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“A fascinating tale . . . In every way, the book is very well done . . . nicely paced and often witty. . . . There is no triumphalism: the authors are keen on markets, but aware of their drawbacks, and give them their proper attention. . . . [A] better guide to the future of capitalism.”


—The Economist


“Their book reads like a juicy nonfiction soap opera, tracing the paths of more than thirty characters as they redefine the econo-political landscape of the last half century.”


—David R. Henderson, Fortune


“A lively and authoritative treatment of the re-emergence of the market as not just a way in the world but as a respectable idea . . . and ideal.”


—Martin Peretz, TheStreet.com


“Yergin and Stanislaw are . . . skilled in turning dense evidence into an entertaining and persuasive read. Free of economic jargon, the book is packed instead with anecdotal glimpses of the personalities and events of the era.”


—Martin Vander Weyer, The Sunday Telegraph


“Yergin and Stanislaw have skillfully and cogently analyzed a drama of near epochal proportions.”


—Robert D. Hormats, The International Economy


“A grand tale, and [the authors] relate it with admirable energy and ambition. . . . The Commanding Heights brims with personality and incident.”


—Gary Rosen, Commentary


“Excellent . . . The Commanding Heights provides a sweeping vision . . . a great read and highly recommended.”


—Claire Liuksila, Finance and Development


“Yergin and Stanislaw have magnificently charted the economic history of the past fifty years and noted the parallel developments of technology and the growth of free markets. Yet something suggests that the cycle is not over yet.”


—Chris Cragg, Financial Times Energy


“Mr. Yergin and Mr. Stanislaw tell this story well, drawing on their own lengthy interviews with many of the key figures in this transformation.”


—Benjamin M. Friedman, The New York Review of Books


“Extraordinarily accessible but deep-reaching, this book is a tour de force.”


—Michael Pakenham, The Sun (Baltimore)


“The crowning achievement of The Commanding Heights is that it illuminates today’s profound changes through the great sweep of history.”


—Valéry Giscard d’Estaing, former president of France


“The Commanding Heights persuasively and powerfully identifies today’s and tomorrow’s critical challenges for government policy and corporate action.”


—Rosabeth Moss Kanter, Harvard Business School, author of World Class


“There has been a revolution in economic thought every bit as profound in its implications as any other scientific revolution. The Commanding Heights tells the story of changes that have been world transforming. It’s a compelling guide to the twenty-first-century economy.”


—Lawrence Summers


“The Commanding Heights captures the modern world’s most crucial changes in a dramatic and vivid way. This book will be invaluable for readers in every part of the world.”


—Yegor Gaidar, former deputy prime minister and minister of finance, Russia


“An absorbing, well-written narrative of the victory of market forces over communism and socialism. The authors effectively and dramatically show how ideas and events combined to produce the most important economic revolution of the second half of this century.”


—Gary Becker, winner of the Nobel Prize for Economics, 1992


“With great clarity and intelligence, the authors have written one of the central stories of our time. We have a torrent of information—discordant, cacophonous, dissonant—from TV, PCs, and print. The great accomplishment of The Commanding Heights is to make sense of this confusing scene.”


—Adam Smith, author of Paper Money


“The Commanding Heights conveys the new reality of the world economy with a sure grasp and a unique vision. It is stimulating, topical, and very well written. The depth of the analysis and the geographic breadth are overwhelming. It is a resounding achievement—and essential reading—for anyone engaged in international business.”


—John Browne, chief executive, BP (British Petroleum)


“A stunning and eminently readable account of how the market has captured the commanding heights of economic thinking. Transforming economic analysis into a compelling narrative, the authors give us a comprehensive picture of an unfolding and dramatic story. It is as engrossing as it is instructive.”


—George P. Shultz, former U.S. secretary of state and former U.S. secretary of the treasury
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AT THE FRONTIER


Introduction








BOOKS BEGIN in unexpected places. This book began in part on a summer’s day on the outskirts of Moscow. The Izmailovo outdoor market sprawls over acres on the northeast edge of the city, almost at the very end of the subway line. Its transformation—from a park for exhibiting painting and crafts into a vast bazaar—was one of the earliest and most visible signs of communism’s collapse and the transition to an economy that was no longer state-controlled but responded to the demands of the marketplace.


The past and future were simultaneously on sale. Oil paintings of snowy villages and religious icons, many of dubious origin, were commingled with South Korean electronics and cheap videocassettes. Stalls competed to sell old dishes and stained uniforms, czarist mementos, and pins decorated with Lenin’s face. There were carpets from Central Asia, swords from the Caucasus, and military souvenirs from both czarist and Red armies. And everywhere were the matrioshki, wooden dolls within dolls, but of endless variation—not only the traditional peasant women but also a host of other characters, from Soviet leaders and American presidents to the Harlem Globetrotters. The favored mode of payment for all of this was the dollar—the same dollar whose possession only a few years earlier could have resulted in a stiff prison term.


The market drew all sorts of people, including, on this particular day, Sir Brian Fall, the then British ambassador. As a career diplomat in the Foreign Office, Fall had dealt with Soviet and Russian affairs for thirty years, going back to the cold war days of George Smiley. In between, he had held a number of other positions, including senior adviser to three foreign secretaries as well as high commissioner to Canada. This day, however, he was at Izmailovo with his wife and daughter not for diplomatic purposes but, like everybody else, to shop. They were looking for a painting of a rural village scene, an evocation of traditional Mother Russia. But Sir Brian, every now and then, still had to stop to remind himself that the dramatic changes in modern Russia were really happening. Every stall at Izmailovo brought one face-to-face with that change. The market was a metaphor for a society disjointed and confused, but also reenergized, experiencing a transition more wrenching and more rapid than Russians could comprehend, having passed through a revolution they had not anticipated—and were certainly not prepared for.


“How much easier it would have been for the Russians,” he said as we wound down one of the aisles, “if the Soviet Union had collapsed in the 1960s or 1970s.”


Why?


“Because that was when government intervention loomed large in the West, and national planning and state ownership were the methods of the day. That would have made it much more acceptable for Russia to hold on to its huge state-owned companies and keep pumping money into them, no matter how big the losses. And then the move to a market economy would not have been so severe and traumatic.”


His observations brought into sudden and sharp focus how much has changed around the world since the 1970s in thinking about the appropriate relationship between state and marketplace. What was the conventional, indeed the dominating, wisdom of that time is now widely criticized, and in some cases discredited and abandoned. What seemed to be ideas on the fringe, or even beyond the fringe, discussed only around a few seminar tables, have now moved into the center. As a consequence, economies almost everywhere are being reordered, in some cases radically, with immense and far-reaching effects.


All around the globe, socialists are embracing capitalism, governments are selling off companies they had previously nationalized, and countries are seeking to entice back multinational corporations that they had expelled just two decades earlier. Marxism and state control are being jettisoned in favor of entrepreneurship; the number of stock markets is exploding; and mutual fund managers have become celebrities. Today, politicians on the left admit that their governments can no longer afford the expansive welfare state, and American liberals recognize that more government may not hold the solution to every problem. Many people are being forced to reexamine and reassess their root assumptions. These changes are opening up new prospects and new opportunities throughout the world. The shift is also engendering, for many, new anxieties and insecurities. They fear that government will no longer be there to protect them as they become increasingly intertwined in a global economy that seeks to ignore national borders. And they express unease about the price that the market demands of its participants. Shocks and turbulence in international capital markets, such as those that began in Southeast Asia in 1997 and spread the following year to Latin America and Russia, have turned that unease into fundamental questions about the danger and even legitimacy of markets.


As globalization gathered up nations into its web of commerce and communication, the promise of the marketplace and the anxiety about its risks appeared to grow in tandem. When government leaders gathered—in Seattle or Genoa or Qatar—to hammer out rules for a global market economy, they met often-violent demonstrations from protesters of many stripes. The long boom of the 1990s, driven by ten years of growth in the United States, came to an end, and the fear spread of a global recession, or even worse. Then came the September 11, 2001, terrorist attack on New York’s World Trade Center and the Pentagon in Washington, D.C.; the magnitude of destruction and the symbolic force of its target appeared somehow to show the dark side of interdependence and integration. The shattering effect on confidence deepened what had become a synchronized global economic downturn, putting pressure on countries and governments everywhere. Yet, through all the turmoil, with the move to the market throwing open and connecting entire societies, a global “civil society” was struggling to be born. The shape it will take remains uncertain and highly contested.


All these considerations need to be set in context. A hundred-year arc has taken us from the last great era of international commerce to the intense, bewildering one we know today. The battle to draw the lines between market and state has propelled this journey and continues to shape the outcomes.


Why the Shift?


Why the move to the market? Why, and how, the shift from an era in which the “state”—national governments—sought to seize and exercise control over their economies to an era in which the ideas of competition, openness, privatization, and deregulation have captured world economic thinking? This question, in turn, begets others: Are these changes irreversible? Are they part of a continuing process of development and evolution? What will be the consequences and prospects—political, social, and economic—of this fundamental alteration in the relationship between government and marketplace? These are the basic questions that this book seeks to answer.


Where the frontier between the state and market is to be drawn has never been a matter that could be settled, once and for all, at some grand peace conference. Instead, it has been the subject, over the course of this century, of massive intellectual and political battles as well as constant skirmishes. In its entirety, the struggle constitutes one of the great defining dramas of the twentieth century. Today the clash is so far-reaching and so encompassing that it is remaking our world—and preparing the canvas for the twenty-first century.


This frontier defines not the boundaries of nations but the division of roles within them. What are the realm and responsibility of the state in the economy, and what kind of protection is the state to afford its citizens? What is the preserve of private decision making, and what are the responsibilities of the individual? This frontier is not neat and well defined. It is constantly shifting and often ambiguous. Yet through most of the century, the state has been ascendant, extending its domain further and further into what had been the territory of the market. Its victories were propelled by revolution and two world wars, by the Great Depression, by the ambitions of politicians and governments. It was also powered by the demands of the public in the industrial democracies for greater security, by the drive for progress and improved living conditions in developing countries—and by the quest for justice and fairness. Behind all this was the conviction that markets went to excess, that they could readily fail, that there were too many needs and services they could not deliver, that the risks and the human and social costs were too high and the potential for abuse too great. In the aftermath of the traumatic upheavals of the first half of the twentieth century, governments expanded their existing responsibilities and obligations to their populaces and assumed new ones. “Government knowledge”—the collective intelligence of decision makers at the center—was regarded as superior to “market knowledge”—the dispersed intelligence of private decision makers and consumers in the marketplace.


At the extreme, the Soviet Union, the People’s Republic of China, and other communist states sought to suppress market intelligence and private property altogether and replace them with central planning and state ownership. Government would be all-knowing. In the many industrial countries of the West and in large parts of the developing world, the model was the “mixed economy,” in which governments flexed their knowledge and played a strong dominating role without completely stifling the market mechanism. They would reconstruct, modernize, and propel economic growth; they would deliver equity, opportunity, and a decent way of life. In order to achieve all that, governments in many countries sought to capture and hold the high ground of their economies—the “commanding heights.”


The term goes back three quarters of a century. In November 1922, half a decade after leading the Bolsheviks to victory, the already ailing Vladimir Ilyich Lenin made his way to the platform of the Fourth Congress of the Communist International in St. Petersburg, then called Petrograd. It was his penultimate public appearance. The year before, amid economic breakdown and out of desperation, Lenin had initiated the New Economic Policy, permitting a resumption of small trade and private agriculture. Now, communist militants were attacking him for compromising with capitalism and selling out the revolution. Responding with his old acerbity and sarcasm, despite his physical enfeeblement, Lenin defended the program. Although the policy allowed markets to function, he declared, the state would control the “commanding heights,” the most important elements of the economy. And that, Lenin assured any who doubted him, was what counted. All this was before collectivization, Stalinism, and the total eradication of private markets in the Soviet Union.


The phrase found its way to Britain, via the Fabians and the British Labour Party, in the interwar years; it was then adopted by Jawaharlal Nehru and the Congress Party in India, and spread to many other parts of the world. Whether or not the term was used, the objective was one and the same: to ensure government control of the strategic parts of the national economy, its major enterprises and industries. In the United States, government exerted its control over the commanding heights not through ownership but rather through economic regulation, giving rise to a special American brand of regulatory capitalism.1


Overall, the advance of state control seemed to be inexorable. In the immediate post–World War II years, only governments could marshal the resources necessary to rebuild devastated and dislocated nations. The 1960s seemed to prove that they could effectively run, and indeed fine-tune, their economies. By the beginning of the 1970s, the mixed economy was virtually unchallenged and government continued to expand. Even in the United States, the Republican administration of Richard Nixon sought to implement a massive program of detailed wage and price controls.


Yet by the 1990s, it was government that was retreating. Communism had not only failed, it had all but disappeared in what had been the Soviet Union and, at least as an economic system, had been put aside in China. In the West, governments were shedding control and responsibilities. Instead of “market failure,” the focus was now on “government failure”—the inherent difficulties that arise when the state becomes too expansive and too ambitious and seeks to be the main player, rather than a referee, in the economy. Paul Volcker, who conquered inflation as chairman of the U.S. Federal Reserve System, explained the reason for the change in simple terms: “Governments had become overweening.”


Now, in response to the high costs of control and the disillusionment with its effectiveness, governments have marched at a dramatic pace through the greatest sale in the history of the world: privatization. Trillions of dollars of assets have been sold to private and foreign buyers or floated on stock exchanges—from steel plants, phone companies, and electric utilities to airlines, hotel chains, and even nightclubs. In a parallel and far-reaching process, governments are deregulating. In the United States, this means overturning and reinventing the regulatory apparatus that has affected almost every aspect of daily life. In many other countries, it means devising for the first time ways to set the rules of the economic game without relying on massive state ownership. Everywhere, the objective is to move away from government control as a substitute for the market and toward reliance on competition in the marketplace as a more effective way to promote the public good.


This shift does not, by any means, signal the end of government. In many countries, governments continue to spend as large a share of national income each year as the year before. The reason, in the industrial countries, is social spending—transfer payments and entitlements—and almost everywhere, government remains the solution of last resort for a host of societal demands. Yet the scope of government, the range of duties it takes on in the economy, has been decidedly receding. The world over, governments have come to plan less, to own less, and to regulate less, allowing instead the frontiers of the market to expand. Yet new challenges are emerging to this movement.


The decamping of the state from the commanding heights marks a great divide between the twentieth and twenty-first centuries. It is opening the doors of many formerly closed countries to trade and investment, vastly increasing, in the process, the effective size of the global market. The growth of capital markets and the continued lowering of barriers to trade and investment are further tying markets together—and promoting a freer flow of ideas. The advent of emerging markets brings dynamism and opportunity on a massive scale to the international economy. National firms are turning themselves into international operators; and companies, whether long experienced in international business or newcomers, are hastening to generate global strategies. Paralleling and facilitating much of this is a technological revolution of momentous but uncertain consequences. Information technology—through computers— is creating a “woven world” by promoting communication, coordination, integration, and contact at a pace and scale of change that far outrun the ability of any government to manage. The accelerating connections make national borders increasingly porous—and, in terms of some forms of control, increasingly irrelevant.


The Power of Ideas


Underlying all this has been a fundamental shift in ideas. In 1936, in the concluding pages of his famous General Theory of Employment, Interest and Money, the eminent British economist John Maynard Keynes wrote that ideas “are more powerful than is commonly understood. Indeed, the world is ruled by little else. Madmen in authority, who hear voices in the air, are distilling their frenzy from some academic scribblers of a few years back. . . . Sooner or later it is ideas, not vested interests, which are dangerous for good or evil.”


The dramatic redefinition of state and marketplace over the last two decades demonstrates anew the truth of Keynes’ axiom about the overwhelming power of ideas. For concepts and notions that were decidedly outside the mainstream have now moved, with some rapidity, to center stage and are reshaping economies in every corner of the world. Even Keynes himself has been done in by his own dictum. During the bombing of London in World War II, he arranged for a transplanted Austrian economist, Friedrich von Hayek, to be temporarily housed in a college at Cambridge University. It was a generous gesture; after all, Keynes was the leading economist of his time, and Hayek, his rather obscure critic. In the postwar years, Keynes’ theories of government management of the economy appeared unassailable. But a half century later, it is Keynes who has been toppled and Hayek, the fierce advocate of free markets, who is preeminent. The Keynesian “new economics” from Harvard may have dominated the Kennedy and Johnson administrations in the 1960s, but it is the University of Chicago’s free-market school that became globally influential in the 1990s.2


But if economists and other thinkers have the ideas, it is politicians who implement them; and one of the preeminent lessons of this remarkable shift is the importance of leaders and leadership. Keith Joseph, Britain’s self-appointed “minister of thought,” and his disciple Margaret Thatcher seemed to be embarking on a quixotic project when they set out to overturn Britain’s mixed economy. Not only did they prevail, but they influenced the agenda for a good part of the rest of the world. It was a dedicated revolutionary, Deng Xiaoping, who, while genuflecting to Marx, resolutely forced the world’s largest country to disengage from communism and integrate itself into the world economy. And in the United States, the victories of Ronald Reagan forced the Democratic Party to redefine itself.


The vocabulary of this march toward the marketplace requires a word of clarification. For Americans, the global battle between the state and market can be puzzling, for it appears to pit “liberalism” against “liberalism.” In the United States, liberalism means the embrace of an activist, interventionist government, expanding its involvement and responsibility in the economy. In the rest of the world, liberalism means almost exactly the opposite—what an American liberal would, in fact, describe as conservatism. This kind of liberalism supports a reduced role for the state, the maximization of individual liberty, economic freedom and reliance on the market, and decentralized decision making. It has its intellectual roots in such thinkers as John Locke, Adam Smith, and John Stuart Mill. It emphasizes the importance of property rights and sees government’s role as the facilitation and adjudication of civil society. Thus, in this book, when liberalism is discussed outside the United States, whether it is in the former Soviet Union or Latin America or elsewhere, it means less government, not more.I


Relinking Past and Future


The reassertion of this traditional liberalism represents a rebirth—indeed, a reconnection—for it had its heyday in the late nineteenth century. Indeed, the world at the dawn of the twenty-first century bears resemblance to the late-nineteenth-century world—a world of expanding economic opportunity and ever-diminishing barriers to travel and trade. Then, as now, new technologies helped foster the change. Two innovations in the nineteenth century decisively broke the bounds of the natural rhythms of winds and tides, that had, from the beginning of civilization, defined commerce. In the early part of the nineteenth century, the steam engine made possible rail and ship transportation of people and goods that was safer, faster, and more expedient than any method known at the time. As early as 1819, the American ship Savannah crossed the Atlantic using a steam engine to augment its sails. By the middle of the nineteenth century, steam was beginning to supplant wind power altogether. When the first telegraph cable was laid across the floor of the Atlantic in 1865, after three failed attempts, markets were connected. The spread of these technologies powered a dramatic expansion of world trade. Moreover, they provided outlets for private investment capital. European funds were poured into the construction of railroads in North and South America and in Africa and Asia, and into the mines and plantations they connected to the ports. With British money financing so much of America’s railway development, the United States became the champion emerging market of the nineteenth century. In the late nineteenth century and early twentieth century, the world economy experienced an era of peace and growth that, in the aftermath of the carnage of World War I, came to be remembered as a golden age.


Critical Tests


What powered the return toward traditional liberalism around the world? The previous embrace of the state as modernizer turned into disillusionment with state ownership and intervention, owing to the unexpectedly heavy costs and consequences. The financial burden had gone beyond the ability of governments to manage: Debts and deficits had grown too big. Inflation had become chronic and embedded. As the perceived gap between intentions and actual performance grew, confidence turned into cynicism. The implosion of the Soviet system—the great lodestar for central planning—discredited statism of all kinds, while the rise of prospering East Asian economies pointed toward a different balance between state and marketplace and underlined the virtues of participation in the global economy.


Will the apparent triumph of the market endure? Or will government’s role expand once again? The response will depend, we believe, on how the answers unfold to several key questions: Will the market economies deliver the goods in terms of economic growth, employment, and higher standards of living, and how will they redefine the welfare state? Will the results be seen as fair, equitable, and just? What will happen to national identity in the new international economy? Will the public be sure that the environment is sufficiently secured? And how will market economies cope with the cost of demographics—the burgeoning of the young in developing countries and the growing proportion of the elderly in the industrial countries? These questions, and the themes they represent, will be integral to the pages that follow.3


How does the plot of our narrative proceed? The first three chapters set out how governments took control of the commanding heights in Europe, the United States, and the developing world, achieving what seemed by the 1970s to be an invincible position. Chapter 4 describes the first major counterattack, the Thatcherite revolution in Britain in the 1980s. Chapter 5 explains the forces that led the world in the 1980s and 1990s to change its “mind” about the balance between government and market. Chapters 6 through 8 focus on Asia—the dynamics of the East Asian countries and the forces transforming them after the “miracle,” the twenty-year turnaround from communism to capitalism in China, and the efforts to dismantle India’s “Permit Raj” and reorient that nation to the world economy. Latin America’s wrenching move from dependencia to shock therapy is the subject of Chapter 9. Chapter 10 explains how Russia’s and Eastern Europe’s “ticket to the market” got punched, and the bumpy journey to the world after communism that has followed. Europe’s struggle to create a single market and slim down governments—and come to terms with the predicament of the welfare state—is the subject of Chapter 11. Chapter 12 looks at the United States through the framework of the overall process of global change, exploring the impact of fiscal rectitude on expansive government and the contrary directions in economic and social-value regulation. And finally, Chapters 13 and 14 consider globalization—and the promise and challenges of the new global economy. What, in fact, is globalization? How did the hundred-year arc of the commanding heights deliver us into a global marketplace? How will states and national communities face the challenges of generalized trade and pervasive financial integration? Can we enjoy, at the same time, the political benefits of democratic states and the economic benefits of a global market that seems, at times, to overwhelm the state? Who, after all, will occupy the new commanding heights?


This, then, is our story, a narrative of the individuals, the ideas, the conflicts, and the turning points that have changed the course of economies and the fate of nations over the last half century. The scope of the story imposes its own discipline. A multitude of volumes could be written on the United States alone, or on any of the other regions and countries; here, instead, we paint them all as parts of a larger canvas—the turbulent battle over the commanding heights, the stakes and the consequences, and the prospects for the next century.


But we begin with a peace conference whose focus was, in fact, on traditional political frontiers. The year was 1945. The place, Berlin.





I How was the meaning of this word altered so dramatically in the United States? During the First World War, some of the leading Progressive writers began to use the word liberalism as a substitute for progressivism, which had become tarnished by its association with their fallen hero, Theodore Roosevelt, who had run and lost on a Progressive third-party ticket. Traditional liberals were not happy to see their label transformed. In the 1920s, The New York Times criticized “the expropriation of the time-honored word ‘liberal’ ” and argued that “the Radical-Red school of thought . . . hand back the world ‘liberal’ to its original owners.” During the early 1930s, Herbert Hoover and Franklin Roosevelt duked it out as to who was the true liberal. Roosevelt won, adopting the term to ward off accusations of being left-wing. He could declare that liberalism was “plain English for a changed concept of the duty and responsibility of government toward economic life.” And since the New Deal, liberalism in the United States has been identified with an expansion of government’s role in the economy.





CHAPTER 1








THIRTY GLORIOUS YEARS


Europe’s Mixed Economy








THE FINAL MEETING of the Allied leaders took place in July 1945, in what had once been a palace of the kaiser in the Berlin suburb of Potsdam. Their charge was to plan the last act of World War II and to arrange the peace. One of them was the inexperienced new American president, Harry Truman, who had succeeded Franklin Roosevelt not even three months earlier. The second was the Soviet dictator Joseph Stalin—Uncle Joe, as his allies called him, to his great irritation. It would be many years before the full human cost of his brutal dictatorship and gulags would become known. In the meantime, Soviet central planning, with its five-year plans and massive industrialization, had already cast a spell that was to last for decades more. The third was Winston Churchill, grand strategist and implacable leader, whose bulldog determination when England was all alone had embodied and focused the resistance to Axis aggression. He had indeed been “the hero in history”; it would have been hard to envision an Allied victory without Churchill in those darkest hours of 1940–41.


The stakes at Potsdam were very high, and the agenda was filled with tough and acrimonious issues—the timing of Soviet entry into the war with Japan, the mechanism for the German occupation, reparations—and borders, of course. There was also something else. At one point in the conference, having learned of the successful test of the atomic bomb in the New Mexico desert, Truman walked with studied casualness over to Stalin and told him that the United States had a new weapon. It was very powerful, Truman said. Stalin’s reply was no less casual. Good, he said; he hoped that the United States would use it. Truman’s revelation was no surprise to the Soviet dictator; he already knew about the American bomb from his spies.


After nine days of diplomatic wrangling, there was an intermission, reflecting what must have seemed to the puzzled Stalin a quaint ritual of bourgeois democracy—an election, in this case a snap British general election, meant to replace the coalition that had governed Britain since May 1940. Churchill departed Potsdam on July 25. Although disturbed by a dream in which he had seen himself dead, he was confident that his Conservative Party would win with a big majority and that he would quickly return to continue the wrangle with Stalin. Instead, the British electorate, fearful of a return to the unemployment and deprivation of the 1930s, delivered a landslide victory to the Labour Party. For the man who had led Britain through its terrible wartime crisis, the defeat was a great humiliation. “Scurvy” was the way Churchill described the outcome. A few weeks later, his wife tried to comfort him about the results. “It may well be a blessing in disguise,” she said, to which he replied, “At the moment, it seems quite effectively disguised.”


Britain was no longer to be led by this extraordinary figure, once called “the greatest adventurer of modern political history”—descendant of the duke of Marlborough, cavalry officer and Boer War hero, swashbuckler and master prose stylist, liberal reformer-turned-defender of Empire. Instead, he was replaced by Clement Attlee, who—moved by the poverty and despair of Britain’s slums and inspired by what he called “Christian ethics”—had spent the first fourteen years of his professional life as a social worker in the East End of London.1


The contrast with Churchill was enormous. Described by a contemporary as “so subdued and terse,” Attlee, as prime minister, prided himself on not reading newspapers, sought to keep his press briefings to ten minutes or under (punctuated by “Nothing in that” and “That idea seems bonkers to me”), and used the fewest words possible at all times. “Would you say you are an agnostic?” he was asked later in life. “I don’t know,” he replied. “Is there an afterlife?” “Possibly.”


And so it was Attlee, not Churchill, who returned to Potsdam. Although Attlee was a professing socialist, there was little change in the composition of the British delegation, and none in its policies. Nor even in the prime minister’s manservant—for, learning that Attlee had no valet, Churchill lent him his own. All of this was totally perplexing to Stalin, who thought there must be a trick. After all, as V. M. Molotov, Stalin’s foreign minister, suggested to Attlee, surely Churchill could have “fixed” the results of the election. At Potsdam, Attlee was not at all bothered that trade-union leader Ernest Bevin, his new foreign minister, seemed to do all the talking while Attlee sat silent, wreathed in pipe smoke, nodding his head. “You don’t keep a dog and bark yourself,” he explained, “and Ernie was a very good dog.”2


With victory in the war close, Attlee and his Labour colleagues—a contentious mix of Oxford intellectuals, trade unionists, and coal miners—had touched a deep chord in the electorate that Churchill could not. And the programs they would launch represented the beginning of an era in which governments—the “state”—sought to scale and control the commanding heights of their national economies. This happened first in the industrial countries, in the name of reconstruction, economic growth, full employment, and justice and equity, and then later also in the developing world—in the name of progress, nation building and anti-imperialism. The Labourites established and legitimized the model of the “mixed economy”—characterized by strong, direct government involvement in the economy—whether through fiscal management or through a state-owned sector that coexisted with the private sector—plus an expansive welfare state. That model lasted for four decades. The efforts of this Labour band marked the beginning of an economic and political tide that flowed around the world until it reached its peak in the 1970s.


Toward the Mixed Economy


Throughout Western Europe, several broad forces shaped the mixed-economy consensus. The first was before everybody’s eyes—the appalling destruction, misery, and disruption created by the war. That devastation precipitated a crisis of unprecedented proportions; never had there been a cataclysm like it. The scene, U.S. secretary of war Henry Stimson wrote in his diary, was “worse than anything probably that ever happened in the world.” Tens of millions of people were desperately short of food, many of them on the edge of starvation. The crisis could be measured by the human cost—the dead and the injured, the grim survivors, the flood of displaced persons, the shredding of families. It was also evident in the physical destruction—the homes and factories reduced to rubble, agriculture and transportation disrupted. But there was also a devastation that was less obvious to the eye: Machinery was obsolete and worn-out; the labor force in Europe was exhausted, malnourished, and in disarray; technical skills had been dissipated. Extreme weather, culminating in the Siberian winter of 1947, unleashed a grave crisis.


Something had to be done—and fast. The misery was enormous. If relief did not come quickly, it was feared that communism might well capture the entire continent. There was no functioning private sector to which to turn in order to mobilize the investment, capital goods, and skills necessary for reconstruction and recovery; international trade and payments had been disrupted. Governments would have to fill the vacuum and take charge. They would be the organizers and champions of recovery. There was nothing else.


The policies and programs of the mixed economy also emerged in response to the experiences of the immediately preceding decades. First and foremost was the Great Depression of the 1930s and the mass unemployment that was its most striking manifestation. What happened over the subsequent four decades—and where the world economy stands today—cannot be understood without grasping that unemployment was the central structural problem toward which all policies were to be geared. During the 1920s, the market system had not performed anywhere near adequately in many countries, and during the 1930s, it had failed massively. It could not be counted on not to fail again. Governments, therefore, would take on a much-expanded role in order to deliver full employment, extirpate the “slump,” regulate and stabilize economic activity, and ensure that the war was not followed by a depression that would make vain all the promises and idealism and sacrifices of the struggle that had just concluded.


At the end of the war, in Europe and throughout much of the world, capitalism was discredited in a way that is not easily imagined today. It seemed infirm, inept, and incapable. It could not be counted upon to deliver economic growth and a decent life. “Nobody in Europe believes in the American way of life—that is, in private enterprise,” the British historian A. J. P. Taylor wrote at the time. “Or rather those who believe in it are a defeated party and a party which seems to have no more future than the Jacobites in England after 1688.” Capitalism was considered morally objectionable; it appealed to greed instead of idealism, it promoted inequality, it had failed the people, and—to many—it had been responsible for the war.


One other factor was at work as well. The Soviet Union enjoyed an economic prestige and respect in the West that is hard to reconstruct today. Its five-year plans for industrial development, its “command-and-control” economy, its claims of full employment were all seen to constitute a great oasis and antidote to the unemployment and failures of capitalism in the 1930s. The Soviet economic model gained further credit from the USSR’s successful resistance against the Nazi war machine. Altogether, these things gave socialism a good name. This respect and admiration came not only from the left in Europe but also from moderates, and even from conservatives. The anguish and brutality of the Stalinist system were not yet very visible, or were not taken very seriously. The limitations and rigidity of central planning—and, ultimately, its fatal flaw, its inability to innovate—were still decades away from being evident. The historian E. H. Carr, although always sympathetic to the Soviet “experiment,” was only exaggerating when he wrote in 1947, “Certainly, if ‘we are all planners now,’ this is largely the result, conscious or unconscious, of the impact of Soviet practice and Soviet achievement.” The Soviet model was the rallying point for the left. It challenged and haunted social democrats, centrists, and conservatives; its imprint on thinking across the entire political spectrum could not be denied.3


Britain: Making Good on the Promise


For the Labourites in Britain, the specter of unemployment was the starting point, virtually their raison d’être. They wanted to make good, at last, on Prime Minister David Lloyd George’s promise at the end of the First World War of “homes fit for heroes,” a promise that had been betrayed in the bitter interwar years. The 1920s, and even more the 1930s, had delivered mass unemployment and hardship, bitter confrontation between labor and management, and preservation of the class system, whereby accent and education (or want of it) denied opportunity and doomed one to staying put. As the Labourites saw it, Britain was a nation whose capitalists had surely failed it; they had underinvested and demonstrated no entrepreneurial drive. Instead, flinty and mean-spirited businessmen had hoarded profits, eschewing new technologies, avoiding innovation, and depriving their workers. These businessmen were hardly the ones to rejuvenate the economy.


The reaction of the Labourites to the 1930s and its unemployment was in fact the culmination of an intellectual movement that had begun during the last decades of the nineteenth century, in response to the poverty and slums spawned by industrialization and to the economic crises and busts of the business cycle. These were the conditions that had led Clement Attlee to stake his career in the East End of London instead of in his father’s law chambers. And the response of those who, like Attlee, were appalled by poverty took the form, in varying degrees, of a commitment to reform and social justice, a search for efficiency, a growing belief in the responsibility of government toward its citizens, and an embrace of the British brand of socialism. Much of this was articulated by the Fabians, launched in the late nineteenth century by, among others, Beatrice and Sidney Webb and George Bernard Shaw. This immensely influential society of intellectuals sought to replace the “scramble for private gain” with the achievement of “Collective Welfare”—moving, in Shaw’s words, step by step, toward “Collectivism” and “an installment of Socialism.” Their method was incrementalism, not revolution.


During the 1930s, the British socialists looked around the world and saw other governments that were “doing things.” One model was the optimistic activism, experimentation, and interventionist reforms of Franklin Roosevelt and the New Deal. Others were drawn more to the Soviet Union and what were viewed as the “heroic” accomplishments of communism, socialism, and central planning, which seemed to make the USSR the exception to global stagnation. A segment of the British intelligentsia, led by the Webbs, maintained its romance with Soviet communism for all too long. The Soviet model often impressed the intellectuals more than the trade unionists. Such leaders as Ernest Bevin had become fiercely anticommunist as a result of their battles with the Communists for control of the British union movement, and they proved to be among the most resolute opponents to Soviet expansionism after World War II.


War itself had vastly enlarged the economic realm of government. The management of the British economy during World War II provided positive proof of what government could do, and demonstrated the benefits of planning. Indeed, the government took over the economy and ran it far more efficiently, on a much larger scale, than had been the case in the 1930s; the government could squeeze much more production out of the industrial machine than its capitalist owners had done before the war. Moreover, the population rallied together and shared the experience of the “stress of total war,” turning the national economy into a common cause rather than an arena of class conflict. Even the royal family had ration books.


All of these historical currents led to a rejection of Adam Smith, laissezfaire, and traditional nineteenth-century liberalism as an economic philosophy. In the immediate postwar years, there was skepticism and outright disbelief in the idea that the individual’s pursuit of what Adam Smith defined as self-interest would add up, in the aggregate, to the benefit of “all.” No, the sum was injustice and inequality, the few benefiting from the sweat of the many. The concept of profit was itself morally distasteful. As Attlee put the matter, a belief in private profit as motive for economic progress was “a pathetic faith resting on no foundation of experience.”


The Labour politicians who took power in the final weeks of World War II were determined to build what they called “the New Jerusalem.” To do so, they would apply the lessons of history and transform the role of government. Building on wartime experiences and institutions, they would make government into the protector and partner of the people and take on responsibility for the well-being of its citizens to a far greater extent than had been the case before the war. Moreover, Labour had the blueprint at hand. It was in the Beveridge Report, prepared by a government-appointed commission during World War II under William Beveridge, a sometime civil servant who had been head of the London School of Economics. The report set out social programs to slay the “five giants”: Want, Disease, Ignorance, Squalor, and Idleness (i.e., unemployment). The report, published by His Majesty’s Stationer’s Office, was a phenomenal best-seller. (Two commentaries on the report, both marked SECRET, were even found in Hitler’s bunker at war’s end.) The report’s influence would be global and far-reaching, forever changing the way not only Britain but also the entire industrialized world came to view the obligations of the state vis-à-vis social welfare.


Implementing the recommendations of the Beveridge Report, the Labour government established free medical care under a newly constituted National Health Service, created new systems of pensions, promoted better education and housing, and sought to deliver on the explicit commitment to “full employment.” All of this added up to what the Labourites were to call the welfare state—and they were very proud to do so. The term emerged—as used, for instance, by the archbishop of York in 1941—in explicit contrast to what were said to be the “power states” of the Continental dictators. To be sure, it was on the Continent that national insurance for pensions and illness had been pioneered—by German chancellor Otto von Bismarck, as early as the 1880s. In Britain, the reforming Liberal government of 1906 introduced the first state insurance schemes for unemployment and health and old-age pensions. These initial steps of what was at the time called the “ambulance state” were quite modest. By contrast, the comprehensiveness of the Labour Program of 1945 transformed Britain from a would-be ambulance state into the first major welfare state.4


Conquering the Commanding Heights


In 1918, the Labour Party had adopted a constitution containing what became the famous Clause IV, which, in language written by Sidney Webb, called for “common ownership of the means of production, distribution, and exchange.” But what were these words to mean in practical terms? The answer came during World War II. One evening in 1944, a retired railway worker named Will Cannon, drawn back into the workforce to help in the marshaling yard, happened to drop by a local union meeting in Reading, not far from London. In the course of the meeting he decided to propose a motion calling for “nationalization,” which was approved by the local. The motion won national attention, and the Labour Party ended up adopting it in December 1944. Will Cannon’s motion would have a powerful global echo.


In July 1945, Labour came into power totally committed to nationalization and determined to conquer the “commanding heights” of the economy, having borrowed the term from Lenin by the mid-1930s. In their quest for control of the commanding heights after World War II, the Labourites nationalized the fragmented coal industry, which provided 90 percent of Britain’s energy at the time. They did the same to iron and steel, railroads, utilities, and international telecommunications. There was some precedent for this even in the British system; after all, it was Winston Churchill himself who, as first lord of the Admiralty in 1911, had purchased a controlling government stake in what became British Petroleum in order to ensure oil supply for the Royal Navy. Churchill’s rationale had been security, military power, and the Anglo-German naval race.


The premise of nationalization in the 1940s was quite different—that as private businesses, these industries had underinvested, been inefficient, and lacked scale.I As nationalized firms, they would mobilize resources and adapt new technologies, they would be far more efficient, and they would ensure the achievement of the national objectives of economic development and growth, full employment, and justice and equality. They would be the engine of the overall economy, drawing it toward modernization and greater redistribution of income. These nationalizations were carried out quickly by the Labour minister Herbert Morrison, who in the 1930s had honed his expertise by uniting the buses and Underground of London into one authority.


But exactly how was nationalization to be implemented? The British, after some debate, rejected the “Post Office Model”—nationalized enterprises as departments or adjuncts of government ministries. They opted instead for the “public corporation”—the model already used for the BBC—and what later became known around the world as the state-owned corporation. Government would appoint a board, which in turn would govern the corporation. Morrison explained: “These are going to be public corporations, business concerns; they will buy the necessary brains and technical skills and give them their heads.” But how were the activities of the public corporations to be coordinated in order to fulfill the Labour agenda? The answer was a resounding appeal to “planning.” The word had permeated Labour’s 1945 election manifesto; and initially at least, Labour’s drive to the commanding heights would rally around the concept of planning as the key to the potential promise of nationalization. And nationalization itself was the new grand strategy that, as Attlee put it, represented “the embodiment of our socialist principle of placing the welfare of the nation before any section.”


As it turned out, about 20 percent of the nation’s workforce ended up employed in the newly nationalized industries. But these were the industries that for the most part made up the “strategic sectors” on which the nation’s economy was built. There were limits, however, as to how far the government could or would go. Policy flexibility was limited at the war’s end by the stark fact that Britain was, for all practical purposes, bankrupt. Its balance of payments was in desperate shape as the consequence of the government’s having spent an enormous amount of the country’s national wealth defeating the Axis, and of having lost so much of its invisible earnings from the forced liquidation of its overseas investments. The severity of Britain’s penury became apparent in 1946, when a general economic crisis began. Bankruptcy was now compounded by a calamitous winter and the overall breakdown of international trade and payments. Even the elevators in the Treasury were not working, owing to electricity cuts.5


“We Work Things Out Practically”


This crisis, accentuated by the emerging cold war, effectively ended further campaigns to capture any more of the commanding heights. Labour’s hands were tied. And thus much of the Labourite rhetoric was never implemented. Despite all the discussions about the grand objective of “planning,” not a great deal was actually done, and in due course, it was jettisoned. Ernest Bevin, who had helped direct Britain’s wartime command economy, dismissed France’s postwar commitment to planning with a wave of his hand: “We don’t do things like that in our country; we don’t have plans, we work things out practically.” The shift was facilitated in 1947, when Attlee transferred the reins of control over the nationalized industries from Herbert Morrison to Sir Stafford Cripps. Though Cripps was a rather efficient, pragmatic manager, his self-righteousness earned him Churchill’s growl that “there, but for the grace of God, goes God.” Cripps was also a firm and vocal advocate of a more moderate approach, and his accession to the number-one position represented a clear abandonment of the attempt to centrally plan British industry.


Certainly, the travails continued. Food rationing remained until 1954. Babies were registered at birth as vegetarians so that their parents could get eggs for them; rabbit was the only meat that was not controlled. Even candy remained rationed until 1953. Yet despite hard times, the Attlee government had delivered the goods. The British people had acquired a welfare state, which gave them access to health care and better education and greater peace of mind in the face of the vicissitudes of illness, handicap, bad luck, and old age.


And the number-one giant—the one that, more than anything else, had called the Labourites to battle—was slain. Unemployment in Britain during the 1930s had run at 12 percent; in the late 1940s, it was as low as 1.3 percent. Britain had succeeded in replacing the gold standard, which had been the bedrock of orthodoxy and policy in the 1920s and 1930s, with a “full employment standard.” The economy was to be judged not by how many troy ounces there were to the British pound but by the number of jobs it could deliver to a population willing to work.


Members of the Labour Party called themselves socialists. But it was a British brand of socialism that owed much more to the nineteenth-century utopian Robert Owen than to Karl Marx. On the eve of taking power, Attlee defined it thus: “a mixed economy developing toward socialism. . . . The doctrines of abundance, of full employment, and of social security require the transfer to public ownership of certain major economic forces and the planned control in the public interest of many other economic activities.” And this “mixed economy,” with its welfare state, became the basis of what has variously been called the postwar settlement and the Attlee Consensus. Whatever its name, it would have a profound impact around the world over the next four decades.6


France: “The Levers of Command”


In France, the great expansion of the state’s role arose out of the disaster of the war. France had experienced neither victory nor defeat but rather collapse and humiliation, collaboration and resistance. Coming out of the war, the nation focused on renewal and the restoration of legitimacy. The old order of the Third Republic could not be reestablished; it had failed. In France at war’s end, no less than in Britain, the capitalist system was seen as “rotten.” It was held to be backward, narrow-minded, retarded by insufficient investment and a “freezing of the capitalist spirit.” The villains were rigid family firms and staid businessmen who, lacking in entrepreneurship, had sought to protect themselves from competition, preserve the family’s position, and avoid “creative risk.” In fact, the system was already discredited on the eve of World War II. In 1939, the average age of France’s industrial machinery was four times that of America and three times that of Britain, while output per working hour in France was one third that in America and one half that in Britain. There had been no improvement in the standard of living since before the Great War; per capita income in 1939 was the same as in 1913. The experience of the Second World War accentuated the critique of capitalism in three ways: France’s backward economic organization was a mighty cause of its military and political weakness; the old system was inadequate to meet the overriding needs of reconstruction; and a significant part of French business was deeply tainted by its leaders’ collaboration with the Nazis and the puppet Vichy regime.


Across much of the political spectrum, there was consensus on the need to expand government in the face of the apparent weakness of the market system. “The state,” General Charles de Gaulle, new head of the provisional government, declared in 1945, “must hold the levers of command.” This would be something quite different from what had prevailed before the war. He told the “privileged classes” that they were dismissed because they had “disqualified themselves.” There was to be a new France, economically vigorous, built upon an economy divided into three sectors: the private, the controlled, and the nationalized. Nationalization would serve multiple purposes: It would promote investment, modernization, and technological progress; it would solve the problem of monopoly; and it would consolidate and rationalize fragmented industries, some of which were highly fractionated (some 1,730 firms were fully engaged in the production, transmission, and distribution of electricity; another 970 firms were partly engaged in the same enterprise). It would punish the collaborators by taking their firms away from them and turning them over to the “people.” Nationalization would also perform one other very critical service: It would enroll the Communist-controlled unions in the process of reconstruction rather than leave them outside to wage war on it.


Some precedent for nationalization existed. In the 1920s, for instance, France had created a state oil company, Compagnie Française des Pétroles, to protect and expand French interests and become “the industrial arms of government action.” It was the type of firm that would come to be called a “national champion”—a company, either state-owned or closely aligned to the government, that would represent national interests domestically and in international competition—and, as such, would receive preferences from the government. The nationalization of the railroads in 1937 had been a large-scale bailout of that badly bleeding industry. For the most part, however, nationalization and an active state role had not been part of the French tradition. That changed with the Liberation. Through the nationalization acts of 1945 and 1946, the French state decisively asserted its dominion over the commanding heights, taking control of banking, electricity, gas, and coal, among other industries. The state also undertook punitive nationalizations of companies whose owners and managers had consorted with Vichy, including Renault and several important media concerns. By the end of this wave, the French economy had been transformed.


But as quickly as nationalization was implemented, the process was no less quickly halted by 1947. The form of corporate governance adopted in France gave board members from Communist-controlled unions inordinate influence over the newly nationalized industries; and the zeal with which they abused this power to pursue their own agenda generated a sharp response. Statutory reforms and a change in political alliances finally wrested control from the Communists, but there was little taste left for further nationalization. The Communists left the coalition government in May 1947 in the midst of the emerging cold war and, on Moscow’s orders, went on the offensive against the state with massive strikes. By 1950, the communist leader who had been minister of industrial production during the nationalization phase was declaring his opposition. Nationalization was “a capitalist weapon,” he said, for propping up the capitalist state and resisting the communist tide. Yet when it was all added up, France too had become a mixed economy. The state had acquired a major stake in some of the most critical sectors of the economy, in what was a very decisive break with the prewar tradition.7


The Cognac Salesman


The response to the challenge of reconstruction was also to be found in another form of expansion of the state’s power over the economy—through “planification,” the implementation of a national economic plan that became France’s postwar trademark. This process—focusing, prioritizing, and pointing the way—was dubbed indicative planning, to differentiate it from the Soviet system, with its highly directive and rigid central planning. It was very much intended to be a middle way between free markets and socialism.


How appropriate that this plan for a middle way would be developed by a capitalist banker who voted socialist. His name was Jean Monnet, and although he never held high office, he was one of the most influential figures of the entire postwar era. He is best remembered as the “Father of Europe”—the creator and instigator of what is now the European Union. But first he fathered the plan that shook the French economy out of its stalemate and propelled it into the modern age.


Monnet was a citizen of the world who could, when needed, behave like an obstinate French peasant buying or selling a cow. He was driven by drink, so to speak, to his internationalism. Born into a brandy family from Cognac, he left school at sixteen to travel the world selling the liquor—from isolated farms on the prairies of western Canada to villages along the Nile in Egypt. It is said that he ended up, along the way, with a bigger vocabulary in English than in French. On one of his Canadian trips, having traveled from Medicine Hat to Moose Jaw, he found himself in Calgary, looking for a horse and buggy. He asked a stranger for the nearest stable. “Take my horse,” the stranger replied. “When you’re through just hitch it up here.” That, Monnet later said, was his first introduction to the international pooling of resources. During World War I, he played a key role in organizing the Allied supply effort. He also began building up an extraordinary network of friendships on both sides of the Atlantic, which would serve him well in later years. At the Versailles conference, for instance, he met John Foster Dulles (later U.S. secretary of state). Monnet went out of his way to maintain that relationship thereafter, since, he explained, “nothing important is done in the United States without lawyers.” In 1919, at age thirty-one, he was appointed deputy secretary-general of the new League of Nations. After two frustrating years, he quit, returned to the family business, fixed its troubled finances, and then gave up cognac altogether in favor of international banking. So extensive and far-flung were Monnet’s connections, and so hard did he work them to such productive purpose, that he probably should also be remembered, in today’s parlance, as the father of networking.


But it was an urgent matter of the heart that truly demonstrated his unique combination of wits, willpower, persistence, connections, and creativity. In 1929, Monnet fell hopelessly in love with an Italian woman, a painter named Silvia di Bondini. She was not only a devout Catholic but was also already married and had a daughter. Divorce—with child custody—was frustrated at every turn. Even Reno, Nevada, could not meet their needs. It took Monnet five years to find the solution. In 1934, he was traveling aboard the trans-Siberian railway on his way back from a banking mission in China. Monnet disembarked in Moscow. His beloved was there to meet him. Using his connections, Monnet had her made a Soviet citizen in a matter of days and she was immediately divorced. Wasting no time, they married right there in Moscow. Monnet quickly caught a train to Paris, where he deposited his new wife, moved on to New York—and then back to Shanghai to resume his work reorganizing the Chinese railways. He was certainly not a man to stand still. But the marriage lasted forty-five years.


During World War II, Monnet once again operated at the highest levels, serving as supply and reconstruction coordinator for the French government-in-exile as well as economic liaison to the United States. He organized the flow of urgently needed supplies and finance and facilitated overall economic policy among the Allies. He had easy access to Roosevelt’s inner circle. (Forever after, de Gaulle suspected him of being an American agent.) He came up with the phrase that the United States should become the “arsenal of democracy,” for which Roosevelt’s advisers heartily thanked him. They also promptly told him never to use it again so that FDR could reserve the historic phrase for himself.8


The Plan: “Modernization or Decadence”?


Monnet, perhaps more clearly than any other Frenchman, grasped the magnitude of the war’s destruction and the overwhelming requirements of reconstruction that would confront France afterward. The country was burdened with an industrial engine that had been sputtering for decades even before the war, and France’s immediate postwar economic agenda would be dominated both by a huge balance-of-payments crisis and the fundamental need to modernize. The government would have to deal with the first, and the private sector could not be depended upon for the second. Out of these necessities emerged the Monnet Plan.


The more immediate origin of this plan was a conversation Monnet had with de Gaulle in Washington, D.C., in August 1945, a few weeks after the end of the war. “You speak of greatness,” Monnet said, “but today the French are small. There will only be greatness when the French are of a stature to warrant it. . . . For this purpose, they must modernize—because at the moment they are not modern. Materially, the country needs to be transformed.”


“You are certainly right,” replied de Gaulle. Impressed by the vitality and prosperity he saw around him in America, the general turned the problem back to Monnet: “Do you want to try?”


Monnet certainly did. He set up shop at first in Paris in a few rooms in the Bristol Hotel, putting a board across the bathtub to create extra office space, and then moved to a town house that had belonged to Cézanne’s art dealer, close to the prime minister’s office. There, with minimal staff and maximum behind-the-scenes maneuvering, he drew up the first plan aimed at restoring normal economic life to France.


Essentially, what the Monnet Plan did was prioritize, set investment targets, and allocate investment funds, with the focus on reconstruction, particularly in the basic industries—defined by Monnet as the nationalized electricity, coal, and rail transportation industries, and the nonnationalized steel, cement, and agricultural machinery industries. For Monnet, the importance of the targets lay not in reaching a scientifically optimal level of investment. Rather, establishing an optimistic, forward-looking plan was an end in itself. He wanted action that would generate more action. Initiating momentum would prevent the economy from falling back into its prewar risk-averse ways and again “crystallizing at a low level.”


The French also needed a plan as a prospectus for obtaining American aid. The U.S. undersecretary of state for economic affairs, Will Clayton, one of the authors of the Marshall Plan, made this point explicitly, privately exhorting French officials to “be liberals or dirigistes. Return to capitalism or head toward socialism. . . . But in either case the government must . . . formulate a precise program proving its desire to give France an economy that will permit it to reach international production costs calculated in man-hours. If it . . . demonstrates to us the seriousness of its program, we shall help your country, for its prosperity is necessary to peace.” Thus a feasible plan was essential to secure the aid that eventually flowed into France through the Marshall Plan. Monnet also succeeded in insulating the planning function from the vagaries of French politics. He carried out a brilliant administrative coup by establishing the planning board, the Commissariat Général du Plan, as an independent commission reporting directly to the prime minister.9


The formulation of the plan required all of Monnet’s formidable skills— as planner, coordinator, financier, and networker. The result was a masterpiece: a plan on which France could hang its hopes, a basis on which the United States could provide aid, and a mechanism by which the French economy could receive the support and restructuring denied it for so many decades by its pessimistic capitalists. Yet the results were somewhat mixed. Some targets were made, others were missed. By 1950, only the coal mines had exceeded the original construction and modernization programs. France also missed its overall investment targets, the growth in its industrial output was well below that of its neighbors, and the aggressive investment program contributed to inflation. But what the plan did do, at a crucial period, was provide the discipline, direction, vision, confidence, and hope for a nation that otherwise might have remained in a deep and dangerous malaise. And it set France on the road to an economic miracle in the 1950s.


Monnet had developed a great love for balance sheets as a boy while poring over the accounts of the family brandy business with his father, and his plan was hailed at the time as “the first attempt in postwar Europe to draw up a balance sheet and overall program for the future.” Yet Monnet was not necessarily enamored of central planning. As one future prime minister remarked, “The odd thing is he did not like plans.” Monnet did not take a stand one way or the other on nationalization, and he may well have preferred markets, large, open markets to grand plans. But he seized upon the state’s monopoly, even if only temporary, over both capital and credit, because he saw no good alternative.


“Modernization or decadence”—that was the choice that Monnet, with his plan, posed for France. In seeking to ensure that the choice was modernization, he expanded the role of government in the national economy and created one of the most credible models for that role, and for planning. And by so doing, Monnet’s biographer wrote, “he helped create a relative consensus behind . . . the ‘mixed economy’ ”—and not only for France, but for Europe.10


Germany: Lucky Strikes and “Chicken Feed”


Nowhere else in Europe was capitalism so discredited as in the four occupied zones of postwar Germany, owing to the complicity of a good part of big business with Hitler. The Nazis had organized and administered a “warfare state” that had preserved private property but controlled and subordinated it to their own purposes. The SPD—the Social Democrats—was the only party with a record of fighting the Nazis from the first day to the last, and it intended to create a noncapitalist future.


The appalling conditions of postwar life seemed to provide the circumstances for implementing a socialist vision. Germany was a devastated, desperately hungry country. Controls and rationing contributed to a barter economy, with dejected people trooping, by dilapidated trains, to the countryside to exchange whatever household goods they might still possess for a couple of eggs or a bag of potatoes. So pervasive were the black and gray markets that, it was estimated, only half of the country’s meager output passed through legal channels. The official currency was almost worthless—one-five-hundredth of its original value. The working currency of the country was not the reichsmark but cartons of Lucky Strike cigarettes, favored by American GIs. Conditions were so deplorable that the Catholic archbishop of Cologne told his faithful it was all right to steal food and coal in order to survive. The mayor of Cologne, Konrad Adenauer, slept in his suit and coat, owing to the lack of heat. His driver managed to do better, sleeping in a bathtub in a hospital bathroom, where at least it was warmer.


Surely in such conditions the new Germany was destined to become a socialist country. The Social Democrats were led by Kurt Schumacher, who had spent ten years in Nazi concentration camps, eight of them in Dachau. Now, in postwar Germany, he and his party were committed to replacing capitalism with nationalization and central planning, much in line with the policies of the British Labour Party. That certainly seemed to be the direction the country would take. Even the center-right Christian Democrats adopted a program in 1947 which declared that “the capitalist economic system” had failed “the national and social interests of the German people” and instead called for public ownership of the commanding heights and a “considerable” degree of central planning “for a long time to come.”


Yet within a year Germany was to set off on quite a different economic path. There were a number of reasons. Soviet expansionism was fueling a confrontation between East and West that would lead to the division of Germany and discredit the left wing. Marshall Plan aid was beginning to lay the basis for an integrated European economy. And then there was the matter of the chicken feed.


The food situation in Germany was awful. The average number of daily calories consumed was 1,300, and sometimes as low as 800, just a quarter of the prewar level. “We do not see why you have to read The New York Times to know that the Germans are close to starving,” General Lucius Clay, the head of the U.S. military occupation, had angrily cabled Washington. “The crisis is now.” The German shortfall was part of a global food crisis; European wheat production in 1947 was half of what it had been in 1938. In response, the United States started pouring a great deal of food relief into Germany. Then, in January 1948, Johannes Semler, the German director of economic administration for Bizonia (as the combined American and British occupation zones were called) made a speech in which he complained that much of the grain that the Americans were sending was not wheat but rather corn, which, he sarcastically pointed out, was what Germans fed to chickens, not to people. The word he used—Hühnerfutter—was translated as “chicken feed.” That was hardly a gracious way to describe free food aid. The furious General Clay fired Semler. As his replacement, Clay chose a rotund economist named Ludwig Erhard, who had been economic minister of Bavaria for several months after the war. Denied an academic appointment during the Hitler years because of his refusal to join a Nazi organization, he had spent his time quietly doing market research in Nuremberg. Now, suddenly and unexpectedly, he was in a position to lead Germany to an economic future different from what would have been assumed even a year earlier.11


The Ordoliberals and the Social Market


Ludwig Erhard belonged to an economic group that called itself the Ordoliberals. Some of its members were centered around the University of Freiburg and thus were sometimes called the Freiburg School. It included such figures as Alfred Müller-Armack, Wilhelm Röpke, Walter Eucken, and Alexander Rüstow. They were committed to free markets, and believed that the disaster of Nazism was the culmination of cartelization and state control over the economy. The Ordoliberals also believed that they had identified the answer to the deeply painful question “of how Nazi totalitarianism could have risen in the country of Kant, Goethe, and Beethoven.” The explanation was to be found in the latter part of the nineteenth century, when cartels and monopolies developed unchecked by the state in the new German Reich, leading to greater and greater concentrations of economic and political power and, ultimately, to totalitarianism. Market forces and a competitive economy were the standard for the Ordoliberals. Government’s responsibility was to create and maintain a framework that promoted competition and prevented cartels. Competition was the best way to prevent private or public concentrations of power, thus constituting the best guarantee of political liberty, as well as providing a superior economic mechanism.


Yet the Ordoliberals’ vision was not simply laissez-faire. The “Ordo” captured their sense of order—“a certain hierarchy or ‘natural form’ of society”—deliberately meant to be linked to the medieval idea of natural order. They believed in a strong state and a strong social morality. As Wilhelm Röpke explained it: “We want no restriction of the market economy of competition and of the freely floating price mechanism. Nor do we want a mixed economy. . . . We also well know that if we seek a pure free market economy based on competition, it cannot float freely in a social, political, and moral vacuum, but must be maintained and protected by a strong social, political, and moral framework. Justice, the state, traditions and morals, firm standards and values . . . are part of this framework as are the economic, social, and fiscal policies which, outside the market sphere, balance interests, protect the weak, restrain the immoderate, cut down excesses, limit power, set the rules of the game and guard their observance.”


Thus, to the Ordoliberals there was nothing inconsistent between their commitment to free markets and their support of a social safety net—a system of subsidies and transfer payments to take care of the weak and disadvantaged. All this added up to what they were to call the “social market economy.” The term was invented by Alfred Müller-Armack, one of Ludwig Erhard’s senior advisers, and it came to describe the German economic model in the postwar years. In their version, the state might do a great deal. What it was not to do, however, was interfere with the market mechanism by fixing prices or controlling output. Like many other Germans, the Ordoliberals also saw the root of so much of Germany’s misfortune in the hyperinflation of the post–World War I years that had alienated and virtually wiped out the German middle class, undermining the basis of democracy. Thus they were devoted to a stable currency, a devotion that would later come to be the raison d’être of Germany’s central bank, the Bundesbank.12


Erhard: “Pay No Attention”


The Ordoliberals’ principles guided Erhard. “Our people will be truly fortunate,” he wrote not long before becoming economics director, “if we can realize an economic order that makes room for free economic activity that is cognizant of its social responsibility instead of the prevailing and universally detested bureaucratic formalism.” Now that unfortunate reference to “chicken feed” had put him in the position to act on those principles and put Ordoliberalism into practice.


Events provided support. Soviet obstruction and territorial ambitions led the Western allies to give up on four-power cooperation and instead to shape a western Germany that would be tied to Western Europe. This coincided with the recognition that Europe could not recover with a destitute Germany at its heart. The last vestiges of the United States’ 1944 Morgenthau Plan, which called for the “pastoralization” of Germany, were allowed to fade away. Instead, a revived Germany, its industry rejuvenated, was to be integrated with its neighbors through the Marshall Plan.


The seminal events took place in June 1948. The Americans and British executed a massive overnight currency reform, replacing worthless reichsmarks with new deutsche marks, which created a sound economic foundation. Currency reform was essential if the occupation zones were to be fused politically. Not involved in its implementation, Erhard was angry when he found out about it from General Clay only a few hours in advance. He retaliated by jumping the gun and announcing it, as though he had played a key role, on his weekly radio talk show.


Of no less significance was the step toward a liberal economic order that Erhard took a few days later, this time on his own authority. Germany was still gripped by a massive system of allocations and price controls inherited from the Nazis. Now it was Erhard’s opportunity to fully turn the tables on Clay. No alterations could be made in the system of price controls without the Allies’ approval. But there was no requirement for approval of complete abolition of the system, since no one thought it could possibly be done. That is exactly what Erhard did, simply abolishing most of the price controls overnight, without a word in advance to Clay.


Suddenly, Germany had a functioning economy again. The black and gray markets disappeared; goods reappeared in shop windows. It was Clay’s turn to be nonplussed. “Herr Erhard,” he said. “My advisers tell me that what you have done is a terrible mistake. What do you say to that?”


“Herr General, pay no attention to them!” Erhard replied. “My own advisers tell me the same thing.”


Clay did not disagree. The historians of postwar Germany would describe this meeting as “the ‘most fateful’ event in the history of postwar Germany”—the beginning of the economic miracle and the launching of the social market economy.


A few days later, on June 23, the Soviets imposed the Berlin blockade in order to stop the currency reform and frustrate efforts to consolidate the three Western occupation zones. They laid siege to Berlin, which, although ninety miles inside the Communist zone, was under four-power occupation. By severing all rail and road transport, they aimed to choke off all supplies to the city until the Western powers caved in on the currency and political unification. The Soviets, however, had not counted on the massive airlift of supplies that the Western allies hurriedly improvised. Had the Russians interfered with that, they would have risked starting World War III. The blockade did further damage to the Soviet position by having quite the opposite effect from what was intended. In April 1949, the North Atlantic Treaty, establishing NATO, was signed, and the blockade only served to speed up the transformation of the three Western occupation zones into a new, unified, Western-oriented democratic state. With the strong support of the Western allies, the Germans promulgated the Basic Law, establishing the Federal Republic (as West Germany was officially known) on May 8, 1949, four years to the day after Nazi Germany’s surrender. The Soviets, realizing that they had played their hand badly, called off the blockade.13



The Wirtschaftswunder



Thus was created a potential political context for the social market economy. But would the context be there? That depended upon the outcome of the campaign for the Bundestag, the new parliament, and the choice of the first post-war chancellor. And it seemed likely that victory would go to Kurt Schumacher’s Social Democrats, with their quite different notions of how the economy should be run. Pitted against Schumacher was Konrad Adenauer, the Catholic liberal who had been mayor of Cologne from 1917 until he was fired in 1933 for refusing to fly Nazi flags over the city hall when Hitler visited Cologne. He spent the Nazi years partly tending his roses, partly in prison, and partly in hiding. He was imprisoned for the final time in 1944, after the German officers’ failed assassination attempt against Hitler, initially in a concentration camp and then in a Gestapo prison. “If the advance of the American army had not taken place so surprisingly near us,” he wrote a friend in the United States one day after Hitler’s suicide, “I probably would have been taken away and killed by the Gestapo.” For a time after World War II, he was again mayor of Cologne. No one could doubt his anti-Nazi record; his wife died in 1948 as a consequence of her imprisonment in a Gestapo jail.


The September 1949 election was fought very much, as Adenauer was to say, over the “planned economy” versus the “social market economy.” The results were inconclusive, as Schumacher’s Social Democrats and Adenauer’s Christian Democratic/Christian Socialist parties each received about 30 percent of the vote, with the rest going to a variety of other parties. The choice of chancellor would be decided in the Bundestag. And critical to the outcome would be the votes of the small Free Democratic Party, the one true free-market party in Germany. It threw its support to Adenauer. He was elected by just one vote—his own. “My doctor tells me,” the seventy-three-year-old chancellor announced, “that I would be able to carry out this office for at least a year, perhaps for two.” As it turned out, he stayed fourteen years. For the entire time, Ludwig Erhard was his economics minister, responsible for building the social market economy. The result was to be the Wirtschaftswunder—the German economic miracle.


To be sure, the social market economy looked in many ways like a mixed economy. In 1969, for instance, the federal government owned one fourth or more of the shares of some 650 companies. Public ownership at the federal Länder (state) and the local levels was relatively broad in its scope, including transportation systems, telephone, telegraph, postal communications, radio and television networks, and utilities. Partial public ownership extended to coal, iron, steel, shipbuilding, and other manufacturing activities. But there were crucial differences between the German formulation of industrial policy and the French and British models. In France and England, the state took control of the commanding heights so that it could provide prosperity for all. In Germany, the state created—and to a limited extent took control of—a network of organizations around the commanding heights so that the market could work more effectively. The economy operated under the tripartite management of government, business, and labor. The unique nature of this corporatist system was embodied in the supervisory boards, Betriebsräte, which consisted of numbers of representatives from all three sectors. This uniquely German formulation, under the aegis of Adenauer and Erhard, propelled Germany from its economic nadir in 1947 to the center of the European economic order in under a decade and firmly established it as the locomotive of European economic growth.14


Italy: The National Champion


Postwar Italy did not develop a mixed economy; it inherited one from the Fascist government of Benito Mussolini. In 1933, in the midst of the global slump, the Fascists created IRI—Istituto per la Ricostruzione Industriale—to keep bankrupt companies afloat by extending credit and, in the process, acquiring them. In due course, IRI came to control not only the three largest banks but a significant part of the country’s industrial base. “By 1936, the initial phase of the most ‘unplanned’ nationalization of industry in the Western world” was completed. Thereafter, the Fascists did find a plan—to put IRI to work in an industrial policy meant to strengthen Italy’s war-making capabilities. After the war, successively weak governments were unable to assert their authority over IRI, and its various managers ran the component companies to their own liking. IRI was less a tool to capture the future than the continuation of a cozy past. Without centralized control, industrial policy amounted to an amalgamation of the particular strategies of the various parts of IRI.


The decisive break with this IRI past, however, came with a new state-owned enterprise, the oil company ENI—Ente Nazionale Idrocarburi. It was fashioned in the immediate postwar years out of AGIP, a state-owned refining company created as a national champion in the 1920s. That ENI achieved its place as a driver of the Italian economy was the work of one man, Enrico Mattei, the unruly son of a policeman from northern Italy. Mattei, who had dropped out of school at age fourteen, ended up running a chemical company and then emerged as a partisan leader during the war. His managerial and political skills won him the top position at AGIP after the war, and he set about creating a giant new company, dominant in Italy and competitive with the existing large oil companies—what he called the “seven sisters.” By the 1950s, ENI was a sprawling conglomerate of some thirty-six companies; their businesses ranged from crude oil and gasoline stations to hotels, toll highways, and soaps.


The president or managing director of every one of the subsidiaries was one and the same man, Enrico Mattei. “For the first time in the economic history of Italy,” the American embassy reported in 1954, a government-owned entity in Italy “has found itself in the unique position of being financially solvent, capably led, and responsible to no one other than its leader”—a man, the report added, of “limitless ambition.” Mattei was also a man of great magnetism. “Anybody who worked with him would go into the fire for him,” one of his aides would later recall, “although you couldn’t really explain why.”


What could be explained was how potent a symbol the state-owned ENI became. Indeed, it embodied what was so powerful about the postwar state-owned national champion. Enrico Mattei expressed the vision for postwar Italy: antifascism, the resurrection and rebuilding of the nation, and the emergence of the “new man,” who had made it himself, without the old-boy network of the IRI crowd or the Fascist past. The company facilitated reconstruction; it promised to deliver natural resources to a resource-poor country. It appealed to national pride. Mattei knew how to capture the imagination of the public. Only a few years after the war, ENI was already building new gasoline stations along Italy’s roads and autostradas that were larger, more attractive, and more commodious than those of its international competitors. They even had restaurants.


No private concern in Italy could have done what ENI did, and ENI could not have become what it did, had it not been for the disorganization that characterized the Italian state’s precarious hold on the economy’s commanding heights. ENI had access to the resources of the state, and it used them to build up what became the eighth-largest oil company in the world. It also generated the human capital and the opportunity for generations of technically trained and commercially adept Italians to become world-class oilmen. ENI not only fueled Italy’s economic miracle, it became a major engine of that growth. In symbolic terms, it put fascism into the past and helped shape Italy’s postwar future. ENI became a model for what state-owned companies could achieve— and for the very rationale for state ownership. That rationale could be summed up in two words—growth and progress.15


“The Encroachment” of John Maynard Keynes


As the period of reconstruction came to an end and the first signs of prosperity began to appear, management of the mixed economy came to rest on the intellectual foundations of a compelling new economics. It was derived not from socialism but from the work of a reformer of capitalism, John Maynard Keynes, the most influential economist of the twentieth century. Keynes was a product of the late Victorian and Edwardian eras, a period when stability, prosperity, and peace were assumed and when Britain ruled the world economy. Keynes never lost the self-confidence, self-assurance, and indeed the optimism of that time. But his intellectual career, and his profound impact, arose from his efforts to make sense of the disruptions and crises that began with the First World War and continued through the Great Depression.


Descended from a knight who had crossed the English Channel with William the Conqueror, Keynes was the son of a Cambridge University economist. Educated at Eton and Cambridge, he demonstrated from his early years a dazzling, wide-ranging intellect, along with an arrogance and what seemed to some a dismissive elitism. His establishment habits (including the signature homburg normally associated with a City of London stockbroker) and his pride in being a member of what he called the “educated bourgeoisie” were combined with chronic social and intellectual rebellion, orneriness, and the lifestyle of a Bloomsbury bohemian and aesthete. His daunting mathematical dexterity was complemented by a considerable literary grace, whether the subject was the subtleties of economic thought or his obsession with the hands of statesmen. He celebrated “vigilant observation” of the real world as one of the requirements of a good economist, and he loved to pore through statistics. His best ideas, he liked to say, came “from messing about with figures and seeing what they must mean.” Nevertheless, he could not resist endlessly toying with ideas, and he compulsively sought to spin out all-encompassing theories and generalizations from particulars.


As an economic adviser to the British delegation at the Versailles conference in 1919, he became convinced that the Carthaginian peace that the Allies were imposing on Germany would undermine European economic recovery and guarantee new crises. Disgusted, he resigned and retired to the English countryside, where, in a matter of weeks, he brought together his searing criticisms in The Economic Consequences of the Peace. That book made him famous. In the 1920s, he focused mostly on monetary issues. He lambasted the decision by Winston Churchill, at the time chancellor of the exchequer, to return Britain to the gold standard with an overvalued pound in a work entitled The Economic Consequences of Mr. Churchill.


During those years and into the 1930s, he split his week between King’s College in Cambridge, where he did his teaching, and London, where he busied himself speculating in currencies, commodities, and stocks. He was also on the board of a number of investment and insurance companies, and in fact served as the chairman of one. He was a master of markets and their psychology. As bursar of King’s College—during the Great Depression—he increased the college’s endowment tenfold. He also made himself very wealthy managing his own portfolio, despite periodic reverses. He did not hesitate to take risks. “The academic economist,” said a close friend of Keynes, “never really knows what makes a businessman tick, why he wants sometimes to gamble on an investment project and why he sometimes prefers liquidity and cash. Maynard understood because he was a gambler himself and felt the gambling or liquidity instincts of the businessman.” As Keynes himself once explained, “Business life is always a bet.”16


Persistent unemployment in Britain, and then the mass unemployment of the Great Depression, redirected Keynes’ intellectual agenda from monetary affairs to unemployment and led to his most influential work, The General Theory of Employment, Interest and Money, published in 1936. Here was Keynes as vigilant observer, keen mathematician, self-confident rebel, and grand generalizer. The book constituted a vast assault on the classical economics tradition in which he had been raised. The era that had nurtured classical economics had been destroyed by the First World War, and for Keynes the cataclysms since had demonstrated the tradition’s inadequacies. A new synthesis was necessary, and that is what Keynes, working with his “kindergarten” of disciples in Cambridge, sought to create.


In particular, he concluded that classical economics rested on a fundamental error. It assumed, mistakenly, that the balance between supply and demand would ensure full employment. On the contrary, in Keynes’ view, the economy was chronically unstable and subject to fluctuations, and supply and demand could well balance out at an equilibrium that did not deliver full employment. The reasons were inadequate investment and oversaving, both rooted in the psychology of uncertainty.


The solution to this conundrum was seemingly simple: Replace the missing private investment with public investment, financed by deliberate deficits. The government would borrow money to spend on such things as public works; and that deficit spending, in turn, would create jobs and increase purchasing power. Striving to balance the government’s budget during a slump would make things worse, not better. In order to make his argument, Keynes deployed a range of new tools—standardized national income accounting (which led to the basic concept of gross national product), the concept of aggregate demand, and the multiplier (people receiving government money for public-works jobs will spend money, which will create new jobs). Keynes’ analysis laid the basis for the field of macroeconomics, which treats the economy as a whole and focuses on government’s use of fiscal policy—spending, deficits, and tax. These tools could be used to manage aggregate demand and thus ensure full employment. As a corollary, the government would cut back its spending during times of recovery and expansion. This last precept, however, was all too often forgotten or overlooked.


Keynes intended government to play a much larger role in the economy. His vision was one of reformed capitalism, managed capitalism—capitalism saved both from socialism and from itself. He talked about a “somewhat comprehensive socialization of investment” and the state’s taking “an ever greater responsibility for directly organizing investment.” Fiscal policy would enable wise managers to stabilize the economy without resorting to actual controls. The bulk of decision making would remain with the decentralized market rather than with the central planner.


Keynes had worked on The General Theory with feverish intensity, convinced that new apocalypses were waiting close in the wings even as the world struggled with the Depression. The alternative to reform was totalitarianism. And it was not only the new vistas of macroeconomics but also the dangers of the time that helped explain the fervor with which others embraced the argument. As one of his students explained, “Finally what Keynes supplied was hope: hope that prosperity could be restored and maintained without the support of prison camps, executions, and bestial interrogations.”


A new apocalypse came soon enough. With the outbreak of World War II, Keynes moved on to the questions of how to finance the war and then how to develop a postwar currency system. He was one of the fathers of the Bretton Woods accord, which established the World Bank and the International Monetary Fund, and which put in place a system of fixed exchange rates. He also returned to a subject that had obsessed him since the First World War—how to cope with, and limit, Britain’s submission to America’s financial might. After all, he had come to maturity in an age when Britain ruled the international economy. Now, however distastefully, he struggled to adjust Britain to the new reality of American ascendancy. His last major enterprise was to negotiate a multibillion-dollar U.S. loan for Britain in 1946. It was a very nasty business. The stress literally killed him.


Keynes provided both a specific rationale for government’s taking a bigger role in the economy and a more general confidence in the ability of government to intervene and manage effectively. As Keynes’ work turned into “Keynesianism” in the post–World War II years, the self-confidence that had animated its author continued to be at its root. Despite Keynes’ fascination with uncertainty and his speculative talents in the marketplace, Keynesians deemed “government knowledge” to be superior to that of the marketplace. In the words of Keynes’biographer Robert Skidelsky, the unstated message in its most extreme form was this: “The state is wise and the market is stupid.”


In one of the most famous passages of The General Theory, Keynes had written, “The power of vested interests is vastly exaggerated compared with the gradual encroachment of ideas.” There was nothing gradual, however, in the encroachment of Keynesianism or in its conquest of the commanding heights of economic thinking. Within a few years of his death, it was already taking a dominant place in economic policy making both in Britain and in the United States. How far-reaching its impact, or at least the perception of its impact, was demonstrated by a history of economic thought published in the mid-1960s: “In most Western economies Keynesian theory has laid the intellectual foundations for a managed and welfare-oriented form of capitalism. Indeed, the widespread absorption of the Keynesian message has in large measure been responsible for the generally high levels of employment achieved by most Western industrial countries since the Second World War and for a significant reorientation in attitudes toward the role of the state in economic life.” Keynes’ self-confidence lived on in his thought.17


Trade and National Power


The common acceptance of Keynesianism and the other principles of the mixed economy helped draw the European countries together, despite their many differences, in the three decades after the war. The commonality saw its ultimate expression in what today is known as the European Union.


Jean Monnet first seized upon the potential for securing Europe’s future through interdependence. During World War II, he was already envisioning a modern Lotharingia—as the middle of three kingdoms created by Charlemagne’s grandsons had been called a thousand years earlier. But Monnet’s vision was not a historical dream. It was the response to very practical problems—what to do about Germany and how to prevent another European war. The overarching answer: Integrate a revived, productive Germany into a united Europe. Lotharingia would be the first step. The coal and steel–producing regions at the borders of France and Germany—in Alsace-Lorraine and in the Ruhr—that had been the source of so much conflict would be internationally administered under what was called the Schuman Plan. It was so named for the French foreign minister Robert Schuman, but in fact it was largely the work of Jean Monnet. In the phrase of the time, it “launched” Europe. But the launch was much bolstered by the Marshall Plan, which had insisted that the Europeans draw up a common plan for disbursement of American aid. The Marshall Plan also provided a “code of liberalization” to reduce trade barriers among the European countries in order to facilitate the most efficient use of aid.


The next step came in 1957. Spurred by Monnet’s vision and shocked by the dramatic events of autumn 1956—the Suez Crisis, which split the Western alliance, and the Soviet suppression of the Hungarian revolution—the nations of Europe “relaunched Europe” by signing the Treaty of Rome. It established the Common Market, otherwise known as the European Economic Community—an unprecedented joining of diverse economies, built upon three bonds—the mixed-economy consensus, the drive to solve the German question, and the threat from the Soviet Bloc.


Thus, even as the governments of the Western European nations were assuming more responsibility for their national economies, they were also—with the launching of European integration—taking the first steps toward ceding national control by reducing obstacles to trade and investment. In so doing, Europe was part of a larger process of lowering trade barriers and expanding international trade that would serve as the counterpoint to national power.


During World War II, American and British officials had taken the lead in negotiating a comprehensive and unprecedented new system to facilitate and promote international trade. They knew exactly what they wanted to escape from—the fractured interwar trading system, with its quantitative barriers, high tariffs, preferential agreements, blockages, managed trade, and “beggar thy neighbor” policies. Such ferocious protectionism, they were convinced, had contributed mightily to the global slump and the political problems that came with it, and to the ensuing war. Their dream was to recover the open trading system of the late nineteenth century, which had stimulated global growth. They had a foundation on which to build—the reciprocal trade agreements that U.S. secretary of state Cordell Hull, a very traditional nineteenth-century liberal, had championed in the 1930s. But the new system they negotiated during the war, in contrast to Hull’s, was to be based upon multilateralism, meaning that many countries would simultaneously accede to reductions in trade barriers. This new system was to be embodied in the International Trade Organization (ITO), which was meant to provide both the framework for multilateral trade negotiations and the mechanisms to design and implement the required rules. It was meant to be the third leg of the postwar international economic tripod, along with the World Bank and the International Monetary Fund.


In 1947, at a conference in Havana, fifty-seven countries concluded negotiations on a treaty establishing the ITO. As it turned out, however, there was little popular or congressional support for the ITO, and much opposition. In 1950, several months after the outbreak of the Korean War, the State Department issued a press release dryly announcing that the plan for the ITO was now in abeyance. Protectionists in Congress thought they had won. “The State Department have written the obituary but I was in charge of the funeral,” one senator jubilantly declared. But the protectionists were wrong. President Truman had the executive authority to implement the provisions of a stopgap measure that was part of the ITO negotiations—the General Agreement on Tariffs and Trade (GATT). Administered through periodic meetings, this agreement was the mechanism for negotiating multilateral reductions in trade barriers and for working out rules for world trade.


The GATT did not have the formality or the powers of the ITO. Yet, put into effect in 1948, it became the framework through which the barriers to international trade—whether in goods, services, or finance—were progressively lowered over the next half century. The GATT would become one of the most important propellants of postwar economic growth and would help create a global economy that transcended the borders of individual countries, opening the commanding heights to international competition and eroding the power of the nation-state.18


“You Never Had It So Good”


All that, however, was still many years off. At the time, there were more immediate sources of economic recovery. The Korean War, 1950–53, and the military buildup that went with it, provided a major stimulus to growth throughout the industrial world; and thereafter, defense spending continued to be a major driver of growth. There was also continuing anxiety in the West about what were thought to be the economic achievements and high growth rates of the Soviet Union, and as to whether East or West would win the economic race—and who would capture the economic allegiance of what Churchill had dubbed the third world. The Soviet launching of the first satellite, Sputnik, in 1957, was not only a dramatic jolt; it also seemed to confirm the vigor of the Soviet-style command economy.


Yet the economic record of the Western European countries in the post-war years was extraordinary. The mixed economy delivered a standard of living and a way of life that could not have been anticipated, or even imagined, at the end of World War II. The 1950s and 1960s became known as the golden age of the welfare state in Britain. “Most of our people have never had it so good,” Prime Minister Harold Macmillan replied to a heckler at a political rally on a soccer field in 1957. And “You never had it so good” became his very accurate campaign slogan.


It was true right across Western Europe. For the first time, workers could begin to buy the products of their own labor. In France, the strikes and the threat of a communist takeover receded into memory. This period in France became known as Les Trente Glorieuses—“the thirty glorious years.” Germany, powered by its social market economy, became the country of the “economic miracle”—Wirtschaftswunder—as the country moved toward Ludwig Erhard’s goal of “prosperity for all.” Both were growing at 5 or 6 percent a year, or even more. By 1955, all the Western European countries had exceeded their prewar levels of production. The scourge of unemployment, which discredited the prewar order throughout the industrial world and which had been the number-one stimulus to action, was banished. In France, average unemployment between 1945 and 1969 was 1.3 percent. In Germany, unemployment dropped to the virtually invisible 0.5 percent in 1970.


This record of success in the industrial countries of Europe vindicated the idea that government must take an active role in overseeing or directing the economy—and in many cases own part of it—in order to provide prosperity for all. On the strength of this unprecedented economic expansion, the mixed economy established itself as the new incumbent system and one whose reach would grow in the ensuing years. The state was either in control of the commanding heights or managing the levers of fiscal policy. Government had created and assumed the responsibilities of the welfare state, and it was dedicated to correcting the “failures” of the market. All this added up to a formula for economic success that consigned the deplorable interwar years and the destruction of World War II to the past. By any comparison, these were, indeed, in economic terms, the glorious years.19





I These had also been the themes of the more direct forerunners, the nationalizations of electric power in the 1920s—the Central Electricity Generating Board—and of overseas aviation in 1939—the British Overseas Airways Corporation.





CHAPTER 2








THE CURSE OF BIGNESS


America’s Regulatory Capitalism








THE EX-TYCOON EXPIRED on a subway platform in Paris in 1938. Hardly any money was found on his person, and newspaper headlines back in the United States said that he had died a pauper. Although disgraced, he was in fact not poor, and his wallet had probably been pinched before the authorities appeared. But it was a better story to say that he had died in poverty. For more than any other American, Samuel Insull and his accession to prominence as a businessman and then his precipitous fall from grace provided the perfect morality tale for the giddiness of the stock market in the 1920s and its collapse in the 1930s. How better to demonstrate the bankruptcy of capitalism than with this fallen figure of Samuel Insull, the equivalent of eight cents in centimes in his pocket. The times, with their sorrow and pain, called out for such morality tales.


What a change from the boom years of the 1920s, when Insull embodied spunk and ambition and ability. Born in 1859, he had gone to work as a boy in London as a telephone switchboard operator and later as a shorthand secretary to the head of Thomas Edison’s British operations. In due course, he became Edison’s personal secretary, and from that point worked his way up in Edison’s organization. When it was broken up, he became head of Chicago Edison and built it into a huge electric power company. He was the king, presiding over a far-flung enterprise that delivered electricity to a substantial part of the United States. Insull was known for his seriousness and his temper (Insult Insull, he was called), but most of all for his drive to create a great empire. He held out a grand vision of the future of electric power: “Every home, every factory, and every transportation line will obtain its energy from one common source, for the simple reason that that will be the cheapest way to produce and distribute it.” The mechanism for implementing this vision was to be the kind of enterprise he had constructed—an endlessly complex and bewildering corporate pyramid. Insull’s operating companies ran the power plants, dispatched the electricity, and read the meters. His holding companies, whose main assets were stock in other companies, were where the financial engineering was implemented, leaving plenty of room for financial manipulation. Who could make sense of it all? At one point, Insull held sixty-five chairmanships, eighty-five directorships, and eleven presidencies. For a time, “Insullism” was held up as the model for the future. But with the stock market crash and the Great Depression, Insull’s empire collapsed, and the stock in his paramount holding company, Insull Utility Investments, plunged from over a hundred dollars a share in 1929 to little more than a dollar in 1932. In its aftermath, people said that Insull himself had never understood his own empire. He could not fail to observe, however, the fury of his investors; and in consequence, he prudently protected himself around the clock with thirty-six personal bodyguards.


As if the rage of his ruined shareholders were not enough, his troubles were compounded by a Cook County indictment for larceny and embezzlement; and Insull hurriedly decamped to Europe. With President-elect Roosevelt promising “ ‘to get’ the Insulls,” the U.S. government wanted him back. He moved through France; and Roosevelt asked dictator Benito Mussolini to help in case he turned up in Italy. By then, however, Insull was already in Greece. “Why am I not more popular in the United States?” he asked uncomprehendingly from his exile. “What have I done that every banker and business magnate has not done in the course of business?” The only response from the Greek government was his expulsion from the country, at the request of the United States. With nowhere else to go, Insull became a man without a country, sailing aimlessly around the Mediterranean in a chartered tramp freighter. When the ship docked in Turkey for provisions, he was arrested; and, although lacking an extradition treaty, the Turkish government packed him on a boat back to the United States. He was tried on fraud charges in Cook County. Yet despite the intensity of hatred against him, he won acquittal with surprising ease in 1934. The jury needed just five minutes to reach its verdict. But Insull had had enough of America, and he spent the last four years of his life outside the United States. Once worth hundreds of millions, he had lost much of his wealth; even the ownership of his shirt studs became the subject of a lawsuit. He habitually took the Paris subway in order to save money, although his wife had warned him, presciently as it turned out, that it might be bad for his heart.1


Well before his death, Insull had become the nation’s symbol for the excesses of capitalism, for the chicanery and greed that had preceded the Great Depression, and, indeed, for all that could go wrong with unfettered markets. His name was invoked by President Roosevelt and the other New Dealers only to excoriate him. So much of the distress was attributed to the machinations of Insull and the other tycoons that Insullism was no longer held up as an expansive vision of the future but rather as one of the major causes of the Depression. In order to clean up the wreckage—and prevent future Insulls from creating future disasters—the New Deal embarked on a far-reaching program of experimentation and expansion of government authority over the economy. State ownership was not out of the question; the Tennessee Valley Authority was a great experiment in public ownership and development economics that electrified the dirt-poor region of the middle South. But for the most part, government would seek to control the key parts of the economy not through ownership but through a distinctly American approach—economic regulation. This thrust contrasted with that in Europe and the developing world. By comparison, the United States was more market-oriented. But government would still hold considerable sway over the market. Indeed, in the American context of the 1930s, the “regulatory idea” became the solution to the problems of the marketplace. This idea would maintain its grip for decades, until new economic disruptions and a growing intellectual critique undermined the consensus.


The Rise of Regulation


Regulation—rule making—has many purposes, of course. They range from health and safety and environmental protection to working conditions, equality, equity, and social policy. National regulation specifically for economic purposes originated in the nineteenth century, beginning during America’s development era—with the establishment of the Interstate Commerce Commission (ICC) to regulate railroads, the great new industry of the era. Until then, the national government had been remarkably limited in its activities, as could be measured by the number of its civilian employees. In the early 1870s, the federal government employed a grand total of 51,020 civilians, of whom 36,696 were postal workers. The ICC marked the first major attempt by the government to oversee the national economy. Railways had become not only a critical industry but also a national force, erasing the boundaries of states as they tied the nation together. The ICC was created in order to ensure “just and reasonable” rates and equitable treatment of shippers and communities—and to limit manipulation by the robber barons. With five commissioners appointed to staggered six-year terms, it also became the model for future regulatory commissions. In its early years, its mandate was dramatically whittled back by the courts, only to be expanded again with the rise of progressivism after the turn of the century.


By the late nineteenth century, America was well on its way to being an industrial nation. Its cities were becoming home to millions and millions of new immigrants, along with sprawling factories that spewed dark smoke out of their chimneys. The advent of industrialization and the transformation of living space brought a host of ills, which in turn became the target of a group of investigative journalists known as muckrakers. The term, borrowed from Bunyan’s Pilgrim’s Progress, was first used by President Theodore Roosevelt, a writer of considerable accomplishment himself. Roosevelt did not mean the phrase as a compliment; he thought the writing of these journalists too negative, their work too focused on “the vile and debasing,” and their impact too much a fan for the flames of revolution. Nevertheless, the muckrakers’ exposés of the ailments of the new industrial society—dirty food, dirty working conditions, dirty cities, dirty business, dirty money, and dirty politics—set the agenda for turn-of-the-century America, and Roosevelt and other politicians embraced the cause. Regulation was the response to the catalog of abuses.


Much economic regulation focused on one problem—what to do about bigness and monopolies. Combinations to control prices and outputs were, of course, a perennial problem—indeed, one that had much exercised Adam Smith. “People of the same trade seldom meet together,” he wrote in one of his most famous passages in The Wealth of Nations, published in 1776, “even for merriment and diversion, but the conversation ends in a conspiracy against the public or in some contrivance to raise prices.” But those words were written at the very beginning of the Industrial Revolution. Smith could hardly have imagined the scale in America a century later resulting from technology, mergers, takeovers, economic concentration, and the emergence of huge (by the standards of the times) combines. In shorthand, they were known as trusts, often out-and-out monopolies that seemed determined to extinguish the atomistic world of small, family-owned enterprises. Trusts, said the editor of America’s leading muckraking magazine in 1899, constituted “the red hot event.” They were indeed the dominating national issue of the time.


Something had to be done. But what? Although he earned the sobriquet “trust buster,” President Roosevelt was not against bigness per se. Combinations, he said, could be turned back no more easily than the spring floods on the Mississippi. But, he continued, “we can regulate and control them by levees”—that is, by regulation and public scrutiny. He distinguished between “good trusts” and “bad trusts.” Only the latter should be destroyed.2


The People’s Lawyer


Others saw size itself as the enemy and were determined to demolish the trusts. The foremost proponent of that position was “the people’s lawyer of the Progressive Era,” Louis Brandeis, whose eyes were fixed on one evil— what he called “the curse of bigness.” Brandeis was a man of outstanding intellect. Entering Harvard Law School at age eighteen, he quickly amassed a phenomenal record, one of the best in the entire history of the school. He “is supposed to know everything and to have it always in mind,” one of his fellow students wrote of him. “The Profs. listen to his opinions with the greatest deference, and it is generally correct. There are traditions of his omniscience floating through the School.” Brandeis’s subsequent career bore out his promise. He went on to become a formidable advocate, and on nothing was he was so powerful as in his advocacy of the destruction of bigness. He was a masterful attacker in the courtroom and no less masterly as a muckraker. The title of his most famous work—Other People’s Money and How the Bankers Use It—told all. He was also a trenchant critic of Theodore Roosevelt. The president, he said dismissively, was in favor of “regulated monopoly,” while he, in contrast, advocated “regulated competition.” As for the public, he feared they “still admire the Captains of the trusts.”


The issue of bigness and the trusts was thrashed out in both the political process and the courts. Although differentiating between “good” and “bad” trusts, the Roosevelt administration launched no fewer than forty-five antitrust suits, many of them long-running. None was more prominent than the prosecution that culminated in the Supreme Court’s decision in 1911 to break up John D. Rockefeller’s Standard Oil trust.


For his part Louis Brandeis became the chief economic adviser to Woodrow Wilson, who was elected president in 1912. Brandeis thereafter played a major role in designing both the new Federal Reserve System and the new regulatory agency, the Federal Trade Commission, which was intended to police bigness, restrict restraint of trade, and prevent “unfair” trade practices. Yet even Wilson did not fully satisfy the people’s lawyer. “In my opinion,” Brandeis explained, “the real curse was bigness rather than monopoly. Mr. Wilson (and others politically wise) made the attack on lines of monopoly— because Americans hated monopoly and loved bigness.” In 1916, Wilson nominated Brandeis for the Supreme Court, and despite a fierce anti-Semitic campaign, he was confirmed. He served on the court for twenty-three years. He was an outstanding justice and, as it turned out, most committed to judicial restraint.3


Normalcy, “Not Nostrums”


And there regulation more or less stood for a number of years. Business seemed, in the worshipful fever of the 1920s, incapable of doing wrong, save for the occasional scandal such as that involving the naval oil reserve at Teapot Dome. Those captains of capitalism who had so exercised Brandeis were now heroes, and the less government did, the better. President Warren Harding opened the decade of the 1920s with a reassuring call for a return to “not heroism, but healing, not nostrums but normalcy.” A Republican attorney general denounced the Federal Trade Commission as nothing more than “a publicity bureau to spread socialist propaganda.” “Association” and “cooperation” among businesses were encouraged; it was part of rationalization, one of the high values of the day. Even the critics got on board. Lincoln Steffens, among the most famous of muckrakers, declared that “big business in America is producing what the Socialists held up as their goal: food, shelter, clothing for all.”I Everything seemed to be working so well. “No Congress of the United States ever assembled,” said President Calvin Coolidge in December 1928, “on surveying the state of the Union, has met with a more pleasing prospect than that which appears at the present time.”


That prospect did not last long. Ten months later, on Black Thursday, October 24, 1929, the stock market crashed. Thereafter, the entire edifice of debt and credit both in the United States and around the world—banks, stock margin accounts, postwar reparations, loans to commodity-producing countries—came tumbling down. The nascent democracies in Germany and Japan succumbed to dictatorship. With unemployment at almost 25 percent in the United States and the GNP falling by half, it was not all that certain that democratic capitalism in the United States would survive.4


The New Deal: “I Never Felt Surer of Anything”


Franklin Roosevelt came to office in March 1933 with a mandate to do something, and to do it fast. Inauguration Day, his wife, Eleanor, observed, was “very, very solemn and a little terrifying.” Roosevelt told the frightened country that the only thing it had to fear was fear itself; he immediately set about restoring confidence through words and spirit—and a great fury of vigorous economic improvisation. One line of effort was emergency response—a bank holiday, relief, welfare, and food programs. Another was “cooperation” and national planning. In his second Fireside Chat, in May 1933, Roosevelt called for “a partnership in planning between government and business, with government having the right to prevent, with the assistance of the overwhelming majority of that industry, unfair practices and to enforce this agreement by the authority of government.”


While the president was working on the speech, one of his assistants, Raymond Moley, warned him, “You realize, then, that you’re taking an enormous step away from the philosophy of equalitarianism and laissez-faire?”


The president was silent for a moment, and then replied with great earnestness, “If that philosophy hadn’t proved to be bankrupt, Herbert Hoover would be sitting here right now. I never felt surer of anything in my life than I do of the soundness of this passage.”


That thinking was embodied nowhere more clearly than in the National Recovery Administration. The NRA was premised on the belief that the essential problems were overproduction and too much supply—of virtually everything. In response, the NRA sought to get labor, business, and government to cooperate in a grand partnership—a corporatist combine to reduce output, set prices, and thus push up incomes. Such coordination was essential, it was thought, because America had reached a phase of “economic maturity.” The Depression had proved that America could no longer depend on an ever-expanding economy for its well-being. It seemed the country was ready to accept the NRA and its unprecedented intervention—and, in the process, to put aside traditional antitrust considerations. And indeed, the NRA began with an initial burst of enthusiasm, emblazoning its blue-eagle emblem in windows across the nation and filling New York’s Fifth Avenue with ticker tape and throngs of well-wishers in a promotional parade in September 1933. But it did not work. America was not so eager to toss aside its deeply rooted suspicion of concentration and cartels, or to put its confidence in the forthrightness of businessmen and government officials to harness these dangerous forces for the public good. In attempting to establish such a system, the NRA violated the tenets of traditional progressivism. The American conscience would not brook such a transgression. In trying to perform his impossible task, the NRA’s director, General Hugh Johnson, was reduced from a reformist hellcat to a sobbing alcoholic, and within two years the NRA and its mandate were tossed out by the courts.


Instead, the New Deal pursued another approach—regulation instead of ownership or nationalization, antitrust rather than concentration and rationalization, decentralized control instead of planning. In so doing, the New Deal put in place a system to regulate markets and ensure that they worked better— and, by-the-by, to save capitalism from itself. Despite the wide variety in the purposes of the various regulatory agencies, there were two unifying themes—the failure of markets and the problem of monopoly.


The Securities and Exchange Commission (SEC) was a highly visible and critically important part of this effort. It was meant to make the battered financial markets work better, and to restore confidence in them through increased disclosure requirements and the establishment of a level playing field that did not give insiders an unfair advantage. How better to do it than by putting a financier, Joseph P. Kennedy (father of a future president), in charge? When opponents of Kennedy’s nomination pointed out that he had in fact been a master speculator, Roosevelt replied that it was all to the good, because Kennedy knew the tricks of the trade.


The SEC got a great boost when it turned out that Richard Whitney, the distinguished president of the New York Stock Exchange and a leading opponent of the SEC, had himself embezzled $30 million—a truly dizzying number in the 1930s—to cover bad debts. Like Roosevelt, Whitney had attended Groton and Harvard; and when Roosevelt was told of this particular villainy, he was heard to gasp, “Not Dick Whitney!” But, yes, even Dick Whitney. In order to enjoin such behavior in the future, the SEC created a whole series of reporting requirements that were intended to help investors understand in what they were investing. Disclosure and a level playing field were the basic principles. Not only buyers, said Roosevelt, but also sellers should beware. Among other things, they should beware to tell the truth. Echoing Brandeis’s book Other People’s Money, Roosevelt laid out the principle that those “handling or using other people’s money are trustees acting for others.”5


“The Prophet of Regulation”


The guiding hand in the creation of the SEC was James Landis, raised in Tokyo by his American missionary parents and, like Brandeis, a brilliant lawyer. He was tenured at Harvard Law School before age thirty and was its dean before age forty. In between, he joined the New Deal, where he was among the brightest of its young stars. He also became, in the historian Thomas McCraw’s phrase, one of the “prophets of regulation”—along with Louis Brandeis, for whom he worked as a Supreme Court clerk. Indeed, Landis looked to be Brandeis’s likely heir at the intersection of intellectual work and policy, defining the relationship between state and marketplace for the next generation. He seemed destined for the same sort of grand national career that Brandeis had achieved.


An urgent summons from his mentor Felix Frankfurter, Harvard professor and Roosevelt confidant, took Landis down to Washington on a Friday train in April 1933. Landis expected to stay the weekend, help out, and then head back to Cambridge by Monday. As it turned out, he stayed four years. He was the quintessential New Dealer, working day after day until midnight, often sleeping for a few hours on a cot in his office, drafting legislation almost around the clock through the economic emergency, and rushing back and forth to the White House to confer directly with the president. “You can’t drive your mind as though it were a brewery horse,” Frankfurter warned him. But he did not give up the pace. Details of daily living eluded him, a sloppiness that would come back to haunt him. His personal life took second place to the national emergency. His wife, invited to bring her husband to a party, responded, “What husband?”


Landis served first as a federal trade commissioner and then as a commissioner on the new Securities and Exchange Commission, which he had done much to create. And in so doing he set out to give all the interested parties a stake in the new system. Among his shrewdest decisions in creating the SEC was to enroll the business community as a partner in the process. For instance, one of the requirements instituted for public companies was the disinterested audit. By instituting this requirement, Landis did much to establish the profession of the independent accountant.


Another of Landis’s monuments was the Public Utility Holding Company Act of 1935, which created the structure for the electric power industry in the United States that lasted until the middle 1990s. Electric power was among the issues that most viscerally engaged President Roosevelt personally. Viewing electricity as a great tool for economic development and conservation, he promoted, against enormous opposition, both rural electrification and the Tennessee Valley Authority. The latter was unprecedented—a far-reaching public corporation that built dams, generated huge amounts of power, manufactured fertilizers, controlled floods, restored forests, and replenished the soil—all of it in the cause of economic development. Roosevelt was very proud of it.


But there was also the private side of electric power. Roosevelt regarded holding companies, particularly in electric power, as one of the nation’s scourges and a principal cause of the financial collapse. He was intent on banishing “the Insulls” forever. These holding companies, with their “concentrated economic power,” constituted a form of private socialism, he said, adding, “I am against private socialism as thoroughly as I am against governmental socialism. The one is equally as dangerous as the other; and destruction of private socialism is utterly essential to avoid governmental socialism.”


The result was the Public Utility Holding Company Act. The legislation dismantled much of the holding-company structure and severely restricted what remained, in order to prevent holding companies from “exploiting” operating companies. It also gave the SEC power to promote physical integration of electric utilities to achieve greater engineering efficiencies. The act was bitterly opposed by industry, which enlisted in its cause such legal luminaries as John Foster Dulles, Dean Acheson, and John W. Davis, the 1924 Democratic presidential candidate. It took a full decade of legal challenges before the law was finally accepted.


Landis was not only an activist. He was a theorist, and did more than anybody else to set out the doctrine for economic regulation. As a young law professor he had pioneered the study of the legislative process and the implementation of law. In 1938, having left the SEC, he put down his thinking in what became a classic work on regulation, The Administrative Process. Markets themselves, he said, had big problems, problems too large and sprawling for traditional government, which was simply too weak, too incoherent, and too lacking in expertise. “In terms of political theory, the administrative process springs from the inadequacy of a simple tripartite form of government to deal with modern problems.” Legislation was the beginning, not the end. There was a need for, in effect, a fourth branch of government— the “administrative branch”—embodied in independent regulatory agencies that would be “quasi-legislative, quasi-executive, quasi-judicial” and that would ensure the implementation of the legislation. And he admonished policy makers not to be cowed by the growth of government activity this task would entail. “A consequence of an expanding interest of government in various phases of the industrial scene must be the creation of more administrative agencies if the demand for expertness is to be met. . . . Efficiency in the processes of governmental regulation is best served by the creation of more rather than less agencies. And it is efficiency that is the desperate need.” This branch would be staffed not by politicians or amateurs but by experts who devoted themselves to the issues “52 weeks a year, year after year.” How much that sounded like the job description for James Landis himself during the hectic New Deal years.6


Landis’s words were written in the heyday of regulation, as the New Deal entrenched his strategy through unprecedented extension of administrative regulatory powers. In addition to the preexisting Interstate Commerce Commission and the Federal Trade Commission, both of which were strengthened, the New Deal also bolstered the Federal Power Commission with new responsibilities for electricity and natural gas prices. The Roosevelt administration created not only the Securities and Exchange Commission but also the Federal Communications Commission, the Civil Aeronautics Board, and the National Labor Relations Board. The attack on business took on an added fervor in the late 1930s, when liberals blamed business for a steep recession because of what was its alleged failure to invest (the “capital strike”). Roosevelt denounced “economic royalists” for deliberately fostering the recession in order to undermine the New Deal. Thus, as the 1930s came to a close, the Roosevelt administration had finally completed the blueprint of the New Deal strategy, after its early fits and starts. The cozy partner relationship with business envisioned in the early New Deal had given way to James Landis’s more prickly and vigilant vision.


Keynes’American Beachhead


But the true test of the regulatory system was stayed by fresh economic exigencies. The recession in the late 1930s distracted the country from its regulatory fervor. And the government’s response reflected the emergence of a new economic strategy—Keynesianism. During the early years of the New Deal, Keynes had written a couple of “public letters” to Roosevelt and, indeed, through the good offices of the ever-busy Felix Frankfurter, had called on the president in the White House in 1934. Roosevelt reported back to Frankfurter that he had had a “grand talk with Keynes and liked him immensely,” although comments to others suggested that he had been somewhat irritated by Keynes’ patronizing manner. For his part, Keynes said that he had found the talk “fascinating and illuminating.” He did, however, complain about Roosevelt’s hands—“Rather disappointing. Firm and fairly strong, but not clever or with finesse.” There is no evidence that Keynes at this point, although much engaged in writing The General Theory, did anything to convert the president—or the New Deal—to his thinking. In fact, Roosevelt was suspicious of deficit spending; in the margin of a book that prefigured Keynes’ arguments, he had written, “Too good to be true—you can’t get something for nothing.”


The General Theory was published in 1936, and Keynes’ ideas there upon crossed the Atlantic with remarkable rapidity. The most powerful beachhead proved to be the Harvard economics department, led by Professor Alvin Hansen and supported by a host of other converts and recruits—from full professors right down to undergraduates. They absorbed, refined, and transmitted the Keynesian message in record time. Their propagatory influence in turn was enormous. The intellectual work was centered in Hansen’s Fiscal Policy Seminar, which brought the latest academic research and Washington policy makers together on a regular basis. Keynesianism quickly gained adherents in Washington, in large part because it seemed to provide a way to address basic economic questions “without the dangerously statist features of other, more intrusive methods.” In the judgment of Nobel laureate Paul Samuelson, a Harvard graduate student in the late 1930s, “The Hansen influence can be said to have transformed the New Deal of Franklin Roosevelt from its first-term populist melange . . . to a mixed economy pursuing coherent and informed macroeconomic policies.” Between 1938 and 1940, Keynesian fiscal policies began to be applied in the United States. And with the arrival of Keynesianism—combined with the focus on recession and the growing specter of international conflict—regulatory innovation passed into the background.7


Toward Full Employment


World War II did not help the cause of regulatory intervention. The War Industries Board’s management of the economy during the First World War had been considered a great success and was much praised. The leader of the effort, Bernard Baruch, was virtually beatified. World War II would be an altogether different story. The scale of both the economy and this war effort dwarfed the previous world war’s. Roosevelt and his wartime administration confronted a much more complex challenge than that which had faced Woodrow Wilson and Bernard Baruch. And the government’s record reflected that complexity. The difficulties encountered by the two main coordination agencies during World War II, the Office of Price Administration and the War Production Board, undercut plans for increased government intervention in the economy after the war. The Office of Price Administration, observed historian Alan Brinkley, “may have been the most intrusive bureaucracy ever created in America.” Its example was “a jarring reversal of the Second New Deal . . . it reminded much of the public that state power could be used not only to assist but to deny.” The War Production Board was the target of similar criticism. Thus the management of the wartime economy stood alongside the National Recovery Administration as a warning to America against highly interventionist policies. “In 1945, the war agencies emerged from four years of effort and achievement with nothing even remotely comparable to the standing and authority the war boards of World War I had enjoyed at the end of 1918. If they served as models at all, they were models of the perils of state management of the economy, not of its promise.” Even liberals wanted, in the aftermath of the war, “to find a role for government that would allow it to manage the economy without managing the institutions of the economy.”8


Moreover, after World War II, capitalism was not in the doghouse in America as it was in Europe. Mobilization by industry had worked; the businessmen attacked as the “economic royalists” by Roosevelt in the late 1930s had rallied to the cause and contributed mightily to the war effort in the 1940s. Now they were heroes, patriotic, get-it-done “dollar-a-year men.” And after the war, the American economy, instead of slipping back into a new depression as feared, took off on a great boom.


Yet in the aftermath of the war, all of the major Western nations were engaging in experiments with various flavors of the mixed economy. And despite the negative experience of government intervention during the war and the sharply improved status of capitalists and capitalism, America was no exception. The debate over which direction the American economy would take after 1945 manifested itself in the congressional battle over the Full Employment Act. In its early drafts, the bill contained language that would have guaranteed a “useful and remunerative job” as a right to “all Americans able to work and seeking work.” The support for such statements came, at least in part, from arguments consciously paralleling the birth of the British welfare state. In 1943 the National Resources Planning Board had published a tract entitled Security, Work, and Relief Policies. It was dubbed the American Beveridge Plan owing to the similarity of its content and conclusions to Beveridge’s phenomenally influential 1942 report, which had launched the welfare state in Britain. There was, indeed, considerable momentum for America to follow the lead of its allies in constructing a mixed economy.


But ultimately, American political traditions and the unique American war experience limited the expansion of direct government control that would be implied in underwriting employment for all citizens. In the end, the Full Employment Act was transformed into merely the Employment Act and was passed in 1946, loaded down with the very conditional and convoluted promise only that government would “use all practicable means consistent with its needs and obligations and other considerations of national policy . . . to foster and promote . . . conditions under which there will be afforded useful employment, for those able, willing, and seeking to work.”


Yet even as America deferred to the forces of the market more than its allies, the regulatory framework of the New Deal remained. Throughout the Truman and Eisenhower years, there was little regulatory conflict. America was in the midst of its own thirty glorious years, and increasing prosperity diluted New Deal–type regulatory zeal. Economic expansion was the spirit of the era, and thoughts of dampening the progress of the market seemed far from the public’s mind. Harvard economist John Kenneth Galbraith noted at the time that “everything happens as if Saint Peter, when receiving souls in heaven to send the ones to Paradise and the others to Hell, asked them only one question: ‘What have you done on earth to increase the gross national product?’ ”9


Regulation and Reform


Thus, the postwar years were a time of a regulatory equilibrium. The activism and zeal promised by James Landis in 1938 were once again stayed by a changing economic focus. But not everyone was quite so sanguine about the state of regulation. As early as 1946, an investigation concluded that new rules—in the form of the Administrative Procedures Act—were needed to ensure equal treatment and due process. But more troubling was the lack of understanding about exactly how the government would oversee the decentralized and growing hydra of the “administrative branch.” In 1949 Truman appointed former president Herbert Hoover to examine the issue. The Hoover Commission recommended that the executive branch be reorganized along functional lines, but it had no idea how to deal with the regulatory agencies.


Dwight Eisenhower was similarly baffled. His team entered office in 1952 as “determined, even jaunty reformers, ‘modern’ Republicans at last in charge of government which for twenty years has been misused by liberals.” But Eisenhower slowly came to realize that he did not even have control over the executive branch. The New Deal had irreversibly extended government obligations with its rhetoric and its creation of a new administrative branch through the process of “delegation” of authority. Regulation during the Eisenhower administration was not particularly vivid or distinguished. It was a stable business, rather clubby in nature.


John Kennedy sought to revivify the regulatory idea. He appointed strong chairmen—such as Newton Minow, at the Federal Communications Commission, who captured national headlines by declaring that television had become a “vast wasteland.” But real scrutiny of the regulatory system, which had become entrenched, inefficient, and overloaded with cases that it moved through with none of the vigor envisioned by its New Deal framers, would come from the man who had been so instrumental in creating it—James Landis.


Landis had not fared well after the New Deal. Unlike Brandeis, he had not fulfilled his early brilliant promise. After an unhappy tenure, he resigned as dean of the Harvard Law School, served as head of the Civil Aeronautics Board during the Truman administration until Truman fired him, and then went to work in the private sector for his old boss at the SEC, Joseph Kennedy. He did a variety of odd jobs, including helping with the research for John Kennedy’s Pulitzer Prize–winning book, Profiles in Courage. When Kennedy was elected president in 1960, he asked Landis to prepare a detailed diagnosis of the regulatory apparatus. And with all his old fire renewed, Landis delivered a devastating critique of the system that had developed unsatisfactorily since his optimistic 1938 work. Whereas in the 1930s he had celebrated the idea of regulation as the means to efficiency, he now denounced the practice for its rigidity and incapacity. The report found that “delay had become the hallmark of federal regulation,” and cited as two main causes the absence of an overall regulatory policy and the deterioration of the quality of regulatory personnel. He identified the Federal Power Commission as “the outstanding example” of “the breakdown of the administrative process.” It would take thirteen years, he said, to clear up the natural-gas-price cases already pending. And the number of cases likely to be filed over those thirteen years would not be cleared up until 2043—even with a tripling of staff.10


Kennedy made Landis a special assistant, with the charge to reform regulation and upgrade the quality of the regulators and their output. Despite his initial impact, Landis never really had a chance to get back into the fray. The reason was personal. It turned out that Landis had failed, for inexplicable reasons, to pay his taxes over several years. He resigned, stood trial, spent thirty days in jail plus a year on probation, and was suspended from the practice of law for a year. His brilliant reputation as the leading thinker about the regulatory idea was spent. A few years later, he was found floating in his swimming pool, dead. His house was seized by the government, to pay off his remaining tax penalties.


While regulation still mattered very much to those who were regulated, it continued to remain well in the background of public concern, partly because things were working. But there was a shift of focus from regulation of the market to regulation of the economy through Keynesian fiscal policies. Keynesianism was about managing the overall economy, not the specific workings of the marketplace. These were years of great economic growth, and tens of millions of Americans migrated from cramped urban life to the green grass of suburban housing. The lawn mower in the garage was as much a symbol of prosperity as the automobile. Keynesianism seemed to be fulfilling its promises of growth and full employment. The good economic performance and long expansion of the Kennedy–Johnson years (until disrupted by the Vietnam War) marked the high point of Keynesianism, offering proof that the economy could be fine-tuned through macroeconomic management and the fiscal tools of taxation and spending. The attitude was summed up by John Kennedy when he received an honorary degree from Yale University. He began by saying that he had obtained the best of all worlds—“a Harvard education and a Yale degree.” He concluded, “What is at stake is not some grand warfare of rival ideologies which will sweep the country with passion but the practical management of the modern economy.”


These years were the apogee in the United States of the belief in government knowledge. It had taken three decades for Keynes’ “scribblings” to move from rooms in King’s College, Cambridge, into standard-issue government policy. To underline the point, Keynes made the cover of Time magazine in 1965—nineteen years after his death. He was only the second deceased person to be so honored (Sigmund Freud was the first).


The Last Liberal Administration


The most massive effort to actually manage the marketplace came in a subsequent administration, which sought to put in place thoroughgoing government control of wages. What was particularly odd was that this initiative was not the handiwork of left-wing liberals but of the administration of Richard Nixon, a moderately conservative Republican who was a critic of government intervention in the economy. As a young man during World War II, prior to joining the navy, Nixon had worked as a junior attorney in the tire-rationing division of the Office of Price Administration, an experience that left him with a lasting distaste for price controls.


What, then, were the forces that led Nixon to try to impose government management on the most basic elements of the market? Certainly, economic matters were hardly his passion. That was reserved for foreign policy. Even foreign economic policy did not much interest him. There was a memorable time during some moment of international monetary perturbation when he rudely suggested exactly what should be done with the lira. As for domestic economics, he liked to give his radio talks on economics at noon on Saturdays, because he was convinced that the only listeners would be farmers riding their tractors, and they were likely, in any event, to be his supporters.
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