

[image: Back on the Road to Serfdom: The Resurgence of Statism, Edited by Thomas E. Woods Jr. New York Times bestselling author of Meltdown.]







[image: Back on the Road to Serfdom: The Resurgence of Statism, Edited by Thomas E. Woods Jr. Regnery Gateway. Washington, D.C.]











Introduction


Thomas E. Woods Jr.


It was not difficult to predict a major consequence of the Panic of 2008: disparaging the market economy and the free society is now more chic than it has been in half a century. In light of recent events, the argument runs, only a hopeless naïf would champion these things. What we need now is greater supervision by our public servants, and less adherence to the discredited dogmas of the past.


Just how much the free market was in fact responsible for the crisis, or the extent to which government itself and its central bank may have been the culprits (and thus whether the “free market” could have been to blame in the first place), is the subject of one of the essays in this volume. The unifying theme of this book, though, is the brute fact that a shift toward statism is indeed occurring, and that it will not end happily. History is littered with foreign and domestic crises that became pretexts for the expansion of government power, and the present instance appears to be no exception.


When we argue that the winds are blowing in the direction of an ever-larger role of the state in American life, we must be careful not to imply that prior to 2007–8 a broad consensus in favor of the free market and against state coercion had taken root. Even during the 1980s, when free-market ideas were said to be sweeping the country, the net effects were modest. Larry Schwab makes a persuasive case in his overlooked study The Illusion of a Conservative Reagan Revolution that the transformation that was supposed to have overtaken America during the 1980s was rather more limited than either liberals or conservatives have been willing to admit. There is little evidence of a lasting ideological shift among the population, and government grew rather than shrank, with the federal budget doubling over the course of the decade.


The failure of conservatives to make significant inroads into the federal apparatus was symbolized by the Contract with America, the series of proposals Republicans promised to support on the eve of their off-year landslide in 1994. What was portrayed as a bold array of policy initiatives was in fact a timid and insignificant list of changes that would have left the federal apparatus for all intents and purposes unchanged. The Brookings Institution correctly observed: “Viewed historically, the Contract represents the final consolidation of the bedrock domestic policies and programs of the New Deal, the Great Society, the post–Second World War defense establishment, and, most importantly, the deeply rooted national political culture that has grown up around them.”


The GOP Pledge of 2010 promised to eliminate an unspecified $100 billion from the federal budget at a time of skyrocketing debt, record deficits, and a budget approaching $4 trillion. History seemed to be repeating itself.


In mid-2010, though, F. A. Hayek’s 1944 book, The Road to Serfdom, soared to the number-one slot on Amazon.com; in a single week it sold, incredibly, upwards of forty thousand copies. Although not the radical libertarian tract its critics claimed at the time, it had a profound effect on many readers, who found in it an intelligent critique of central planning and its effects on individual liberty. Was it a sign of the times that interest in a book like this would suddenly be revived? Had a critical mass of the American public grown concerned that their own country faced a watershed moment in its history involving freedom and the state?


That remains to be seen.


Hayek never expected his small book to become an international sensation, or to wind up on lists of the seminal works of the classical liberal canon. Prior to the book’s release, Hayek had been a professor at the London School of Economics, where he earned a reputation as one of the world’s great economic theorists. His work developing the Austrian School’s theory of the business cycle won him the Nobel Prize in 1974, four decades after he wrote it. His works in economics were technical and difficult for a lay audience, though, so the popular reception of The Road to Serfdom added a new dimension to his career.


The genteel Hayek dedicated his book “to socialists of all parties”—people he believed were guilty of nothing more than intellectual error. He proceeded to state his case firmly but without acrimony or invective. (If anything, he may have been too accommodating, conceding that certain interventions in the economy were acceptable or even desirable.)


Some of Hayek’s book can seem dated today, since few now call for state ownership of the means of production or for the kind of central economic planning to which his criticisms apply—a welcome development for which Hayek himself may take some share of the credit. The problems we face stem from the mixed economy, as opposed to the fully socialist ones that Hayek criticized. All over the world, the impossible promises governments have made to their populations are beginning to unravel. Millions of people have arranged their lives in the expectation of various forms of government support that will be mathematically impossible to provide.


Aggravating this problem are the demographic trends at work across the developed world, which faces an aging crisis that will strain its welfare states to the breaking point. (As Foreign Policy magazine reported, “The global population of children under 5 is expected to fall by 49 million as of midcentury, while the number of people over 60 will grow by 1.2 billion.”) At the very moment that some Americans are calling for a single-payer health-care system in the United States, pointing to the alleged successes of such systems in Europe, the finance ministers of those countries privately concede that of course those programs are going to implode, and that the collapse is only a matter of time.


What the rising generations across the developed world are facing is a genuine road to serfdom. They will have to work harder and longer than did their parents just to tread water, if they can find work at all in artificial economies battered by years of “stimulus” and misdirected resources. Retirement will seem like something out of science fiction. And to add insult to injury, they will be putting in this effort on behalf of transfer programs that are going to collapse anyway—Social Security, Medicare, pensions, and so forth.


The economic consequences of an expanded government presence in American life are of course not the only outcomes to be feared, and this volume considers a variety of them. For one thing, as the state expands, it fosters the most antisocial aspects of man’s nature, particularly his urge to attain his goals with the least possible exertion. And it is much easier to acquire wealth by means of forcible redistribution by the state than by exerting oneself in the service of one’s fellow man. The character of the people thus begins to change; they expect as a matter of entitlement what they once hesitated to ask for as charity. That is the fallacy in the usual statement that “it would cost only $X billion to give every American who needs it” this or that benefit. Once people realize the government is giving out a benefit for “free,” more and more people will place themselves in the condition that entitles them to the benefit, thereby making the program ever more expensive. A smaller and smaller productive base will have to strain to provide for an ever-larger supply of recipients, until the system begins to buckle and collapse.


We should recall, though, that when the French classical liberal Frédéric Bastiat spoke of “legal plunder,” he was not thinking exclusively of the use of state power to expropriate the rich on behalf of the poor. He was thinking of all forms of state violence employed to benefit one group at the expense of the rest of society. The greater the scope of the state over the economy, the more entrepreneurial energy will be misdirected into lobbying for special privileges and loot, and less into ongoing efforts to please the consumer.


The more functions the state usurps from civil society, the more the institutions of civil society will atrophy. Once supplanted by coercive government, tasks that people used to perform on a voluntary basis come to be viewed as impossible for civil society to manage in the absence of government—even though civil society did indeed perform these functions at one time. This spiritless population comes, in turn, to look for political solutions even to the most trivial problems.


The more the market is supplanted by a system of crony capitalism, the more the very phenomenon of profit appears disreputable. How, apart from some grant of privilege or other underhanded means, could someone have grown wealthy? Journalist Hedrick Smith, in his study The New Russians, found that this was the effect of decades of Communism—anyone who seemed to be prospering became a target of suspicion and envy. Entrepreneurship can scarcely function in such an atmosphere.


Spanning history, economics, religion, and the arts, the essays in this collection constitute both a warning about and a corrective to these trends.


Back on the Road to Serfdom begins by considering how we got here. Brian Domitrovic leads off with a look at what happened in the twentieth century to give the federal government such broad sway over the economy. In examining this development, he shows that the historical record is clear: the more the authorities try to steer the economy, the more erratic it becomes.


Carey Roberts goes back even earlier than Domitrovic, to the era of the American Founding. He traces the present resurgence of statism to the seminal conflict between Thomas Jefferson and Alexander Hamilton, and sets forth a refreshingly revisionist account of Hamiltonian economic policies, which Americans are expected to revere as self-evidently sensible and wise.


Per Bylund then looks beyond America’s shores to show how the welfare state became the dominant model of government throughout the Western world. He also punctures the myths of the welfare state that Americans have been lectured about for decades. A native of Sweden working on his doctorate in the United States, Bylund reveals that the so-called Swedish model is hardly a dream for modern civilization. In so doing, he rules out the default position of so-called progressives, which is to claim that large welfare states are compatibile with long-run prosperity, and that there is nothing about the American situation that higher levels of wealth confiscation cannot solve. Moreover, he demonstrates that the welfare state harms not only the economy but also individual liberty and civil society.


With Domitrovic, Roberts, and Bylund having established the broader context for the government’s accelerating intrusions into the economy, Antony Mueller looks at the more immediate causes of the recent financial crisis. His essay is a valuable corrective to the standard account of the economic downturn that has fueled so much of the recent resurgence of statism. Professor Mueller’s interpretation of the crisis, which is informed by the Austrian School of economics, also accounts for why the proposed remedies are likely to prolong the economic malaise in those countries adopting them.


Since the financial crisis began, free trade has come under withering attack across the political spectrum. While some of the older arguments in favor of domestic protection continue to be made, new arguments have recently been added to the traditional arsenal. We hear repeated claims these days that unhampered trade is not in fact mutually beneficial, and that although the overall number of widgets may indeed increase under free trade, the interests of the working classes in the developed world are grievously harmed. Mark Brandly uncovers the flaws in these arguments in his robust defense of the international division of labor.


Dane Stangler discusses another vital element of the economy and society that is threatened by state encroachment: entrepreneurial activity. When we understand what entrepreneurship is, we realize how foolish it is to expect the state to foster it, except perhaps by removing barriers to economic activity.


Tim Carney’s essay builds on an area in which he has made such important contributions: the relationship between government and big business. The superficial account with which American schoolchildren are familiar conceives of these two forces as antagonists. Both theory and history suggest that the true nature of their interaction is rather more interesting, and often involves collusion against the public interest rather than the righteous regulation of private malefactors by wise public servants.


Western religious leaders have as a rule been scandalously naïve about the nature of the state and sanguine about its expansion. Two of our essayists subject the unexamined premises behind these arguments to critical and fruitful scrutiny. John Larrivee deftly responds to some of the more common criticisms of the free market that may be heard in religious circles. Such criticisms, he shows, undermine the role of values, faith, and civil society while opening the door to more government intervention. In the next essay, Gerard Casey of University College Dublin considers whether some Christians’ social-democratic views of wealth redistribution, the state, and the market are justified in light of tradition and the Bible


The University of Virginia’s Paul Cantor, who attended Ludwig von Mises’s seminar at New York University in the early 1960s, has done much groundbreaking work on markets and the arts, a tradition he continues in the final essay of this volume. Here he explores the bureaucratization of culture, and finds that this form of government planning, just like all the others, grossly oversimplifies the phenomenon it is attempting to control, and involves the hopeless task of substituting top-down direction for the spontaneous and dispersed origins of real culture.


Americans are taught a great deal of civics-book nonsense about the nature of the state, the benefits it confers, and the unbearable difficulties we would face without its careful custodianship of society. In reality, Americans are ruled by a patchwork of self-perpetuating fiefdoms, which beneath a veneer of public-interest rhetoric seek to pursue their own power and resources.


There is, one would think, another way for human beings to live than this. Ironically, it is government itself that is about to teach that very lesson. When its grandiose schemes and promises inevitably unravel, all that will be left is civil society managing its own affairs, the very thing we have been taught to believe is impossible.










Economic Policy and the Road to Serfdom: The Watershed of 1913


Brian Domitrovic


We are perhaps apt to forget that during the Cold War, it was generally conceded that the Soviet Union had a higher rate of economic growth than the United States. Given that the United States accounted for nearly half of world output in 1945, the logic held that it did not have room to grow like the other nations of the world, which collectively accounted for the other half. Starting from a much lower base—and having gained an empire—the USSR surely could expect greater economic expansion than the United States.


There was no more confident advocate of this position than the postwar world’s premier economist, Paul A. Samuelson. Samuelson touted the growth record of the USSR in his book Economics: An Introductory Analysis, the leading economics textbook of the era, and he said the same thing as adviser to those in power. When John F. Kennedy was running for president in 1960, Samuelson wrote to the Democratic candidate, “America has definitely been falling behind not only with respect to the USSR, but with respect to most of the other advanced countries of the world. For years, our production has been growing more slowly than that of Russia, Western Germany, Japan, [and a host of other countries]” (emphasis in the original).1


JFK offered no resistance to this point, and few others in Washington did either. By the 1980s, the CIA’s national estimates held that the USSR’s economy, which had been at mass famine levels four decades prior, was now half the size of that of the United States. The Soviet Union’s rates of growth had been so much higher than those of the United States, according to U.S. intelligence, that the two economies were possibly on a path of convergence.2


Then, in 1989, an official in the USSR’s national accounts bureau named Yuri Maltsev defected to the United States and revealed that by good standards of measurement, the Soviet economy stood at only 4 percent of the U.S. total. After the Soviet state collapsed two years later, investigations by the World Bank, the International Monetary Fund, and the Organization for Economic Cooperation and Development concluded that the Soviet economy had been only half as big as the CIA reckoning, reaching about a fourth or a fifth the size of the U.S. economy. Maltsev stuck with his number, and soon he was joined by dissenters from within the Western statistical bureaucracies, such as William Easterly at the World Bank. An old rule of thumb in the face of two clusters of professional estimates is to split the difference. Applying the rule in this case, we can say that the Soviet economy peaked at about one-eighth the size of the American economy.3


Although the economic failures of the centrally planned Soviet state are now well documented, no less a champion of the free market than F. A. Hayek expressed doubts that free-market capitalism was superior to planning when it came to total output and standards of living. In The Road to Serfdom Hayek wrote:




Which kind of values figure less prominently in the picture of the future held out to us by the popular writers and speakers…? It is certainly not material comfort, certainly not a rise in our standard of living or the assurance of a certain status in society which ranks lower. Is there a popular writer or speaker who dares to suggest to the masses that they might have to make sacrifices of their material prospects for the enhancement of an ideal end? Is it not, in fact, entirely the other way round?4





The Road to Serfdom was a warning that collectivism is a temptation of the most serious sort, in that it had the ring of a good trade. In exchange for civil liberties, which is to say a high degree of personal, familial, and community autonomy, submission to a centralized state stood both to eliminate social inequality and to bring material well-being if not affluence.


This is one of the great overlooked aspects of The Road to Serfdom: Hayek is careful to argue for the market not on the grounds of what it may produce in terms of standards of living. Rather, he urges that yielding to the market will make us better persons, though it may make us economically poorer. Under “individualism,” we will develop good values and habits “which are less esteemed and practiced now—independence, self-reliance, and the willingness to bear risks, the readiness to back one’s own conviction against a majority, and the willingness to voluntary cooperation with one’s neighbors.”5


This defense of individualist over collectivist values is the book’s strongest suit. But history has shown that the actual road to serfdom not only leads to the uncivilized value structure of which Hayek wrote so eloquently. It also debilitates living standards, despite Hayek’s fears that there were legitimate reasons to be tempted by collectivism.


We should be careful not to fall into the common trap holding that economics is inevitably the science of trade-offs—a trap that snared even Hayek. He felt compelled to write The Road to Serfdom “to the socialists of all parties” because he believed that material well-being and social equality were plausible results of collectivism. Hayek’s conclusion was perhaps not unreasonable at the time, given that the ascendant Nazi Germany was achieving a higher rate of economic growth than the less collectivist Britain to which he had fled. But in fact, such benefits are not plausible. More importantly, preparing the ground for collectivism at all may well introduce the slippery slope toward impoverishment more quickly than we think.6


Today, more than sixty-five years after the publication of The Road to Serfdom, the United States seems to be taking alarming steps in the collectivist direction. To understand where this path leads, we need not look at something so manifestly disastrous as the Soviet economy, whose history is one of privation, supply-demand disconnect, constant rescues by foreign capital, and unsustainability tantamount to simple preposterousness. America’s own history, while blessedly bereft of analogues to the Soviet experience, is itself quite clear about what happens when nods are made in the collectivist direction. For an investigation of the course of American economic history since the Civil War reveals a remarkable truth: all periods of prosperity in the United States have coincided with decided efforts to keep collectivist inclinations at bay, and all periods of economic weakness have occurred in the context of dalliances with collectivism—that is, with efforts to impose governmental management on the economy.


The frightening truth is that if America’s leaders do not understand this history, our government may only double down on economic policies that have caused trouble in the past.




The American Economy: Potency and Act


The most significant fact about the past century and a half, treated as a statistical run, is that it had an inflection point. This was the one-third mark, 1913. Before that year, the macroeconomic performance of the United States, by the main measurements, was regular and strong. After that point, however, extended contractions and bouts of new, unfamiliar negative side effects—namely, unemployment and inflation—emerged rather out of the ether.


The most impressive half century in American—arguably world—economic history was that which followed the Civil War: the nearly fifty years from 1865 to 1913. The American economy expanded at a yearly rate of 3.62 percent from 1865 to 1913. By way of comparison, from 1913 to 2008 (also a peak-to-peak period), the American economy grew at 3.26 percent per year. The difference of about four-tenths of a percent per year proved enormous. Had the United States maintained the trend that held in the half century after the Civil War, it would now be about half again richer than it is now, in the second decade of the twenty-first century.


Macroeconomic performance is generally judged on two criteria: growth and “variation.” Variation refers to the degree of steadiness of growth and of macroeconomic ill-effects, above all unemployment and price instability. Here again, the era of the Robber Barons is the shining one. The greatest decades of economic growth in American history were the 1870s and 1880s, when the economy expanded by two-thirds each time. There was one significant recession in this period, in 1873. It was overwhelmed so soon and so comprehensively that the 70 percent real growth gained in the 1870s amounts to the largest of any decade in the peacetime history of the United States.


As for the “panic of 1873” of textbook lore, that year brought a big drop in output, with people thrown out of work. The episode was a function of the incredible depreciation of the dollar that had been undertaken in the Civil War, when (following decades of price stability) the Union government printed greenbacks so quickly that the dollar suddenly lost half its value. After 1865, the U.S. government pledged to restore the value of the dollar against gold (and consumer prices), but doubts about this led to speculative investments to hedge the uncertainty and ultimately produced the asset crash of 1873.


In the wake of the 1873 bust, however, the dollar slowly reclaimed its value, just as the U.S. government had pledged. The price level declined by 1.4 percent per year on average for the next two decades, such that by the 1890s, a dollar saved before 1860 achieved its original purchasing power. As for unemployment, the term was not coined until the tail end of the century for a reason. The United States was importing tens of millions of immigrant workers on account of labor shortages given the growth boom.


President Barack Obama’s first chair of the Council of Economic Advisers, Christina Romer, owes her professional reputation to her bringing to light these realities in her doctoral dissertation at MIT in the 1980s. Romer found that the era of the American industrial revolution (and by her analysis the trend held until 1930) was so superior in terms of growth and variation—growth was high; recessions were rare, shallow, and short; prices changed little as employment boomed—that it effectively defined the kind of results that governmental macroeconomic management should aspire to. The irony was that there was precious little macroeconomic management at all for most of this era. We can say with statistical precision that there has never been a golden era in American macroeconomic history like the 1870s and 1880s.7


There were two other significant recessions in the half century after the Civil War. These occurred in 1893 and 1907. Both cases correlated to governmental overtures to introduce macroeconomic policy. In 1890, the United States signaled that, despite having attained the very price level that had held for decades before the Civil War, as well as having watched growth cruise at more than 5 percent per year for the long term, it was now going to monetize a new asset, silver. The prospect was of too much currency in the economy (1873 redux), and the markets quickly swelled and crashed. The recovery from 1893 stayed tepid while President Grover Cleveland spent his term trying to end the silver lark. Aggregate output was flat from 1892 until the next election year, 1896; in the latter year, free-silverite William Jennings Bryan succeeded Cleveland as Democratic nominee for president. The strong recovery began only when, with the election of Republican William McKinley in 1896, the United States committed to dropping the program for the extra silver money. Overall, growth was slower in the 1890s than it had been in preceding decades—33 percent for the decade, a typical twentieth-century number. But from the year McKinley was elected until 1907, growth came in at 4.6 percent per year, approaching the 1870s–1880s standard of 5.2 percent annually. This is tantamount to saying that the real trend of yearly growth in the post–Civil War period was not 3.62 percent, but something like 5 percent per year—because 5 percent held as long as the government stayed out of the way.


In 1907, there was another market crash and recession, only this time a strong and sustained recovery did not follow. The recovery, such as it was (3.3 percent growth per year until the 1913 peak), was haunted by a new prospect: that comprehensive new tools allowing governmental intervention into the economy would be put in place. Immediately in the wake of J. P. Morgan’s famous settling of the markets in the fall of 1907, measures were introduced in Congress to create a federal reserve (or central banking) system that would be the first line of defense in any future crisis. In addition, the push for a federal income tax, which had died in the courts in recent years, gained renewed momentum.


Both of these massive means of governmental intrusion in the economy, the Federal Reserve and the income tax, were finally established in the same year: 1913—our inflection point.


Even though the mild recovery after 1907 occurred before 1913, its characteristics actually may have owed themselves to 1913. Capital is known for looking to the future to take a gander at prospective returns. Had there been no prospect of the Fed and the income tax in the wake of the economic events of the fall of 1907, there may not have been a recession at all, let alone a weak recovery. For if 1908 had brought a recovery on the order of nearly 5 percent annual growth as had been initiated in 1896, we would not even call the 1907 event a recession. There were episodes in the 1880s where growth dipped and assets were sold, but the recoveries were so quick and so big that the down periods do not register to the naked eye. It is not out of the question that this fate was in store for the economy had the 1907 crash not been met with calls for a Fed and an income tax.


This, of course, is a hypothetical point, but there is no shortage of historical evidence that is consistent with it. Christina Romer calculated that the recovery in industrial production from the 1907 event proceeded according to recent precedent until 1912. As for anecdotal evidence, there is one delicious piece: J. P. Morgan’s will. When Morgan died in 1913, the moneyed class expressed shock that his declared assets amounted to only $118 million. Andrew Carnegie—whom Morgan had bought out in 1901 and who was worth some $400 million—felt tricked, feeling that Morgan had posed as one of the top set’s own all those years. Yet in view of the major macroeconomic reforms proposed in the wake of 1907 (which included an estate tax that would be made law in 1916), it is possible, even likely, that the aging Morgan rearranged his assets such that only a fraction was manifested in his estate—in which case he would have displayed the talent at which “trusts” came to be so proficient in later decades, as the estate tax hit 55 percent. This story is but one indication that high-powered capital was gamely rearranging itself as the nation’s economy braced itself for the onset of 1913.8







The Variation Era


Perhaps the most forgotten period in American economic history is the eight years that followed the creation of the Fed and the income tax in 1913. From 1913 to 1921 the growth rate came in at just 1.4 percent per year. The period included two long recessions: one beginning in 1913, in which that year’s level of production was equaled only two years later (and with the assistance of military production that did nothing for living standards); and another from 1919 to 1921 that was simply the worst depression the nation would ever suffer outside of the 1930s. “Unemployment” quickly joined the parlance; people scrambled to measure the phenomenon, and the consensus was that it stayed in the high double digits in the latter recession. And then this novelty: the price level went up by 110 percent from 1913 to 1920, and then swerved down in the year following by 25 percent. Strikes swept the land, since wages had no hope of keeping up with the unprecedented inflation, and the new income tax system hit persons making as little as $1,000 a year ($11,000 in today’s terms).9


Before 1913, there had been at most only shadows of government fiscal and monetary policy, and the United States had cruised at its 5 percent per-annum rate of expansion, with the price level making small oscillations around the antebellum number. But after 1913, the government used its new macroeconomic policy tools to the hilt. Immediately after its creation, the Fed arranged for a doubling of the money supply—this in the face of a manifest recession. The inevitable result was the doubling of the price level. As for income taxes, the first top rate, upon passage of the Sixteenth Amendment in 1913, was 7 percent. In four years’ time, it was up elevenfold, to 77 percent. Meanwhile, someone whose income merely kept up with the inflation engineered by the Fed—that is, someone who saw no actual gain in income—could be pushed into the stratospheric top tax bracket, since the progressive tax brackets were not adjusted for inflation. (This is the phenomenon known as bracket creep.) The investor class soon adjusted away from entrepreneurship and into tax shelters. Morgan’s will had been a sign.


Then there was the recovery—perhaps the most famous recovery in American history. The Roaring ’20s that followed 1921 aped the bygone era very well: 4.7 percent yearly growth through 1929, unemployment gone, and a price level that barely moved. The government’s macroeconomic policy posture during this period is unmistakable: the Fed expressly got out of the business of trying to undo the 1913–20 inflation via a commensurate massive deflation; and the marginal rate of the income tax was cut by 52 points. In other words, fiscal and monetary policy retreated.


How we have ever associated the onset of the Great Depression with a “crisis of capitalism” is anyone’s guess. In fact, the years 1929–33 brought historic governmental intrusions in the economy. In late 1929, the Fed resumed its 1920–21 efforts to reclaim the 1913 price level by appreciating the value of the dollar. Deflation held at 9 percent per year from late 1929 to early 1932, blowing away the gentle deflation standard of the post-1873 years that had seen constant, rapid growth. Over the same interval, the marginal income tax rate jumped by a magnitude of one and a half, to 63 percent. Severe deflation and confiscatory taxes led to a capital strike, with savage unemployment being the inevitable result. And this is not to mention the Smoot-Hawley Act of 1930, which raised tariffs to record levels, cut foreign trade in half, and convinced the world that convertible currencies—and indeed international economic cooperation—were no longer useful.


In other words, fiscal and monetary policy extended their scope and sway as never before. In turn, real conditions in the United States became as horrendous as any developed country had experienced since the dawn of the industrial age.


All of this macroeconomic intervention occurred during the Herbert Hoover administration, before Franklin Roosevelt took office and instituted his New Deal. Under FDR, the Fed and the U.S. Treasury actually dropped the misguided deflationist policy. By raising the gold redemption price 75 percent, to $35 per ounce, the government effectively announced that the United States would never strive to appreciate the dollar again. It remained an open question whether the U.S. government would strive to depreciate the currency, but in point of fact it did not. The consumer price index from 1934 to 1940 mimicked the band of oscillation that had prevailed in the era of the Robber Barons: small moves around par.


But while the Roosevelt administration reversed course on monetary policy, it only built on Hoover’s fiscal policy. FDR increased the marginal tax rate even more, sending it up to 73 percent—nearly triple the rate that had supervised the Roaring ’20s.


This mixed record on monetary and fiscal policy produced a mixed recovery at best. Output did go up slightly during this period, and by 1939 it finally returned to the 1929 level (adjusting for population, which grew at a tiny rate). But instead of posting a peak-to-peak growth rate in output of 4–5 percent per year, as had been usual before 1913, the New Deal recovery—not the mot juste—was nil peak-to-peak.


From 1940 to 1944, gross domestic product (GDP) boomed in the United States as living standards collapsed. We should not be detained by the aggregate output, or even the employment, statistics of the World War II years if the topic under consideration is economic recovery. The amount of goods and services produced for the real sector hit bottom with the war. Government/military goods, which are not real goods, became the exclusive specialization of the American economy in this period. Calling the 1940–44 run tantamount to a recovery (let alone a great one), as is so often done, is one of the great misnomers of modern economic history.


Consider two pertinent questions about this period. First, given that employment rebounded massively during the war, but that pay for those employed had to be saved on account of the shortages, did that saved pay retain its value after the war? And second, was the GDP boom of 1940–44 consolidated and built on as the economy cycled into real production?


The answer to the first question is that the saved pay did not retain its value, meaning that one cannot really hold that there had been a true return to full employment during the war. From 1944 to 1948, the United States experienced inflation of 42 percent (the Fed had been expansionist again), devaluing savings accrued before that time. Moreover, redemptions of U.S. war bonds (where so much of workers’ pay had gone during World War II) were taxed at one’s marginal income tax rate, and rates were jacked up across the board, the top one reaching 91 percent. Therefore, when World War II employees redeemed the bonds after the war, the World War II employer—the government—recovered much of what it had laid out in pay to its workers. A conservative estimate is that given inflation and taxes, the average World War II worker lost half of his or her pay to the government. In economic terms, this means that World War II solved the unemployment problem of the 1930s only half as much as is commonly supposed.


As for the second question, GDP fell precipitously from 1944 to 1947, by 13 percent, as prices soared. This was a clear indication that the growth of the war years was artificial. Nonetheless, living standards improved, as the real sector made huge inroads into the government’s share of economic production. Then a transition hit: the postwar inflation stopped. This occurred because the U.S. government focused on its commitment to the world made at the 1944 Bretton Woods conference that it would not overproduce the dollar so as to jeopardize the $35 gold price. And when Republicans won control of Congress in 1946, they insisted on getting a tax cut; they finally passed it over President Harry Truman’s veto in April 1948. The institutions of 1913 had signaled a posture of retreat.


That is when postwar prosperity got going. From 1947 to 1953, growth rolled in at the old familiar rate of 4.6 percent per annum, as unemployment dived and prices stayed at par except for a strange 8 percent burst just as the Korean War started.


Taxes were still high, however, with rates that started at 20 percent and peaked at 91 percent. When recession hit in 1953, a chorus rose that they be hacked away. But for the eight years of his presidency, Dwight D. Eisenhower resisted these calls for tax relief. Despite the common myth of “Eisenhower prosperity,” the years 1953 to 1960 saw economic growth far below the old par, at only 2.4 percent, and there were three recessions during this period. Monetary policy, for its part, was unremarkable. Once again the coincidence held: unremarkable monetary policy and aggressive tax policy led to a half-baked result.


Much ink has been spilled on how the JFK tax cuts of 1962 and 1964 were “Keynesian” and “demand-side.” Whatever we want to call the policy mix of the day, in the JFK and early Lyndon B. Johnson years, fiscal and monetary policy clearly retreated. Income taxes got cut across the board, with every rate in the Eisenhower structure going down, the top from 91 percent to 70 percent, the bottom from 20 percent to 14 percent. And monetary policy zeroed in (at least through 1965) on a stable value of the dollar, with the gold price and the price level sticking at par after making startling moves up with the final Eisenhower recessions. The results: from 1961 to 1968, real U.S. growth was 5.1 percent yearly; unemployment hit peacetime lows; and inflation held in the heroic 1 percent range before the latter third of the period, when it began creeping up by a point a year. The real effects inspired slogans. If four decades prior had been the “Roaring ’20s,” these were the “Swingin’ ’60s” and “The Go-Go Years.”


At the end of the decade, however, the government loudly signaled a reversal in fiscal and monetary policy. The Fed volunteered that it would finance budget deficits, and LBJ pleaded for and got an income tax surcharge, soon accompanied (under Richard M. Nixon) by an increase in the capital-gains rate on the order of 100 percent. This two-front reassertion of fiscal and monetary policy held for a dozen years. The nickname eventually given to that period, in view of the real effects, was the “stagflation era” (for stagnation plus inflation). From 1969 to 1982, real GDP went to half that of the Go-Go Years, to 2.46 percent; the price level tripled (with gold going up twenty fold); average unemployment roughly doubled to 7.5 percent; three double-dip recessions occurred; and stocks and bonds suffered a 75 percent real loss. It was the worst decade of American macroeconomic history save the 1930s, and it inspired Christina Romer to write a dissertation.


Paul Volcker took over the Fed chairmanship in 1979. He was determined to stabilize the dollar (given the recent 200 percent inflation) at least against prices, if not against gold and foreign exchange. He ultimately did this well enough with the support of the Ronald Reagan administration. The average inflation rate for the period after 1982, and beginning strongly in that year, was about a third of what had prevailed in the 1970s—3 percent as opposed to 9 percent. The monetary authorities even came to announce that they were pursuing “inflation targeting.” This retreat in monetary policy was once again coupled with Kennedyesque tax policy, with all rates getting reduced substantially, and most of the brackets eliminated in the bargain. “The Great Moderation” became the term coined to describe the 1982–2007 period, where annual growth came in at 3.3 percent, with seven-year runs at 4.3 percent in the 1980s and 1990s. There were only two recessions in this period, both mild. GDP growth got in the tightest band ever recorded since quarterly statistics began in 1947. Average unemployment went down to half the stagflation level.


Finally, with the “Great Recession” of 2008–10—which even with its five down quarters of GDP growth and 10 percent unemployment does not equal the extent of the 1980–82 double-dip recession—monetary policy has declared its everlasting intention to be relevant again. Taxes are set to rise by statute in 2011, and by commission after that so as to cover federal spending 50 percent larger than we are accustomed to. Once again the series is maintained. A growth stoppage along with variation coincides with the rearing of the heads of fiscal and monetary policy.







Business versus Busy-ness


The post-1913 period of American economic history is a world of fits and starts, at least until the Great Moderation which dissipated with the government bailouts of 2008–9. In contrast, the pre-1913 era has an integrity, a statics, with patterns that hold for a long time. Its story is easier to relate. Variation, when it came in that bygone time, coincided with the weird appearance of a shadow, that of an overseer seeking power to bend things to a different course.


The era of the Robber Barons was one of business, perhaps the most supreme there ever was. The post-1913 era—the macroeconomic era, the era of policy—was rather one of busy-ness. Economic performance shed its regularity and constant peak nature in favor of previously unheard-of growth swings, so much so that a clamor started to measure that very thing, and to do so quarterly.


In the canons of macroeconomics, fiscal and monetary policy are supposed to bring “stabilization” to an economy. That is, policy will smooth out the cycle of boom and bust and reduce the parameters of inflation and unemployment. Advocates of macroeconomic policy have long conceded that there will have to be trade-offs in exchange for these benefits. Lower growth will be the price for smoothness. Some unemployment or inflation will have to exist at the expense of the other.


And yet from a simple statistical perspective, it is clear that the macroeconomic era gave evidence not so much of trade-offs as diminutions across the board. Growth was both smoother and higher in the pre-1913 era. Unemployment and inflation not only did not exist inversely to each other; they did not exist at all.


What have been the costs of having macroeconomic policy? Recall that the real growth trend of the pre-1913 era was something like 5 percent per annum, not the recorded 3.62 percent. The unusual breakdowns in the long peak-growth runs in that era occurred when the government attempted to introduce macroeconomic policy. This means that the real output lost to us since 1913 is not 50 percent, but 500 percent. Had we grown at 5 percent annually since 1913, instead of at the 3.26 percent that in fact happened, we would be five times better off today.


We can remonstrate that correlation is not causation. Perhaps fiscal and monetary policy had nothing to do with the sub–Gilded Age performance of the economy since 1913. Perhaps their absence had nothing to do with the impressiveness of economic performance before then. After all, other things were at work. Maybe so. But we can say one thing for certain. The correlation is fact. Every period of sustained peak economic activity in the United States since 1865 has correlated to the nonexistence, or the blanket retreat, of fiscal and monetary policy.


Although correlation is not causation, the United States will be foolish and reckless to maintain current policy in the face of its unambiguous economic record. Macroeconomic policy, as much as any outright push toward collectivism, is on the record as putting us on the road to serfdom. And if we think there is a high bottom which will always catch us in our mistakes, we are indulging an optimism not based on the lessons of history.













Hamiltonianism: The Origins of the Modern State


Carey Roberts




Here then was the real ground of the opposition which was made to the course of administration. Its object was to preserve the legislature pure and independent of the executive, to restrain the administration to republican forms and principles, and not permit the constitution to be construed into a monarchy, and to be warped, in practice, into all the principles and pollutions of their favorite English model.


—Thomas Jefferson, Anas





A distraught Alexander Hamilton confronted the newly appointed secretary of state, Thomas Jefferson, shortly after his arrival from France in 1790. According to Jefferson, the beleaguered Hamilton appeared weakened from weeks of political wrangling. What brought Hamilton, President George Washington’s secretary of the treasury, hat in hand to Jefferson’s side was public finance. After years of war and a failed experiment with one federation, American political leaders embarked upon another experiment with another federation. This time, Hamilton and his supporters thought, things would be different. This time the new government would exercise indirect control over the nation’s financial resources in a bid to support the burdensome public debt remaining from the War for Independence. And this time, public debt would be turned into a public blessing.1


Hamilton’s scheme involved a great many smaller plans that would come together in a transformative climax during the first several months of the Washington presidency. Jefferson and his fellow Virginian James Madison, the floor leader of the House of Representatives, stood in the way. Hamilton did not have the votes in Congress to pass his proposal to restructure the country’s public finances, and public opinion seemed set against him. More importantly, Hamilton’s vision stood against what most learned Americans thought they knew about public debt and finance. Judging from the public reaction, which was nothing less than the creation of the first American party system, Jefferson and Madison were hardly alone in their concerns.


By the mid-1790s, Hamilton’s plans had backfired in unkept promises, failed expectations, and mistaken consequences. Hamilton’s reputation suffered throughout most of the nineteenth century, and the political party led by men who idolized him—the Whigs—failed to garner permanent public support. Yet by the twentieth century, Hamilton’s reputation had recovered; indeed, it flourished after World War II as historians, intellectuals, and business leaders championed Hamilton as a prophet of industrialization and the unforeseen architect of a financial Pax Americana.2


Admittedly, from the standpoint of the twenty-first century, one can hardly mistake Hamilton’s foresight. But it should also be noted that in history, as with all human endeavors, there are many paths that we may take, some of which may reach the same destination with fewer hardships. The path toward the creation of the modern American state was not linear as some would suspect, but neither was it merely thrown off course by the Progressives in the early twentieth century. It began in the Founding era itself. At a time when the national government has become a dominant presence in the economy and the broader American society, we must revisit the contrasting visions of Alexander Hamilton and Thomas Jefferson to understand the formation not only of the early American republic but ultimately of the sprawling, interventionist state we know today.




Hamilton’s Bailout


By the end of the American Revolution in 1783, the United States rested in an economic quagmire of inflation, depreciated treasuries, insufferable public debt, and mounting financial repercussions in the private sector, notably in land values and foreign trade. Throughout the War for Independence, the Continental Congress had inflated away the real value of money by increasing the supply of money in circulation many times over. People did not believe that Congress could ever pay off its debts and “IOUs” at face value. Merchants and farmers seldom accepted the notes at face value regardless of how strongly they supported independence. Even those forced to accept Congress’s debt instruments usually traded them at a fraction of their supposed value. In other words, inflationary pressure forced people to exchange more Continentals and debt certificates for a diminishing supply of goods. The value of nearly all assets in the United States sank.


Detractors of the first U.S. constitution, the Articles of Confederation, most often attributed its weakness to its inability to pay off the Revolutionary War debt, which was estimated to be at a massive £165 million in 1783.3 States raced to extinguish their debt burdens. Several states, such as Virginia, went so far as to pay off their public debt at the depreciated market value determined by speculators, who traveled across the states trading for as many debt instruments as possible, paying only a fraction of their face value and hoping for a windfall if Congress ever paid off the debt in full. Other states followed Massachusetts, which set up rigid plans to finance its debt at face value by levying high taxes and, when these went unpaid, foreclosing on personal property. (The tax revolt normally attributed to Daniel Shays in Massachusetts reflected the violent ends to which property holders resisted high taxes for the payment of public debt.)


Concerns about paying off the national debt became so intense that creditors began lobbying the state governments to furnish relief when Congress could not. By 1786, three states—Massachusetts, New York, and Pennsylvania—commenced funding payment on nearly one-half of the national government’s existing debt.4


All of these responses clearly show that Americans did not accept public debt as a permanent fixture of politics. Rather, they saw it as something to be eliminated as quickly and as fairly as possible. Americans looked upon their government’s debt as a means of enslavement, not as a form of liberation or as a path to future prosperity.


This American animosity to public debt was entirely in keeping with the broader Anglo-American intellectual inheritance within which most of the Revolutionary leaders, Framers, and Founders thought. The issue of public debt had come to the fore in England as the modern state emerged in the seventeenth century. When Parliament restored the Stuart family to the English throne in 1660, the family treasury was exhausted. King Charles II relied instead on his family’s vast land claims in North America to reward supporters and settle old debts. By the end of the century, available crown lands became scarce—hence the new solution of public debt and a system of state-sponsored banking.


Ensuring the stability of the English throne and settling internal disputes was not the only problem facing late seventeenth-century English leaders. Managing foreign affairs proved more expensive than domestic concerns. The minor wars and skirmishes associated with maintaining an empire required vast sums of money to field troops overseas and sustain the imperial navy. When taxes would not suffice, borrowing from future generations was the next best thing. At the turn of the eighteenth century, borrowing from investors became the source for the English government’s power and prestige. The national government could wage war by issuing public credit to be liquidated after the war either through taxes or booty. Coordinating the credit would be the Bank of England. The bank’s directors were legally bound to lend to the state all that it asked; in exchange, the bank’s notes would be the legal tender of the country. The state got immediate revenue; the bank got long-term financial gain. Once the war was over, the government repaid its loans and the bank continued to make profits by issuing its notes as legal tender and privately lending to corporations, individuals, and other banks.


Above all, in the minds of most Englishmen, public debt existed for the specific purpose of waging war. At the same time, however, such debt was a temporary measure—a necessary evil—to be paid off as soon as possible.5


The issue of public debt proved crucial to the development of British republicanism, which profoundly shaped American ideals about representation, self-government, and independence. In fact, eighteenth-century republican advocates concerned themselves primarily with public debt in their criticisms of the British government. It was the Bank of England and the inflationary bubble it created in the Caribbean Sea during the 1720s that first garnered the attention of John Trenchard and Richard Gordon, who authored the treatises collectively known as Cato’s Letters, which were popular on both sides of the Atlantic. Sir Robert Walpole’s long-term direction of the British government was attacked because of perceived connections with the Bank of England. Even the biting satire of Jonathan Swift had as much to do with public finance as it did with Swift’s insight into human nature and English politics. Criticism of parliamentary administrations, the Hanoverian kings, and the Bank of England rang loudest when public debt remained unpaid. Government indebtedness might be justified in dire circumstances, yet even then, critics insisted that great care must be taken to ensure that it did not become a means for the politically well-connected to enrich themselves at the public’s expense.


But when Alexander Hamilton became secretary of the treasury in late 1789, he advocated a form of public finance that deviated sharply from this Anglo-American standard.6 Hamilton took office as Congress faced a number of financial problems, some of which the Philadelphia Convention of 1787 specifically had been called to resolve. The first bill passed by the new Congress established a mildly protective tariff that provided steady revenue for the new national government. The other principal source of revenue came from the sale of western lands, transferred to the federal government under the Articles of Confederation. And yet a steady revenue stream did not bode well for creditors and foreign merchants. Exporters and planters still faced steep interest on bills of exchange used to facilitate foreign trade. Southern planters hated the system of factoring and debt required to maintain trade in staple agriculture. Eastern merchants feared that the country’s poor credit rating made too many inroads into their profits by raising the cost of trade. Combining these burdens with those generated by the new tariff meant that commercial men and planters faced a significant problem.


Building on the concerns of merchants and planters, Hamilton issued a series of official reports from 1790 to 1791 calling for the creation of a neomercantilistic system upon which to stabilize the country’s economy—a system of government debt, a quasi-central bank, an expanded monetary base, and modest controls on trade.7 The most important, Hamilton’s Report on Public Credit, came in January 1790. In it he offered a choice of remedies, but the one that he hoped to achieve—and that Congress ultimately accepted—involved paying off the principal of foreign debt using present tax revenue and, more controversially, having the federal government fund the total domestic debt at par rather than at the much depreciated market value. He issued a second report in late 1790 on a national bank, followed by reports in 1791 advocating the establishment of a mint and ways to encourage domestic manufacturing.8


Led by Hamilton’s political supporters and future leaders of the Federalist Party, Congress followed with a plan to restructure the country’s entire public debt called “funding” and “assumption.” Funding involved financing the old congressional debt instruments and IOUs at full face value by exchanging them with new treasury securities. Congress then assumed the Revolutionary War debts of the states and funded them also at full face value with the new treasuries. To make regular payments on the new issue, Congress passed a series of federal excise taxes on property and consumable items such as alcohol—hence the dreaded whiskey tax. By erecting the first Bank of the United States, Congress became the principal investor and deposited much of the Treasury’s specie there. The bank then pyramided its notes on top of the specie deposits on a fractional-reserve basis, meaning that the bank lent out many more notes than it had in specie.


Given that the old debt instruments still circulated as means of exchange and savings, the new securities may have nearly doubled the money supply of the United States. To this were added notes of the Bank of the United States as well as those of new commercial banks that pyramided notes either on their own assets or on loans taken from the Bank of the United States.


In effect, Hamilton and the Federalists absorbed the heavily depreciated “toxic assets” of the 1780s and artificially (that is, politically) reinflated their market value beyond what the American economy could support. It was a bailout, but only for specific interests and specific states. Speculators who took advantage of the depreciating value of congressional and state debts enjoyed a considerable return on their investments. States with outstanding debts like Massachusetts and South Carolina benefited, but states like Virginia that had gone to great lengths to pay off debts did not. Americans in general faced a two-pronged blow. First, the expanding money supply caused double-digit inflation, especially in the settled areas of the East. Second, they paid higher excise taxes on consumable goods and property.


Scholars have long accepted Hamilton’s financial genius and attributed to him the country’s financial salvation at a time of great uncertainty. Public credit improved, foreign trade soared, a stable currency was established, and the country’s financial elite became happily tied to supporting and strengthening the national government. Modern scholars especially approve of the establishment of a national bank and the use of its notes as a national tender. Gone were the days of hard currency and the debilitating effects of a limited money supply. Thanks to Hamilton, so the story is often told, an increased monetary base also increased the rapidity of exchange and ignited the American economy. Without Hamilton, the United States would have remained a barren, provincial, agrarian island set apart from the modernizing influences of Great Britain.
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