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Introduction


On Sunday, the fourth of November, the traffic stopped.


University students spread blankets on the motorway and picnicked to the sounds of a flute. Young children raced through stoplights on their roller skates. From Eindhoven in the south to Groningen in the north, the streets of the Netherlands were nearly free of cars—aside from those of German tourists and of clergy, who, by special dispensation, were allowed to drive to church. Abandoning her Cadillac limousine, Queen Juliana, age sixty-four, cheerfully hopped on a bicycle to visit her grandchildren. To those uninvolved with the difficult decisions behind it, Holland’s first car-free Sunday of 1973 was a bit of a lark.1


Four weeks earlier, Egyptian and Syrian armies had burst through Israel’s defensive lines, routing Israeli troops and threatening to overrun the entire country in what became known as the Yom Kippur War. When the United States and the Netherlands funneled weapons to Israel, Arab oil-producing countries retaliated. Led by Saudi Arabia, they had already been demanding more money for their oil, raising the official price from $3.20 per barrel in January to $5.11 on October 16. Now they turned the valves even tighter and cut off the Netherlands and the United States altogether.


Gloom descended across Europe. As storage tanks were drained, the Belgians, the Swiss, the Italians, the Norwegians, even the auto-obsessed West Germans soon faced car-free Sundays of their own. Speed limits were lowered, thermostats turned down, diesel supplies rationed. Indoor swimming pools in Stockholm were closed to save the energy required to heat them, and the Tour de Belgique auto race was called off. Permits for Sunday driving became coveted status symbols. West Germany, imagining itself to be a socially conscious market economy, was challenged by a gas station manager’s brusque explanation of her method for allocating petrol: “People I don’t know don’t get any.”2


Across the Atlantic, there were no car-free Sundays. Instead, there was panic. The United States was consumed by the price of oil, and Richard Nixon was consumed by the treacherous politics of high oil prices. “We are headed into the most acute energy shortage since World War II,” the US president warned in a televised address on November 7. He asked Americans to lower their thermostats and unveiled Project Independence, a fanciful scheme to end oil imports by 1980. Congress debated whether to ration gasoline and, unbidden, authorized Nixon to allocate petroleum supplies among refiners, bus companies, service stations, farmers, and anyone else with a special claim. As cold weather arrived, truck drivers blocked highways to protest the soaring price of diesel fuel, and homeowners unplugged their Christmas lights in sympathy—or, perhaps, to avoid the opprobrium of their neighbors. Texas, a state floating on oil, gave birth to a popular bumper sticker urging, “Freeze a Yankee.” Gas lines, clogged with drivers desperate to top off nearly full tanks while the precious liquid was still available, symbolized the collapse of the American dream.


The oil shock upset the equilibrium in Canada, setting off a boom in oil-rich Alberta while crippling import-dependent Quebec. The reverberations were even more disquieting in Japan. As petroleum prices rose through 1973, the Japanese did not anticipate serious trouble; their country had little engagement with the Middle East, and many Japanese companies had even complied with the Arab boycott against Israel. But Japan’s neutrality in Middle Eastern affairs did not spare it from pain when oil prices spiked. The Japanese did not block highways or threaten gas station attendants, but anxiety over the end of cheap petroleum ran very deep: every drop used to fuel Japan’s huge industrial base was imported. As the government slashed its economic growth forecast by half, it rationed oil and electricity to factories and instructed families to extinguish the pilot lights on their water heaters.3


As tumultuous as it was, the shock was short-lived. By December 1973, it was clear that crude oil was not at all in short supply. Storage tanks at European ports were overflowing, and tankers lined up in the Atlantic waiting their turn to dock at US refineries. Higher prices and conservation measures had cut demand, so some oil exporters, desperate for cash, set their pumps at top speed to raise production and keep their incomes steady. January 1974 brought the last of Europe’s car-free Sundays. In February, Nixon released gasoline from government stockpiles, and the lines at gas stations went away. On March 18, the Arab producers, eager for US help in mediating the withdrawal of Israeli troops, officially abandoned the embargo and turned their attention to averting a price collapse as oil flooded the markets.


The global oil crisis had passed.4 But from its embers, a crisis that would endure far longer and cause infinitely greater upheaval was just beginning to smolder.


FROM AN ECONOMIST’S PERSPECTIVE, THE SECOND HALF OF THE twentieth century divides neatly into two. The first period, which began in the rubble of World War II, saw an economic boom of extraordinary proportions across much of the world. A host of new international arrangements to assure steady exchange rates, ease restrictions on foreign trade, and provide economic aid to the poorest countries pointed to an era of global cooperation. As economic growth exploded, people could feel their lives improving almost by the day. New homes, cars, and consumer goods were within reach for average families, and a raft of government social programs and private labor contracts created an unprecedented sense of personal financial security. People who had thought they were condemned to be sharecroppers in the Alabama Cotton Belt or day laborers in the boot heel of Italy found opportunities they could never have imagined.


The second period, from 1973 almost to the end of the century, was dramatically different. In Japan, North America, and much of Europe and Latin America, the warmth of prosperity was replaced by cold insecurity. International cooperation turned to endless conflict over trade, exchange rates, and foreign investment. White-collar workers grew nervous. Blue-collar workers could feel themselves slipping down the economic ladder. From the steel towns of Pennsylvania’s Monongahela Valley to the coal-mining districts of northern Japan to the brutal high-rises in the Northern Quarter of Marseilles, communities emptied out as people fled economic devastation. Repeated economic crises devastated countries from Mexico to Russia to Indonesia, destroying the value of old-age pensions, wiping out families’ savings, and slashing the buying power of an hour’s wage. Labor shortages turned into chronic unemployment, and young people were hard-pressed to find anything beyond temporary work. It was an age of anxiety, not an era of boundless optimism.


This depiction may seem puzzling. After all, the 1950s were the years when primary-school students learned to duck and cover in the event of nuclear attack, when much of Europe was imprisoned by an Iron Curtain, when war in Korea brought armies from fifteen countries face to face with Chinese troops, when war in Algeria destroyed the French Republic. In the 1960s, the United States was convulsed by protests against racial discrimination and the Vietnam War, the Troubles turned Northern Ireland into a war zone, and student revolts and labor unrest shook governments around the globe. Inflation became a worldwide concern in the early 1970s, and workers took to the streets to protect their hard-won gains. These were not years when farmers peacefully tended their flocks and grapevines, satisfied in their blessings.


Yet the turbulence of those decades can be understood only if we remember that economic conditions were getting steadily better in many parts of the world—not just for the rich, but for almost everyone. The very fact that life was so good—that jobs were easy to find; that food was plentiful and decent housing commonplace; that a newly woven safety net protected against unemployment, illness, and old age—encouraged individuals to take risks, from marching in the streets to joining the antimaterialist counterculture. Rising living standards and greater economic security made it possible for many people in many countries to join in the cultural ferment and social upheaval of the 1960s and early 1970s, and arguably engendered the confidence that brought vocal challenges to injustices—gender discrimination, environmental degradation, repression of homosexuals—that had long existed with little public outrage.


Then, quite unexpectedly, growth stalled. As economic conditions turned volatile, the sense of limitless possibilities gave way to fear about the future. Turning on, tuning in, and dropping out were unaffordable luxuries; now it was time to get a job and cling to it. If technology entrepreneurs and Wall Street buyout artists were getting ahead, everyone else seemed to be treading water. The public mood turned cynical and sour.


The divide between these two eras is stark. Between 1948 and 1973, the world economy expanded faster than in any similar period, before or since. According to the careful estimates of British economist Angus Maddison, income per person, averaged across all residents of Planet Earth, grew at an annual rate of 2.92 percent from 1950 to 1973, enough to double the average person’s living standard in about twenty-five years. Certainly, prosperity was far from universal; in numerous countries a tiny proportion of the population captured most of the gains, and many individuals were left behind. Even so, never before in recorded history had so many people become so much better off so quickly.5


In wealthy countries, the trend was even more remarkable. Employment, wages, factory production, business investment, total output: almost every measure of vitality increased year after year, at a rapid rate, with only brief interruptions. Bank failures were rare, bankruptcy rates low, inflation restrained. Societies seemed to be growing more equitable, income more evenly shared. “A continuation of recent trends will carry us to unbelievable levels of economic activity in our own lifetimes,” a top official of the US Census Bureau pronounced in 1966, joining the many serious thinkers who were genuinely worried that society might not offer sufficient opportunity for consumers to spend their rising incomes.6


The amazing trajectory of the postwar economy reached its apogee in 1973, when average income per person around the world leaped 4.5 percent. At that rate, a person’s income would double in sixteen years, quadruple in thirty-two. Average people everywhere had reason to feel good.7


And then the good times were over. The world would never again approach the economic performance it had enjoyed in 1973. Volatile conditions became the norm, stability the exception. In Europe, Latin America, and Japan, average incomes would grow not even half as fast through the end of the twentieth century as they had in the years leading up to 1973, and the steady improvement in living standards was no longer so readily apparent. In much of Africa, incomes would hardly grow at all, and the same was true for much of that period in North America. The almost universal feeling of prosperity faded quickly. As economies sputtered, jobs grew scarce, and inflation raged, confidence in the ability of governments to make life better began to melt away.


That confidence had been grounded in the evident ability of economists, planners, and operations researchers—technocrats, in the lingo of the time—to steer their countries along a path of steady economic growth. Their increasingly sophisticated models, depicting entire national economies as a lengthy series of equations, spat out policy prescriptions, and for a quarter-century it seemed that politicians merely needed to follow their instructions to assure everyone a job. But as full employment vanished and incomes stagnated, the technocrats lost much of their stature. The standard remedies that had, by all appearances, kept the major economies in rude health since the late 1940s—raising interest rates a bit, or lowering them; cutting back on taxes, or increasing them; building some dams or highways to deal with a bit of unemployment—no longer had curative power. Politicians, unable to deliver prosperity, were left to rail haplessly against currency speculators, oil sheikhs, and other forces they could not control.


In earlier years, no one would have blamed public officials for failing to keep everyone employed, for that had never been seen as the responsibility of governments. Emperors and presidents were not assumed to have the least control over the droughts and floods, much less the bank failures and bubbles of overinvestment that, when they eventually popped, could spread misery and bring commerce to a halt. When the economy turned down, government officials could do little more than offer inspiring speeches while praying the gloom would pass. Difficult times were the norm, not the exception: between October 1873 and June 1897, the US economy spent more months contracting than expanding, even if the overall trend was positive growth.8


It was during the Great Depression of the 1930s that governments first took on responsibility for economic revival. Masses of jobless workers threatened political instability, making it imperative to create employment quickly. Travelers to the Soviet Union, where everyone worked for the state, reported zero unemployment in a communist economy; idealists imagined that job creation by government could have the same benefits elsewhere. And a new development of the Depression era, the creation of statistics to describe unemployment and national income, made government intervention unavoidable. Once unemployment was reported as a percentage of the labor force rather than simply as a nebulous problem, politicians came under immense pressure to demonstrate their effectiveness by driving the rate lower. They could no longer stand on the sidelines and wait for the problem to solve itself.


So when the world economy abruptly took sick late in 1973, democratic nations looked to their leaders for a cure. The truth, though, was that neither the politicians nor their economic counselors had any idea what was causing the ailment. They acted because they were under pressure to act, not because they had confidence in their prescriptions. From a political perspective, doing something, anything, was better than admitting ignorance about what to do. Predictably, their actions failed to bring back the world that had been, the world in which jobs were a birthright and prosperity a constant.


Many factors that might have caused this downshift in the world economy were readily apparent: the cost of energy, a critical input for industry, was sharply higher; exchange rates were quite volatile, adding to business uncertainty; consumer demand for cars, homes, and appliances suddenly weakened; population growth was beginning to slow. But beyond these obvious factors lurked a more pernicious problem. Productivity, the efficiency with which economies put resources to use, was no longer advancing smartly year after year. Fast productivity growth, the result of better-trained workers, heavy business and government investment, and technological innovation, had made the postwar boom possible. If productivity growth was lagging, then economies would be less able to raise families’ incomes and create new jobs.


There was no handbook for fixing the productivity problem, which left the door open for politicians of every stripe to tout their favored tax and spending policies as solutions. Tax breaks for factories and equipment to stimulate business investment and help families with education costs, stronger patent protection to encourage inventors to come up with ideas that would make the economy flourish, greater spending on scientific research, more seats at universities, expanded vocational training: all were repackaged as measures to make productivity grow faster by speeding the pace of innovation, said to be the critical factor in economic growth.9


In the political arena, meanwhile, governments came under conservative fire for causing the productivity slowdown by disrupting market forces. Venerable small-government policies were now promoted as solutions to the problem. Regulations concerning pollution, occupational safety, working hours, business licensing, initial stock offerings, and dozens of other matters came under heavy attack for making the economy less efficient. Introducing competition into state-dominated sectors like railroads and telecommunications sectors would enable their customers in the business world to cut costs and improve productivity. Laws protecting labor unions and some social insurance programs, notably unemployment benefits, were criticized for interfering with an efficient labor market. Yet where such purportedly onerous policies were reformed, any salutary effects were hard to find in the productivity data. Political measures were of little help against a problem whose fundamental cause, technological change, was beyond government control.


During the 1970s and 1980s, as more frequent job loss, slower wage growth, and pockets of seemingly intractable unemployment became the norm, elected officials and economic-policy bureaucrats alike flailed ineffectually. Despite stacks of policy memos and a great deal of fancy mathematics, understanding of why the good times disappeared has not increased with time. Back in the 1990s, the American academic Paul Romer revolutionized thinking about economic growth by insisting that innovation and knowledge matter far more than labor and capital; “endogenous growth theory,” the unwieldy name attached to his work, taught that strengthening education, supporting scientific research, and making entrepreneurship easy would do more to improve economic growth than fretting over budget deficits and tax rates. Three decades after his theory swept through economics departments everywhere, Romer was no longer sure he was right. “For the last two decades,” he admitted in 2015, “growth theory has made no scientific progress toward a consensus.”10


Such a statement is shocking to modern ears. The idea that the economy is not an instrument that can be carefully tuned, that its long-run course is determined largely by forces not under the control of government officials and central bankers, contradicts the lessons absorbed by generations of students since World War II. More upsetting still is the possibility that the volatile trends after 1973 marked a return to normal, a reversion to the time when productivity, economic growth, and living standards improved haltingly, and sometimes not at all. Political conservatives, whom we might expect to be especially attuned to the power of markets and to be particularly skeptical of government’s ability to control economic outcomes, turn out to be just as infatuated with the power of the government’s hand as progressives. “Making slow growth normal serves the progressive program of defining economic failure down,” the conservative US political commentator George F. Will asserted in a 2015 critique of President Barack Obama’s policies, as if the rate of economic growth were a matter of presidential discretion.11


IN CHRONOLOGICAL TIME, THE GOLDEN AGE WAS BRIEF. BARELY a quarter-century elapsed from its blossoming out of a world in ruins to its sudden end amid unimagined prosperity, steadily rising living standards, and jobs for all. Scholars have spent the past fifty years struggling to understand what went wrong and how to set it right. But it may be that there is nothing to fix, that the long boom was a unique event that will never come again. Harvard University economist Zvi Griliches, a pioneer of research into productivity, concluded as much. “Perhaps the 1970s were not so abnormal after all,” he mused after decades studying productivity change. “Maybe it is the inexplicably high growth rates in the 1950s and early 1960s that are the real puzzle.”12


Our inability to restore the world economy to its peak condition has had long-lasting consequences. It radically changed social attitudes, engendering a skepticism about government that has dominated political life well into the twenty-first century. With that change came a shift away from collective responsibility for social well-being; as state institutions were allowed to wither, individuals were asked to assume more of the costs and risks of their health care, their education, and their old age. It is fair to say that the economic changes of the 1970s turned the world to the right. The global political climate warmed to market-oriented thinking because other ideas appeared to have failed. The demand for smaller government, personal responsibility, and freer markets transformed political debate, upended long-established public policies, and swept conservative politicians like Margaret Thatcher, Ronald Reagan, and Helmut Kohl into power.


In the rich world, the postcrisis years brought a massive shift in income and wealth in favor of those who owned capital and against those whose only asset was their labor. In the poor world, they fueled a boom and subsequent bust among countries eager to join the advanced economies. Anger and frustration fed by stagnant wages, rising inequality, and the fecklessness of public officials swept country after country, reshaping culture, politics, and society. International finance grew explosively, far outpacing governments’ ability to regulate it and, within a decade, bringing economic collapse to emerging economies from Peru to Indonesia. Trade unions lost bargaining power in almost every country, and abrupt shifts in international trade patterns reverberated through industrial towns, decimating the industrial working class that had prospered in the years since the war. Gaping holes opened in the safety nets that had only recently been woven to protect families against risk and offer hope of upward mobility.13


These developments have been the subject of an outpouring of literature and history, music and film, from the forty or more biographies of Silvio Berlusconi, the Italian media magnate and prime minister, to the angry, poignant songs of Bruce Springsteen, an icon of America’s working-class past. Yet with few exceptions, these works treat the unpleasant changes that began in the 1970s as the product of domestic forces. As the US journalist George Packer described the decade, for example, “What happened, we now know, was the collapse of the American consensus, the postwar social contract founded on a mixed economy at home and bipartisan Cold War internationalism abroad.”14


This focus on the local news is perhaps unavoidable: few of us are truly globalists, and our understanding of events is shaped by the news reports, political campaigns, and intellectual debates in whatever country we call home. The politicians whose utterances shape the news, of course, often blame other countries for domestic ills. This happened in the 1980s, when US politicians frequently accused Japan of destroying American manufacturing by trading unfairly, and in the 2000s, when immigrants from Poland and then Syria stood accused of causing unemployment in Western Europe. But political leaders frequently understate the connection between large global trends and individuals’ well-being, first so they do not seem hapless while in power and second so they can blame the incumbents for economic troubles while in opposition.


Approaching economic and social change in this way means we tend to ascribe causality to factors within the control of a national government, whether a tax provision or a tariff reduction, a welfare program or the electoral rules that allowed a particular leader to gain power. Clearly, such things matter. But it is equally clear that the economic stagnation and political reaction of the late twentieth century were not just the consequences of domestic conditions and choices. Social contracts were rewritten not just in the United States, but in Japan and Sweden and Spain and dozens of other countries, each following its own mix of social and economic policies. The forces at work transcended national borders, and we can understand the era only by viewing them in a global context.


“Globalization,” a word not yet coined, was both a cause and a consequence of the harsher economic climate that developed after 1973. An unimaginable increase in the amount of money moving around the globe vastly complicated governments’ efforts to control exchange rates, inflation, and unemployment, not to mention the stability of the banking system. As economic growth slowed, politicians spent freely to create jobs and stimulate consumer spending, assuming that the downturn would be brief. When that failed, they desperately agreed to try measures that would have been labeled radical only a few years before. The regulatory strings that had given governments tight control over the transportation, communications, and energy sectors were gradually cut away. Steps to dismantle state-owned monopolies and sell off state-owned companies soon followed. Deregulation and privatization left no end of losers among workers who had enjoyed ironclad job security in communities that thrived in the presence of state-owned factories, but they opened the way to a faster-changing, more innovative economy. The state got the Internet started, but had it been left up to the established telephone monopolies to administer, we would still be waiting to reap the rewards.


The world, of course, does not revolve around money alone. Many factors influenced the development of the late twentieth century, from the worldwide movement for gender equity to an intense East-West confrontation that spawned proxy wars across the globe, from the revival of religious fundamentalism to the reunification of Europe following the collapse of the Iron Curtain in 1989. And, of course, every country had its unique political and social concerns. It is these—affirmative action in the United States, the battles over language and separatism in Canada and Spain, the re-establishment of democratic governments in Korea and across South America—that tend to fill the airwaves and the history books. Yet in a way that has generally gone unappreciated, these factors played out in the wake of sweeping changes that buffeted the global economy and left citizens anxious and ill at ease.


These pages trace a transformation that was neither swift nor painless. In the third quarter of the twentieth century, even the most calcified companies prospered; in the fourth, venerable manufacturers and banks would meet their end in large numbers, unable to adjust to the changing times. Workers’ professional capital, the skills acquired over decades of labor, was valued and sought-after in the 1950s and 1960s; a few years later, that knowledge would become all but worthless as technology transformed the workplace. Regions that flourished in the industrial expansion of the postwar years would struggle to adjust to new conditions in which the ability to deliver services and ideas mattered more than the ability to weave cloth and stamp metal. In some eyes, a merit-based society that rewarded creative ideas and an appetite for risk replaced a stultified society that encouraged passive acceptance of the established order. In other eyes, a postwar social contract binding business and government to improve the welfare of average people was shredded, replaced by coldhearted market relationships that offered far less protection against job loss, illness, or old age.


Perhaps the most important thing that vanished along with the Golden Age, though, was faith in the future. For a quarter-century, average people in every wealthy country and in many poorer ones had felt their lives getting better by the day. Whatever their struggles, they could live confident that their sacrifice and hard work were building a strong foundation for their children and grandchildren. As the Golden Age became a memory, so did the boundless optimism of an era of good times for all.









CHAPTER 1


The New Economics


Only a real optimist would have thought that Arlington, Texas, had particular promise. Straddling the Texas & Pacific Railroad line between Dallas and Fort Worth, on the plains above the winding Trinity River, Arlington was still a dusty farm town after World War II. Its best-known landmark was a gazebo, erected in 1892, sheltering a mineral water well at the intersection of Main and Center. Its best-known business, Top O’ Hill Terrace, was famed far and wide for its high-class entertainment and its illegal basement casino, replete with hidden rooms and passage-ways offering escape in the event of a police raid. Arlington was not a notably poor town, but it was certainly not notably rich. A third of all adults had left school by the end of eighth grade. The men worked construction, welded metal, and clerked at the retail stores, while the women mostly kept house. One home in four lacked a private bathroom.


Save for the little airstrips where pilots in training had practiced takeoffs and landings during the war, Arlington in 1946 wasn’t all that different from Arlington in the 1920s. It had grown a bit, to around five thousand people, and Franklin Roosevelt’s Depression-fighting programs had paved a few streets. But not even a promoter with a Texas-size imagination would have bet that by the early 1970s this dusty burg would boast an automobile plant, a vast amusement park, a four-year state university, and a major-league baseball team—much less that pastures and pecan orchards would give way to street upon street of ranch houses with brick facades and two-car garages to accommodate a 2,000 percent increase in population.1


Such transformations were not unusual in the years after the Second World War. The French called this period les trente glorieuses, “the thirty glorious years.” The British preferred “Golden Age”; the Germans, Wirtschaftswunder, or “economic miracle”; the Italians, simply il miracolo, “the miracle.” The Japanese, more modestly, named it “the era of high economic growth.” In any language, economic performance was stellar.


It was, in fact, the most remarkable stretch of economic advance in recorded history. In the span of a single generation, hundreds of millions of people were lifted from penury to unimagined riches. At its start, two million mules still plowed furrows on US farms, Spain lived in near-total isolation, and one in 175 Japanese households had a telephone. By its end, the purchasing power of the average French wage had quadrupled and millions of passengers were jetting across the ocean each year, some of them in supersonic jets that made the trip in less than four hours. The change in average people’s lives was simply astounding.2


TO UNDERSTAND THE MAGNITUDE OF WHAT WAS TO FOLLOW, IT is worth considering the starting point. As World War II drew to a close in 1945, prospects were grim. Over vast stretches of Europe and Asia, refugees wandered the roads by the millions, seeking a future amid the rubble of shattered cities. Between widespread miners’ strikes and wornout machinery, just producing enough coal to provide heat through the winter was a challenge everywhere, and in the chaos that prevailed in lands torn by war, producing anything else was almost impossible. Many nations lacked the foreign currency to import food and fuel to keep people alive, much less to buy equipment and raw material for reconstruction. France’s farms could produce only 60 percent as much in 1946 as they had before the war. In Germany, many of the remaining factories were carted off to the Soviet Union as reparations. Inflation ran rampant in Europe and Japan as mobs of people competed to buy the few goods that were to be had. Even in North America, where there was no physical destruction, turning bomber plants back into automobile plants would take years, not months. As shoppers mobbed stores seeking nylons, coffee, and real cotton underwear, prices soared, decimating the buying power of workers’ pay and bringing yet more labor unrest. By one estimate, 4.5 million US workers were on the picket lines in 1946. And while most of the shooting had stopped, tensions between the Soviet Union and its former allies raised the specter of another conflict. The postwar world was not a hopeful place.3


Yet in many countries, those austere, even desperate years ushered in a political sea change: the welfare state. The idea that governments should be responsible for their citizens’ economic security was not new; German Chancellor Otto von Bismarck had introduced a national pension scheme in the 1880s to stave off socialist demands for more radical social change. Sixty years later, though, hundreds of millions of people in the advanced economies still lacked old-age security, medical insurance, and protection against unemployment or disability. War fundamentally altered the politics. As they entered coalition governments or resistance organizations in the name of national unity, socialist and Christian parties insisted that citizens who had been asked to sacrifice in war now share the benefits of peace. An official 1942 report by British economist William Beveridge set the tone, calling for the United Kingdom to establish a comprehensive system of social insurance “to secure to each citizen an income adequate to satisfy a natural minimum standard.” Beveridge proposed no fewer than twenty-three different programs, from training benefits for displaced workers to universal funeral grants, all to be financed by contributions from workers, employers, and the state. “A revolutionary moment in the world’s history is a time for revolutions, not for patching,” he declared.4


Such programs blossomed even before the war’s end. In 1944, the Canadian Parliament authorized a “baby bonus” to be paid monthly for every child up to age sixteen—Canada’s first nationwide social-welfare program. A December 1944 law in Belgium, approved as the Battle of the Bulge raged almost within earshot of the legislators convened in the Palace of the Nation, created national pension, health, unemployment insurance, and vacation pay schemes and provided cash allowances for families with children. France’s postwar coalition government enacted family allowances and old-age pensions within months of the German Army’s withdrawal. The British Parliament agreed in 1945 that every family should receive five shillings per week for each child after the first, and in 1946 it added unemployment insurance, old-age pensions, widows’ benefits, and a national health service. In the Netherlands, a “Roman-Red” coalition of Catholic and socialist parties created a universal old-age pension and a national program of relief for the poor. In Japan, a 1947 law proclaimed, “national and local governments shall be responsible for bringing up children in good mental and physical health, along with their guardians,” inserting the state deeply into what had always been private affairs.5


The birth of the welfare state did not magically create prosperity in a shattered world, for overwhelming problems stood in the way of recovery. Haunting images of ruined cities notwithstanding, physical destruction was not the main obstacle to revival. The war had done no damage to factories in the Western Hemisphere and surprisingly little in Europe. Even in Japan, where 90 percent of chemical-making capacity and 85 percent of steel capacity had been destroyed by US bombing, most of the railroads and electric plants still functioned. The urgent need to rebuild roads and bridges, restore farm production, and house millions of refugees and demobilized soldiers meant no lack of work. But three daunting factors stood in the way of economic recovery. The costs of battle and occupation had exhausted the reserves of gold and dollars once owned by European countries and Japan, leaving them unable to import machinery to restart factories or meat and grain to feed their people—and depriving the United States and Canada of export markets. Price and wage controls, imposed during the war to stanch inflation and channel resources into critical industries, discouraged farmers and manufacturers from bringing goods to market and led to endless labor unrest as workers agitated for pay raises that employers were not permitted to grant. Political turmoil deterred investment that might have revived growth, especially in Europe, where Communist parties directed by the Soviet Union squeezed out democratic parties from Poland to Yugoslavia and tried to do the same in Greece, Italy, and France. Wherever the Communists took power, expropriation of privately owned businesses and farms soon followed. The world seemed poised to follow a global war with a global depression.6


And then, in the first half of 1948, the fever broke. In January, US officials, worried about economic stagnation in occupied Japan, announced a new policy, soon dubbed the “reverse course,” that emphasized rebuilding the economy rather than exacting reparations. In February, a Soviet-backed uprising ousted a democratic government in Czechoslovakia, installing a brutal Communist regime and turning the country into a Soviet satellite. In April, US President Harry Truman signed a law authorizing the economic aid program that would be known as the Marshall Plan—aid the Soviets and their client states promptly rejected. In June, the American, British, and French military authorities proclaimed a new currency, the deutsche mark, to be the legal tender in the parts of Germany not occupied by the Soviet Union. Three days later, the Soviets responded to the evident threat to separate the three western zones from the east by blocking road access from western Germany to West Berlin, taking the world to the brink of nuclear war.


Paradoxically, the clang of the Iron Curtain falling across the heart of Europe, dividing the postwar world into East and West, dictatorship and democracy, was also the signal for renewal. The Soviets and their bloc of captive allies had literally fenced themselves off. Investors and corporate managers were freed from worry about whether France or Japan would end up on the Soviet side. The huge amounts of aid flowing into Europe, the “reverse course” that brought Japan’s inflation under control and allowed factories to import raw materials, and the promise of stable currencies and lower trade barriers all contributed to a surge of confidence. In West Germany, where people could finally return to doing business with cash instead of through barter, factories erupted into life. Industrial production rose at an astonishing annual rate of 137 percent in the second half of 1948. As dormant economies in Europe and Asia awakened, export demand brought “help wanted” signs out of storage across North America.7


IN MANY WAYS, THE WORLD ECONOMY OF 1948 WAS FAR FROM modern. Imports were tightly controlled almost everywhere; in much of the world, nothing was so coveted as an illicit carton of American-made Marlboros. Capitals across Europe burned with debate about whether advanced countries could prosper without colonial empires, and colonies seethed with revolt against the imperialists. Barely half of all Americans turning seventeen in 1948 graduated from high school—and in a country where racial segregation was rampant, half of black adults had less than seven years of schooling. In Tokyo, on average, three people had to cook, eat, relax, and sleep in an area the size of a parking space. One French household in thirty owned a refrigerator. The average Korean lived on less than half the calories required by an adult doing physical labor. In Spain, the land of olive trees, housewives needed ration books to buy olive oil. Infectious diseases still ran rampant, even in wealthy countries like Australia. For the vast majority of human beings, work, whether farming a rice plot, tightening bolts in a factory, or hauling wood and water in a village a hundred miles from the power grid, involved constant physical labor.8


Then, in 1950, the eruption of war in Korea sent military orders coursing through factories on every continent. After years of depression, destruction, and desperation, the world economy began to boom. And the boom fed on itself, as reviving factories hired more workers whose increased buying power created yet more demand for goods and services of every sort. From 1948 to 1973, Japan’s economy doubled in size, doubled again, and then again, raising the average person’s income almost 600 percent. West Germany’s economy grew four times over during those same years, France’s a bit less, Greece’s even more.


Homes sprouted from rubble and farmland by the tens of millions. In the United States, the number of housing units increased by two-thirds in the span of twenty-five years, and twenty-two million American families became homeowners. More than half of British families owned their own homes by the early 1970s, twice the proportion of 1950 (which helps explain why eight out of ten Britons questioned in 1972 were satisfied with their living conditions). In Rome, quaint bicycles yielded to ear-splitting scooters, which were soon nudged aside by tiny Isetta cars. People in remote French villages installed electric wiring and indoor plumbing. Waves of demand for copper, iron, and other industrial commodities rippled across the world, raising living standards from Brazil to Thailand. Those gains meant not just more income, but also less work and greater opportunity. The average Frenchwoman retired at age sixty-nine in 1950; twenty years later the figure had dropped to sixty-four. Millions of people who had envied the Americans were soon living nearly as well as Americans, with claims to social benefits, like six-week vacations and tuition-free universities, that Americans could only envy.9


The long sweep of history, of course, brushes over important details. There were better years and worse years, and that went for countries, too. In the United States, eight million jobs vanished in 1948 and 1949, and Great Britain’s economy barely grew in the mid 1950s. Chinese starved by the tens of millions between 1958 and 1962 amid Mao Tse-tung’s barbaric campaign to impose his version of socialism, and the average Indian, subject to a less oppressive version, was barely better off financially in 1973 than at independence in 1947. And even powerful economic performance could not inoculate societies against the discontents that erupted in 1968, when students around the world protested their parents’ materialism and a wall at the Sorbonne sprouted the epigram, “You can’t fall in love with a growth rate.”10


Yet the tenor of the times was unmistakably positive. Unemployment, ubiquitous in 1950, had all but vanished in the wealthy economies by 1960. Work was so plentiful that when the new mechanical cotton picker destroyed the livelihoods of perhaps a million semiliterate tenant farmers in the late 1940s and early 1950s, the Great Migration from the American South was absorbed almost effortlessly by factories in Detroit and Chicago. Thanks to government programs, a pensioned retirement at age sixty-five or even earlier replaced painful work into old age and relieved children of the burden of supporting their aging parents. People could feel their lives changing, their circumstances improving, from one day to the next. Even in Great Britain, far from the most dynamic of economies, “You will see a state of prosperity such as we have never had in my lifetime—nor indeed in the history of this country,” Prime Minister Harold Macmillan trumpeted in July 1957. “Let us be frank about it: most of our people have never had it so good.”11


In much of the world, the postwar boom was the first long stretch of prosperity since the 1920s. Its causes were many. One was surely pent-up demand after years of austerity. Another was that wartime controls had set artificial limits on normal business investment, leaving companies rich with stored-up profits that could finance new buildings and equipment. Many of the factories that survived World War II were old buildings designed around steam engines, not electric motors, and were ill-suited to modern production methods. The opportunity to build from scratch allowed manufacturers to replace multistory plants with assembly lines arranged carefully on a single level, using the latest technology imported from the United States. Thanks to the “baby boom” that began around 1948, the demand for new homes, new furniture, and new clothes was almost insatiable. And diplomacy helped fuel the boom, too. Six rounds of global trade negotiations between 1949 and 1967 slashed import tariffs, expanding international trade and thereby pressing manufacturers to modernize in the face of foreign competition.12


The net result of all these changes was remarkable growth in productivity for reasons that had nothing to do with the physical task of rebuilding from the war. Starting in the late 1940s, millions of workers made the leap from agriculture to industry. Though unskilled and often illiterate, they were eagerly swept up by factories that retooled after making little for the civilian market during years of depression and war. Industry’s need for new equipment fed on itself, creating yet more jobs and more demand for machines employing the latest technology. The amount of factory equipment in the United States nearly quadrupled between 1945 and 1973. Investment spending in Great Britain, 14 percent of the economy’s total output in the early 1950s, topped 21 percent in the late 1960s. Yet even with all the high-efficiency machines, output was rising so fast that there was a constant need for more workers. Manufacturers in Japan employed 6.9 million workers in 1955 and 13.5 million in 1970. Starting in 1947, when its assembly lines turned out all of 8,987 cars, West German motor vehicle production increased for twenty-six consecutive years. As workers shifted from tending sheep and hoeing potatoes by hand to using expensive machinery, they were able to produce far more economic value, contributing to a rapid increase in national wealth.13


The manufacturing boom largely involved private investment. But it was fostered by government policies to lower trade barriers. When the war ended, tariffs were so high that they typically increased the cost of imports by one-fourth or more. A meeting of twenty-three countries in Geneva in 1947 began the process of rolling back tariffs and doing away with some of the other obstacles, such as quotas and permits, that were used to discourage imports. Four years later, six European countries—Belgium, France, Italy, Luxembourg, the Netherlands, and West Germany—agreed to free trade in coal and steel, the first step in what would become a single market covering most of Europe. These changes brought a massive increase in cross-border trade; according to one study, exports by five European countries rose 700 percent between 1946 and 1957. Greater trade goes hand in hand with greater productivity: firms that export successfully tend to be far more efficient and expansion-minded than firms that are driven out of business by import competition.14


Quite separately, in the 1950s governments began investing large sums to build high-speed roads. Those motorways could safely accommodate much larger vehicles than older roads, which required many tight turns as they passed through cities and towns. With a single driver able to move more freight over longer distances in a day, the productivity of transportation workers rose dramatically. Faster, cheaper ground transportation, in turn, made it practical for farms and factories to sell their goods not just locally, but regionally or nationally. Small plants based on craft methods gave way to large ones making heavy use of machinery to produce more goods at lower cost.15


In the twenty-five years ending in 1973, after adjusting for inflation, the average amount produced in one hour of work roughly doubled in North America, tripled in Europe, and quintupled in Japan. Better education certainly played a role in this growth, and investment in new capital equipment helped, too. The driving force, though, seems to have been technological advancement, which offered more efficient ways for workers to do their jobs. After years of growing in fits and starts, the world took advantage of innovation to make itself rich.


And it did so in a most remarkable fashion. Rapid economic change often leaves many workers behind: think of the English farmers displaced as common land was enclosed by private owners in the eighteenth century, or of the newspaper workers whose industry all but vanished as news shifted to the Internet. But in the postwar world it was not just the wealthy who prospered. Farmhands and street cleaners saw their pay packets growing heavier year by year. Unions won not only better pay and benefits for industrial workers but also better job security, as laws and labor contracts made it steadily harder for employers to put unneeded workers on the street. Circumstances improved for almost everyone.16


Economic moderation went hand in hand with political moderation. Nowhere did conservative parties attempt to disassemble the welfare state. In many countries, they avidly supported it, whether out of a religious commitment to social justice, a fear of renewed class conflict, or a genuine belief that public spending would create a healthier economy. When Senator Robert A. Taft, an outspoken critic of Franklin Roosevelt’s Depression-era social reforms, ran for president in 1952, his own party roundly rejected his extremism in favor of Dwight D. Eisenhower, the Allied commander in World War II, who went to great lengths to portray himself as a centrist. Eisenhower may not have embraced programs for the aged and the poor, but he did nothing to dismantle them. And neither he, nor Harold Macmillan in Britain, nor Charles de Gaulle in France, nor Konrad Adenauer in West Germany, nor Alcide de Gasperi in Italy, nor John Diefenbaker in Canada—conservative leaders all—subscribed to the idea that government should abandon its leading role in the economy and let market forces hold sway.


ECONOMIC PERFORMANCE THAT AT FIRST SEEMED MIRACULOUS was soon seen as normal. Year after year it went on: Australia, Austria, Denmark, Finland, France, Germany, Italy, Japan, Norway, and Sweden all experienced a quarter-century with only the briefest of economic doldrums. The volatility that had always marked economic life had seemingly been consigned to the dustbin of history. How had this miracle happened? In most countries, there was little doubt of the answer. Economic success was attributed not to the animal spirits of capitalism but to careful economic planning.


In most countries, with the notable exception of West Germany during the 1950s, economic planning was very much in vogue in the postwar era. To some extent, planning was unavoidable: where foreign currency to buy imports was scarce at the war’s end, someone had to decide whether importing fuel or food was more essential. But the planning bureaucracies that developed in the late 1940s were meant to be anything but temporary. Skilled in new quantitative tools such as linear programming and equipped with the techniques perfected by operations researchers to plot bombing runs, the planners claimed to know which industries, if properly fostered, could do the most for economic growth. Following the advice of economists, France’s government laid out grands plans for new auto plants and steel mills. In Japan, the Ministry of International Trade and Industry, the awesome bureaucracy known as MITI, wielded life-and-death power by controlling individual companies’ imports and exports, their investments in new factories, and their licensing of foreign patents.17


If planners could figure out how to manage key industries, why not entire economies? By the final months of World War II, a large majority of Americans, and nearly one-third of business leaders, told pollsters that it was government’s role to maintain full employment. Among Americans with college degrees, a stunning 70 percent concurred that “Full employment is something we should try to get, and it will require government action as well as planning by industry to get it.” When the US Senate, dominated by conservatives, considered the Full Employment Act in September 1945, seventy-one senators agreed that the government should ensure full employment when the private sector fell short, and only ten voted no.18


Although the Full Employment Act was much weakened before Congress finally approved it, support remained strong for the idea that government should, and could, ensure jobs for all. In the late 1940s, a US business organization, the Committee for Economic Development, proposed writing full employment into the federal government’s budget. Its idea was that the budget should be crafted so that receipts would equal expenditures if the economy were operating at full capacity—a moment when, presumably, tax revenues would be high and payments to unemployed workers low. This new understanding of fiscal responsibility supplanted the idea that the budget should be in balance every year. Now, the thinking went, government deficits were tolerable, and even desirable, when unemployment was high, but should vanish at full employment. No one seemed to notice that the “full-employment budget” created perverse incentives for elected politicians everywhere. Agreeing to more government spending at times of high unemployment was easy enough, but reducing spending during economic upturns was far less attractive. Deficit spending would become the norm.


The well-intentioned idea of a full-employment budget, like many well-intentioned ideas, had unforeseen consequences. Economists became arbiters, specifying what unemployment rate would constitute “full employment” and then calculating how much government spending would be required to reach that target. “Conceptual advances and quantitative research in economics are replacing emotion with reason,” Walter Heller, formerly the chief economic adviser to presidents John F. Kennedy and Lyndon Johnson, insisted in 1966. With better statistics and computer-assisted forecasting methods, Heller asserted, the government could know exactly how to adjust spending and taxes to vanquish unemployment without pushing up inflation. Heller called this idea the “new economics.”19









CHAPTER 2


The Magic Square


Walter Heller’s promise of rational governance was congenial to thinkers of many ideologies, from the Communists who were influential in Italy and France to the free-market monetarists whose voices grew steadily louder in America. All preached that good government—as they defined it, of course—could keep the economy on a steady tack. All would be surprised, puzzled, and remarkably unrepentant when, after 1973, the world stubbornly failed to conform to their expectations.


Perhaps the foremost prophet of this new economic religion was a self-sure West German politician named Karl Schiller. Born in 1911 in Breslau, in what was then the southeastern corner of Germany, Schiller grew up in Kiel, in the far north, where his divorced mother worked as a housekeeper to pay his school fees. A Protestant with strong views about the social responsibility of a Christian, he joined the Socialist Students’ League, an organization close to the Social Democratic Party, when he entered the university in 1931. Both organizations were repressed after Adolf Hitler came to power in 1933. Schiller then switched sides, joining several pro-Hitler organizations, eventually including the Nazi Party, to smooth the way for an academic career. He earned a doctorate in economics in the Nazi era, writing his dissertation on the German government’s job-creation policies between 1926 and 1933, and then spent four years in the German army.


At the war’s end, the ambitious young economist remade himself again, rejoining the Social Democratic Party and establishing himself as an advocate of careful economic planning. Although he became a professor at the University of Hamburg, where his students included future West German Chancellor Helmut Schmidt, Schiller’s true passion was politics. In 1946, he won a seat in Hamburg’s state parliament and became the economy and transport minister. He gained fame for reviving the moribund commercial shipbuilding industry and spearheading the effort to restore Hamburg’s historic role as Germany’s main international trading center.


The year 1948 turned out to be pivotal in the development of Germany’s economy. The country, within its pre-1938 borders but shorn of eastern regions that were transferred to Poland, had been divided into four zones at war’s end, occupied respectively by the Soviet, British, American, and French armies. That division was replicated in Berlin, deep within the Soviet zone. The reichsmark, Germany’s official currency since 1924, circulated everywhere, alongside Allied military currencies. But the four occupying powers had no agreement about managing the money supply, and they printed so many reichsmark that the currency was nearly worthless. Much of Germany’s domestic commerce was conducted by barter, not with cash.


In June 1948, in the face of intense Soviet opposition, a new currency, the deutsche mark, was introduced in the American, British, and French zones, overseen by a new central bank system, which would develop into the German Bundesbank. At the same time, many regulated prices were set free, forcing the economy to adjust quickly to market conditions. With a stroke, the market-oriented economy of the western states was decoupled from the economy in the Soviet-occupied eastern states, where large private enterprises had been all but eliminated. The following year, after air forces from six countries mounted an airlift to overcome the Soviet blockade of the land routes between western Germany and Berlin, Germany was formally divided into two. The Soviet zone, including the Soviet sector of Berlin, became the German Democratic Republic, a police state of great equality but little opportunity, in which citizens were penned in by concrete and barbed wire, the communist Socialist Unity Party had a monopoly on wisdom, and the prosperity of their cousins to the west lay tantalizingly out of reach. The western zones became the Federal Republic of Germany.


Schiller, still in the Hamburg state parliament, was named to the advisory council of the new federal economy ministry, a position that offered him an unusual opportunity to shape the West German economy from its earliest days. He stood apart both from those who favored extensive government intervention in the economy, especially in shaping investment decisions, and from those who thought private choices about saving and investment would meet West Germany’s needs. Schiller’s advice called for “a synthesis of planning and competition.” His notion of planning, though, was quite different from the ideas that prevailed in France and Italy, where governments determined that a new steel mill should be built here or an automobile plant there. Schiller wanted the government to plan the broad direction of the economy, but to leave business decisions to market forces. He defined his philosophy thus: “As much competition as possible, as much planning as necessary.”1


The Social Democrats were a union-backed socialist party that had been viciously attacked under Nazi rule. After capturing less than 30 percent of the vote in West Germany’s first two postwar elections, the party spent much of the 1950s plotting a new strategy. The electorate was strongly anticommunist. More than eight million West Germans had fled or been expelled from Central and Eastern Europe, and they blamed the communist governments now ruling their former homes in Poland, Czechoslovakia, Hungary, and the Balkans. Millions more were intimately familiar with the grim repression in East Germany. The Social Democrats’ traditional support of state-owned industry—not to mention the open sympathy of some Social Democratic leaders with the communist states to the east—had very little appeal in the new, democratic Germany.


Schiller offered an alternative perspective. The economy, he insisted, was “a rational whole.” The government’s job was not to run it, but to use its tax and spending powers to fine-tune it for optimal performance. This would be accomplished with techniques such as input-output analysis, which showed how a million marks of government spending on highways would trickle through the economy, and linear programming, which could reveal which type of tax cut might create the most jobs. Highly trained experts conversant with new methods of statistical analysis would evaluate the data and make the critical decisions.


In 1956, Schiller put forth his ideas in legislation requiring the government to maintain full employment and steady economic growth while keeping prices stable. He called this wondrous combination the “magic triangle.” With the Social Democrats in the minority, Schiller’s bill was rejected. But his ideas had legs. In January 1958, six countries—Belgium, France, Italy, Luxembourg, the Netherlands, and West Germany—signed the Treaty of Rome, the founding document of what would eventually become the European Union. Its text, heavily influenced by faith in the ability of governments to regulate economic performance, required each member country to commit to maintaining high employment, steady growth, and stable prices, while keeping its international trade and investment in balance. With these four obligations, the magic triangle became a square.2


On its face, the magic square was hard to criticize. It fit nicely with Social Democratic ideals but also appealed to Europe’s dominant Christian Socialist parties, such as the ruling Christian Democratic Party in West Germany. The Christian Socialists, while less keen on government spending and high taxes than the Social Democrats, drew on a religious tradition emphasizing government’s obligation to help the humble, and they warmed to the idea that the government could assure jobs for all. Even West German chancellor Ludwig Erhard, a trained economist and an ardent proponent of free-market economics, found something to like in Schiller’s thinking. Before taking over as head of government, Erhard had served as economy minister from 1949 to 1963 and received much of the credit for the German miracle. He worried openly about the growing influence of interest groups in German politics, and he came to see rational planning as a way to keep the special interests in their place.


After Erhard’s government fell in 1966, the Christian Democratic, Christian Social, and Social Democratic parties formed a coalition in which Schiller became the economy minister. Schiller’s rise to power marked the triumph of what West Germans referred to as “scientific government.” No longer would politicians have to make decisions based on selective information supplied by lobbyists, industrialists, and self-interested labor leaders. Now, expert specialists, especially economists, could be called upon to assemble factual information and offer objective, authoritative advice about optimal policy choices—although, as political scientist Tim Schanetzky later observed, politicians tended to embrace the expert advice only when it meshed with their electoral calculus.3


In 1967, Schiller’s magic square was enacted into law, assigning the government the legal obligation to foster growth, eliminate unemployment, avoid inflation, and keep the country’s international accounts in balance, all within the framework of a free-market economy. Following Schiller’s interpretation of the precepts of British economist John Maynard Keynes, federal and state governments were to plan their budgets with the goal of achieving “equilibrium of the entire economy.”4


At the time, West Germany had just entered its first postwar recession. Schiller unveiled a program of spending and tax cuts to stimulate the economy. In his mind, he was following the advice Keynes had delivered in the 1930s, when he asserted that troubled economies might require a shot of stimulus in the form of higher government spending to escape the Depression. Keynes, alas, had said nothing about how quickly the economy could be expected to respond to such medicine. When hiring and business investment failed to respond quickly, the cabinet agreed to Schiller’s proposal for a second stimulus program. Several months later, he offered a third stimulus plan, which was rejected. Luckily, the effects of the two earlier rounds of stimulus kicked in soon thereafter. The economy roared, cementing Schiller’s reputation as an economic wizard.


At the ministry, Schiller created an elaborate planning exercise to build the magic square. Each year, teams of economists determined how the economy was to perform over the next five years. He and his “team of eggheads” worked late into the night, fueled by sandwiches and Johnnie Walker, evaluating how such factors as population growth, increased foreign trade, and environmental regulations might affect the economy’s growth potential. After crunching the numbers, they specified the most desirable rate of economic growth. The first projection, released in the spring of 1967, called for economic growth averaging 4 percent through 1971, an average unemployment rate of 0.8 percent, along with 1 percent inflation and a 1 percent current account surplus. The economy ministry’s experts calculated that reaching those targets would require faster growth in business investment, slower growth in consumer spending, and an increase in the government’s budget deficit. The finance ministry, which had authority over taxes and the federal budget, was advised to adjust its policies accordingly.5


But in an economy that was overwhelmingly privately run, government alone could not reach perfection. Many of the crucial choices were up to private companies, self-employed workers, farmers, and labor unions. “The achievement of an optimal combination of these four macroeconomic goals under today’s conditions can be attained only by the deliberate cooperation of all government bodies and nongovernmental groups,” Schiller insisted.


The vehicle for that cooperation was a Schiller creation known as “Concerted Action.” Four or five times a year, he summoned selected notables to a conference room in the ministry, where tables were arranged in a square. The ministers of agriculture, economy, finance, interior, and labor and a board member of the Bundesbank sat on one side, joined by their deputies. To their left were the heads of employer groups, such as the Federal Association of German Industry. To their right, facing the bosses, were an equal number of labor union presidents. The fourth side of the square was occupied by the chiefs of other organizations, such as the farmers’ association and the association of savings banks. Over the course of an entire day, the dignitaries offered their views in turn. The star of the show, though, was Karl Schiller, who handed out packets of statistics, described the economic outlook, and announced how fast wages could rise without disfiguring the magic square. Of course, he would add, wage bargaining was a private matter between employers and unions, but he hoped the government’s guidelines would contribute to “collective rationality.”6


Schiller was not a man to suffer fools, even when those he considered fools were also union leaders, corporate executives, or cabinet members. Based on the work of his staff experts, he knew what was best for the world’s third-largest economy, and he did not hesitate to instruct the captains of labor and industry. “An almost prophetic image, a very emotional speech,” one high-ranking official scribbled on his copy of the text during a typical Schiller performance. The union leaders who joined in Concerted Action were willing to trust him, because they knew he would blunt the power of business; the business leaders across the table were reassured by the importance Schiller attached to profits and by his insistence that labor not demand more than the economy could afford.


His cabinet colleagues were less impressed. Infuriated that Schiller was announcing tax and budget changes that they had not approved, several ministers threatened to boycott Concerted Action. In 1967, Chancellor Kurt Georg Kiesinger, a Christian Democrat, was forced to intervene directly, insisting that Social Democrat Schiller seek approval from the coalition cabinet before telling labor and management what the government would do to keep the economy on track. Two years later, Kiesinger had to order the attendance of Finance Minister Franz Josef Strauss, head of the conservative Christian Social Party, who protested that he did not have time for a meeting likely to last six to ten hours.7


Schiller was unrepentant. Using every tool at his disposal—cutting taxes on investment to raise business profits; persuading unions to cap wage hikes; increasing outlays for research and infrastructure to boost the economy’s growth potential; attacking price-fixing to stimulate competition—he was certain he could build a stable economy with jobs for all. His optimism was contagious. A prominent and highly visible figure, always impeccably dressed, Schiller frequently addressed business groups and appeared on television news shows. He developed an immense following that crossed party lines. His colorful personal life, which would eventually include four marriages, did his reputation no harm. In 1969, the Social Democrats outpolled every other party for the first time since the war in what was known as the “Schiller election.” Stern, one of West Germany’s most widely read magazines, selected him as man of the year.


To the Social Democrats, collective rationality was more than just a compromise among interest groups. It was the result of democracy in action. “We’re not at the end of our democracy. We’re just beginning,” Willy Brandt, the first Social Democrat to lead West Germany’s government, proclaimed on taking office in 1969. Democracy required constructing what the party termed the “empowered society,” in which average citizens would have their say. This was to be neither the top-down democracy ostensibly practiced by the Christian Democrats nor an anarchic democracy of the sort favored by West Germany’s vocal student movement, which had no respect for hierarchy and largely ignored its constantly changing collective leadership. In the empowered society, individuals would make their voices heard by actively participating in groups that were engaged in the planning process. By bringing those groups together, Concerted Action offered a vehicle for the masses to shape economic policy.8


The masses, in the Social Democrats’ view, wanted higher federal spending for income security and education, never mind that education was the responsibility of the states. Schiller was not opposed, judging that higher spending in those areas might sustain growth without fueling inflation. Yet events stubbornly refused to conform to his expectations. The economy veered badly off course late in 1969, with the trade surplus growing far too large and prices rising much faster than the 1 percent inflation rate his experts’ models had promised. Rounds of unauthorized strikes followed, as workers rejected the pay raises union leaders had agreed to through Concerted Action, which now lagged far behind inflation. Puzzled by the unanticipated jump in inflation, Schiller ordered his aides to redo their calculations, searching for errors in their forecasts. When they found none, he accused companies of driving up inflation by illegally conspiring to raise prices. If the economy was acting irrationally, something, or someone, must have led it astray.9


Only belatedly would he accept that the magic square was a technocrat’s fantasy. Of the variables for which his ministry had set five-year targets in 1967, only the unemployment rate behaved as instructed. The other three corners of the square, economic growth, inflation, and the international balance of payments, stubbornly refused to conform to the government’s dictates. The five-year targets set in 1968, 1969, and 1970 proved no more attainable. Even after Schiller took on the additional post of finance minister in 1971, becoming “superminister” with the power to turn his planners’ recommendations into spending plans and tax laws, he could not produce the promised combination of fast economic growth, full employment, low inflation, and international balance. There were simply too many unpredictable events—such as America’s decision to allow the fixed exchange-rate system to collapse—and too many political considerations for which Schiller had no patience. In 1972, angry that Chancellor Brandt denied him control over the exchange rate, he stormed out of the cabinet and left elected office for good.10


Later, after a brief flirtation with the Christian Democratic opposition, Schiller would pin the blame on his own Social Democratic Party. The party had mistakenly assumed that the postwar economic miracle, the Wirtschaftswunder, would go on forever, he said. But it was Schiller and his fellow economists, the dispassionate technocrats, who had created such expectations. When Schiller wrote that the German economy had reached “a sunny plateau of prosperity,” that inflation and unemployment were permanently vanquished, people believed him, just as Americans had given credence to Walter Heller and the Japanese had bowed to the wisdom of their finance ministry. The long boom had created a near-universal faith in the capacity of governments to keep their economies on a steady course, with jobs for all.11


DESPITE HIS EXTRAORDINARY AMBITION, KARL SCHILLER ASSIGNED	 a relatively modest role to government when he drew his magic square. Unlike his counterparts in France and Italy, he did not want the government to own companies or appoint business executives; he thought that the state could best assure a healthy economy by adjusting taxes, spending, and interest rates while gently guiding the private sector. In Africa, Asia, and Latin America, meanwhile, technocrats and politicians were embracing far less subtle theories about government’s proper role.


The “developing countries,” as they were called in those days, undertook a forced march to modernity orchestrated by their governments. Societies in which most people farmed small plots of rice, millet, or corn were transformed in short order into urbanized industrial economies. For a quarter-century, rapid industrialization, led by the state, seemed to be the solution to the poor world’s problems. As in Germany, the answers came from the top, from government planners in collaboration with the heads of the organized interest groups considered important enough to matter: the national chamber of industry, the metalworkers’ unions, the confederation of large farmers, the bankers’ association. These officially recognized groups were deemed to represent all the businesses and workers in their sectors, whether or not those individuals agreed with their assigned leaders. The idea that preferences might be revealed more accurately by the discrete choices of millions of workers and businesspeople than by the wisdom of anointed representatives was not an idea that was common in the developing world, where representative democracy rarely functioned smoothly and autocrats were often in charge.12


The intellectual godfather of this statist movement was a man without a country named Raúl Prebisch. Largely unknown in the great financial centers, he became an economic superstar in the developing countries. In the 1950s and 1960s, he would come to have more influence on how governments pursued economic growth than any other economist in the world.


Prebisch, born in 1901 in the bustling provincial capital of Tucumán, in the northwest of Argentina, grew up in a prosperous nation that was seething with social unrest. Years earlier, his mother’s father had been a senator. But by the time of Prebisch’s youth, the glory was long gone; the family still had influential relatives in Buenos Aires, but neither money nor prestige. At seventeen, Prebisch enrolled in the economics department at the University of Buenos Aires. He briefly flirted with the Socialist Party but withdrew his membership application when his first article for the party newspaper brought condemnation for failing to conform to party policies. Prebisch would never again associate himself with a political party. Instead, he would always define himself as a technocrat, an expert on economic matters unencumbered by political affiliations.13


Argentina was then one of the world’s wealthiest countries, but like every other country in Latin America, its economy was heavily based on the production of one or two commodities. In Argentina’s case, those commodities were beef and wheat, almost all of which were exported to Great Britain. British investors controlled most of Argentina’s railroads and many of its farms and slaughterhouses. Argentina’s economy boomed when international wheat prices were high and suffered when they were low, just as Brazil’s did with coffee and Chile’s with copper. Armed with only an undergraduate degree, Prebisch began studying the relationship between his country, thinly populated and heavily reliant on agriculture, and the advanced economies of Europe and North America. Argentina, he discovered, was far more prone to boom-and-bust cycles than Europe because of its dependence on foreign borrowing and its undiversified, resource-driven economy. He concluded that Argentina’s distinct conditions required unorthodox economic policies rather than the classical free-market ideas preached—although not necessarily practiced—in more industrialized countries.


A formal man who detested sports and had no hobbies, Prebisch threw himself into economics, working first for a powerful farm lobby and then government. After a rocky start to his career—twice, while on official business abroad, he was forced to pay his own way home when a change in government terminated his appointment—Prebisch’s wide contacts led to a position as undersecretary of finance at the age of twenty-nine. In 1935, he advised the government on the creation of an independent central bank, an Argentine version of the Bank of England or the Federal Reserve. He was named its first general manager. As one of the youngest central bankers anywhere, he earned an international reputation for righting Argentina’s economy. After World War II broke out in Europe, Prebisch was intimately involved in the delicate negotiations that reoriented Argentina away from Great Britain and toward the United States.


But his star fell as dramatically as it had risen. Argentina industrialized rapidly in the 1930s, thanks largely to a sharp increase in import tariffs that protected domestic industries at the expense of farmers and ranchers. The growing number of urban workers and factory owners had interests very different from those of the wheat growers and sugar barons who had traditionally dominated political life, and the conflict grew explosive. Seeing himself as an apolitical specialist in economic policy, Prebisch failed to understand that his diplomatic activities associated him with a government widely accused of electoral fraud and corruption. In 1943, following a coup d’état, the central bank’s independence from the government proved illusory. Prebisch, accused of being too close to the United States and too hostile to Germany, was driven from office.14


With no personal wealth and no income, the famed central banker was forced to sell his Packard, rent out his house, and move into a small cottage. A few consulting jobs followed, but the United States and Brazil rejected his appointment to an important post at the International Monetary Fund, the Washington-based organization created to help manage exchange rates. The military government in Buenos Aires made it clear that he was not welcome at home, while also doing its best to keep him from finding work abroad. His career seemed to be over.


With few other options, Prebisch signed on as a consultant to the Economic Commission for Latin America, or ECLA, in March 1949. Calling ECLA an obscure organization would have been generous. Based in Santiago, Chile, about as far from the centers of world power as it was possible to be, ECLA was a newly minted agency of the United Nations with a tiny budget and no particular responsibilities. Prebisch’s first assignment was to prepare an economic survey of Latin America for an upcoming meeting. The report, kept confidential until Prebisch presented it in Havana, Cuba, in May 1949, would shake the world.


The speech was an attack on the doctrine of free trade—specifically, on the venerable claim that each country would be best off if it produced those goods it turned out most efficiently and traded them for its other needs. This might be true for the large industrial countries, Prebisch said. But there were many other countries, those “on the periphery of the world economy,” that had failed to prosper by engaging in international trade. Exporting their abundant raw materials and importing manufactured goods had not made the countries on the periphery wealthy, Prebisch argued, because the prices of their exports were in a long-run decline relative to the prices of the manufactured goods they bought abroad. They were on a treadmill, needing to produce more and more copper or bananas to buy the same amount of imported machinery and medicine.


The peripheral countries’ inferior position in trade, Prebisch contended, kept them from amassing the profits necessary to finance investments that could make their workers more productive. Unequal trade was thus the fundamental cause of Latin America’s poverty. “The enormous benefits that derive from increased productivity have not reached the periphery in a measure comparable to that obtained by the peoples of the great industrial countries,” he said. Improving productivity, he insisted, required the peripheral countries to build strong manufacturing sectors. “Industrialization is not an end in itself, but the principal means at the disposal of these countries of obtaining a share of the benefits of technical progress and of progressively raising the living standards of the masses,” he proclaimed.15
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