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1 Introduction

Limited government

A century of spending

The facts speak for themselves. In 1830, the United Kingdom spent 10 percent
of its GDP on public outlays.! The country had a GDP that was a little over
0.4 billion pounds. Industrial capitalism rapidly expanded the size of the coun-
try’s wealth. By 1860 Britain’s GDP had risen to 0.7 billion pounds. In the mean-
time, government spending had fallen to 9 percent of GDP. By 1890 GDP was
1.4 billion pounds and spending a still-modest 10 percent. Yet after the 1890s,
something changed. In the first 15 years of the twentieth century, public out-
lays rose to an average of 15 percent of GDP. From that period onwards, public
expenditure kept climbing.

The biggest leaps in twentieth-century public spending were connected to the
First and Second World Wars (Table 1.1). Public expenditures invariably spike
during wars. But in the twentieth century, having risen they did not return to pre-
war levels once hostilities were over. This broke with previous experience. In the
past, mass conflicts like Europe’s deadly Thirty Years War (1616—1648) did not
lead to a permanent increase in the size of the government. So something else
aside from the effects of war was at play as the twentieth century unfolded. The
fiscal consequences of the great wars of the century were folded into a larger and
historically distinctive structural dynamic. The public sector in the major inter-
national economies expanded dramatically and persistently (Table 1.1). Britain
spent 27 percent of its GDP on public outlays in the 1920s and 1930s. Then
36 percent in the 1950s, 39 percent in the 1960s, 49 percent in the 1970s and
51 percent in the 1980s. It declined in the late 1980s to 46 percent. This paved
the way for the longer-term average of 46 percent through the 1990s and 2000s.
From 2010 to 2017 this dipped slightly to an average of 44 percent. The trajectory
across the decade was downward. Elsewhere, in other major economies, public
spending grew from an average of 22.8 percent of GDP in 1937 to 27.9 percent in
1960 to 43.1 percent in 1980.

The growth of the state was not uniform across the board. Some segments
ballooned. Over the long run, other parts hardly grew at all. We see this if we
compare the cases of defense, welfare, pensions, health and education spending
along with the remainder (general expenditure). In 1900, public spending on these
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8 Introduction

in the UK consumed 3.87,0.57, 0, 0.3, 1.36 and 8.05 percent of GDP respectively.
In 2016, spending on the same devoured 2.39, 6.02, 8.25, 7.40, 4.48 and 12.1
percent of GDP.? Across the century, defense spending declined while general
expenditure increased quite modestly. In contrast, the share of GDP spent on wel-
fare, pensions, health and education expanded radically: 10-fold, 80-fold, 24-fold
and 3-fold respectively. The classic core of the state—as it had been constituted in
the nineteenth century—was smaller at the beginning of the twenty-first century
than at the start of the twentieth century. Amongst other things mechanization had
made armies less expensive. Meanwhile the income-support and healthcare func-
tions that the state acquired early in the twentieth century grew to such an extent
that they dwarfed the old classic core.

The growth of state spending and public employment had a dampening effect
on economies. Industrialism—in combination with modern capitalism, large-
scale urbanism and the public sphere—had a catapulting effect on modern econo-
mies after the 1770s. What resulted was a massive and historically unprecedented
expansion of wealth driven by increases in productivity. The fruits of this wealth
were broadly distributed to populations through rising real levels of household
income. A great upward spiral occurred. Increased affluence drove greater wealth
that sought higher productivity that produced added real wealth that resulted in
more prosperity that was reflected in greater purchasing power. But the pace of
this beneficial upward spiral was slowed by one thing. Beyond a certain virtuous
level, public spending inhibits economic activity (Table 1.2).

Good public spending is a function of necessity. Most human needs can be sat-
isfied by multiple providers. But a limited number of needs are best suited to one
provider. Private armies bring chaos, not order. Likewise private police forces.
Neither are very efficient. Similarly, it would cause bedlam if a plaintiff and a
defendant in a court of law could rest their cases on different systems of law. Nor
does it make sense for me to build my own highway or try to control the spread of
infectious diseases. As a matter of practicality, some things in life are best suited
to a monopoly provider, namely the state. The state can directly provide these or
else can license a private operator to do so. But even if the latter proves more effi-
cient, there is still only one underlying payer. A private-toll, i.e. privately taxed,
highway may well avoid cost-inflating construction feather-bedding. Even so, the
state remains the ultimate owner of the highway.

But with the benefits of the state also come costs. Beyond a limited range of
functions, the costs begin to outweigh the benefits. Why is this so? First, every
dollar that the state raises has a cost.* Taxation has to be complied with, admin-
istered and enforced. This is an expensive way of raising revenue. Much more so
than savings and investments. Second, the primary media of the state—instruc-
tions and rules—are time consuming compared with the media of promises and
patterns that are widely used in markets and industries. Laws that are based on
general principles are efficient. But the micro-rules of government regulation
are not. Overall, government spending is significantly more wasteful than pri-
vate spending. The problem is not so much that public sector employment is
‘unproductive’ as Adam Smith (1723-1790) put it.> Rather its productivity is low
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10 Introduction

(Tables 9.1,9.2,9.3,9.4 and 9.5). By applying machinery to production, industrial
capitalism unlocked the secret of productivity. But public-sector organizations
routinely resist the logic of industrial society. Consequently, the larger public-
sector employment is, the greater the drag on a nation’s economic productivity.
This affects its wealth, prosperity and general well-being.

From natural rights to purposive organizations

Through the nineteenth century an invisible ceiling applied to public expenditure,
at around 10 percent or less of GDP. There were exceptions, like Bismarck’s
Germany (Table 1.1). But the exceptions proved the rule. Ten percent of GDP was
the natural limit of limited government. It meant, in effect, a ‘night watchman’
state devoted to defense, law, order and essential public infrastructure. It had the
same means of acting as any state has. It could compel behavior by law or force.
What made it different was that it mobilized such means in the service of a clearly
defined set of purposes. The function of the minimal state was to protect persons,
property and promises and, where necessary, provide public works when private
works did not suffice. Whether the state acted by means of law or force, it did so
in principle for a limited range of purposes. But where did such purposes come
from? Ultimately, they are rooted in the doctrine of modern natural rights formu-
lated by the seventeenth-century English philosopher John Locke (1632—1704).

Locke’s key proposition was plain and simple. The state existed to protect an
individual’s ‘life, liberty, and estate’.® In a more expansive formulation of this he
proposed that state power was properly limited to the preservation of the ‘civil
interest’ of an individual. This was a person’s ‘life, liberty, health, and indolency
of body; and the possession of outward things such as money, lands, houses, fur-
niture, and the like’.” Indolency referred to the absence of pain. The American
Declaration of Independence (1776) restated Locke’s sentiments in hard-boiled
prose: ‘We hold these truths to be self-evident, that all men are created equal, that
they are endowed by their Creator with certain unalienable Rights, that among
these are Life, Liberty and the pursuit of Happiness.’

Like all general principles, the idea of the natural rights of the individual was
subject to interpretation. In some twentieth-century interpretations the right to life
was transformed into a ‘right to health care’. In other interpretations ‘life’ sug-
gested a moral duty of the state to outlaw abortions. In still other interpretations
‘life” was translated into a ‘right to a minimum living income’. In the nineteenth
century, the idea of property was subtly refigured to include skills and talents.
What followed from that was the assertion that individuals had a natural ‘right to
an education’. Education provided by the state was deemed necessary to develop
the gifts of every person into express and useful talents. In such ways, the doctrine
of natural rights evolved into a doctrine of social entitlements and human rights.
Classic liberalism turned into social liberalism. What accompanied this was the
evolution of the small state into big government.

Lockean liberalism was built on the idea of natural rights. ‘Nature’ implies
something unchanging. Yet Locke’s concept, reinterpreted over time, was
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dynamic. The modern idea of individual natural rights differed from the clas-
sic idea of nature. The former prescribed the legitimate ends of the state. The
latter drew attention to the shape and form—the kosmos or order—of society.®
All societies are part-order and part-organization. The distinction between natural
rights and natural order reflects two views of society. One says that what mat-
ters is organized action. The other says that what’s important is society’s self-
organizing pattern-order.’

There is a degree of overlap between these two views. A society invariably
contains both order and organization. The key question then is: in what proportion
do these factors properly co-exist? What is the right mix of the two? In the twenti-
eth century, organization had the upper hand. In the century before, pattern-order
dominated. Neither of these histories tell us what mix will dominate in the future.

In the nineteenth century—and before that in the eighteenth and seventeenth
centuries—the liberal party, that is, those who looked to natural rights, paid little
attention to the question of the eidos (the form, shape and pattern) of society. They
preferred instead to direct attention to society’s organizations and in particular to
the state. In so doing, the advocates of natural rights sought to limit the state—
society’s largest organization—to the pursuit of specific enumerated ends. Such
ends, however, had a tendency to inflate. So over time, the classic liberal party
evolved into the party of social liberalism. The small state with circumscribed
ends gradually morphed into a big state with expansive ends. The liberal party
turned into its illiberal opposite.

In theory, classic Lockean—liberal limited government is an organization that
employs legal direction and physical compulsion for defined purposes. It does so
against individuals and organizations, including other states, that rely on force or
fraud or deceit to attain their ends. The state uses compulsion where necessary to
protect individuals in emergencies and against enemies and dishonest or violent
persons. Otherwise, it observes the principle of non-interference. Governments
with limited purposes are less oppressive and less able and willing to interfere
with the liberty of individuals to do as they choose subject to the liberty of other
individuals. That is to say, limited government is not paternalistic. It does not tell
individuals what to think or say, how they should live their lives or what they
should spend their money on as long as those individuals don’t interfere with the
liberties of others. It respects the independence of persons. The nineteenth-century
French liberal Benjamin Constant called this the ‘liberty of the moderns’.'

The philosophy of modern natural rights provided what seemed initially to
be a powerful justification for limited government. The state existed for the spe-
cifically defined purposes of protecting each individual’s natural right to life, lib-
erty and property subject to the life, liberty and property of others. The state also
recognized artificial persons in addition to natural persons. Non-state organiza-
tions by analogy possessed life, liberty and property. That was the theory. As
to the practice: over time the meaning of ‘limited’ expanded. It began princi-
pally with real persons but grew to include many fictional persons. Universities,
schools, hospitals, clubs, associations, firms and corporations expanded in scale
and influence. This accelerated in the course of the twentieth century, which
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became the age of organizations. In step with this, limited government became
increasingly unlimited.

Pattern order

Attributing defined purposes to the organization of government is not the only
underlying principle of limited government. Adam Smith argued that the state
should be limited to four key functions: defense and the administration of jus-
tice in the first instance, a contribution to public infrastructure and education off-
set by user fees in the second instance.!' Yet Smith’s outlook was not simply a
re-statement of Locke. Smith’s idea of a natural order of things was distinct from
Locke’s natural-rights-based state. Smith turned attention away from state organi-
zation to society’s pattern-order.

Imbued with natural rights, Locke’s individuals are free to make choices. They
can make good choices or bad choices. In principle, the state does not interfere
with their choices except when those choices interfere with other individuals’
power to choose. Government is not omniscient. The officers of the state do not
know better than the citizens, subjects or legal residents of a state. Locke observed
that individuals had the ‘power to think, or not to think; to move, or not to move,
according to the preference or direction’ of their own mind. Adam Smith agreed
but also observed something else in addition to this.

Locke’s limited government is concerned with relations between individuals.
The state applies and enforces laws (i.e. general rules of conduct) to stop indi-
viduals behaving violently or fraudulently against each other. The state exists in
order to uphold peaceful, civil and honest dealings between individuals whether
they are acting alone or else part of an organized body. From the single indi-
vidual, solitary person and sole trader to the family business and partnership to
the firm, corporation, charity, hospital, school and university, the principle is
the same. It encompasses real persons and legal persons, actual individuals and
artificial ones. In a free society, individuals are not subject to the paternalism of
the state. They are (mostly) free from the state’s direction. They have the liberty
to consume, trade, produce, invent, dress, think and speak as they choose. The
state exists in order to reconcile the freedom of one person, organized or unor-
ganized, with that of another, by prohibiting force and fraud in their many and
varied guises.

Locke’s individuals have a two-fold relationship to the world. Either they are
unfree or free. When they are unfree they are caught up in some social or political
hierarchy. Hierarchies vary. They include clan, tribal, patrimonial, feudal, legal-
rational and procedural hierarchies. When persons act freely, they decide on pur-
poses and initiate courses of action for themselves. They cooperate with others
by making promises and contracts, and they compete with others by the means of
industry and invention. Yet, as Adam Smith recognized, this kind of free action
cumulatively amounts to something more than simply relations between individu-
als. As liberty grows, it also scales. Free action acquires features that are collec-
tive as well as individual in nature.
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Large-scale free collective action of this kind is different from the ‘collec-
tivism’ of the twentieth-century command economy or its distant relation the
interventionist state. The command economy was an attempt by totalitarian states
to subject all social activity to a single all-consuming political hierarchy. As its
name suggests, everyone in a totalitarian society is subject to its commands and
instructions. It dictates literally what people can produce, who can produce it,
what persons can buy, at what price, and what they can view, hear, and say.

The interventionist state is much more piecemeal in its approach. It’s a polyar-
chy. It generates multiple official hierarchies to regulate diverse kinds of activities.
These range from local government planning committees to national environmen-
tal authorities to international customs unions. Each of these are organized as
legal-rational bureaucracies. They are subject to rules and procedures. No one
of these distinctly modern procedural hierarchies absorbs the whole of society.
Rather, each regulates part of it. In addition, non-government organizations
proliferate side-by-side with government organizations both in the public sec-
tor and private sector. These appear in the guise of firms, charities, universities,
sports clubs, hospitals and schools. They enact procedures and codes. These rules
authorize or prohibit an ever-widening range of action. Combined, government
and non-government organizational hierarchies in the twentieth century generated
a new kind of ‘rule by rules’.

Free action on a large scale is different in nature from either totalitarian col-
lectivism or liberal interventionism. Nonetheless, it has a collective character.
It is more than individuals acting with initiative, ambition, industry and judg-
ment to achieve purposes and reconcile freely undertaken purposeful actions with
the free purposeful actions of others. The liberty of persons to think, move, do
and forbear also has a systematic character. This means that the free choices of
individuals—the natural liberties they exercise, interacting with others, coopera-
tively, competitively, in tension and harmony—is meshed into remarkable sys-
tems of large-scale social order. The state finds it difficult to create or direct these
systems. Rather, they are self-organizing or autopoietic.'> They self-assemble in
ways that their participants are often not even aware of. They shape behavior but
mostly in tacit ways.

Human beings are self-conscious. They are aware of the world around them-
selves and they are aware of this awareness. They set goals, possess intentions,
form ambitions and pursue them. To minimize clashes of purpose and ambition,
and in order to combine for common goals, they utilize hierarchies and rules. But
beyond hierarchies and rules, they also cooperate through patterns and forms."
Where hierarchies and rules are explicit, patterns and forms are implicit. Where
the former are intentional, visible and overt, the latter are implied, invisible and
unspoken. One is direct; the other indirect. Patterns and forms can be made
explicit. They can enter into deliberate decision-making. But just as often they
work quietly in the background.

Take the case of choosing a restaurant. Imagine a person on Main Street looking
for somewhere to eat. There are numerous options. Explicit criteria are weighed
up (‘I think I’d like a Chinese meal tonight”). But other tacit factors enter into the
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decision. The person walks down the street looking at the alternatives. Some res-
taurants are crowded. Others are nearly empty. The Chinese one is 95 percent full.
What started out as the likely favorite is dismissed. People like to eat in places that
are neither too empty nor too full. Around 60 percent table occupancy is the most
desirable. This is a pattern that shapes human behavior.

So then, if patterns shape human behavior, what shapes patterns? How do we
explain morphogenesis? Patterns reconcile opposites. They take contraries of all
kinds and join them together in pleasing ways. In the case of restaurant patron-
age, the preferred table-occupancy pattern reconciles emptiness and crowding. A
venue that is 10 percent or less occupied can induce in us a mild sense of the sor-
ror vacui, the fear of empty space. Conversely, over 70 percent occupied, we start
to become more uncomfortable at the thought of squeezing in. We tend to feel
most comfortable around the 60-percent-full point where fullness and emptiness
are in a kind of equilibrium.

Pattern order affects most human behavior. A social media marketing company
asks: what is the right mix of promotional content, owned content and curated
content?'* Its answer: 10:30:60. Something similar applies to color schemes for
interior decoration. Tripartite schemes are often aesthetically pleasing: 10 percent
accent color, 30 percent secondary color, and 60 percent primary color.'> The tie,
shirt, suit jacket combination follows the same proportionality. As does the ratio
of fixed items, accessible space and furniture in an attractively laid-out lounge
room. 10:30:60 is also a way of proportioning by volume cement, sand and aggre-
gate in a concrete mix for building foundations.

What makes the division of something into (a) 10 percent (b) 30 percent and
(c¢) 60 percent parts so resonant? Unit ¢ is one third of unit b; unit b is one half
of unit c. In themselves, neither of these fractions, a/b or b/c, is of great explana-
tory interest. The ratio of these fractions, however, is interesting. It is close to
1:1.6. It approximates the golden ratio, @, phi. Whether it is arranging a lounge
room or choosing business clothes to wear, the mind mixes three elements in
ideal proportions. Such proportions resonate through art, society and nature. The
point being that such schemata are not unusual. In fact, they are pervasive if often
tacit in human experience. Human beings deploy them usually without explicitly
knowing what they are doing. We often feel uneasy when we depart from these
inexplicit patterns that are built into the fabric of nature, even if we can’t neces-
sarily say why.

Income-support, health and education

The large growth of the state in the twentieth century was premised on the assump-
tion that state-organization was better than self-organized order. Organization was
key to income-support, healthcare and education. So the state entered these fields
in a large way. It began to provide retirement pensions, welfare income, hospitals,
doctors, schools and universities. It did this directly itself or else indirectly by
subsidizing public and private organizations, or by regulating these. It funded the
expansion of non-government public and private sector organizations along with
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the expansion of government. This was paid for by increasing levels of taxation.
The taxation state increasingly supplanted and crowded out the savings-based
provision of health, education and retirement income.

The public provision of income-support, healthcare and education was popu-
lar with voters. Yet the consequences of the state funding of these goods often
proved less popular. Take the case of income-provision (see chapter twelve). On
the surface it sounds good. Yet state pensions can never rise beyond a fairly aus-
tere minimum because state money is inert. It is not investable. As in the exam-
ples above, nature’s 10:30:60 is also a method of calculating private retirement
income. Ten percent of such income is typically sourced from money that is saved
during a person’s working life; 30 percent from the investment returns before
retirement; and 60 percent from investment returns during retirement. So while
the state might be benevolent in its intention, the consequence of state pensions is
to immiserate retirement income. State-provided income is a function of zero-sum
taxation rather than growth-orientated saving and investment. Purposive organi-
zation rarely matches the performance of pattern order.

Cities are one of the great examples of pattern order. Their flexible patterns
house millions of people. Historically, in the major economies, the ‘multiple’ of
‘median house price to median income’ was in the 2s and 3s.'® It took the equiva-
lent of somewhere between 2 years and 4 years of household income to pay off
a house. Today, in many major economies, the multiple has risen to 8 or more.!”
There are two reasons for this.'® One is the relatively poor productivity of the
domestic housing industry. The second is that national, state and local govern-
ment spending expanded four-fold in a century. This expansion required money,
specifically tax money. Some taxes are explicit; others are hidden. Governments
like to hide taxes if they can. Voters like the idea of state-provided goods. They
are less happy to be taxed to pay for them. So governments institute stealth taxes.
This explains the increased cost of housing. Governments impose on housing
heavy property taxes or lengthy regulatory processes with fees attached to them.
The natural proportion of three years of household income to pay off a house is
distorted and undermined by governments hungry for revenue.

Publics are another prime example of self-organizing order. Modern life is
built on the printed word. Books, newspapers and magazines, and the high lit-
eracy that underpinned them, grew up spontancously over the centuries after the
invention of Gutenberg press. A society that is well read benefits from increased
levels of creativity and invention, pattern thinking and disciplined reasoning,
and from the cognitive character traits of persistence, focus and concentration.
Government funding of classrooms expanded three-fold in the twentieth century
(chapter eleven). Did society’s capacity to read expand accordingly? Not at all.
Today, children read less. Adults read less. Word proficiency has sunk in the
course of the century. In many advanced societies, student reading, writing, sci-
ence and mathematics test scores have been static or have declined in recent dec-
ades while government spending on schools has risen dramatically. This suggests
a major misallocation of resources to an institution (the classroom) that does not
improve learning.



