations are pos-
sible for the United States, and show a broadly similar trend, though with
different peaks and troughs. Between 1969 and 1997, for example, the US
federal debt rose in nominal terms by a factor of 13; in real terms by a fac-
tor of 3.5; but relative to GNP by a factor of just 1.6.%° These figures reveal
the importance of price movements and growth in determining how far large
nominal debt burdens persist in real terms.

The ease with which real debt burdens have been reduced by inflation in
the twentieth century makes it tempting to conclude that such periodic
“jubilees” are a recurrent feature of modern political economy. Yet the infla-
tion tax is an effective means of reducing debt burdens only under certain
circumstances. When the structure of the debt is tilted towards short-term
instruments, lenders may anticipate or swiftly react to inflation by raising the
interest rates they demand.2° Even when a government relies mainly on long-
term bonds, a rise in inflation will lead to a rise in yields, increasing the cost
of any new borrowing. Moreover, inflation is easier to start than to stop
under conditions of high public indebtedness. A central bank aiming to halt
inflation by raising the short-term interest rate would be likely to fail if the
government continued to run high deficits.?™ The problem is that the central
bank’s rate increase, and expectations of lower inflation, would also tend to
raise the real interest rate on government debt, increasing the cost of debt
service, widening the budget deficit and thereby undermining the credibility
of the bank’s policy. Higher interest rates also tend to reduce seigniorage, as
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well as reducing revenues and increasing expenditures because of their neg-
ative effects on growth.??

Clearly, much depends on the nature of expectations. If these are “adap-
tive”—if there is only a gradual response to a change in monetary policy
because workers and firms base their expectations on an average of current
and past inflation—an anti-inflationary policy will inevitably have negative
effects on output and employment. If expectations are rational, on the other
hand—meaning that economic agents immediately infer lower future infla-
tion from a policy change—then inflation could be brought under control at
a lower cost, provided the policy change was “once-and-for-all, widely under-
stood and widely agreed upon . . . and therefore unlikely to be reversed.”??

In the light of the “unnecessary randomness” of “partial default via infla-
tion,” some economists have concluded that “overall, nominal debt seems
to be a bad idea” and that index-linked (i.e. inflation-proof) bonds are to be
preferred.?4 However, this course was followed only to a limited extent as
inflation fears abated during the 1990s. Instead, many governments have
effectively ruled out the possibility of an inflationary default by issuing a high
proportion of short-term debt. Table 6 shows that short-term debt counts
for relatively little in the total debts of Austria, Germany and the Nether-
lands, but constitutes more than a third of Italian, French and Spanish debts.
In Britain something like a quarter of the total national debt in 1997 had a
maturity of five years; more than a fifth has a maturity greater than fifteen
years.?S But in the United States around a third of the privately held federal
debt has a maturity of less than a year; and 72 per cent—nearly three-quar-
ters—has a maturity of less than five years.?®

Such a reliance on short-term bonds stands in marked contrast to the nine-
teenth century. Quite apart from deterring governments from trying to inflate
away their debts, it makes government debt charges a great deal more sensi-
tive to fluctuations in interest rates. This can be advantageous when rates fall,
as happened in the 1990s: according to one estimate, the long maturities of
British government bonds cost taxpayers in 1999 £3 billion more in debt
charges than they would have had to pay on short-term equivalents.?” But
short-term debt can quickly lead to trouble when the direction is the other way.

EXPECTATIONS: THE PAST AND THE PRESENT

Whether adaptive or rational, expectations are in large measure historically
based. To be sure, most financial markets are “weak-form-efficient” in the
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Table 6. The structure of European national
debts, circa 1993

Short-term debt as

Country percent of domestic debt
Austria 0.4
Belgium 21.1
Finland 27.9
France 42.4
Germany 3.9
Italy 39.4
Netherlands 4-9
Spain 52.7
Norway 35.4
Sweden 15.3
UK 29.6

Source: Eichengreen and Wyplosz, “Stability
Pact,” p. 103.

sense that “the sequence of past prices provides no exploitable information
as to the sequence of future price movements”: they follow what economists
like to call a “random walk.”?® But even the most sophisticated economet-
ric models—as well as the more or less informal models on which small
investors make their decisions—need some past data to chew on. The sig-
nificance of defaults and inflations such as those described above and in the
preceding two chapters lies here.

From the investors’ point of view, a major reason for fearing that a coun-
try might default or depreciate its currency is the simple fact that it has done
so in the past. This explains why the short-term benefits of default or depre-
ciation in reducing a government’s debt burden must be set against the longer-
term costs of loss of reputation, which usually raises the cost of future bor-
rowing. This is a crucial point if we are to understand why some countries
have been able to sustain much higher absolute levels of debt than others.

Early modern evidence confirms the link between past misdeeds and pres-
ent interest rates. Most obviously, creditworthy city-states could borrow at
lower interest rates than default-prone monarchs. Yields on the consolidated
debt of Genoa in the second half of the fourteenth century fluctuated between
5 and 12 per cent.?® This was not unusual: in fifteenth-century Florence yields
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ranged between § and 15 per cent.3° By contrast, Habsburg aides in Antwerp
yielded as much as 20 per cent in the 1520s and 1530s (though they fell to
10 per cent in 1550). The yields on short-term asientos rose steadily during
the sixteenth century as the Habsburg regime’s credit-rating declined due to
successive defaults: from 18 per cent in the 1820s to 49 per cent by the
I15508.3"

It was the Dutch system of public finance that proved most successful in
lowering interest rates. Dutch yields fell steadily from above 8 per cent in the
1580s to § per cent in the 1630s, 3 per cent in the 1670s and just 2.5 per
cent by the 1740s.3% Yet this was at a time when the United Provinces were
steadily increasing their debt, confirming that there is no automatic correla-
tion between the absolute size of a debt and the yield on the bonds that con-
stitute it. The same was true of the Swiss cantonal debts and the yields on
them for most of the sixteenth century.33

By contrast, French yields in the eighteenth and nineteenth centuries reveal
starkly the impact of fiscal unreliability on investor confidence. The effect of
France’s institutional difficulties—above all, the ancien régime’s bad habit of
defaulting every few decades—was not only to limit the absolute amount
France could borrow, but to push up the cost of borrowing far above the
equivalent Dutch or British figures. Because of the complex structure of the
French debt, it is possible to calculate a variety of different yields. Rentes were
considered biens immeubles, like land, and were not easily traded. Life annu-
ities—the largest part of the debt by 1789—were not bought and sold after
the lives had been specified. The best available rate which can be compared
with that for Britain is therefore probably that for the emprunt d’octobre
(October Loan) created by the new Compagnie des Indes in 1745, though it
should be remembered that this represented only a small fraction of the total
French debt. Nevertheless, the figures clearly indicate the extent of the fiscal
difference between France and Britain. Between 1745 and 1780 there was a
significant differential between the yields on French and British government
bonds of the order of between 100 and 200 basis points (one or two per-
centage points). As Figure 12 shows, the spread was at its widest in the early
1770s, when the yield on the French October Loan rose above 10 per cent at
a time when consol yields were steady at around the 3.5 per cent mark. Other
French bonds carried even higher yields.34 True, between 1780 and 1785 the
spread fell below 100 basis points, and indeed all but disappeared in March
1785. But averaging out the figures for 1754 to 1789, it is clear that the cost
of borrowing was significantly higher for France than for her rival across the
Channel: of the order of 244 basis points, or nearly 21/, per cent.
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Figure 12. British and French bond yields, 1752-1815

Sources: Neal, Rise of Financial Capitalism, pp. 241-57, for consol prices; French
data kindly supplied by Frangois Velde.

These differentials were based on past experience of which bonds were
most likely to be defaulted upon: there was an element of “prepaid repudi-
ation.”35 But there was also clearly a jump in yields in the aftermath of
defaults in 1759 and 1770, suggesting that the market was not wholly clair-
voyant.3¢ Moreover, the amount the French government had to pay on new
loans issued in the period was almost always significantly higher than the
yield on the October Loan. The ten-year loan issued in May 1760 yielded
9.66 per cent to investors, at a time when the October Loan yield was 6.87
per cent. The life annuities which were the most common form of new loan
yielded as much as 11 per cent in 1771.37 These were far higher rates than
the British government had to pay for old or new loans. Because both coun-
tries were on a fixed specie standard from 1726 until the 1790s—gold in the
British case, bimetallic in the French—the differential mainly reflected the
greater French default risk (though the greater liquidity of the British mar-
ket doubtless played a part).3® This was what Bishop Berkeley meant when
he said that credit was “the principal advantage which England hath over
France.”39 As Isaac de Pinto put it in 1771, when French yields were soar-
ing: “It is not credit that has ruined the finances of France . . . On the con-
trary, it was the failure of credit in time of need that did the mischief.”4°
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The key difference between France and Britain in the eighteenth century,
then, was not a matter of economic resources. France had more. Rather, it
was a matter of institutions. Britain had the superior revenue collecting sys-
tem, the Excise. After the Glorious Revolution, Britain also had representa-
tive government, which not only tended to make budgets transparent, but
also—more importantly—reduced the likelihood of default, since the bond-
holders who had invested in the National Debt were among the interests best
represented in Parliament.#* The National Debt itself was largely funded
(long-term) and transparently managed (especially after the advent of the
consol). And the Bank of England—which again had no French analogue—
also guaranteed the convertibility of the currency into gold (save in an
extreme emergency), reducing if not eliminating the risk of default through
inflation. It was these institutions which enabled Britain to sustain a much
larger debt/GDP ratio than France because they ensured that the interest
Britain paid on her debt was substantially less than France paid on hers. If
one seeks a fiscal explanation for Britain’s ultimate triumph over France in
their global contest, it lies here. ,

But the crucial point is that financial institutions depend for their effec-
tiveness on credibility. It is highly significant, in this context, that each time
the chances of a Stuart Restoration rose—for example during the 1745 Jaco-
bite Rising—so too did the yield on government bonds.4* To contemporaries,
there was no guarantee that the regime change brought about by the Glori-
ous Revolution would endure, and that the lineal descendants of the Han-
overians would still reign in Britain more than three hundred years after the
deposition of James II. The possibility could not wholly be dismissed—even
after the crushing of the 45 at Culloden—that a combination of the French
abroad and the Highland Scots at home might restore the Stuarts. But by
comparison with the risks of default facing investors in French bonds, the
danger was remote.

It is at first sight surprising, in this light, that the political crisis of 1789
did not have a bigger impact on French yields. Though the yields on the new
loans issued in 1782 and 1784 rose above 11 per cent, this happened a year
earlier, in 1788. They oscillated around the 9 per cent mark in 1789 and
1790, but then fell to between 5 and 6 per cent in the first half of 1791. The
October Loan was even less affected by the first phase of the Revolution, as
Figure 12 shows, never rising above 8 per cent, far less than the yield peak
in 1771.43 What this suggests is that the market initially welcomed the advent
of constitutional government, not least because the alternative was clearly
another major default.44 As the 1790s went on, however, the trauma of war,
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the Terror and default sent French yields soaring from around 6 per cent to
above 60 per cent.45 The French Revolutionary Wars could be financed only
by printing money: for most of the 1790s substantial long-term government
borrowing was simply out of the question.

It was only slowly that French credit recovered from these shocks. Under
Napoleon, yields declined from a peak of around 12.5 per cent in 1802 to
below 6 per cent in late 1807, and held more or less steady at around 6 per
cent until the winter of 1812, when defeat in Russia dealt a fatal blow to
Napoleon’s ambitions. The decisive reverse at Leipzig in October 1813 saw
French yields leap up to 1o per cent; and their subsequent recovery was cut
short in March 1815 by the news of Napoleon’s return from Elba and the
Hundred Days that culminated at Waterloo. Napoleon’s defeat and the sub-
stantial reparations imposed on France kept yields high thereafter: in
1816-17 they averaged between 8 and 9 per cent. But with the withdrawal
of Allied troops and the normalization of the restored Bourbon regime’s rela-
tions with the victors of Waterloo, yields declined steadily, falling below 5 per
cent in 1825 for the first time since 1753.4¢ French institutions gradually
became more like British ones: the tax system was reformed by the Revolu-
tion and Empire; the Chamber of Deputies became more representative after
1830; the issuance of § and 3 per cent rentes perpetuelles became the basis
of public borrowing; and the Banque de France, another legacy of Bona-
parte, managed the specie currency. Nevertheless, recurrent revolutionary
episodes—in 1830, 1848 and 1870-1871—periodically revived in investors’
minds the memory of the 1790s. Not until 1901 did French yields for the first
time fall before British.

The French experience of past default and depreciation as a cause of higher
bond yields is far from unique. To provide a long-term perspective, Figure
13 shows yields since 1700. Another obvious case when a major default led
to a sustained risk-premium on a country’s bonds can be seen from the 1920s
until the 1950s. Like the French experience of the 1790s, the German hyper-
inflation of 1919-23 left scars on investors’ memories that were legible in
bond yields for years afterwards. And the high yields on post-1923 German
bonds had profound effects. For example, it was the tightness of the bond
market in the later 1920s that choked off local government investment in
housing, a key habringer of the approaching Slump.47 Moreover, a “Keyne-
sian” response to the Slump at the Reich level was more or less ruled out by
the fear that deficit finance would reignite persistent public fears of a second
great inflation.#® Only by covertly issuing the so-called “Mefo-bills”—in
reality, short-term government bills—through the bogus “Metallurgical
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Figure 13. Major bond yields since 1700 (annual averages)

Sources: France 1746—1793: Velde and Weir, ‘Financial Market’; France, Germany,
Italy to 1959: Homer, History of Interest Rates; from 1960: OECD; Britain 1700~
1800: Global Financial Data; 180050, 1914—59: Mitchell and Deane. British Histor-
ical Statistics; 18 50-1914: Klovland, ‘Pitfalls’, p. 185; from 1960: ONS; US: Global
Financial Data. Notes: UK: Consols (corrected yield); France: 1797~1824: 5 per cent
rentes; 1825-1949: 3 per cent rentes; 1950-59: 5 per cent rentes; Germany: To 1869:
Prussian 4 per cents, 3.5 per cents; 1870-1908: Reich 3 per cents; 1909—26: High
grade corporate bonds; 1927—44: government loans; 1948-53: High grade bonds;
1956—59: government loans; Italy: 1924—49: 3.5 per cents; 1950—69: § per cents. All
countries except Britain 1960-99: long-term bonds (OECD standardized measure).

Research Office” was Schacht able to finance the first phase of Nazi rear-
mament.* Yet it was not only hyperinflation that traumatized bondholders
and thereby circumscribed future fiscal policy. As a de facto default, the Ital-
ian “forced conversions” of 1926 and 1934 had a comparable effect, push-
ing up the cost of any subsequent borrowing by the fascist regime and neces-
sitating illegal devices such as secret loans from the cities of Milan and
Rome.5° The French experience of high but not hyper-inflation in the 1920s
might seem like the optimal post-war policy, but the experience was one rea-
son the French government adhered grimly to the gold standard in the 1930s,
while Britain was able to reap the benefits of devaluation.5* We shall revert
to this point in Chapter 11.
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“EVENTS, DEAR BOY”

Yet it would be misleading to suggest that past behaviour is the sole deter-
minant of yield differentials. For investors in bonds are as much interested
in any current indications of a government’s future fiscal and monetary pol-
icy as they are interested in the policies of the past. This presents an awk-
ward problem for economic theory, in that investors do not rely purely on
economic data when forming their expectations of future policy. They are as
much interested in political events.

To illustrate this point in the context of a large and liquid domestic debt
market, I have calculated the annual percentage increase in the yield on con-
sols since 1754.54 Such a measure differs from the more usual measure of
absolute increases or decreases in yields expressed in terms of basis points.
The reas