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O
Introduction

n Sunday, the fourth of November, the traffic stopped.
University students spread blankets on the motorway and picnicked to

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

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

Gloom descended across Europe. As storage tanks were drained, the
Belgians, the Swiss, the Italians, the Norwegians, even the auto-obsessed
West Germans soon faced car-free Sundays of their own. Speed limits were
lowered, thermostats turned down, diesel supplies rationed. Indoor
swimming pools in Stockholm were closed to save the energy required to
heat them, and the Tour de Belgique auto race was called off. Permits for
Sunday driving became coveted status symbols. West Germany, imagining



itself to be a socially conscious market economy, was challenged by a gas
station manager’s brusque explanation of her method for allocating petrol:
“People I don’t know don’t get any.”2

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

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

As tumultuous as it was, the shock was short-lived. By December 1973,
it was clear that crude oil was not at all in short supply. Storage tanks at
European ports were overflowing, and tankers lined up in the Atlantic



waiting their turn to dock at US refineries. Higher prices and conservation
measures had cut demand, so some oil exporters, desperate for cash, set
their pumps at top speed to raise production and keep their incomes steady.
January 1974 brought the last of Europe’s car-free Sundays. In February,
Nixon released gasoline from government stockpiles, and the lines at gas
stations went away. On March 18, the Arab producers, eager for US help in
mediating the withdrawal of Israeli troops, officially abandoned the
embargo and turned their attention to averting a price collapse as oil flooded
the markets.

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

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

The second period, from 1973 almost to the end of the century, was
dramatically different. In Japan, North America, and much of Europe and
Latin America, the warmth of prosperity was replaced by cold insecurity.
International cooperation turned to endless conflict over trade, exchange
rates, and foreign investment. White-collar workers grew nervous. Blue-
collar workers could feel themselves slipping down the economic ladder.
From the steel towns of Pennsylvania’s Monongahela Valley to the coal-
mining districts of northern Japan to the brutal high-rises in the Northern



Quarter of Marseilles, communities emptied out as people fled economic
devastation. Repeated economic crises devastated countries from Mexico to
Russia to Indonesia, destroying the value of old-age pensions, wiping out
families’ savings, and slashing the buying power of an hour’s wage. Labor
shortages turned into chronic unemployment, and young people were hard-
pressed to find anything beyond temporary work. It was an age of anxiety,
not an era of boundless optimism.

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

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

Then, quite unexpectedly, growth stalled. As economic conditions
turned volatile, the sense of limitless possibilities gave way to fear about the
future. Turning on, tuning in, and dropping out were unaffordable luxuries;
now it was time to get a job and cling to it. If technology entrepreneurs and



Wall Street buyout artists were getting ahead, everyone else seemed to be
treading water. The public mood turned cynical and sour.

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

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

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

And then the good times were over. The world would never again
approach the economic performance it had enjoyed in 1973. Volatile
conditions became the norm, stability the exception. In Europe, Latin
America, and Japan, average incomes would grow not even half as fast
through the end of the twentieth century as they had in the years leading up
to 1973, and the steady improvement in living standards was no longer so
readily apparent. In much of Africa, incomes would hardly grow at all, and
the same was true for much of that period in North America. The almost



universal feeling of prosperity faded quickly. As economies sputtered, jobs
grew scarce, and inflation raged, confidence in the ability of governments to
make life better began to melt away.

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

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

It was during the Great Depression of the 1930s that governments first
took on responsibility for economic revival. Masses of jobless workers
threatened political instability, making it imperative to create employment
quickly. Travelers to the Soviet Union, where everyone worked for the
state, reported zero unemployment in a communist economy; idealists
imagined that job creation by government could have the same benefits
elsewhere. And a new development of the Depression era, the creation of



statistics to describe unemployment and national income, made government
intervention unavoidable. Once unemployment was reported as a
percentage of the labor force rather than simply as a nebulous problem,
politicians came under immense pressure to demonstrate their effectiveness
by driving the rate lower. They could no longer stand on the sidelines and
wait for the problem to solve itself.

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

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

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



repackaged as measures to make productivity grow faster by speeding the
pace of innovation, said to be the critical factor in economic growth.9

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

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

Such a statement is shocking to modern ears. The idea that the economy
is not an instrument that can be carefully tuned, that its long-run course is
determined largely by forces not under the control of government officials



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

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

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



personal responsibility, and freer markets transformed political debate,
upended long-established public policies, and swept conservative
politicians like Margaret Thatcher, Ronald Reagan, and Helmut Kohl into
power.

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

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

This focus on the local news is perhaps unavoidable: few of us are truly
globalists, and our understanding of events is shaped by the news reports,
political campaigns, and intellectual debates in whatever country we call
home. The politicians whose utterances shape the news, of course, often
blame other countries for domestic ills. This happened in the 1980s, when
US politicians frequently accused Japan of destroying American
manufacturing by trading unfairly, and in the 2000s, when immigrants from



Poland and then Syria stood accused of causing unemployment in Western
Europe. But political leaders frequently understate the connection between
large global trends and individuals’ well-being, first so they do not seem
hapless while in power and second so they can blame the incumbents for
economic troubles while in opposition.

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

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

The world, of course, does not revolve around money alone. Many
factors influenced the development of the late twentieth century, from the



worldwide movement for gender equity to an intense East-West
confrontation that spawned proxy wars across the globe, from the revival of
religious fundamentalism to the reunification of Europe following the
collapse of the Iron Curtain in 1989. And, of course, every country had its
unique political and social concerns. It is these—affirmative action in the
United States, the battles over language and separatism in Canada and
Spain, the re-establishment of democratic governments in Korea and across
South America—that tend to fill the airwaves and the history books. Yet in a
way that has generally gone unappreciated, these factors played out in the
wake of sweeping changes that buffeted the global economy and left
citizens anxious and ill at ease.

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

Perhaps the most important thing that vanished along with the Golden
Age, though, was faith in the future. For a quarter-century, average people
in every wealthy country and in many poorer ones had felt their lives
getting better by the day. Whatever their struggles, they could live confident
that their sacrifice and hard work were building a strong foundation for
their children and grandchildren. As the Golden Age became a memory, so
did the boundless optimism of an era of good times for all.
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CHAPTER 1

The New Economics

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

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



to street upon street of ranch houses with brick facades and two-car garages
to accommodate a 2,000 percent increase in population.1

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

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

TO UNDERSTAND THE MAGNITUDE OF WHAT WAS TO
FOLLOW, IT is worth considering the starting point. As World War II
drew to a close in 1945, prospects were grim. Over vast stretches of Europe
and Asia, refugees wandered the roads by the millions, seeking a future
amid the rubble of shattered cities. Between widespread miners’ strikes and
wornout machinery, just producing enough coal to provide heat through the
winter was a challenge everywhere, and in the chaos that prevailed in lands
torn by war, producing anything else was almost impossible. Many nations
lacked the foreign currency to import food and fuel to keep people alive,
much less to buy equipment and raw material for reconstruction. France’s
farms could produce only 60 percent as much in 1946 as they had before
the war. In Germany, many of the remaining factories were carted off to the
Soviet Union as reparations. Inflation ran rampant in Europe and Japan as
mobs of people competed to buy the few goods that were to be had. Even in
North America, where there was no physical destruction, turning bomber
plants back into automobile plants would take years, not months. As
shoppers mobbed stores seeking nylons, coffee, and real cotton underwear,



prices soared, decimating the buying power of workers’ pay and bringing
yet more labor unrest. By one estimate, 4.5 million US workers were on the
picket lines in 1946. And while most of the shooting had stopped, tensions
between the Soviet Union and its former allies raised the specter of another
conflict. The postwar world was not a hopeful place.3

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

Such programs blossomed even before the war’s end. In 1944, the
Canadian Parliament authorized a “baby bonus” to be paid monthly for
every child up to age sixteen—Canada’s first nationwide social-welfare
program. A December 1944 law in Belgium, approved as the Battle of the
Bulge raged almost within earshot of the legislators convened in the Palace
of the Nation, created national pension, health, unemployment insurance,
and vacation pay schemes and provided cash allowances for families with
children. France’s postwar coalition government enacted family allowances
and old-age pensions within months of the German Army’s withdrawal. The
British Parliament agreed in 1945 that every family should receive five
shillings per week for each child after the first, and in 1946 it added



unemployment insurance, old-age pensions, widows’ benefits, and a
national health service. In the Netherlands, a “Roman-Red” coalition of
Catholic and socialist parties created a universal old-age pension and a
national program of relief for the poor. In Japan, a 1947 law proclaimed,
“national and local governments shall be responsible for bringing up
children in good mental and physical health, along with their guardians,”
inserting the state deeply into what had always been private affairs.5

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

And then, in the first half of 1948, the fever broke. In January, US
officials, worried about economic stagnation in occupied Japan, announced
a new policy, soon dubbed the “reverse course,” that emphasized rebuilding



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

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

IN MANY WAYS, THE WORLD ECONOMY OF 1948 WAS FAR
FROM modern. Imports were tightly controlled almost everywhere; in
much of the world, nothing was so coveted as an illicit carton of American-
made Marlboros. Capitals across Europe burned with debate about whether
advanced countries could prosper without colonial empires, and colonies
seethed with revolt against the imperialists. Barely half of all Americans
turning seventeen in 1948 graduated from high school—and in a country
where racial segregation was rampant, half of black adults had less than



seven years of schooling. In Tokyo, on average, three people had to cook,
eat, relax, and sleep in an area the size of a parking space. One French
household in thirty owned a refrigerator. The average Korean lived on less
than half the calories required by an adult doing physical labor. In Spain,
the land of olive trees, housewives needed ration books to buy olive oil.
Infectious diseases still ran rampant, even in wealthy countries like
Australia. For the vast majority of human beings, work, whether farming a
rice plot, tightening bolts in a factory, or hauling wood and water in a
village a hundred miles from the power grid, involved constant physical
labor.8

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

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



Americans, with claims to social benefits, like six-week vacations and
tuition-free universities, that Americans could only envy.9

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

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

In much of the world, the postwar boom was the first long stretch of
prosperity since the 1920s. Its causes were many. One was surely pent-up
demand after years of austerity. Another was that wartime controls had set
artificial limits on normal business investment, leaving companies rich with
stored-up profits that could finance new buildings and equipment. Many of
the factories that survived World War II were old buildings designed around



steam engines, not electric motors, and were ill-suited to modern production
methods. The opportunity to build from scratch allowed manufacturers to
replace multistory plants with assembly lines arranged carefully on a single
level, using the latest technology imported from the United States. Thanks
to the “baby boom” that began around 1948, the demand for new homes,
new furniture, and new clothes was almost insatiable. And diplomacy
helped fuel the boom, too. Six rounds of global trade negotiations between
1949 and 1967 slashed import tariffs, expanding international trade and
thereby pressing manufacturers to modernize in the face of foreign
competition.12

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

The manufacturing boom largely involved private investment. But it
was fostered by government policies to lower trade barriers. When the war
ended, tariffs were so high that they typically increased the cost of imports
by one-fourth or more. A meeting of twenty-three countries in Geneva in
1947 began the process of rolling back tariffs and doing away with some of
the other obstacles, such as quotas and permits, that were used to



discourage imports. Four years later, six European countries—Belgium,
France, Italy, Luxembourg, the Netherlands, and West Germany—agreed to
free trade in coal and steel, the first step in what would become a single
market covering most of Europe. These changes brought a massive increase
in cross-border trade; according to one study, exports by five European
countries rose 700 percent between 1946 and 1957. Greater trade goes hand
in hand with greater productivity: firms that export successfully tend to be
far more efficient and expansion-minded than firms that are driven out of
business by import competition.14

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

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

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



contracts made it steadily harder for employers to put unneeded workers on
the street. Circumstances improved for almost everyone.16

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

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

In most countries, with the notable exception of West Germany during
the 1950s, economic planning was very much in vogue in the postwar era.
To some extent, planning was unavoidable: where foreign currency to buy
imports was scarce at the war’s end, someone had to decide whether
importing fuel or food was more essential. But the planning bureaucracies
that developed in the late 1940s were meant to be anything but temporary.
Skilled in new quantitative tools such as linear programming and equipped
with the techniques perfected by operations researchers to plot bombing



runs, the planners claimed to know which industries, if properly fostered,
could do the most for economic growth. Following the advice of
economists, France’s government laid out grands plans for new auto plants
and steel mills. In Japan, the Ministry of International Trade and Industry,
the awesome bureaucracy known as MITI, wielded life-and-death power by
controlling individual companies’ imports and exports, their investments in
new factories, and their licensing of foreign patents.17

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

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



The well-intentioned idea of a full-employment budget, like many well-
intentioned ideas, had unforeseen consequences. Economists became
arbiters, specifying what unemployment rate would constitute “full
employment” and then calculating how much government spending would
be required to reach that target. “Conceptual advances and quantitative
research in economics are replacing emotion with reason,” Walter Heller,
formerly the chief economic adviser to presidents John F. Kennedy and
Lyndon Johnson, insisted in 1966. With better statistics and computer-
assisted forecasting methods, Heller asserted, the government could know
exactly how to adjust spending and taxes to vanquish unemployment
without pushing up inflation. Heller called this idea the “new
economics.”19
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CHAPTER 2

The Magic Square

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

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

At the war’s end, the ambitious young economist remade himself again,
rejoining the Social Democratic Party and establishing himself as an
advocate of careful economic planning. Although he became a professor at



the University of Hamburg, where his students included future West
German Chancellor Helmut Schmidt, Schiller’s true passion was politics. In
1946, he won a seat in Hamburg’s state parliament and became the
economy and transport minister. He gained fame for reviving the moribund
commercial shipbuilding industry and spearheading the effort to restore
Hamburg’s historic role as Germany’s main international trading center.

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

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

Schiller, still in the Hamburg state parliament, was named to the
advisory council of the new federal economy ministry, a position that
offered him an unusual opportunity to shape the West German economy



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

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

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

In 1956, Schiller put forth his ideas in legislation requiring the
government to maintain full employment and steady economic growth
while keeping prices stable. He called this wondrous combination the



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

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

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



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

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

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



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

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

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



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

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

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



engaged in the planning process. By bringing those groups together,
Concerted Action offered a vehicle for the masses to shape economic
policy.8

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

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



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

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

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



anointed representatives was not an idea that was common in the
developing world, where representative democracy rarely functioned
smoothly and autocrats were often in charge.12

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

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

Argentina was then one of the world’s wealthiest countries, but like
every other country in Latin America, its economy was heavily based on the
production of one or two commodities. In Argentina’s case, those
commodities were beef and wheat, almost all of which were exported to
Great Britain. British investors controlled most of Argentina’s railroads and
many of its farms and slaughterhouses. Argentina’s economy boomed when
international wheat prices were high and suffered when they were low, just
as Brazil’s did with coffee and Chile’s with copper. Armed with only an
undergraduate degree, Prebisch began studying the relationship between his
country, thinly populated and heavily reliant on agriculture, and the
advanced economies of Europe and North America. Argentina, he
discovered, was far more prone to boom-and-bust cycles than Europe
because of its dependence on foreign borrowing and its undiversified,
resource-driven economy. He concluded that Argentina’s distinct conditions



required unorthodox economic policies rather than the classical free-market
ideas preached—although not necessarily practiced—in more industrialized
countries.

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

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

With no personal wealth and no income, the famed central banker was
forced to sell his Packard, rent out his house, and move into a small cottage.
A few consulting jobs followed, but the United States and Brazil rejected
his appointment to an important post at the International Monetary Fund,
the Washington-based organization created to help manage exchange rates.
The military government in Buenos Aires made it clear that he was not



welcome at home, while also doing its best to keep him from finding work
abroad. His career seemed to be over.

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

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

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



Prebisch was neither a Marxist nor an isolationist. In contrast to the
populists who took power in many developing countries after World War II,
he did not consider foreign capital exploitative; he thought poor countries
needed more of it, not less. He opposed government ownership of farms
and factories, and he understood how international trade brings mutual
benefits and improves economic efficiency. In some ways, his ideas about
the state’s role in the economy echoed Karl Schiller’s. But where Schiller
considered it the private sector’s job to assemble capital and choose which
industries deserved investment, Prebisch saw a far more active role for
government planning. He argued that governments might have to give
priority to imports of capital goods such as factory equipment, even if that
meant reducing imports of nonessential goods. Those nonessential goods,
such as consumer products, could be made locally in factories protected
from foreign competition by high tariffs. And they could be exported to the
wealthy countries he referred to as the “center,” allowing countries on the
periphery to raise their people out of poverty and reduce their exposure to
swings in commodity prices.

THE SPEECH IN HAVANA TURNED THE AUSTERE ECONOMIST
INTO a celebrity. Even Washington agreed that Prebisch should be ECLA’s
permanent head. He mounted the bully pulpit, traveling across Latin
America to preach the importance of industrialization. “The forced march
of the first countries in the Industrial Revolution has created an economic
firmament with a sun composed of the developed economies at the center,
around which the peripheral countries rotate in their disorganized orbits,”
he wrote. To escape those orbits, he advised, the peripheral countries should
undertake careful planning to determine which domestic manufacturing
industries were most promising, and should then establish import
restrictions to assure investors, including foreign companies, that they
would be able to sell locally made products at a profit without being
undercut by cheaper imported versions. This policy of deliberately
replacing certain imports with goods made domestically came to be called
“import substitution.”16

Although Prebisch’s work focused on Latin America, his ideas found a
receptive audience around the world. Decolonization was in full swing:



countries from the Philippines to Libya were shedding their colonial
masters in the decade after World War II, and revolts were underway in
dozens of British, French, Belgian, Spanish, and Portuguese possessions.
By and large, the departing colonial powers assumed that their newly
independent outposts would remain economically subservient, supplying
the mother country with raw materials and buying its manufactured goods.
Prebisch offered an alternative vision in which the ex-colonies could
become industrial powers. Countries from India to Brazil set up planning
ministries to decide which industries they should develop and how those
industries should be fostered, overseeing the creation of textile industries,
steel mills, and that most prestigious investment of all, automotive
assembly plants.

Amid the intensifying Cold War, that alternative vision had implications
outside the economic sphere as well. Countries in Asia, Africa, and Latin
America were increasingly pressed to choose sides, either accepting foreign
aid, military assistance, and economic advice from the Soviet Union or
throwing in their lot with the United States and its allies. Many of them
chafed under the pressure to enlist in the struggle between communism and
the “free world,” a struggle they considered remote from their own needs.
Prebisch’s contention that developing countries were fundamentally
different from the far wealthier countries of the “center,” that they should
follow a third way, naturally led to the idea that they should present a
common front.

This idea came to fruition in April 1955, when the leaders of twenty-
nine African and Asian countries convened in Bandung, Indonesia, for the
African-Asian conference. With swarms of reporters and photographers
watching, Chinese premier Zhou Enlai, Indian prime minister Jawaharlal
Nehru, Indonesian president Sukarno, Egyptian prime minister Gamal
Abdel Nasser, and dozens of other notables condemned colonialism and
emphasized their distance from the United States, which sent no official
observers, as well as from the Soviet Union. In addition to calling for
greater economic assistance from the wealthy countries, the delegates at
Bandung set forth some economic principles Prebisch himself could have
written. Their declaration urged Asian and African countries to process their
raw materials before exporting them. It emphasized that “in view of their
prevailing economic conditions,” some countries would have reason to



regulate the flow of trade, and proposed “collective action . . . for
stabilizing the international prices of and demand for primary
commodities.” This program, the developing world’s leaders imagined,
might alter the global balance of economic power.17

The assertion of a commonality among developing countries redrew the
map of the world. One new model of the globe had a “core,” encompassing
the Soviet Union and its client states as well as Western Europe, North
America, Australia, South Africa, and Japan, and a “periphery” that
included almost everyone else. Another version replaced the Cold War
division of East and West with the economic division between a wealthy,
“developed” North and an “underdeveloped” South, or a “Third World”
whose needs differed from those of both the “capitalist world” and the
“socialist economies.” A more political version might show the
“Communist Bloc” and the “Free World,” along with a large number of
countries that considered themselves “nonaligned.” Although their
economic conditions varied widely, the countries and colonies that formed
the poorer three-quarters of the world almost uniformly blamed their
economic backwardness on their unequal relationship with the core. For the
next three decades and more, the lens of “dependency theory” would shape
the way these countries were seen by others, and the way they viewed
themselves.18

The basic policies advanced by dependency theorists, government
intervention to steady prices of raw materials and to foster manufacturing,
were strongly opposed by the high-income countries, where businesses
wanted access to cheap raw materials and open markets abroad. But while
the high-income countries preached freer trade, there was more than a bit of
hypocrisy involved. Most of them protected their own manufacturers
behind high tariffs and low import quotas. Many also imposed steep tariffs
on sugar, coffee, and other tropical products to help their farmers, to favor
their remaining colonies over other sources of imports, or simply to raise
revenue. The manufactured goods most likely to come from low-income
countries, such as clothing and processed foods, often faced especially high
trade barriers.

Prebisch’s work laid the foundation for a reassessment of the
conventional economic wisdom by the high-income countries. The General



Agreement on Tariffs and Trade, the international organization charged with
making trade freer, asked four of the world’s best-known economists to
look into Prebisch’s ideas. “We think that there is some substance in the
feeling of disquiet among primary producing countries that the present rules
and conventions about commercial policies are relatively unfavourable to
them,” the scholars concluded in 1958. In an astonishing departure from
past norms, the economists admitted that countries that specialized in
agriculture or mining might be better off trying to stabilize the prices of
export commodities rather than passively enduring the brutal volatility of
the international market.19

The mechanics of stabilizing commodity prices seem tantalizingly
simple. According to the Old Testament, Joseph accomplished it in ancient
Egypt by setting grain aside through seven years of plenty and selling it
during seven years of famine. The 1960s version was called a buffer stock.
A government that wanted to create one had to set a target price first. When
the world market price of the commodity fell below the target, the
government would buy and store the commodity, removing supply from the
market and thus driving up the price. When the world price went above the
target, those stored commodities would be sold, pushing the market price
back down. The promise was that if a country’s economy depended heavily
on exporting one or two commodities, as was the case with Chile’s copper
and Ghana’s cocoa, a steadier price might mean smoother economic growth
and fewer crises caused by abrupt drops in the value of exports.20

This vision of stability was so alluring that seventy-seven countries—a
group inevitably known as the G-77—asked the United Nations to help
bring it about. Over European and American opposition, they got their wish.
In 1964, the United Nations Conference on Trade and Development, or
UNCTAD, was created to look after the international economic concerns of
developing countries. Raúl Prebisch, arguably the developing world’s most
prominent economist, was named to lead the new agency.

In his address to UNCTAD’s first international meeting, Prebisch laid
out the case for what would later be called the New International Economic
Order. The economies of the developing countries, he said, still depended
primarily on exporting commodities, but global demand for commodities
was growing too slowly to keep workers employed. Further, the buying



power of those exports was falling relative to the prices of machinery and
other vital imports, meaning that developing countries could not afford the
equipment needed to operate new factories and provide jobs. Cooperation to
stabilize commodity prices, import substitution to bolster domestic
production, and greater financial assistance from foreign countries were
essential to help developing countries amass the resources they needed to
grow.21

Prebisch’s vision proved enormously influential. Import substitution
became all the vogue: dozens of countries used import licenses, cash
subsidies, tax breaks, grants of monopoly, and a basketful of other measures
to put themselves on the path to industrialization. Countries exporting tin,
coffee, sugar, oil, and other commodities tried forming cartels to control
supplies, and in some cases they succeeded in pushing up prices.
Governments started banks, ship lines, and airlines to provide highly paid
jobs at home and plant their country’s flag abroad. A new order seemed to
be in the making.22

IN MANY CORNERS OF THE DEVELOPING WORLD, THE
THIRD quarter of the twentieth century was a truly terrible time. Tens of
millions in China died in famines between 1959 and 1961, and many
millions more saw their lives destroyed in the Cultural Revolution between
1966 and 1971. War devastated the Korean Peninsula (1950–1953),
Vietnam (1946–1975), southeastern Nigeria (1967–1970), Algeria (1954–
1961), and many other places. In East Pakistan, now Bangladesh, a cyclone
that may have killed half a million people (1970) was followed by a
murderous civil war (1971). Independence struggles culminated in
rebellions with uncountable death tolls in places like Kenya (1952–1960),
Congo (1960–1964), and Mozambique (1964–1974), and repressive
governments from Guatemala to South Africa to Iran killed opponents,
peasant and trade union leaders, and mere bystanders with impunity. Even
where war and natural disaster were absent, hundreds of millions of
families lived on the edge of economic catastrophe, barely earning enough
to stay alive and far too little to educate their children or care for their
health. There is no sugarcoating the brutality that, for many people, was
part of everyday life.



Yet hardship was only part of the story of that quarter-century. During
the same period many developing countries turned in impressive records of
economic growth, as governments tried to wean their countries from
dependence on crops or minerals and push them down the road toward
industrialization. Newly independent Kenya grew at an annualized rate of
more than 6 percent between 1960 and 1975, Pakistan and Bolivia almost as
much. Collectively, the developing countries outperformed North America
and Europe by a considerable margin. Even with rapid population growth,
income per capita in many poor countries rose by more than half over those
fifteen years. In the fifty-eight countries the World Bank designated as
middle-income countries, manufactured goods accounted for a scant 5
percent of exports in 1960. In just over a decade, that share tripled. The
urban slums mushrooming around every major city were the best indicator
of success; for the landless peasants who fled penury in the countryside to
take jobs in new factories, city life, with all its filth, crime, and tension, was
immeasurably better than village life.23

On the surface, Prebisch’s formula seemed to work. But over time, in
important ways, it began to go terribly wrong. Prebisch had envisioned
ministries of wise technocrats administering beneficent policies and
promoting competition within the economy even as they protected it against
imports. Almost everywhere, the reality was very different. Planning
ministries assumed life-or-death power over the private sector, deciding
what the country should import and what it should export, where its new
factories should be located and what they should produce, and, critically,
which individuals would receive coveted permits. The endless need for
permits—“the license raj,” as Indians called it—stifled competition as
leaders’ family members and key supporters won the right to run lucrative
monopolies, no matter what the cost to poor consumers. Foreign investment
was deemed suspicious and kept under tight control, offering corrupt
officials yet more opportunity to extract under-the-table payments and
favors. And whereas Prebisch had envisioned import substitution as a short-
term policy, to be phased out as industries in developing countries began to
take root, investors and industrial workers inevitably took a different view,
demanding that the import barriers remain in place, protecting their income
and wealth at the expense of everyone else.24



As it turned out, the impressive economic growth in developing
countries after 1960 had less to do with dynamic new industries than with
the old standby, raw materials. After languishing in the wake of World War
II, the price of foodstuffs exported by developing countries rose 346 percent
between 1965 and 1974. UNCTAD’s minerals price index doubled within a
decade, and palm oil, worth $252 per ton in 1967, reached $1,041 seven
years later. Buoyed by these price increases, even the most corrupt,
mismanaged countries saw increases in life expectancies, higher school
attendance, and the proliferation of such luxuries as flashlights and
transistor radios. But many other things did not change. The economies of
many countries were dominated by monopolies, often owned by the state,
whose high prices were a tax on every family and private business. The
state’s heavy hand made it hard to start a company, install a telephone, or, in
many places, legally build a house. Instead of providing the foundation for
steadier, more diversified economic growth, the commodity boom offered
the irresistible temptation to get rich quick.25

And then the boom was over. As the economies of the high-income
countries faltered after 1973, global demand for raw materials fell back.
Prices dropped, revealing the developing countries for what they were:
places with low productivity and very high obstacles to starting businesses
and promoting new ideas. The very policies that the planners had
introduced to drive their economies to new heights, policies that favored
certain sectors and certain well-connected individuals, stood in the way of
economic growth. As in Karl Schiller’s Germany, so, too, in Mexico and
Brazil and Indonesia: the idea that government planning could assure
prosperity and rising living standards for all proved to be a cruel hoax.
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CHAPTER 3

Chaos

ichard Nixon wasn’t much for economics. Politics aside, the interests of the
thirty-seventh president of the United States ran more to realpolitik: war
and peace, nuclear deterrence, and the strategic balance of power. The
economic realm, by contrast, offered too few opportunities for political
advantage and too many problems a president could not fix. Inflation
worries, budget deficits, and the concerns of US allies about trade and
exchange rates meant that Nixon could not avoid dealing with economic
policy entirely, but such issues truly engaged him only when they involved
political considerations. Unstable exchange rates, important as they were
becoming to many countries, were not a matter he deemed worthy of
presidential time and attention. Nixon left the details of economic policy to
the experts, and in his eyes, the leading economic expert was Arthur Burns.

Burns, sixty-four years old at the time of Nixon’s inauguration in 1969,
was among the most renowned economists in America. Born into a Jewish
family that had fled the Austro-Hungarian Empire at the start of the First
World War, Burns grew up in Bayonne, New Jersey, where his father earned
a living painting houses. The precocious young man won a scholarship to
Columbia University in New York, where he discovered economics. When
he returned to Columbia for doctoral study, Burns became the protégé of
Wesley Mitchell, a prominent professor who had pioneered the study of
business cycles—the economy’s irregular ups and downs. In the late 1930s
Burns himself became a Columbia professor and later succeeded Mitchell
as head of the National Bureau of Economic Research, the foremost



institution for the study of the US economy. In 1953, he signed on to head
the Council of Economic Advisers under President Dwight Eisenhower.

As Eisenhower’s vice president, Nixon saw up close Burns’s skill as a
teacher and his ability to deliver succinct, practical advice. When Nixon ran
for president in 1968, he relied on Burns to oversee the teams that fleshed
out his policy proposals. Upon his inauguration, Nixon brought Burns into
the White House as counselor to the president with cabinet rank. The fact
that his favorite economist was a Democrat bothered the Republican
president not at all.1

The new counselor’s academic expertise was in US economic policy—
inflation, unemployment, and efforts to steady growth by smoothing the
business cycle. But Nixon had other economists for that. Burns was instead
given charge of a ragbag of domestic issues, from antipoverty programs to
tax reform to oil import quotas. His main role, though, was professorial.
With his white hair neatly parted in the middle, his rimless glasses, and his
ever-present pipe, he became a familiar figure on the evening news. In his
high-pitched voice, he spoke slowly, in short, clipped phrases, patiently
explaining economic principles and defending Nixon’s program from critics
right and left. Burns dreamed of becoming secretary of the Treasury, but in
October 1969 he was offered a job that would prove far more consequential.
Nixon named Burns chairman of the Federal Reserve Board of Governors.

Burns was the first professional economist ever to take the helm of the
central bank. His expertise in business cycles was sorely needed. In the
mid-1960s, Nixon’s predecessor, Lyndon Johnson, had offered America
“guns and butter,” building up military forces in Vietnam without raising
taxes or curtailing social programs. The Fed had loyally supported
Johnson’s policies by making sure that short-term interest rates stayed low
so that the government could borrow cheaply to fund the war. In the short
term, this mix of policies had ensured jobs for almost everyone and rapidly
rising wages. But it had also pushed up the demand for goods and workers
faster than the economy could sustain, driving up consumer prices and
eating away at the value of workers’ pay and retirees’ pensions.

By the time Burns moved into the Fed’s marble edifice a few blocks
from the White House, in January 1970, the inflation rate was poised to
break 6 percent, the highest level in two decades. In late 1969, as Nixon



began to scale back the US role in Vietnam, factory production began to
fall. But even as layoffs became a front-page story, wages continued to rise.
The unhappy combination of higher unemployment and higher inflation
threatened Nixon’s hopes of re-election in 1972. The president expected his
new Fed chairman to solve the problem. He appeared to have the right man:
no economist in the world had thought more carefully about how
governments should deal with economic downturns than Arthur Burns.

Yet Burns, his immense prestige notwithstanding, was not the ideal
general to fight the economic battles of the 1970s. He did not see himself as
the independent leader of the most critical US economic institution, an
institution deliberately designed to be sheltered from political pressure. He
was Nixon’s man, with a responsibility to meet the president’s political
needs. “I’m counting on you, Arthur, to keep us out of a recession,” Nixon
told him. Burns valued his proximity to the president, and to maintain it he
was more than willing to bend with the political winds. Unfailingly calm
and polite in public, he could be dramatic and even temperamental when his
fellow Fed governors dared challenge his wishes. He used his knowledge of
the administration’s tax and spending plans to argue for one or another
policy around the massive mahogany table in the Fed’s two-story Board
Room.2

THE FED, IN THOSE DAYS, WAS AN IMPORTANT INSTITUTION,
BUT it was not the Delphic temple it later became. Economic thinkers had
yet to acknowledge monetary policy—the Fed’s basic instrument for
moving the economy—as central to the core economic goal of keeping
inflation in check. Monetary policy mainly involves trying to move the
price of short-term loans to business borrowers and consumers. If the Fed
“tightened” policy, it was trying to raise the cost of loans: fewer buildings
would be built and fewer cars purchased, so there would be less buoyant
demand for materials and labor, making it harder for businesses to raise
prices and for workers to demand higher wages. Sooner or later, tighter
money would cause inflation to subside—but in the short term,
unemployment was all but certain to rise. If, on the other hand, the Fed was
“easing” policy, loans would become cheaper: business activity would pick
up, and unemployed workers would be recalled, but the lessened slack



would make it easier for businesses to push through price increases and
workers to win higher pay.

The Fed had several valves it might twist to tighten or ease the flow of
money into the economy, and how it should do its day-to-day work was a
matter of intense dispute. One school of thought, generally associated with
political liberals, held that the Fed should focus on what mattered most to
average Americans, jobs; keeping the unemployment rate around 4 percent
should be the Fed’s main goal, regardless of inflation. An opposing school,
populated mainly by political conservatives, asserted that the Fed was
unable to stimulate investment or create jobs except in the very short run;
therefore, the sole purpose of monetary policy should be to stabilize prices,
regardless of the unemployment rate. Most politicians shied away from
those extreme positions. Like Nixon, they wanted the Fed to deliver both
low inflation and low unemployment, and they expected it to do so without
causing their constituents pain.

Burns was squarely in the economic mainstream. Like other leading
economists of his day, he attributed inflation to a number of factors not
within the central bank’s control, from unions’ wage demands (the Labor
Department) to steel companies’ price hikes (the Commerce Department) to
government deficits (the Office of Management and Budget) to exchange
rates (the Treasury Department). Burns did not think the Fed’s monetary
policy contributed to rising prices, and he told Americans worried about
inflation to look elsewhere for help. “It would be unwise to depend on the
Federal Reserve System as our sole or principal guardian of the stability of
the dollar,” he had said in 1957, and as Fed chairman he continued to
emphasize the powerlessness of the institution he led. The minutes of the
Fed’s secret policy meetings, kept confidential for decades, confirm that
Burns had real doubts that the central bank could stanch inflation if it
tried.3

So how could inflation be stopped? Burns’s answer was that the
government needed to influence “public psychology.” This was, to say the
least, an unorthodox idea for a central banker; Burns’s counterparts at the
Bank of England and the German Bundesbank assuredly did not see their
role as national psychologist-in-chief. But in Burns’s conception, inflation-
fighting required the president, his cabinet, and the independent central



bank to tell unions to limit their wage demands, to weigh in against price
increases, and to urge businesses to invest when the economy needed a
boost rather than when it was overheating. In many ways, his views were
strikingly similar to those of West German economy minister Karl Schiller,
especially in his belief that the government’s words should guide the actions
of millions of private decision-makers in the interest of economic stability.
Burns’s conviction that the government should frequently adjust spending
plans, taxes, and interest rates to mold public psychology fit neatly with
Nixon’s view of monetary policy as a tool that could be used to slow or
speed up the economy at will.4

So it was that one of the most prominent economic thinkers of his day
came to preside over an economic disaster. Early in 1970, Burns’s Fed
tightened policy to fight inflation; a few months later, it reversed course,
aggressively easing in hopes of lowering the unemployment rate. In May
1970, warning that using monetary policy alone to choke off inflation
would cause “a very serious business recession,” he urged Nixon to create a
board to review wage and price increases, but not to regulate them.
Watching this bizarre economic comedy, it was easy to conclude that
Washington was unwilling to pay the political cost of subduing inflation.
After dipping briefly in the first half of 1971, the US inflation rate began to
climb again.

BURNS’S INABILITY TO BRING INFLATION UNDER CONTROL
WAS more than a domestic problem. The United States was by far the
world’s largest economy, and the US dollar was the linchpin of international
trade and investment. The inflation that undermined the value of the dollar
also upended a quarter-century of international economic calm.

That calm had arisen from the ashes of World War II. In July 1944, with
Allied armies squeezing Germany and pressing north across the Pacific
toward Japan, delegates from forty-four countries met at Bretton Woods,
New Hampshire, to lay plans for the postwar economy. Rules for the new
international financial system were the main point of discussion. The
delegates agreed that other countries would keep their exchange rates
steady against the US dollar. If currency traders pushed a currency’s
exchange rate away from the official rate, the government concerned was



obligated to bring the market rate back into line. It could do that by
controlling the movement of money into and out of the country; by having
its central bank manipulate interest rates to change investors’ desire to own
the currency; or by buying or selling enough of the currency to move the
market rate. In extreme cases, a government could ask permission of a new
organization, the International Monetary Fund, to change its exchange rate.
The one thing countries were meant not to do, except in dire circumstances,
was restrict imports to prop up their currencies. The goal was to encourage
international trade, not block it, as had occurred during the Great
Depression.5

The Bretton Woods agreement, which stabilized exchange rates and
lowered trade barriers, helped make the Golden Age possible. The great
virtue of this system was that it handcuffed politicians. If a cabinet minister
demanded lower interest rates to give the economy a temporary boost ahead
of an election, the head of the central bank could aver that this might
destabilize the currency and anger other countries. Similarly, if a legislator
called for a lower exchange rate to help a company that wanted to increase
its exports, the government could reject that request out of hand. But the
system had some critical flaws. If a country had high inflation, its central
bank could not easily raise interest rates to address the problem, because
higher interest rates would likely attract money from abroad and drive up
the local currency against the dollar. If an economy was dead in the water,
the central bank could not simply lower interest rates to revive it because
investors would dump the currency and shift their money back into dollars,
causing the exchange rate against the dollar to fall. And everything
depended on the United States, which agreed to buy other countries’ surplus
dollars with gold at the rate of $35 per ounce—an arrangement that would
work only as long as the United States owned a large stockpile of gold and
other countries did not hoard dollars that could be exchanged for US gold at
any time.6

By 1968, other countries held so many US dollars that the Americans’
ability to buy them with gold was no longer certain. As the financial system
began to quake, the Bretton Woods rules made the situation worse. In 1969,
as the Fed pushed up US interest rates to deal with rising inflation, the rules
forced other countries to raise their own interest rates to keep exchange



rates stable—even if their inflation rates were under control, as was the case
in West Germany. And in 1970, when Arthur Burns began to lower US
interest rates, other countries had to go along in order to hold their
exchange rates steady against the dollar—even if lower interest rates were
the last thing their overheated economies needed, as was the case in Japan.
The United States’ cheap money policy set inflation roaring around the
world.

To quench the fire, governments turned to an anti-inflation policy so
magical that it was expected neither to anger voters nor to move exchange
rates: they simply ordered prices to stop rising. Norway imposed price
freezes three times in three years. Austria slapped fines on businesses that
raised prices too high. Belgium ordered companies to notify the government
of price increases. Spain empowered cities to decide how much food should
cost in local shops. Great Britain froze prices, wages, rents, and dividends.
Canada created a national commission to approve wage and price increases.
Even the United States joined in. Central bankers normally frown on the
idea that government bureaucrats can determine the appropriate price for a
bag of cement or a cup of coffee. But on August 15, 1971, with Burns’s
blessing, Nixon went on national television to announce a ninety-day freeze
on wages and prices. The president also unexpectedly declared that foreign
governments could no longer exchange their dollars for gold—an
announcement that would be known as the Nixon Shock.7

Price controls made great theater, and the public invariably cheered. In
the United States, even the New York Times, Nixon’s arch-critic, applauded
the president’s “boldness” in applying them. In the short term, controls
seemed to stop inflation in its tracks. But controls did not address the
problems caused by central banks pumping out money, and they blocked
the sorts of adjustments that routinely occur when a poor corn harvest
drives up the cost of raising cattle or when retailers run low on air
conditioners during a heat wave. The longer controls stayed in place, the
more the resentment mounted, as voters asked why some workers were
granted larger pay hikes than others and why some price increases won
government approval while others were denied. Price pressure mounted too,
threatening to explode the moment controls were lifted.



Meanwhile, the Americans’ decision to stop buying dollars with gold
did nothing to stabilize the volatile exchange rates that were upsetting the
financial markets and making it impossible for businesses to plan ahead.
The obvious alternative to the crisis-prone Bretton Woods system was to
leave it up to the market to decide how many marks or francs it would take
to buy a dollar. Many economists of a free-market bent loved this idea. As
millions of individuals and companies made judgments about the relative
value of dollars and deutsche marks, they promised, exchange rates would
naturally move toward an equilibrium much steadier than what agreements
among governments could attain. Burns, like most central bankers, was
strongly opposed to allowing currencies to float to whatever values the
market might take them; in his opinion, central bank guidance about the
appropriate level of exchange rates was essential to keep the world
economy on an even keel. But there was no getting around the fact that
fixed exchange rates centered on the US dollar could survive only if
countries other than the United States were willing to commit their
monetary policies solely to that goal, regardless of the hardship that might
cause their citizens.

There were endless summit meetings to try to patch up the system. A
conference at the Smithsonian Institution in late 1971 led to a curious
compromise under which the dollar was devalued against all other major
currencies, which would henceforth be allowed to move a bit more freely in
the currency markets. The Smithsonian agreement, Nixon declared, was
“the most significant monetary agreement in world history.”

Like the Bretton Woods agreement before it, the Smithsonian agreement
left the US dollar at the center of the world monetary system. The United
States could run its economy as it wished; other countries were supposed to
adapt to US policies to hold their currencies within the allowable range. But
the ink was barely dry before the new pact came under attack from currency
traders smelling blood.

By late 1971, Burns, under pressure from Nixon, was calling for lower
interest rates to give the US economy a boost ahead of the 1972 election.
His Fed colleagues, most of them appointed by Nixon’s Democratic Party
predecessors, overwhelmingly agreed that rates should be lowered to bring
unemployment down, and influential members of Congress urged the same.
Almost all of them accepted the widespread belief that there was a trade-off



between unemployment and inflation, and they were willing to accept
higher inflation in order to put people back to work. Countries whose
inflation rates were already higher than America’s were reluctant to go
along; Burns’s West German counterpart, Bundesbank president Karl
Klasen, refused to cut interest rates despite appeals from Schiller, who
resigned as finance and economy minister after the cabinet refused to
endorse his stance. Amid the disarray, currency traders had a field day,
dumping dollars and buying marks. As exchange rates blew past the agreed
limits, secret tape recorders in the Oval Office captured Nixon’s eagerness
to wash his hands of the entire matter; when his chief of staff, H. R.
Haldeman, told him of the currency crisis shaking Italy, the president fired
back: “I don’t give a shit about the lira.”8

Arthur Burns’s easy money reverberated around the world,
turbocharging economic growth. In several countries, short-term interest
rates fell so low that after figuring in inflation, businesses could repay loans
for less than the cost of borrowing—a strong incentive to erect buildings,
buy equipment, and hire more workers, if any were to be found.
Construction boomed, and auto sales set records. In 1972, after taking
inflation into account, the average citizen’s buying power rose more than 3
percent in France and Germany, more than 4 percent in the United States
and Canada, and about 7 percent in countries as far-flung as Japan, Finland,
and Spain. Once again, well-timed action by governments and central banks
seemed to have delivered prosperity. Nixon, for one, considered Burns’s
first years at the Fed a stunning success. With unemployment falling and a
weak Democratic challenger, the president cruised to re-election in
November 1972, winning forty-nine of the fifty states.9

But the bill would soon come due. A change in monetary policy, as
economists were fond of pointing out, was not a switch central bankers
could throw to produce an immediate economic result. Its effects spread
gradually, with an unpredictable lag. The easier monetary policies of late
1971 and early 1972 took several months to be felt in prices and wages. By
the time of Nixon’s re-election, inflation was rising sharply in every major
economy in the world.
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CHAPTER 4

Crisis of Faith

hile resurgent inflation and exchange-rate chaos roiled the financial
markets, the chattering classes had a different preoccupation. Their concern
was not that the world was about to fall into an economic abyss. Rather,
they worried that times were simply too good, that the successful drive to
create an unimagined level of wealth was causing economic and
environmental collapse. The new environmentalism would have profound
implications for the way people thought about economic growth in the early
1970s. For its adherents, a group decidedly more affluent and economically
secure than the population at large, rising incomes and greater material
well-being were problems to confront, not accomplishments to praise.

In March 1972, a little-known New York publisher issued a frightening
book called The Limits to Growth. Written by academics from the
prestigious Massachusetts Institute of Technology and carrying the
imprimatur of an obscure organization called the Club of Rome, the book
employed computer modeling to analyze “the predicament of mankind.”
The language was clear and ominous, expressing a confidence to match that
of any well-schooled economic planner: “If the present growth trends in
world population, industrialization, pollution, food production, and resource
depletion continue unchanged, the limits to growth on this planet will be
reached sometime within the next one hundred years. The most probable
result will be a rather sudden and uncontrollable decline in both population
and industrial capacity.”1



The Limits to Growth was a worldwide sensation. Translated into thirty-
seven languages, it eventually sold more than twelve million copies. Page
after page warned that the world would soon grind to a halt because of
human excess, the result of humanity’s endless quest for economic growth.
“[T]he great majority of the currently important nonrenewable resources
will be extremely costly 100 years from now,” the study asserted; even
assuming huge new discoveries of copper, soaring demand would exhaust
the world’s supply in forty-eight years. Population growth would lead to a
“desperate land shortage.” The rate at which mankind was emitting virtually
every pollutant “appears to be increasing exponentially.” And while the
authors were careful to qualify their forecasts with caveats, their tone was
decidedly apocalyptic: “When there is plenty of unused arable land, there
can be more people and also more food per person. When all the land is
already used, the trade-off between more people or more food per person
becomes a choice between absolutes.”

Warnings about a world unable to feed its population were nothing new;
the English cleric Thomas Malthus had predicted much the same in 1798.
But Malthus had fallen out of favor, largely because, nearly two centuries
on, the anticipated catastrophe had not happened. The Limits to Growth
went beyond Malthus in predicting a world short of oil to heat its homes,
metals for its factories, and even clean water to drink. Its real innovation,
however, was its scientific gloss. With forty-eight charts and six tables, and
discussions of computer runs and positive feedback loops, the study seemed
to have a quantitative rigor Malthus lacked. Just as economists like Walter
Heller and Karl Schiller had learned to use computers to forecast the
economic future, the scientists were wielding computers as a tool to foretell
the world’s destiny.

The Limits to Growth was deliberately provocative, and the critics were
brutal in denouncing its flaws. “Never mind that hardly a reputable
economist can be found who thinks these projections amount to more than a
fascinating exercise in model-making,” Science thundered. William
Nordhaus, later to be known as one of the world’s leading environmental
economists, pointed out that the model underlying the book’s projections
contained forty-three variables, of which “Not a single relationship or
variable is drawn from actual data or empirical studies.” An influential
French government council asserted, “This analysis takes no account of . . .



the reserves of human ingenuity.” A group of scientists at the University of
Sussex, in England, wryly pointed out that had The Limits to Growth been
written a century earlier, its authors would not have worried about
impending oil scarcity, as oil was hardly used.2

Whatever its shortcomings, The Limits to Growth presented a challenge
to the politicians and central bankers who were overwhelmingly obsessed
with jobs, inflation, and consumer spending. The remarkable growth of the
postwar world was not just unsustainable; it was unconscionable. The world
had grown wealthy by plundering its own resources. Now there was a
balance to settle. “The earth is finite,” the authors intoned, and so long as
the world’s population kept expanding, each person would have to learn to
live with less. Attempts to maintain the prosperity to which millions had
grown accustomed were doomed to failure. A brutal adjustment to lower
living standards could not be avoided: “The basic behavior mode of the
world system is exponential growth of population and capital, followed by
collapse.” That collapse, the authors said, might well occur soon.

THE LIMITS TO GROWTH WAS NO ISOLATED EVENT. IT
APPEARED AS a new cause, environmentalism, was sweeping the world.

In the desperate early years of postwar reconstruction, environmental
concern had been an unaffordable luxury. Providing shelter and food for
hundreds of millions of people had been the priorities, and plumes of smoke
from rebuilt power plants symbolized success. As prosperity returned and
pollution worsened, catastrophes like the 1948 air inversion in Donora,
Pennsylvania, and London’s Great Smog of 1952 forced attention to the
health risks of pollution. Great Britain tried to move coal-burning power
plants away from big cities starting in 1956, and in 1961 California required
new cars to come with devices to reduce smog. But in 1962, when Rachel
Carson’s best seller Silent Spring linked insecticides with harm to both birds
and humans, public awareness of environmental issues was still very low.3

So was scientific understanding of how a multitude of human activities,
from draining coastal wetlands to burning coal in power plants, could harm
plants, animals, and human beings. Hundreds of new plastics and chemicals
were invented in the two decades after the war. Government agencies
lacked the money to investigate their safety, and the companies that



produced them had no interest in independent scientists doing so, reasoning
that “so long as people die from unknown causes, pollution will be
blamed.” Authorities still relied widely on the Ringelmann Scale, invented
in 1888, to measure air pollution: an inspector would compare the darkness
of a smokestack’s emissions with the shades of gray on a printed card, and
pollutants that did not darken the sky were disregarded. Pollution control, in
many places, meant raising smokestacks so the winds could carry pollutants
further away and extending pipes so sewage would be dispersed farther out
to sea.4

The increasing sense of urgency about the environment in the early
1970s was directly related to another emerging concern: overpopulation.
Words like “explosion” were used to describe postwar population growth,
and they weren’t completely wrong. The world added more than a billion
people between 1950 and 1970, increasing the total population nearly by
half. Demographic growth was fastest in the poorest countries of Africa,
Asia, and Latin America, some of which were no better off in 1970 than
they had been two decades earlier. It seemed obvious that rapid population
growth was causing dire poverty and starvation in the countries broadly
known as “the South.” The more modern insight that the causal chain might
run the other way—that is, that poor people in countries lacking social-
welfare systems needed offspring to support them in old age—had not yet
sunk in.

Worse was thought to lie ahead. Demographers projected another two
billion people by the end of the century, with unavoidable catastrophic
consequences. “The battle to feed all of humanity is over,” Stanford
University biologist Paul Ehrlich proclaimed in his 1968 book The
Population Bomb. “In the 1970s hundreds of millions of people will starve
to death in spite of any crash programs embarked upon now.”5

Ehrlich’s ideas became the new conventional wisdom. Governments and
international institutions, such as the World Bank, embraced family
planning as a means of forestalling environmental disaster. Environmental
organizations moved population growth higher on their list of concerns. The
environmental movement and the related movement for zero population
growth transcended political boundaries to a remarkable degree. When
millions of Americans rallied for a cleaner environment on the first-ever



Earth Day, in April 1970, the parades, speeches, and teach-ins united
college students wanting a better world, hunters worried about wildlife
habitat, mothers concerned about their children’s health, and corporate
executives who loved weekend hikes in the woods. Quite suddenly, green
was good.6

Even Richard Nixon bought in. Nixon had no use for environmentalists.
“What they’re interested in is destroying the system,” White House tape
recorders captured him saying in 1971. But with his acute political
antennae, he realized that overpopulation worried even Americans who
were indifferent to the fate of endangered lizards and had no desire to go
camping in the wilderness. Nixon asked Congress to establish a population
commission. Congress agreed, specifying that the commission should study
the environmental effects of population growth. The resulting report,
released just as The Limits to Growth appeared in 1972, found that “no
substantial benefits would result from continued growth of the nation’s
population.” This was an astonishing conclusion for a country in which
towns boasted of their populations on highway signs. It threatened the
prospects of homebuilders, appliance manufacturers, and thousands of other
businesses that had prospered by serving a fast-growing population. Having
reaped credit for commissioning a serious look at the population issue,
Nixon announced his opposition to many of the report’s findings and then
ignored it.7

Across the Atlantic, The Ecologist, a new and influential magazine in
Great Britain, called in 1972 for reducing that country’s population from
fifty million to less than thirty million. A third of Swiss voters supported an
initiative to limit the number of immigrants to prevent “the overpopulation
of Switzerland.” The new United Nations Environment Program held its
first conference that June, agreeing on a declaration endorsing
governments’ right to try to limit their countries’ populations. Those
needing a break from political arguments about zero population growth
could drop by the cinema to take in Z.P.G., an Anglo-Danish sci-fi film
about a hellacious twenty-first-century world in which authorities deal with
overpopulation by decreeing the death penalty for anyone bearing a child.8

The political response to the burgeoning environmental movement was
swift, and not just in the United States. Within two years of that first Earth



Day, Canada adopted a clean water law; the United States remade its feeble
Clean Air Act; California imposed the first limits on auto emissions; and
France, Switzerland, Canada, Great Britain, Japan, and the United States all
set up national environmental agencies. Yet while Earth Day had been a
fundamentally positive event, a hopeful joining together to make a better
world, The Limits to Growth injected a decidedly negative message into the
intense global debate over environmental policy. Humans were destroying
their planet, the new narrative went, and the ceaseless quest for economic
growth and higher incomes, as measured by the gross national product, was
likely to make matters worse. Laws and regulations were unlikely to do
much about the problems. It was already too late.

THE NEW ENVIRONMENTAL MOVEMENT REPRESENTED A
DIRECT challenge to the reigning economic orthodoxy. As many
commentators observed, traditional economic measures, such as growth of
per capita income or gross national product, accounted for environmental
considerations in perverse fashion. Greater output from smelters and
refineries registered as an unalloyed plus, with no subtractions for the harm
caused by the resulting increase in pollution. Nonsensically, however, if
businesses or governments spent money to clean up dirty water after the
fact, that counted as economic growth, too. The environmentalists’
complaint that polluting more could make the economy seem to grow faster
was right on target.

But from that fact came an entirely false conclusion: that economic
growth was merely a fiction—or, worse, that prosperity was the enemy.
“One-third of humanity—the developed world—has fallen prey to
hedonistic tendencies, worshipping the idol of consumption and status
symbols and enslaved to a multiplicity of modern gadgets, turning its back
on human and spiritual values,” a diplomat from Israel, then a relatively
poor country, lectured his counterparts in 1971. Growth, in this new
conception, meant intolerable pollution, immeasurable environmental
damage, and the reckless depletion of natural resources. “If you accept this
idea, then you will find it difficult to deny the conclusion that population,
energy production, and consumption of material goods must eventually be
limited,” two young Yale University scientists wrote in 1971. Wealthy



countries should not strive to grow wealthier; instead, their goal should be a
“stationary-state economy” in which neither the population nor the stock of
physical goods increases.9

This was more than environmentalism. It was a flat-out rejection of the
goals pursued by every non-communist country since World War II. In the
early postwar years, amid destruction and dislocation, what had mattered
above all was growth. Economic growth had provided food and housing for
millions of displaced people, built support for democratic governments to
replace wartime dictatorships, and raised living standards so quickly that
voters in Western Europe and Japan rejected the allure of Soviet-style
communism. But by the early 1970s, when almost all of those voters had
cars, well-built homes, and opportunities to get an education, an influential
portion of society was renouncing the work of the postwar generation.
Prosperity was passé. The gross national product was irrelevant. As the
futurist Herman E. Daly summed up the situation, “for the poor, growth in
GNP is still a good thing, but for the rich it is probably a bad thing.”10

As events transpired, new laws and technologies would postpone the
day of reckoning far longer than the alarmists anticipated. When The Limits
to Growth came off the press, the average US corn farmer harvested eighty-
eight bushels per acre; forty years later, unforeseen by the model, the
average yield was two-thirds higher thanks to genetically modified crops,
precision irrigation, and computers that told tractors how much space to
leave between rows. While the amount of bauxite in the earth’s crust was
fixed, higher prices encouraged the search for new materials to replace
aluminum and also gave rise to a lively trade in recycled beer cans.
Vehicles, buildings, and electric generating plants all made far more
efficient use of fossil fuels, and manufacturers needed far fewer raw
materials to produce each unit of output. The fashionable claim that
innovations and regulations could not shift the computer-drawn trend lines
indicating impending disaster would be proven quite wrong.11

But all that would come later. In 1972, the issues at hand were cleaning
up the emissions pouring into the skies, rivers, and oceans and dealing with
the legacy of millions of tons of hazardous waste deposited recklessly all
over the planet. Much of the cost would fall on manufacturers and
electricity generators, which faced new mandates to scrub harmful gases



and particulates from the exhaust leaving their smokestacks, and to treat
wastewater before pumping it into the nearest lake. In the past, they had
largely avoided such costs, arguably pushing the burden of environmental
damage onto the public at large. Now governments required them to pay
their fair share through environmental permits for new facilities and fines
on illegal pollution.

Environmental regulation eventually brought widespread benefits in the
forms of better human health and a cleaner environment. But it also
diverted an increasingly large share of businesses’ investment spending
from new plants and production machinery toward the installation of
pollution-control equipment. It would be one more drag on growth as the
world’s run of economic good luck came to an end.12
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CHAPTER 5

The Great Stagflation

s 1973 dawned, a leading economic consultant expressed no doubts about
the future. Alan Greenspan, a former student of Arthur Burns and a
campaign adviser to Richard Nixon, urged his clients to be confident.
Greenspan’s political ambitions gave him reason to support the Fed
chairman and the president. Rising prices and shaky currencies
notwithstanding, he could find no fault with Burns. His forecasts offered no
hint of a looming crisis. “It’s very rare that you can be as unqualifiedly
bullish as you can now,” he said.1

Greenspan was not an outlier. The general consensus was that, once
again, astute management by governments and central banks had brought
the world economy through turbulent waters back to a course of strong,
steady growth. “Advanced countries facing biggest boom for 20 years,”
Britain’s Guardian reported. Consumers were spending like there was no
tomorrow, secure in their jobs and confident in their rising incomes. In the
United States, where purchasing managers complained that shortages of
everything from truck parts to glass and lumber were interfering with plans
to increase production, Nixon’s Council of Economic Advisers forecast the
economy to grow by almost 7 percent, with inflation slowing. “The
business upswing has been steadily gathering momentum,” the Bank of
Japan observed, and the Bank of England foresaw a “continued fast rise in
output.” Although a handful of gloomy forecasters sensed trouble ahead—
Henry Kaufman of the New York investment bank Salomon Brothers



warned that “1974 will see a mess of problems”—most business economists
were more in tune with Charles Reeder of the chemicals behemoth DuPont,
who told his company’s directors, “The present boom appears to have a
long way to go.”2

The most obvious threat to this sunny forecast was the chaos in the
currency markets. Every new economic report only further encouraged the
smart money to bet against the exchange-rate agreement reached at the
Smithsonian barely a year before. The pact Nixon had hailed as “the most
significant monetary agreement in world history” was coming unglued. As
it fell apart, some currencies were gaining in value and some were losing—
and no one wanted to be stuck with the losers. Headlines told of exchange
rates going haywire. Anxiety was contagious, made worse by signs that
inflation was rising once again. Shortly after New Year’s Day of 1973,
stock prices began a long and painful decline around the world. From Great
Britain to the United States to Hong Kong and Japan, more than half the
value of investors’ holdings of corporate shares would be wiped out within
two years.3

Economic forecasters simply closed their eyes to the stock market’s
decline, taking comfort in the American economist Paul Samuelson’s quip
that “Wall Street indexes predicted nine of the last five recessions.” In the
early weeks of 1973, the market’s message of impending collapse was not
only unwanted but completely unbelievable. Things were simply too good.
January 1973 was the second-busiest month ever for US home-builders, and
home prices were rising smartly in Great Britain and Japan. A West German
government study judged that 1973 was “the beginning of a new cyclical
upturn,” with the economy likely to grow by 6 percent. The forecasts from
Japan were even better: Mitsui Bank predicted an astounding 12 percent
growth pace, even if the yen climbed against the dollar. At that rate, Japan’s
economy would double in size in just six years. And why not? After more
than a quarter-century of postwar reconstruction, three out of four Japanese
households still lacked flush toilets. There was plenty of construction to be
done.4

So it was that despite the euphoria in the real economy, where factories
were running overtime and households were spending money as never
before, the financial markets were in a tizzy in early 1973. In January,



nervous Italians rushed to spirit their lira across the border and exchange it
for Swiss francs, driving the price of the franc so high that the Swiss had to
unlink it from the dollar. Then the markets turned on the dollar, as investors
dumped it to buy deutsche marks and yen. For a brief moment, even the
normally flaccid French franc looked strong. It was a speculator’s dream:
central bankers around the world sold their currencies to buy more than
eight billion US dollars at the official exchange rates in a futile effort to
hold the fixed-rate system together. By February 12, the speculators had
claimed victory. Japan decided to stop holding the yen fixed to the dollar
and allowed it to float as market forces dictated. Traders immediately drove
the currency higher. The main Western European currencies rose, too. When
the carnage was over, one dollar bought only half as many deutsche marks
as it had six years earlier, and just two-thirds as many yen. The dollar-based
Bretton Woods system of fixed exchange rates was dead.5

Central bankers were prominent among the mourners, for many of them
held a nearly religious belief in the importance of fixed exchange rates.
“The Sunday meeting of the governors was marked by an atmosphere of
gloom that could not be wholly attributed to the weather,” US Federal
Reserve governor Jeffrey Bucher reported after meeting with his
counterparts in Switzerland. But the central bankers’ concerns didn’t much
matter: the decision to abandon Bretton Woods was irreversible. More
consequential was the displeasure of the oil-exporting countries. They had
always priced their product in US dollars, but the dollar’s collapse meant
that each million barrels of oil would buy fewer German trucks and
Japanese I-beams. The exporters’ querulous cartel, the Organization of
Petroleum Exporting Countries, known as OPEC, demanded still higher
prices to make up for the dollar’s decline. As it did, Ahmed Zaki Yamani,
hitherto a little-known Saudi Arabian official, became a household name.6

YAMANI, FORTY-TWO YEARS OLD AT THE START OF 1973,
WAS ALREADY familiar to oil-market insiders, but he was a mystery to
almost everyone else. The son of a jurist, which in Saudi Arabia meant a
religious scholar, he had grown up in Mecca before studying law at the
University of Cairo. After a few years as a low-level bureaucrat in the
ramshackle Saudi finance ministry, he was sent by the government to the



United States, where he earned law degrees at New York University and
Harvard. Back home, he opened one of Saudi Arabia’s first law practices,
advising foreign companies that wanted to do business in what was still a
poor and isolated country. Then came a stint as legal adviser to the crown
prince, who clearly appreciated Yamani’s brilliance and discretion. In 1962,
at the age of thirty, he was named minister of petroleum, a crucial and
powerful post in a kingdom whose economy was built entirely on oil.

Yamani cut a most unusual figure. He was a commoner in a country
where almost every ministry was run by a royal relative. He was fluent in
English and French, liked opera and cross-country skiing, was at home in
New York and Vienna as much as in Riyadh. An unfailingly polite man
known for his extensive personal network and his constantly ringing
telephone, Yamani moved easily between meditation in his private room at
the Grand Mosque in Mecca and dinner aboard his yacht in Sardinia. Away
from Saudi Arabia, he preferred Savile Row suits to the Arab dishdasha,
and he kept his wavy black hair and his goatee and mustache perfectly
trimmed. Telegenic in the extreme, Yamani could look straight into a
camera and speak slowly and briefly, with a gentle tone. When a reporter
asked about a newspaper article claiming he spent each summer living in a
desert tent, Yamani cast an amused glance around his vast suite on the top
floor of Geneva’s Intercontinental Hotel and rejoined, “Do you see me
living in a tent?”7

In the 1960s Saudi Arabia produced more oil than any country save the
United States and the Soviet Union. When Yamani became minister in
1962, though, the oil exporters were both poor and powerless. The oil
business was dominated by the Seven Sisters, a group of US and European
companies that controlled more than three-quarters of the world’s oil
reserves. The foreigners ran the show; they owned the drilling rigs, the
pipelines, the pumping stations, and the tankers that conveyed the oil to
refineries abroad. Few Saudis, Libyans, Iranians, or Venezuelans held
management posts with the oil companies, and their governments were
short on both technical knowledge and financial expertise. In Saudi Arabia,
Aramco, the US-owned consortium that pumped the kingdom’s oil, paid a
royalty of about thirty cents per barrel during the 1960s, plus an “income



tax” of thirty-two cents per barrel. This would have provided the Saudi
government with well below $1 billion per year.8

Saudi Arabia and four other countries had established OPEC in 1960 to
wrest a better deal from the Seven Sisters, but the organization was
unsophisticated and riven by internal disagreements. On behalf of the Saudi
king, Yamani tried to mediate among its members. This was no task for the
faint of heart. Some states had urgent need of oil revenue to pacify their
young, fast-growing populations. Others, with small populations or other
sources of money, could afford to wield oil as a political weapon against
imperialism, Zionism, or other opponents, both imagined and real. In June
1967, as Israel went to war with Egypt, Jordan, and Syria, some Arab
governments called for suspending oil shipments to Israel’s allies in the
United States and Europe. Yamani, who prided himself on his calm
demeanor under fire, unsuccessfully advised against the radical move,
knowing full well that many of the countries that promised publicly to
curtail oil output would break their promises on the sly. He was right. The
oil kept flowing, and the embargo proved a humiliating failure.

But nationalist and socialist tendencies were strengthening in the Arab
world, manifesting themselves in the demand that Arabs should reclaim
their mineral wealth. Fearful of being sidelined, the Saudis decided to get
out in front of the trend. Yamani announced in June 1968 that his
government wanted “participation” in Aramco. He made the rounds of
world capitals, emphasizing in his deliberate way that “participation” was a
far cry from “expropriation,” but warning that some governments might
simply seize foreign-owned oil companies if they could not buy ownership.
“Participation is our substitute for nationalization,” he insisted. Experts in
the US State Department slammed the proposal as “more of a ploy than a
program,” and Aramco rejected it out of hand. The United States leaned
heavily on the Saudis to leave Aramco alone. Yamani’s diplomacy won out.
In late 1972, after four years of stalling, the US and European oil giants
agreed to sell Saudi Arabia, Kuwait, Abu Dhabi, and Qatar one-fourth
ownership of each country’s respective oil company immediately, and
majority control within a decade. The Arab countries finally had a seat at
the boardroom table.9



OPEC’S GROWING INFLUENCE WAS WATCHED WARILY IN
NORTH America, Europe, and Japan. “The bargaining strength of the
Arabs and the other oil producers is increasing,” Secretary of State William
P. Rogers warned Nixon in March 1972, shortly after six Arab nations won
a small price increase to offset the falling international buying power of the
dollar. Ever-rising oil consumption in the wealthiest countries increased the
exporters’ clout. Evidence of this appeared in September 1972, when
Yamani told an audience at Georgetown University in Washington that his
country was prepared to meet America’s need for oil; in return, the Saudis
wanted the United States to exempt their oil from import taxes and to let
them buy refineries and chemical plants. When US officials failed to
respond, Yamani granted an interview to Newsweek in which he said,
“Don’t forget that Saudi Arabia has the jewel in its hand.” It was a less-
than-subtle warning that the Saudis now had power over the price of oil.

In January 1973, Kuwait’s rubber-stamp parliament passed a resolution
urging Arab states to use oil as a weapon “the moment the armed struggle
against the Zionist enemy is relaunched.” Other Arab governments made
similar pronouncements. Accordingly, anxieties about oil grew in
Washington, London, and other major capitals through the early months of
1973. Then, in April, Yamani and Prince Saud, an oil ministry official and
son of King Faisal, journeyed to Washington to convey a simple message: if
the United States could not help resolve the Arab-Israeli conflict, Saudi
Arabia’s desire to act as a leader of the Arab world would require it to join
with other countries to drive up the price of oil. When Henry Kissinger,
Nixon’s national security adviser, asked Yamani to keep their talks secret,
Yamani grew concerned that his message would not reach President Nixon.
A pro when it came to dealing with the news media, Yamani promptly
leaked word of his mission to the Washington Post. After US officials
insisted that Yamani was speaking only as a private citizen, the Saudi
government repeated the message. Faisal himself met with Aramco
executives in May to declare that it was “absolutely mandatory” that the
United States change its policy toward the Middle East to take the Arabs’
concerns into account. A few weeks later he met with the heads of Aramco’s
parent companies to warn that they would “lose everything” if the United



States was not more forthcoming. The king granted an unusual interview to
a US television network to reaffirm his warning.10

Even if the wealthy oil-importing countries had taken the threat
seriously, it is not obvious how they could have responded to it. All had
supported United Nations Security Council Resolution 242, passed to end
the 1967 Arab-Israeli war, which called upon Israel to withdraw from
“territories occupied in the recent conflict” but notably omitted the phrase
“all territories.” Most had good relations with Israel and were not inclined
to support the Arabs’ demand that it evacuate East Jerusalem and some
other areas it had taken over. An alternative approach, reducing the oil
exporters’ leverage by sharply raising taxes on gasoline and diesel fuel, was
blocked because of domestic political considerations. Bureaucrats and
diplomats churned out copious memoranda and diplomatic notes about
“energy shortages,” the “energy problem,” and the “energy crisis,” but there
was little action anywhere. Even the United States and Canada, peaceful
neighbors and close allies, could not agree to cooperate in the event of an
oil emergency.11

The thinking behind the blizzard of policy papers was remarkably
muddled. The energy experts and foreign policy thinkers took it for granted
that the prosperity of the industrial world was entirely dependent on cheap
oil. It seemed indisputable to them that dearer oil would bring yet more
inflation, as if central banks were powerless to limit any inflationary
consequences. The universal assumption was that OPEC’s aggressiveness
would bring about not just higher prices but physical shortages of gasoline,
jet fuel, and heating oil. The possibility that oil users might adjust quickly
to sharply higher prices was not even considered. Perhaps the greatest
worry was the possibility of a massive outflow of money from importing
countries—a balance-of-payments crisis, in economist-speak—as if Iran
and Kuwait and Libya might simply capture the world’s dollars and store
them in gigantic vaults without spending any of their new-found wealth.12

Tensions mounted by the week. In March 1973, a few weeks after the
Bretton Woods agreement was buried for good, eleven OPEC countries
made known they wanted a 15 percent increase in oil prices. The official
line was that a price hike was needed to make up for the decline in the
dollar. The United States tried to organize its allies in opposition, but Japan,



France, and Italy were inclined to agree to OPEC’s demands. Amid
warnings of impending gasoline shortages, the contentious price
negotiations between exporting countries and oil companies dragged on,
moving from Tripoli to Beirut to Vienna to Cairo. Each failed meeting led
to a new round of alarming headlines. In early June, a deal was finally
struck. After starting the year at $2.59 a barrel—6.2 cents per gallon—the
official benchmark price would now be $2.90, with the prices charged for
crudes from specific places a bit higher or lower, depending on transport
costs and the characteristics of the oil. Moreover, the benchmark would
henceforth be pegged to the US dollar’s value against a basket of eleven
other currencies. Should the US currency weaken further, the dollar price of
oil would automatically rise.13

Yet while OPEC’s threats stressed diplomats and spooked stock market
investors, oil users seemed hardly to notice. US consumer spending grew at
a 15 percent annual rate in the first quarter of 1973, and businesses’
spending on buildings and equipment soared at a 20 percent annual rate.
Factories in Great Britain were running at 94.7 percent of capacity, an all-
time record. Surveyed in May, Japanese manufacturers predicted sharp
growth in sales through early 1974. Economic officials around the world
seemed to share that sanguine outlook. The German government’s revised
forecast, issued in May, was rosy. So was the Federal Reserve Board’s; the
minutes of that spring’s Fed policy meetings reveal no discussions about
oil. When it published its semi-annual forecast in June, the Organisation for
Economic Co-operation and Development, the Paris-based think tank of the
wealthy countries, judged that “expansion . . . is likely to remain generally
strong over the next twelve months, making further inroads into
unemployment in most countries.”14

Three months later, the world economy was still roaring. “The general
picture that emerges is one of an exceptionally strong economy with
demand for almost everything outrunning supply,” DuPont economist
Charles Reeder told his company’s directors. In Japan, a survey found
manufacturers making plans to increase investment by 29 percent over the
coming year to cope with strong demand. In West Germany, the government
was expecting economic growth to top 4 percent, with negligible
unemployment. When the news arrived in mid-September that oil exporters



were trying to flex their muscles once again, there seemed to be no
particular cause for alarm. The consensus held that economic growth would
slow gently in all the main economies through the end of 1974, with
inflation gradually abating and labor markets holding strong. There was no
sense that the world economy was about to take a drastic turn for the
worse.15

OCTOBER 6, 1973, WAS YOM KIPPUR, THE DAY OF
ATONEMENT, THE most sacred day on the Jewish calendar. If the long
postwar run of economic growth could be said to have reached its apex on a
single date, there is no better candidate than that Yom Kippur.

At two o’clock that afternoon, Egyptian aircraft struck at Israeli air
bases, missile batteries, and radar stations. A few minutes later, thousands
of troops began to climb Israeli fortifications along the Suez Canal, which
had been closed to shipping since the 1967 war, even as Syrian troops and
tanks attacked Israeli positions on the occupied Golan Heights. Within
forty-eight hours, six Middle Eastern countries had backed Egypt and Syria
by proposing to double the price of oil. After negotiations with a committee
of oil company officials stalled, the exporters acted on their own. On
October 16, they announced a new benchmark: $5.12 per barrel. “It was the
day that OPEC seized power,” Yamani said later. In the span of nine months
since the start of 1973, the price of the world’s most important energy
source had nearly doubled. A day later, the Arab countries belonging to
OPEC agreed to cut oil production by 10 percent, with a further 5 percent
cut for each subsequent month.16

The threat was well timed, for the world was dealing with an unusual
problem: scarcity. The boom of 1973 had sent consumers on a spending
binge, and mines, farms, and factories simply could not produce enough to
satisfy the growing demand. Japanese manufacturers reported shortages of
everything from electric power to iron ore. The Federal Reserve’s
confidential “Redbook,” a discussion of regional economic conditions sent
to policymakers on October 10, described “a very strong economy with
widespread shortages of manpower and materials.” North Carolina textile
mills discontinued nighttime shifts for lack of workers, and paper
manufacturers in the Midwest turned away business. Also stamped



“Confidential” was the West German economy ministry’s caution that the
country did not have enough workers to keep its industry running at full
capacity. The Bank of England opined that shortages of oil and gas and coal
“could create many imbalances in demand, and complicate the task of
keeping the economy in balance.” Scarcity of workers and goods meant
upward pressure on wages and prices, adding to an inflation problem that
simply refused to go away.17

Well before OPEC began to force up oil prices, surging inflation was
seen as the pre-eminent economic problem of the 1970s. Already in 1970,
consumer prices in Sweden had jumped 8.1 percent, the highest inflation
rate in two decades. A year later, Portugal, which had enjoyed one of the
world’s lowest inflation rates before 1967, saw prices rise 15 percent. By
1972, the United States was the only major economy with an inflation rate
below 5 percent. And this was without a drastic change in the price of a
product fundamental to the world economy. Inflation had taken on a life of
its own.

The effort to combat inflation was complicated by the widespread belief
in a construct called the Phillips Curve. Named for the New Zealand–born
economist A. W. H. “Bill” Phillips, who first traced it, the Phillips Curve
suggested that countries faced a basic economic trade-off: if they wanted to
provide jobs for everyone, they would need to accept higher inflation, and if
they wanted to lower the inflation rate they would need to accept higher
unemployment not just temporarily, but over the long term. Phillips based
his curve solely on data from Great Britain, but the notion that a somewhat
higher inflation rate was the permanent price of a full-employment
economy quickly became the conventional wisdom among economists
everywhere. The lesson the experts drew was that central banks could not
go all-out against inflation; if they succeeded in bringing the inflation rate
down, they could end up raising the unemployment rate for years to
come.18

The Phillips Curve was not universally applauded. The American
economists Edmund Phelps and Milton Friedman had launched separate
attacks on Phillips’s theory a few years earlier, insisting that the inflation
rate and the unemployment rate were related only in the short term. But
their views were decidedly on the fringe. Most leading economists of the



day, including Fed chairman Burns, believed that the cost of taming
inflation was unacceptably high, because political leaders would not
tolerate the massive unemployment they expected to ensue if inflation were
brought down. As the American scholar Charles Schultze, who would soon
become chief economic adviser to President Jimmy Carter, interpreted the
state of affairs: “We know how to get to full employment. That’s not the
problem. We know how to do it with the old, standard, tried and true
techniques: tax cuts, easy money, putting more money into certain
government programs. But when we do that, we set off the inflation.” So
instead of treating inflation as an urgent problem that could corrode an
economy, most governments and central banks regarded it as an unwanted
but unavoidable nuisance. Their response was to manage inflation as best
they could without slowing down the economy and throwing people out of
work.19

The effort to control inflation was confused by an understanding of the
problem that, only a few years later, would strike a listener as bizarre. The
widely accepted view in the 1970s was that there were various strains of
inflation, each requiring a different sort of treatment. There was monetary
inflation, which meant that the central bank was pumping too much money
into the economy. There was “demand-pull inflation,” which meant that
consumers and businesses were trying to buy more than the economy could
supply, giving sellers the ability to demand higher prices. And there was the
“cost-push inflation,” considered the most pernicious variety. This type of
inflation was supposedly caused by the suppliers of inputs to businesses,
such as raw materials, industrial goods, and labor. If mine owners,
steelmakers, and trade unions demanded higher prices or higher wages, the
businesses that used those inputs would be forced to raise their own prices,
and inflation would move higher still.

Friedman insisted that all inflation was monetary inflation; if only the
central bank would restrain the growth of the money supply, inflation would
go away. Just a few years later, Friedman’s dictum, “Inflation is always and
everywhere a monetary phenomenon,” would be treated as gospel. But in
1973, most influential economists lost sleep over the forms of inflation
Friedman deemed fictitious. Demand-pull inflation was thought to be
controllable by higher taxes, lower government spending, higher interest



rates, or restrictions on bank lending, any of which would leave consumers
and businesses with less money to spend, bringing demand back in line with
supply. The Japanese government pursued such policies with a vengeance,
directing steelmakers, aluminum smelters, and chemical manufacturers to
defer capital spending while ordering banks to cut back on installment
loans, all to lower demand for machinery and labor in the hope that price
rises would subside.

Cost-push inflation was seen as a trickier problem. Governments
usually addressed it with a combination of political pressure and price
controls. It seemed entirely normal for government ministers to declare how
large an industry’s wage or price increases should be and then to press labor
unions and employers to obey such “voluntary” guidelines, a technique
Americans came to know as “jawboning.” A more conciliatory approach
involved creating a government commission to judge how much a given
wage or price should rise. Either way, the assumption was that if grocery
clerks or tire builders received only the pay increases that outside experts
deemed justified, the government could slowly ratchet down the inflation
rate without upsetting the economy.20

Jawboning and price controls usually met with loud applause, at least at
first: it was popular to criticize big business for raising prices unfairly and
to attack irresponsible unions for demanding more than their fair share. In
most cases, when controls were put in place, prices stopped rising and the
inflation rate measured by government statistics began to recede. But then
reality would set in. A retailer would introduce a dress with pleats,
contending that this complicated feature justified a higher price than it
charged for last season’s dress. A food processor would insist that after
drought decimated the tomato crop, it needed to charge more for ketchup.
Dockworkers would assert that their improved productivity entitled them to
larger pay hikes than aircraft mechanics or sales clerks. Within a few
months, complaints about unfairness would burgeon, and energy that could
have gone into creating new goods and services was instead spent
circumventing the controls to squeeze out higher profits or higher pay.

By late 1973, inflation seemed to have developed resistance to all of
these courses of treatment. Central banks were paralyzed. On October 2,
two weeks before the Arab oil producers jacked up prices, the Federal



Reserve considered whether to lower short-term interest rates—and split,
six in favor, five against. Private forecasters were also on the fence, Burns
told his colleagues two weeks later. One reason for the uncertainty, a top
Fed economist explained, was that the computer-driven models used by
some forecasters had difficulty “taking appropriate account of the recent
wild gyrations in prices, which were without precedent in modern
experience.” The experts were stumped.21

In hindsight, given the essential role of oil in running factories, vehicles,
and generating plants, it seems obvious that the sharp price rise proclaimed
by the Arab exporters on October 16 would lead to severe economic
disruption in countries that imported large quantities of oil. But somehow
this risk initially passed unnoticed. On the contrary, the mood in all the
high-income countries remained optimistic. After the embargo was
announced, the British and French governments both predicted robust
economic growth in 1974. As late as November 14, even though oil was
now selling for $5.12 a barrel instead of $2.90, the Federal Reserve raised
its forecast of US economic growth while lowering its forecast of
unemployment.22

Only in late November, six weeks after the oil shock, did the reality sink
in. In September, the Japanese economy had been so hot the government
took special measures to slow it down; in November, the same officials
slashed their forecast of economic growth for the coming months to zero.
French economists warned that growth could plummet. At the Fed, the
optimistic November 14 forecast was consigned to the dustbin. One Fed
economist predicted on December 12, “Income will be destroyed, business
and consumer psychology will be dampened, and the upward momentum
the economy still has at this point in the cycle may well be lost.” In West
Germany, where inflation was at the highest rate since 1952, a secret
economics ministry forecast estimated that two million jobs could vanish in
1974. Chancellor Willy Brandt was blunt, telling parliament: “Things are
bad and could get worse.”23

THE PHILLIPS CURVE MADE NO ALLOWANCE FOR A
COMBINATION of persistent inflation and economic stagnation.



Inevitably, this unexpected threat took on a name of its own: stagflation. By
driving up consumer prices while choking off economic growth, the oil
price shock of 1973 threatened to bring stagflation even to countries
renowned for both low unemployment and a commitment to low inflation,
notably West Germany and Switzerland. Stagflation was a problem beyond
the experience of central bankers and finance ministers. But for all the
debate about whether it was more important to raise interest rates to stop
inflation or lower them to save jobs, stagflation would prove to be merely a
symptom of a far more intractable challenge, which received little notice at
the time. The entire economic model that had brought the world a quarter-
century of unprecedented prosperity was broken.24

That model was based on the remarkable growth of productivity.
Productivity may be one of the most complex concepts in economics. The
basic idea is that the more an economy can produce from a given quantity
of labor, capital, and raw materials, the wealthier that economy will be.
Since there are physical limits on the amount an individual worker can
accomplish with muscle power, raising productivity involves making better
use of machines, technology, and business methods. Productivity can be
measured in a variety of ways, and these measurements can become
exceedingly abstruse. But there is little dispute about the underlying idea
that a healthy economy makes steadily better use of the resources it has at
hand.

Rapid productivity growth brought very healthy profits for businesses in
the postwar period. As profits grew, so did employees’ wages, shareholders’
dividends, business tax receipts, and investments in new capacity to
produce yet more goods and services. It was this virtuous circle that put the
glow on the Golden Age. But without much public notice, by the time the
oil crisis arrived in October 1973, slower growth of productivity was
already bringing the long run of global prosperity to an end.25

The oil crisis that arrived in October 1973 did not cause the productivity
problem. It simply added one more item to the list of factors that were
weighing on productivity around the world. Higher oil prices threatened to
render obsolete an entire industrial infrastructure built on the assumption of
cheap oil. The world would face a difficult and costly adjustment that
would last for many years. As West Germany’s council of economic



advisers laid out the situation, “The reduction in petroleum imports thus
confronts the economy with new difficulties, difficulties that cannot be
resolved with the traditional methods of economic management.”26

The productivity bust would have profound implications. Governments
and central bankers knew, or thought they knew, how to use “traditional
methods of economic management”—raising and lowering interest rates,
taxes, and government spending—to restore an economy to health. When it
came to fixing declining productivity growth, however, the economists’
toolbox was embarrassingly empty.
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CHAPTER 6

Gold Boys

entiment at the start of 1973 had been buoyant. A year later, as the oil shock
reverberated through the world economy, the atmosphere was vastly
different. Inflation continued to rise. West Germany had just banned the
importation of immigrant workers, on which its industries had relied since
1955, and Austria was about to follow. As “Help Wanted” signs were taken
down across Northern and Central Europe, families in Turkey, Yugoslavia,
Portugal, and Greece, which together supplied Germany with workers by
the millions, began to feel the pain. The mood grew even more somber on
the other side of the English Channel, as factories were put on a three-day
workweek after a strike by coal miners led to power cuts. In Japan,
ministers were struggling to deal with a situation that the influential daily
Mainichi described as “catastrophic.”1

It was difficult, in the midst of crisis, to look beyond the imminence of
unemployment lines and stagflation. But the dramatic changes in the
international economic environment, with exchange rates gyrating and
commodity prices highly volatile, would have larger, longer-lasting
ramifications. Their impact would be felt most directly in the global
financial system, the increasingly intricate web of banks and brokerage
houses that transformed workers’ savings and oil exporters’ earnings into
the new factories, highways, and houses so essential to raising living
standards. The banks were bloated with oil money, and their decisions about
how to use it were creating risks that few bankers had ever experienced.



Among the first to foresee the looming financial danger was a tall,
commanding Englishman named Gordon Richardson, the governor of the
august Bank of England.

Richardson had more in common with Arthur Burns than casual
observers might have suspected. Although he seemed every inch the
English aristocrat, he was nothing of the sort. Like Burns, he had propelled
himself across a longstanding class divide by the sheer force of brains and
ambition.

Born in 1915, the son of a Nottingham grocer, Richardson had become
head boy at Nottingham High School, a prestigious independent boys’
school, and then won a scholarship to study law at Cambridge. After World
War II, he climbed to prominence as a corporate lawyer at a London firm.
He was recruited to join J. Henry Schroder & Co., one of the most
venerable merchant banks in the City of London, and became chairman in
1962. Known for his immaculate appearance, his regal bearing, and his dry
martinis made “the way they mix them in New York,” Richardson built the
sleepy family-owned Schroders into the most international of financial
institutions, handling mergers and takeover bids from America to Australia.
In July 1973, at age fifty-seven, he reached the pinnacle of British public
life when Edward Heath, the Conservative prime minister, asked him to
become the 116th governor of the Bank of England.2

The world’s oldest central bank, where visitors were greeted by a
doorman clad in a pink frock coat and top hat, sat at the heart of the British
economy, with extraordinary powers. It managed the borrowings of Her
Majesty’s government. It decided which companies could obtain foreign
currency to import goods or invest abroad. It governed interest rates to
regulate the amount of credit available to businesses and homebuyers. And
it formally oversaw the two main types of financial institutions in Great
Britain: the accepting houses, merchant banks that traded the government’s
gilt-edged bonds, and the high street banks in which most Britons deposited
their savings, like Barclays and National Westminster Bank.

Because London’s merchant banks organized share offerings and bond
issues for companies and governments around the world, the governor’s
influence resonated far beyond the British Isles. Senior Bank of England
officials often were recruited away to run commercial banks, cementing the



central bank’s influence over the City. Much of the governor’s remit was
not laid out in law, and the very vagueness of his powers made him all the
more powerful. From his ornate ground-floor office in Threadneedle Street,
opening onto the monastic stillness of an interior garden planted with
mulberry trees, the governor of the Bank of England may have exercised
greater authority than any other central banker in the world.3

But as Richardson took charge at the Bank, that authority was under
threat. Under the Bretton Woods system, governments had maintained a
host of regulations to control interest rates and limit the movement of
money in order to keep exchange rates fixed. As Bretton Woods blew apart
in the early 1970s, however, many of those restrictions were abandoned.
Disregarding national borders, money began flowing to places where it
could earn higher returns or go untaxed. Much of it ended up in London, the
premier international banking center, in accounts denominated in US
dollars.

A large portion of that money was owned by the oil states of the Middle
East and North Africa, which were taking in unprecedented quantities of
dollars as they pushed up the price of oil. The inflow of petrodollars helped
the big London banks register an astounding 80 percent increase in profits
in the first half of 1973. The foreign loans of the main British banks tripled
between 1970 and 1974. Banks from every corner of the world set up shop
in London to get a piece of the action.4

So much money was coming in that the big banks could not lend it all.
The British government encouraged them to channel their excess cash
through “secondary banks,” obscure institutions that were allowed to lend
money on much easier terms than the big banks. Many of the secondary
banks’ loans were used for property speculation, which had been an easy,
low-risk way to profit from the boom. The party abruptly ended in
November 1973, when a secondary bank called London and County
Securities collapsed. Its failure, the result of fraud on the part of its
managers, quickly triggered others. Bankers desperately tried to call in
loans to stay afloat, but many borrowers, their money tied up in real estate,
lacked the cash to repay. The secondary banks were small by the standards
of international banking, but they had borrowed heavily from London
stalwarts like National Westminster Bank, one of the largest banks in the



world. Legally, Richardson and the Bank of England had no responsibility.
Richardson charged into the void nonetheless, forcing Britain’s big banks to
pay into a fund that wound down the secondary banks in an orderly way.5

The secondary banking crisis exposed an uncomfortable secret: in the
world’s most important international banking center, no one kept a close
watch on the banks. As of November 1973, the latest financial information
the Bank of England had received from London and County Securities was
a balance sheet dated March 31, with no details about loans, deposits, or
other obligations. Far larger banks were overseen with the same informal
methods applied in Victorian times. No examiners visited banks’ offices to
scrutinize their records and pore over their financial reports. “We didn’t
even have to show a full profit and loss account,” a director of the merchant
bank Kleinwort Benson recalled later. Once every six months or so,
executives of each bank would call on the principal of the Bank of
England’s Discount Office to present their accounts. Once a year, the
chairman of each major institution was invited to tea with the governor,
who might wonder aloud whether the visitor’s bank had sufficient short-
term funding or whether it might be wise to cut back on property lending.
When the governor raised his eyebrow, it was said, then bankers knew to
pay heed.6

Exactly how bankers were to pay heed was deliberately unclear. The
Bank of England had always preferred to be inscrutable. Its leaders avoided
giving speeches. The job of the press office, insiders joked, was to “keep
the press out of the Bank and the Bank out of the press.” As the bank’s
official historian commented, “anyone looking at the annual report prior to
1980 would not even be able to identify who the executives were, let alone
what they did.” It issued almost no detailed regulations like those that
governed banks in France, Canada, West Germany, and the United States. A
London bank called out for, say, excessive foreign lending was expected to
return in a few months and show that it had responded to the governor’s
concerns, but whether the governor wanted to see the foreign loan book
shrink by 5 percent or 20 percent was anyone’s guess.7

This approach to bank supervision had its merits. In the days when
London had been a much cozier place, the deputies to the principal of the
Discount Office spent their days taking tea with bankers and collecting



gossip about their competitors. If the Discount Office got wind that a lender
was dumping French bonds on the market or that a client of a certain
institution was in distress, the principal, or even the governor, could call in
the bankers and demand action. The Bank of England had no power to
impose fines or injunctions, but it had enormous moral suasion. No one
would do business with an institution rumored to be in the bank’s bad
graces. The mere possibility that word of the governor’s unhappiness might
leak out was enough to bring the most recalcitrant banker to heel.

By the time of Richardson’s appointment in 1973, the Bank of England
was struggling to keep pace with the financial revolution. Although it had
individually approved each of the foreign banks that opened in the City to
trade currencies and capture petrodollars, it usually based its assent on little
more than assurances from the institution’s home country that the bank was
legitimate. Too often, the old-guard bankers on whom the Bank of England
relied for market gossip and timely warnings were only vaguely acquainted
with the foreign institutions that had settled in their midst. More worrying
still, the Bank of England knew almost nothing about the new banks’
business practices—their accounting, their procedures for approving loans,
their methods for managing risk. Over the years, largely from personal
contacts, it had amassed thick files on Great Britain’s established banks.
About some of the banks that were new to London, the Bank of England
was very nearly blind.

Richardson was a novice when it came to bank supervision, but the
frenetic developments in his first few months as governor made him acutely
aware of the Bank of England’s shortcomings. In the winter of 1974, with
no public notice, he took two steps that were little short of revolutionary.
One was internal: Richardson replaced the Discount Office with a new
department of bank supervision. Whereas the Discount Office had a staff of
only twenty, none of whom had routine responsibility for inspecting banks’
records, the department of bank supervision would be larger and more
professional. Bankers would no longer come by for tea; henceforth, banks
were to submit detailed data about loans, deposits, and borrowings on a
regular basis, and the head of supervision would send in examiners to comb
their files, interview their staff, and review their policies. No law gave the
Bank of England the right to do such things, but Richardson rightly figured



that any institution that declined to be supervised by the Bank of England
was likely to be shunned in the City.8

Richardson’s other step was international. In their quiet, understated
way, central bankers had begun to call attention to the fact that the
international banking boom was creating new and unforeseen risks. Otmar
Emminger, an influential vice president of the German Bundesbank, warned
in November 1973 that in bankers’ scramble to capture foreign deposits, “It
appears that the financial interest of individual firms runs into conflict with
the greater interests of the credit industry as a whole.” Richardson, in
private conversation with Federal Reserve chairman Arthur Burns, went
further, raising the possibility that the influx of foreign dollars, exchanged
for other currencies and lent out around the world, could destabilize the
entire banking system. He proposed that this problem should be discussed
in Basel.9

BASEL, A QUIET SWISS CITY NESTLED ON THE RHINE RIVER,
IS THE home of the Bank for International Settlements, an obscure
institution comprised of the world’s most important central banks. Founded
in 1930 to handle the German reparation payments required under the
Versailles Treaty, which ended World War I, the bank served in the 1960s
mainly to move money between central banks, a job so technical and boring
that few nonspecialists could describe it. This obscurity had its advantages,
as journalists were normally not on hand to keep tabs on visiting dignitaries.

In the 1970s, central bankers convened there roughly once a month to
talk shop, which usually meant discussing economic conditions. In March
and April 1974, the topic was how to handle the oil exporters’ ballooning
wealth. To profit from the dollars flooding into rich-country banks, the
banks would have to exchange them for other currencies and lend out the
proceeds. This created a variety of risks, even if the borrowers paid their
loans on time. If exchange rates moved the wrong way, the loan repayments
could be worth less than the banks’ dollar obligations to their depositors.
And should an oil sheikhdom suddenly demand its dollars back, a bank that
had used them to make five-year loans in British pounds or Dutch guilders
could find itself desperate for cash.



This was a frightening prospect, for in the new world of global finance
and floating exchange rates, banks were more intimately connected than
ever before. They not only lent one another money and joined forces to
make loans, but also traded currencies to meet their customers’ needs. In
many cases, those trades involved betting on an exchange rate at some
future date. For example, a Spanish textile company expecting to receive
one million West German deutsche marks in six months could lock in the
value of that sum in Spanish pesetas, with its bank assuming the risk if the
exchange rate on that date turned out to be different from what it
anticipated. The bank, in turn, might hedge its risk by arranging similar
contracts with other banks. With thousands of such trades open at any one
time, the failure of a single big bank, no matter where it occurred, could
cause trouble for banks and economies around the world. Yet no central
banker had authority over the new world of global banking. As Federal
Reserve governor Henry Wallich dryly reported to his colleagues after the
Basel meetings, “the lines of responsibility in this regard will need to be
clarified.”10

There was no time for clarification. In May 1974, crisis was at hand.
It struck first in a most unlikely place: not one of the great globe-

striding banks in New York, London, or Tokyo but at a middling American
institution, the Franklin National Bank.

Franklin, rooted in the suburbs of New York City, had seen its cozy
franchise squeezed as bigger banks expanded, and its managers decided to
seek higher profits abroad. In 1969 the bank won permission from the Fed
to open a branch in the Bahamas. Although its examiners fretted over the
troubled loans on Franklin’s books, the Fed authorized a branch in London
in 1971. Having gained the stature of an international bank, Franklin won
the most coveted prize of all. On June 1, 1972, the Bank of England
approved it to deal in foreign exchange, certifying Franklin’s arrival in the
big leagues. One month later, an Italian lawyer named Michele Sindona
acquired 21.6 percent of Franklin’s stock.11

Sindona, then fifty-two, had climbed from poverty in rural Sicily to the
pinnacle of the Italian business world. The son of a vegetable seller, he won
a university scholarship to study law and made his first fortune smuggling
vegetables during World War II. An immaculate dresser with a white



handkerchief always peeking out of the breast pocket of his tailored suit, he
cultivated ties to the Mafia, the Catholic church, and the Italian political
elite. In addition to handling investments for the Vatican bank, he owned a
web of holding companies that controlled banks in Italy, Germany, and
Switzerland, along with a variety of property and manufacturing interests.
He had never done much business in America, where Franklin would give
him a foothold.

Sindona’s lawyers, though, insisted that his shareholding would not give
him control of the bank—an important claim, because seeking control
would have entitled the Fed’s examiners to look into Sindona’s other
business interests. Buying Franklin shares strictly as an investment, as
Sindona claimed to be doing, required no Fed approval.

Sindona proved to be far from a passive shareholder. He pushed the
bank to step up its dealings in the currency market. Soon he installed
longtime associates to run the international department. They began making
large loans to Sindona’s companies, ignoring regulations meant to limit
banks’ lending to their own investors. Franklin’s currency traders lost large
sums making bad bets on exchange-rate movements, but Sindona’s minions
covered up the losses by transferring money back and forth across his
empire—and because no single banking supervisor had jurisdiction over all
the Sindona banks, none caught on to the deceit. The rumor mill seemed to
know: some banks were so concerned that they stopped trading currencies
with Franklin in the autumn of 1973. None of this was yet visible to
outsiders. In December 1973, at a dinner at New York’s St. Regis Hotel,
Italian prime minister Giulio Andreotti made a point of praising Sindona’s
currency trading, hailing him as the “savior of the lira.” A month later, John
Volpe, the US ambassador to Italy, named Sindona “man of the year.”12

On May 3, 1974, after a London bank passed market gossip to the
authorities, investigators in New York found evidence of unauthorized
trading and undisclosed losses. On May 10, the Federal Reserve took
control. But Fed officials saw immediately that they could not simply close
Franklin down. It was a party to hundreds of currency trades, some of
which would not mature for months. If Franklin were abruptly shuttered,
some of the banks with which it had traded stood to suffer crippling losses.
Fearful of unleashing a worldwide financial panic, US authorities kept



Franklin on life support, gradually unwinding its positions before selling off
its remains.

FRANKLIN WAS ONLY THE FIRST SIGN THAT THE ERA OF
FINANCIAL stability was over. As the Americans were struggling to
contain the damage, West German officials confronted an eerily similar
crisis. This latest threat came from Cologne, where problems at a little-
known bank suddenly overwhelmed financial markets half a world away.

Bankhaus Herstatt, a privately owned institution catering to Cologne’s
financial elite, used the slogan “Saving should not be a gamble,” but it acted
otherwise. Its boss, Iwan Herstatt, allowed his young team of currency
traders, his “Gold Boys,” to circumvent internal controls and gamble freely
in the foreign-exchange markets. Herstatt’s financial statements, certified
by a leading accounting firm, showed ample resources to cover potential
trading losses, including deposits at Econ-Bank in Switzerland. That
country’s tight bank secrecy laws would have barred Econ-Bank from
confirming the size of Herstatt’s deposits to any third party, which may be
why neither Herstatt’s auditors nor German bank examiners tried to verify
the information. If they had, they would have discovered that Econ-Bank
did not exist. When examiners finally closed Herstatt down on June 24, its
losses had ballooned to nearly five hundred million marks, six times the
funds it had available to repay depositors.

That was minor compared to what followed. German authorities seized
Herstatt on a Thursday at 4 p.m. in a move Der Spiegel described as a
“lightning strike . . . to avert financial chaos.” But unlike in the United
States, the German supervisors had given little thought to the fact that
Herstatt traded heavily with banks abroad. The closure came after it had
received payments from banks in other time zones but before some of its
corresponding payments to foreign banks had been sent out. Those outgoing
payments were blocked, causing losses at banks around the world and
creating months of chaos in the currency markets.13

The shockwaves from the Herstatt debacle set off a third cross-border
banking collapse that was less publicized but in some ways even more
frightening. The failure of Israel-British Bank did not come close to



threatening the world economy, but it revealed dangerous gaps in the
procedures established to keep the banking system stable.14

Israel-British was the sixth-largest bank in Israel, but by international
standards it was a minnow. Founded by Polish emigrants as Palestine-
British Bank in 1929, it was controlled by the heirs of Walter Nathan
Williams, a leader of Great Britain’s Jewish community. The Williams
family was influential in the Zionist movement and well connected in right-
wing Israeli political circles. By 1974, the bank had eight branches in Israel
and a subsidiary in London. One of Williams’s sons-in-law, a Welsh-born
accountant named Harry Landy, was chairman. Another son-in-law, Joshua
Bension, was vice chairman and general manager. From Williams National
House, their headquarters in London’s Holborn, the two men also ran a
string of other companies, from British insurers to an Israeli vineyard.15

Insider lending—loans by a bank to its own directors and officers—is
among the most insidious of banking practices, because it offers shady
bankers a way to loot their institution. In 1970, the Israeli bank supervisor
had ordered Israel-British to limit its lending to the Williams companies for
precisely that reason. But Landy and Bension would not be denied. They
found a way around the restrictions by having the Tel Aviv bank pledge
some of its assets to two Swiss banks. The Swiss banks then lent $75
million to various companies controlled by Landy and Bension in
Switzerland and in the tiny principality of Liechtenstein, with the assets
pledged by Israel-British serving as collateral. These arrangements also
offered Landy and Bension a way to move money out of Israel in violation
of that country’s foreign-exchange regulations.16

The Herstatt affair brought this chicanery to light. With the financial
markets in turmoil, banks hastily scaled back their international
commitments—including their deposits in Israel-British Bank of Tel Aviv.
In July 1974, two weeks after the collapse of Bankhaus Herstatt, the Tel
Aviv bank found itself short of cash to repay foreign depositors. Bension
asked Israeli authorities for an emergency loan backed by assets in
Switzerland. Only as they prepared the loan papers did the lawyers from the
Israeli central bank discover that those assets were already tied up, pledged
as collateral for the secret loans to Landy’s and Bension’s companies. The
Israeli authorities thereupon closed down the Israeli operations, leaving



Israel-British Bank of Tel Aviv unable to repay its loans from Israel-British
Bank of London. The London bank failed two days later, despite Harry
Landy’s promise that “We will be carrying on.”17

An investigation revealed that Israel-British was no innocent victim of
the Herstatt crisis. The bank had thrived by deceiving regulators. Monday
through Friday it kept ample cash in London to please the Bank of England.
The London subsidiary then lent money to its parent bank in Tel Aviv over
the weekend, giving the Tel Aviv bank sufficient short-term funding to meet
Israeli requirements. The loans were repaid on Monday morning, again
making the London bank look strong. When the music stopped, Israel-
British was far more stretched than it had appeared. The bank’s business
proved to be so convoluted that a team of forensic auditors spent months
disentangling it. Among the losers was the US government, which was on
the hook for $2.1 million Israel-British owed to Franklin National Bank.
And Israel-British was a small and relatively simple bank. If supervisors
were blind to the goings-on at a bank with a mere nine offices in two
countries, what might they not know about a giant stuffed with petrodollars,
like Dai-ichi Kangyo in Tokyo or Chase Manhattan in New York?18

Michele Sindona would eventually be convicted of sixty-five felony
counts in Franklin National’s collapse; after serving four years in a US
prison, he was imprisoned in Italy, where he died after drinking coffee laced
with cyanide in 1986. Whether he committed suicide or was murdered to
keep him from implicating politicians like Prime Minister Andreotti in the
scandal has never been conclusively resolved. Iwan Herstatt was twice
convicted of fraud before being declared mentally incompetent in 1991.
Joshua Bension, accused in Israel of stealing $47 million, received a
twelve-year prison sentence in 1975 despite appeals for clemency from
Israel’s two chief rabbis; he was released from prison by Prime Minister
Menachem Begin in 1977. Harry Landy’s five-year prison sentence for
fraud was overturned by a British court in 1979. The suave Sindona, the
corpulent Herstatt, the pious Bension, and the voluble Landy were very
different men, but all had exploited the same yawning gap in bank
oversight. If a bank’s activity crossed international borders, no banking
supervisor in any country had a clear and complete view of its affairs.19



Gordon Richardson raised this issue with Arthur Burns, and they laid it
in front of their fellow central bankers early in 1974. Problems in cross-
border banking, even those involving tiny banks, they argued, had the
potential to turn into massive economic crises far from where they began. In
December 1974, the central bankers requested that their countries’ banking
supervisors figure out how to keep such frightening international contagion
from happening again.20

DECADES LATER, IT IS DIFFICULT TO RECAPTURE THE
MIND-SET that prevailed when the bank supervisors convened in a drab
meeting room above Frey’s Confectionery in Basel in February 1975. The
participants were technocrats—anonymous bank regulators, not prestigious
central-bank governors. Most did not know one another. Nor did they have
a common language. In the meeting room, the delegates wore headphones
as interpreters rendered the proceedings into English, Japanese, Italian, and
French. During coffee breaks, they chatted with difficulty.

The men were uncertain about their legal authority and their ability to
share information. Some had domestic political concerns to weigh, and the
officials around the table did not necessarily have full authority over their
countries’ banks. The Fed could not speak for the US comptroller of the
currency, which was not represented in Basel, and the Bank of Japan was
famously estranged from the absent Ministry of Finance. Diplomatic
considerations interfered; France, in particular, preferred to treat financial
regulation as a European matter, without the involvement of the United
States, Canada, and Japan. Nor was it clear what this new Committee on
Banking Regulations and Supervisory Practices was meant to do. The
agenda would largely be determined by its chairman. After some discreet
maneuvering, Richardson won the job for a colleague with little experience
dealing with banking problems: George Blunden of the Bank of England.21

Blunden, then fifty-two years old, was the ultimate Bank of England
insider. The son of a career Bank of England employee, he had been hired
following his military service in World War II and studies at University
College, Oxford, and had been in the bank’s employ ever since. By the
early 1970s he had worked his way up to chief of management services,
overseeing administrative offices and computer systems. He was not an



expert in banking supervision, but no one else at the Bank of England was,
either; its oversight of the City, after all, was based more on social codes
than on accounting standards. Blunden’s organizational skills more than
made up for his lack of supervisory background. He homed in on the near-
total lack of data about the banking system, ordering bankers to submit
monthly and quarterly reports detailing foreign-currency deposits, property
loans, and loans to related companies. With those figures, Blunden’s
supervisors could compare one bank to another and lay down firm rules to
govern their behavior.22

At that first meeting in Basel, Blunden announced that the central bank
governors wanted the committee to devise a system to provide early
warning of potential banking crises. This project was quickly abandoned as
unrealistic. Instead, after several months of discussion, the supervisors
decided to focus on the single issue that concerned all of them the most:
oversight of banks’ foreign offices.

Banks, to simplify, had three ways to set up shop outside their home
countries in the 1970s. The first, a subsidiary, was like a local bank in the
foreign country, subject to all the host country’s regulations. Among other
things, a subsidiary was required to have its own financial resources—
capital, in bank-speak—so it could make good on its obligations even if the
parent institution were to fail. A branch, on the other hand, was merely a
local outpost of a foreign institution, with little or nothing by way of
independent resources. If the branch was unable to pay depositors, the home
office might make good on its obligations, or it might not; Canada and
Sweden regarded foreign branches as so potentially troublesome that they
did not allow them. The third type of cross-border arrangement was a joint-
venture bank in which two or more foreign institutions owned shares. The
issue with these was whether any of the foreign co-owners would take
responsibility if something went wrong.23

Everyone could agree that these foreign-owned operations posed a
potential problem. Foreign outposts were everywhere—the number of
foreign-owned branches in the major European financial centers had risen
from 303 in 1971 to 472 in 1974—but the supervisors’ ignorance about
them was shocking. They knew little or nothing about what their own
country’s banks did in other countries, and laws in many countries barred



supervisors from sharing information across borders. German banks lent
heavily to Poland through Luxembourg subsidiaries about which German
overseers knew nothing, yet the collapse of Dresdner Bank’s subsidiary in
Luxembourg could have crippled one of the world’s largest banks and
hundreds of important institutions that did business with it. Japanese banks
were expanding rapidly in Europe and North America, but the Bank of
Japan admitted that it had conducted “very few” examinations of those
banks’ foreign branches. The Federal Reserve Board, which oversaw most
of the big US banking companies, had no foreign-based examiners at all.
Although US banks engaged in business practices abroad that were
prohibited at home, such as arranging bond issues and trading commodities,
US supervisors had no ability to keep an eye on them.24

After a year studying these issues, the supervisors reached consensus. In
September 1975, they recommended that countries change their laws to
allow supervisors to share information internationally. Home-country
supervisors, they believed, should be allowed to examine their banks’
branches in other countries, and host-country supervisors should be
authorized to examine a foreign-owned branch in their country at the home
country’s request.

This well-intended agreement, christened the Basel Concordat, was
celebrated as proof that outdated ideas about national sovereignty were
yielding to a more enlightened understanding of the need for international
cooperation. Yet the most difficult issue, final responsibility for financial
institutions operating across international borders, was left unsettled. “It is
not possible to draw up clear-cut rules for determining exactly where the
responsibility for supervision can best be placed in any particular situation,”
the supervisors concluded. Nothing in the new agreement would have
prevented crises like those caused by Franklin and Herstatt, much less a
scam like the one that brought down Israel-British Bank. The issue of how
to use national powers to regulate international banks was so politically
fraught that the supervisors decided to drop the entire subject. In the new
world of global finance, by default, there would be no one in charge.25

THE LONGER THE BANKING SUPERVISORS TALKED, THE
MORE money poured in to the oil exporters’ accounts. The official price of



light crude from Saudi Arabia, $5.12 per barrel in October 1973, reached
$11.65 in January 1974 and $12.37 in 1975, when the OPEC countries’
receipts reached $135 billion. As that money coursed through the banking
system, banks from around the world opened their doors in Frankfurt and
New York, Beirut and Atlanta, jockeying for deposits and offering loans to
borrowers with whom they previously had no contact. Many of the banks
crowding into the business were novices at international lending, and they
were unfamiliar with their new customers. This was a time bomb, and the
supervisors knew it. The more they talked things over in Basel, the more
worried they grew about a problem the banks preferred they ignore—the
banks’ lack of capital.26

Capital has a critical role in banking. In the most basic terms, it
represents the resources available to repay depositors and trading partners
in the event the bank sustains large losses. Banks raise capital by selling
shares to investors, setting aside a portion of their annual profits, or
building up a reserve of money in expectation that certain loans will turn
sour. The common thread is that a bank’s capital cannot be lent out to
customers; it sits idly in the form of cash and short-term securities just in
case it is needed. In the ideal world, the more loans a bank makes, the more
capital it should set aside to protect against nonpayment. But bankers are
painfully aware that holding more capital can lead to lower returns for
shareholders. By the mid-1970s, many banks had almost no capital. Walter
Wriston of Citicorp of New York, arguably the most influential banker in
the world, argued that sophisticated management rendered bank capital less
necessary, and he made it clear that his bank would hold as little of it as
possible. As big banks’ lending and trading business flourished, their capital
did not increase accordingly.27

It was Arthur Burns who first sounded the alarm publicly. Burns had
been shocked to find the Fed forced to rescue Franklin and to manage the
fallout from Herstatt. When he addressed the American Bankers Association
in Honolulu in October 1974, he did not bother with pleasantries. Banks, he
said, were growing far too quickly. They were collecting short-term
deposits too aggressively and lending them out with too little attention to
the length of the loans and the likelihood of repayment. As they expanded,
“the capital cushion that plays such a large role in maintaining confidence



in banks has become thinner, particularly in some of our largest banking
organizations.” Regulators, he announced, were imposing a “breathing
spell,” delaying banks’ expansion until the banks put themselves on a
sounder footing.28

The general public knew virtually nothing about these problems, for
bank supervisors almost everywhere kept the key measure of a bank’s
strength—the ratio of its capital to its loans and other assets—confidential.
On those rare occasions when word got out, supervisors dissembled. After
the Washington Post revealed in January 1976 that First National City Bank
and Chase Manhattan, the second- and third-largest banks in the United
States, were on an official list of problem institutions, their supervisor,
Comptroller of the Currency James E. Smith, averred that they were
“among the soundest banking institutions in the world.” How they could be
so sound when large numbers of borrowers were evidently failing to repay
loans, Smith did not explain. The situation in other countries was even
worse. Many French and Japanese banks had scarcely any capital,
effectively leaving their governments on the hook if borrowers failed to
repay their loans.29

The issue of how much capital banks should hold was so sensitive that
the supervisors’ committee decided in October 1976 not to discuss it. It was
left up to each country to address the matter on its own. No country could
afford to do so aggressively. If a bank were required to hold significantly
more capital than its foreign competitors, it would be at a competitive
disadvantage. When Paul Volcker, who became president of the Federal
Reserve Bank of New York in 1975, and John Heimann, who became
comptroller of the currency in 1977, instructed US banks to issue new
shares or set aside profits in order to raise their capital levels, they ran into
heavy resistance; even a small increase in capital levels took several years
to accomplish. And so, as the petrodollars kept flowing and international
lending boomed, the banks’ impressive growth masked their increasingly
fragile foundations. As Gordon Richardson had feared, international finance
would expand far faster than the ability of supervisors keep it safe and
sound. In a few years there would be serious consequences, as reckless
banking fueled by greed and petrodollars would bring the world financial
system to its knees.30
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CHAPTER 7

Quotas and Concubines

o long as the world economy boomed, politicians and government officials
happily claimed the credit. As boom turned to bust, starting in the final
months of 1973, they were left with the blame; the same laws and policies
that had seemed so instrumental in creating jobs and raising living standards
during the Golden Age now were held up as obstacles to economic
progress. Government regulators, who had styled themselves as
professional, nonpartisan public servants working for the common good
came under attack as self-serving bureaucrats protecting their power by
stifling innovation and preserving inefficiency. The notion that greater
competition might be the key to economic revival was gaining traction, and
as it did it would power a worldwide movement for deregulation.

The early push for deregulation, though, had less to do with long-run
economic concerns than with Richard Nixon’s political problems. When the
oil crisis struck in October 1973, the United States was poorly equipped to
deal with higher prices and shortages of gasoline and diesel fuel. As a result
of suburban sprawl, most homes, and a growing number of office buildings
and shopping centers, were in low-density areas beyond the reach of mass
transit; outside of a few big cities, almost everybody drove to work alone.
Americans’ love of large cars was legendary, and the introduction of
massive V-8 engines and power-draining air conditioners had reduced fuel
efficiency over time. The average car on the road gulped 18 percent more
gasoline in 1973 than in 1963. With the typical driver needing to fill up
once a week, Americans were spending a lot of time in gasoline lines. And



spotty supplies of diesel fuel were disrupting trucking, leaving factories
unable to deliver their goods and angering the drivers who moved freight
across the country’s vast spaces. Nixon, as keen a reader of political tea
leaves as ever occupied the White House, knew it was time for decisive
action. In December 1973, he appointed an energy czar.1

That appointment was, in many ways, a typical government reaction in
the early 1970s. The idea that the economy might adjust on its own to
changing prices was not widely accepted in the Golden Age. Distrust of
market forces was endemic; in almost every country, the most mundane
details of economic life, from interest rates on savings accounts to the
opening hours of grocery stores, were subject to law, regulation, and
bureaucratic whim. Governments also used regulations to reinforce certain
social policies without the need for political battles. Stockbrokers were
allowed to agree on the commissions investors had to pay when buying or
selling shares; this price-fixing ostensibly protected small punters who
might make bad bets if they tried to invest without a stockbroker’s advice,
but it mainly served to fatten brokers’ profits. Large businesses
communicated by telex, a cumbersome teletype system, because regulators
deliberately made long-distance phone calls costly to subsidize cheap local
calls. US banking was controlled in such a way that when interest rates
rose, home mortgage lending would dry up while loans would keep flowing
to business. Such strictures had been in place for so long that they had come
to seem entirely normal.

The man Nixon chose to restore order to the unruly energy market did
not see things that way. William Simon, the deputy treasury secretary, was
an unabashed defender of dog-eat-dog capitalism. Then forty-six, Simon
had made his fortune trading municipal bonds, the tax-exempt securities
issued by US state and local governments. Unlike many top Treasury
officials, he possessed neither an Ivy League pedigree nor a graduate
degree. More interested in athletics than intellectual pursuits, he had studied
at a small college, started his career at a little-known bond house, and rose
on his merits to become a senior partner of the prestigious investment bank
Salomon Brothers. Life in the markets, where opportunity was always
fleeting, had conditioned him to act, not to temporize; he was nothing if not
decisive, “a human buzzsaw,” as a journalist once called him. Simon was a



devout Catholic, but he bristled at the notion that he understood
Catholicism to be a right-wing ideology. “I am a non-interventionist,” he
told an interviewer. “I believe in Thomas Aquinas’s concept . . . that the
community should not do for the individual what the individual can and
should do for himself.”2

Simon had turned down lesser government posts during Nixon’s first
term, holding out until Nixon appointed him to the Treasury in January
1973, at the start of his second term. With oil prices already on the rise,
Nixon soon asked him to chair a committee to revise controversial
restrictions on oil imports. Simon had no expertise in energy, and the
posting would be his introduction to a sector dominated by state and federal
regulations, many of which he openly regarded as bizarre. Congress was
eager for Nixon to ask for new powers over the oil market. Simon disagreed
vehemently, declaring that the Nixon administration did not want or need
additional authority over petroleum production or refining. Market forces,
he thought, would eliminate the shortage as high prices prompted risk
takers to drill for more oil. The only power that might bring prices back
down, he said bluntly, was “the power to create a barrel of oil or gasoline.”3

Nixon already had a testy relationship with Congress. He was enmeshed
in the Watergate scandal, which would soon drive him from office, and his
vice president, Spiro Agnew, had been forced to resign in late 1972 after
pleading guilty to tax evasion. While some officials might have sought to
make peace with the administration’s critics, the new energy czar enjoyed
goading them. Simon’s fief, formally known as the Federal Energy Office,
would be housed within the Executive Office of the President, above the
many federal agencies and departments that could pose obstacles to
decisive action and sheltered from congressional committees that might
want to dictate energy policy. Simon was to run the Energy Office while
keeping his job as deputy treasury secretary, giving him extraordinary
influence over the economy. Energy, Nixon thought, posed tough problems
that only a strongman could fix. The analogy, he told his cabinet, was Albert
Speer, the architect who took charge of Germany’s armaments industry in
1942. Had Hitler not given Speer total control over weapons production,
Nixon said, Nazi Germany would have lost the war much earlier.4



The obvious way to defuse public anger about gasoline lines and natural
gas shortages was to increase production. But Simon soon learned that
despite his extensive reach, this was out of his control. All drilling off US
coasts, on federal lands, and in Alaska was governed by federal law, and
with the memory of the 1969 blowout of an offshore well near Santa
Barbara, California, still fresh, Congress was in no hurry to make drilling
easier. Legislators were similarly disinclined to change laws that
constrained the energy market. One of those laws required the
administration to develop plans for allocating petroleum supplies in the
event of a national energy shortage. Simon did so three weeks after taking
charge of the energy sector, laying out a plan to ration gasoline, jet fuel, and
other oil and gas products if necessary. His scheme came with a free-market
twist: if rationing were ordered, each licensed driver over age eighteen
would be entitled to thirty-two to thirty-five gallons of gas per month, but
the ration coupons would be freely tradable. The market, not the
government, would set the price.

The proposed rationing plan was a charade. Simon was philosophically
opposed to rationing, and he had no intention of putting his scheme into
force. After winning plaudits from Congress and headline writers by
announcing the plan, Simon consigned it to a shelf. Instead, he set out to
encourage private companies to increase oil and gas production by reducing
regulation. In the early months of 1974, the energy czar began to take
advantage of his ready access to the media to preach loudly against
government controls over energy. Simon’s highly public assaults on
bureaucracy and regulation opened a wide-ranging debate over the
economic role of government.

ENERGY WAS AMONG THE MOST HEAVILY REGULATED OF
ALL economic sectors in the United States, and the complexity of its
regulation was second to none. A 1938 law directed the Federal Power
Commission to ensure that natural gas prices were “just and reasonable.”
The commission did so by regulating pipelines transporting natural gas
from wells to storage tanks in other states; it had no power over pipelines
that did not cross state borders. In 1954, the Supreme Court ruled that the
commission should regulate not just pipelines but also the prices that



producers charged for their gas, drastically increasing its reach and its
workload. However, as with pipelines, the federal government had no
authority over gas produced and used within a single state—meaning that
an in-state power plant and an out-of-state power plant could pay different
prices for gas from a single well. The Federal Power Commission thus
found itself regulating the price of natural gas from tens of thousands of
wells when the gas entered inter-state pipelines while ignoring the identical
product flowing into intra-state pipelines.5

Never having regulated a gas well, the commission was flummoxed. In
1955, it settled on a process in which the owner of each well would have to
submit documents disclosing its costs. The owner would then be required to
price the gas high enough to show a reasonable profit. The commission was
stealing a time-tested idea, as this was pretty much the way railroads and
electric companies had been regulated since the early 1900s.

Yet there was a small problem with this approach: operating a gas well
was nothing like running a railroad. Many wells produced both gas and oil,
requiring complicated judgments about which exploration and development
costs should count in setting gas prices and which should be charged to oil.
Some wells were farther from major markets than others and needed to
charge lower gas prices to make up for higher transportation costs. New
wells had higher drilling costs than wells drilled decades earlier; cost-based
pricing made this so-called new gas more expensive than gas from an older
well nearby, rendering the “new gas” hard to sell. Moreover, with 4,700
producers submitting reams of cost data, the commission estimated in 1960
that figuring out the correct price for the gas from each well would keep it
busy for eighty-three years, assuming no new wells were drilled. And those
investigations would not resolve the politically sensitive question of
whether cheaper “old gas” should be reserved for consumers to heat their
homes or sold to chemical producers that wanted to reduce their input
costs.6

If the natural gas market had been muddled before, federal regulation of
some (but not all) wellhead prices tied it up in knots. By the middle of the
1960s, producers in Texas, Oklahoma, and other gas-rich states could earn
far more selling within the state than to customers in other states. Naturally,
they tried to sell their gas locally whenever possible. Users in states without



gas wells, including the utilities that supplied gas to households and
businesses, could not get all the natural gas they needed. Customers willing
to pay extra to protect their supplies could not do so, because prices for
interstate sales were set by the government, not by negotiations between
buyers and sellers.

In Cleveland, thirty thousand workers at seven hundred companies were
laid off for ten days in January 1970 when the local natural gas storage
tanks hit empty. Gas deliveries nationally fell about 2 percent short of
demand in 1971, 5 percent in 1972, and more than 6 percent in 1973.
Eastern states from New York to North Carolina, which produced no natural
gas but consumed large amounts to heat homes and fuel factories, were
hardest hit. Even the Washington Post, normally a sharp critic of the energy
industry, accepted the American Gas Association’s contention that
government price-setting was discouraging the search for new gas. The
reliably conservative Reader’s Digest, circulated monthly to eighteen
million US households, told readers in April 1973, “We’re running out of
gas needlessly.”7

THE US OIL MARKET WAS, IF ANYTHING, EVEN MORE
IRRATIONAL than the gas market. The rates charged by oil pipelines that
crossed state lines had been under federal regulation since the early years of
the twentieth century, and in 1932 Congress had imposed taxes on imported
petroleum, gasoline, and lubricating oil to guarantee that domestic
producers would be able to sell their oil. Regulation tightened in 1955 after
a committee appointed by President Eisenhower recommended holding
imports below 10 percent of domestic demand in the interest of national
security. When refiners ignored this recommendation—imports in the
second half of 1956 exceeded 12 percent of demand—Eisenhower ordered
major refiners in all regions except the Pacific coast to “voluntarily” reduce
their imports of crude oil by 10 percent, while smaller refineries were asked
to seek federal approval of their imports. What this meant, in practice, was
that the US Department of the Interior decided how many barrels of
imported crude should go to Standard Oil of Indiana’s refinery in Virginia
or to the Hess refinery in New Jersey.8



Bizarrely, this attempt to limit oil imports by voluntary action led to
more imports rather than fewer. Refineries that could not get enough
imported oil had to buy more domestic crude, forcing up the price of
domestic oil. US oil sold for 18 percent more than imported oil, but all
refiners received the same prices for their gasoline and diesel fuel no matter
where the oil came from, meaning that a refiner more reliant on domestic
oil would face a profit squeeze. Refiners thus had an enormous incentive to
import as many barrels as they could. Those that had previously used oil
from Texas and Louisiana now sought permission to use Middle Eastern
and Venezuelan oil, claiming that competitive conditions left them no
choice.

After his “voluntary” program failed to hold down oil imports,
Eisenhower made import controls mandatory in 1959. Under the mandatory
program, each refiner was supposed to receive an import quota equal to at
least 80 percent of its last allocation under the voluntary program. But there
were many complications. As the domestic price rose above the price of oil
from western Canada—normally an expensive source—refineries in the
Midwest began importing Canadian oil. To keep the total amount of imports
unchanged, the government had to reduce the quotas of refineries on the
Atlantic coast, which brought in oil from the Middle East and Venezuela.
These large refineries, desperate to avoid having to purchase expensive
domestic oil, found a way around the problem by striking deals with small
refiners, which were entitled to special import quotas for political reasons.
The small refiners signed up to become “concubines” of larger ones,
reselling their import quotas at a markup without bothering to refine the oil
themselves.

In another circumvention, the New England states that relied heavily on
oil for heating won the right to import heating oil outside the quota system,
so distributors elsewhere siphoned up cheap heating oil in the Northeast and
shipped it west. The strangest arrangement of all was known as the
Brownsville Loop. This involved sending heavy Mexican crude by ship to
Brownsville, Texas, heating it so it could be pumped into tanker trucks, and
sending the trucks across the border into Mexico. There, trucks would go
around a traffic circle, cross the Rio Grande back into the United States, and
return to the Brownsville docks to pump the oil aboard a ship that would



carry it to a refinery—all to qualify it for special quotas granted to imported
oil arriving by land.9

The oil import quota system was not only Byzantine; it was
extraordinarily inefficient. By 1969, import restrictions effectively required
East Coast refiners to buy domestic oil for $3.90 per barrel instead of
importing Middle Eastern crude for $2.30. Of course, this higher price was
passed through to consumers, even as Nixon’s anti-inflation program was
trying to hold down price increases. And the mandatory use of domestic oil
depleted US oil reserves, increasing dependence on reserves abroad—
precisely the opposite of the program’s intended purpose. Nixon’s anti-
inflation bureaucracy made matters worse. In the summer of 1972, officials
encouraged refiners to maximize their output of gasoline to make driving
cheaper. Refining more gasoline from each barrel of oil meant cutting back
on other products, such as heating oil. Predictably, heating oil supplies ran
short when winter arrived.10

Even well-informed citizens were unfamiliar with the intricacies of oil
import quotas, and they couldn’t make much sense of the battles over new
gas and old gas. On the other hand, gasoline lines and heating oil shortages
struck close to home. During the anxious months of 1974, Americans
frequently heard an unaccustomed explanation: regulation might be causing
the energy problem, and deregulation might resolve it.

Deregulation was not an entirely new concept in 1974. Congress had
briefly considered rolling back some of the regulations governing trains and
trucks in 1957, and in 1968 the Federal Communications Commission had
allowed customers to connect some of their own equipment to the telephone
network, a tiny step toward deregulation of the telecommunications sector.
More consequentially, economists such as George Stigler and Ronald
Coase, both of the University of Chicago, had been laying the intellectual
framework for deregulation since the 1950s by arguing that the economy
would be better off if prices for particular goods and services were
determined by competition rather than the dictates of government agencies.
The Ford Foundation had jumped into the fray in 1967, granting the
Brookings Institution, a Washington think tank, $1.8 million for a program
of studies that resulted in 125 books, journal articles, and dissertations on
regulation or deregulation by 1975. Warning of an energy “crunch,” the oil



and gas industry had called for price deregulation in 1971, and its allies at
the American Enterprise Institute, a conservative think tank, created their
own program to study deregulation. Yet none of this had much practical
impact. “Procompetitive regulatory reform was well articulated as a policy
prescription; but it remained a solution in search of a widely perceived
problem,” political scientists Martha Derthick and Paul J. Quirk wrote in
1971.11

In truth, politicians of both parties were ambivalent about energy
deregulation. They wanted more oil and gas production in the United States,
but they did not want to allow the price rises that might encourage wild-
catters to drill more wells. Energy policy swayed back and forth with the
political needs of the moment, haplessly piling regulation upon regulation
in a futile effort to accomplish the impossible.

In March 1973, Nixon’s Cost of Living Council, charged with fighting
inflation, set controls on the price of oil and on the profit margins of major
oil companies. One month after approving these sweeping new regulations,
Nixon reversed course, calling for deregulation of “new gas” and
announcing that oil import quotas would be phased out over seven years,
which would undermine price regulation. In June, the administration
changed course again, ordering a sixty-day freeze on prices, including
prices of petroleum products, bringing sporadic shortages of gasoline.
When the freeze expired in August, the price of oil from new wells was
decontrolled but the price of oil from existing wells was not; as with gas,
“new oil” could sell for a higher price than “old oil,” even when the “new”
and “old” wells were just a mile or two apart.

If Nixon’s ideas about regulation were inconsistent, those advanced in
Congress were even harder to make sense of. Even as legislators called for
more drilling, committees drafted bills to strengthen the Federal Power
Commission’s authority to hold natural gas prices down, which would
discourage drilling. In November 1973, seven weeks after the start of the oil
embargo, Congress extended federal control over petroleum prices and
supplies through August 1975, even though price controls were bound to
discourage well owners from pumping oil that was readily available.
Federal law dictated that energy prices should remain low, regardless of the
law of supply and demand.12



This was the situation when Simon took charge of the Federal Energy
Office in December 1973. He shared none of his boss’s ambivalence about
deregulation; later, he would acknowledge that he found Nixon’s economic
policies “insane.” He discovered that, Nixon’s public statements
notwithstanding, the position of energy czar included none of the dictatorial
powers of Albert Speer. “I immediately learned that my plans to operate in
an efficient, businesslike manner had nothing on earth to do with the
centralized allocation of resources by a government agency,” he later wrote.
Unable to transform Washington with the stroke of a pen, he tried
haranguing it instead. He made himself a prophet of deregulation, using any
occasion to advocate freeing the energy sector from layers of government
controls.13

His first chance came in January 1974, when he pointed out to Congress
that federal price regulations enabled some households to buy heating oil
for twenty-three cents per gallon while their neighbors were forced to pay
twice as much. In March, he successfully urged Nixon to veto legislation
that, among many other things, sought to codify the price of oil in law. Soon
thereafter, Nixon told Republican Party leaders that he wanted to end
federal regulation of natural gas prices. “Do you want natural gas at a
higher price or no more natural gas?” he asked them. But his plans went
nowhere. The Republicans were well in the minority in both houses of
Congress; even if they had been united in support of energy deregulation,
they lacked the votes to achieve it. And they certainly were not united. The
priorities of Republicans from the Northeast, where oil was the major fuel
for heating and for mass transit systems that ferried many workers to their
jobs, were very different from those of Republicans from rural oil-and-gas
states like Oklahoma, or from a state like Florida, where the cost of
electricity for air-conditioning mattered far more than the cost of wintertime
heat.14

Oil and gas deregulation proved to be very tough nuts to crack. An
enormous number of investment decisions, supply arrangements, and
pricing formulas were based on the existing regulations. Some factories and
power plants had contracted to buy natural gas at fixed prices years into the
future; if immediate deregulation enticed owners of old wells to bring more
gas to market, the average price of gas would fall, and users with fixed-



price contracts would be stuck paying far more than their competitors. On
the other hand, if the price of new gas were set free but the price of old gas
remained capped, owners of old wells might simply shut them rather than
selling their gas at below-market prices. Would oil prices fall if price
controls went away entirely, or would they rise to the level set by the
Persian Gulf exporters? No one could be certain. And what if US natural
gas reserves were so depleted that deregulation failed to stimulate new
production? In that case, Congress was warned, Americans’ heating bills
would soar.15

Instead of abolishing regulation with a single big bang, Congress and
four successive presidential administrations would vacillate, acting to
encourage drilling while holding down consumer prices and assuring
various interests, from farmers to transit systems to chemical
manufacturers, that they would have enough energy. Although the National
Energy Act, passed in 1978, supposedly deregulated energy prices, federal
controls on natural gas prices would not fade away until the 1990s.
Restrictions on oil exports, designed to assure ample domestic supplies and
thus to keep prices low, would survive well into the twenty-first century,
even after new discoveries transformed the United States from an importer
into an exporter of oil.16

SIMON’S TENURE AS ENERGY CZAR WAS BRIEF, BECAUSE
NIXON APPOINTED him secretary of the treasury in May 1974. In his
new role, he continued his impassioned attacks on the harm caused by
excessive regulation. He found an important ally in President Gerald Ford,
who took office after the Watergate scandal forced Nixon’s resignation in
August 1974. On September 10, one month into Ford’s administration,
Simon called for “an all-out effort to remove government restraints” on
energy, including price controls on oil and natural gas. “The government,”
Simon said, “has posed, and continues to pose, the major obstacle in the
short and medium term to efficient market allocation in energy.” Ford
extended the argument to government regulation in general, listing it among
the factors that were propelling inflation to the highest rate since the end of
World War II price controls in 1947.17



Amid public anger at gasoline lines and cutoffs of natural gas
shipments, such verbal assaults transformed deregulation from an academic
debating topic to a practical concern. Simon missed no occasion to pound
the drum. Federal regulation and inflation “are malignant forces that are
subtly, quietly, but very busily eating away at the foundations of our
society,” the treasury secretary proclaimed in February 1975. “We must lift
the heavy hand of government regulation, which cramps so much of our
economy,” he wrote two weeks later. But where to start? With energy
deregulation stalled, the Ford administration turned its attention to an
industry where the political outlook for deregulation was more promising:
transportation.18

Transportation had been the first part of the US economy to be
subjected to heavy government control; the Interstate Commerce Act of
1887, which created a new federal agency with jurisdiction over the
railroads, was a landmark in the history of regulation. Over time, the
Interstate Commerce Commission and agencies much like it took charge of
pipelines, coastal ships, river barges, buses, trucks, and airplanes.

The regulations had two main purposes: to promote stability in the
transportation sector and to ensure that carriers did not discriminate by
treating one shipper, product, or community differently from any other.
Only one or two airlines were allowed to fly each domestic route, charging
fares authorized by the government; airlines’ applications to serve new
routes were rarely approved. A truck owner wishing to carry cargo between
two cities had to prove that the public “convenience and necessity” would
be served by his entry into the market—a point the truck lines already
serving the route would engage lawyers to dispute. A trucking company
also had to obtain approval of the products its trucks could carry and the
rates it could charge, to ensure it would not unfairly grab business from
other truck lines or from railroads. There were endless investigations of
whether changes in railroads’ freight rates were justifiable. Coastal ship
lines had to charge less for every type of freight than the railroads they
paralleled, but not so much less that their competition might undermine the
rail industry.

Most other governments had similar regulations, or else they owned
transportation companies directly. And almost every country had a “flag



carrier,” a national airline whose interests the government protected by
limiting international competition. Brazil, to take one of many examples,
had signed a treaty with the United States specifying how many airlines
could fly between the two countries, which airports they could serve, how
many flights they could offer, what size planes they could use, and what
fares they could charge—all to make sure that Pan American World
Airways, the US carrier, and Varig, its Brazilian counterpart, divided the
passenger traffic evenly. If a newcomer wanted to offer flights between
Atlanta and Rio de Janeiro, the door was closed.

Regulation of prices and market entry had protected transportation
companies’ profits for decades. High prices and inefficiency were built in,
burdening not just users of the transportation system but the entire
economy. Airline travel was a luxury, priced beyond the reach of many
Americans, even as half of all domestic airline seats went unoccupied. A
truck carrying television sets from Memphis to Kansas City might have to
return empty if it could not locate cargo it was authorized to carry for the
backhaul. Two percent of railroads’ revenues went to pay damage claims,
and railroads had no particular incentive to reduce that figure because
regulators let them pass the costs on to shippers. But by the 1970s, the
transportation system was in distress because of high fuel prices and the
loss of business from manufacturers and retailers who found it more
profitable to own truck fleets than to deal with regulated truck lines and
railroads. Major freight railroads were collapsing into bankruptcy, and
airlines were warning they would need government subsidies to survive.19

In this situation, Ford and Simon found an ally from the other end of the
political spectrum: Senator Edward Kennedy of Massachusetts. Kennedy,
among the most liberal of Democratic senators, became convinced that
government regulation of the transportation sector, far from aiding the
disadvantaged, benefited some companies and their well-paid workers at
the expense of consumers. In the winter of 1975, he organized a six-part
hearing at which academics, consumer advocates, and Ford administration
officials blamed regulation for high airfares, empty planes, inadequate
service on some routes, and excessive service on others. A few months later,
the administration unveiled a plan to eliminate regulation of the airlines—
and, for good measure, of trucks and trains as well.



So drastically had Simon’s preaching changed the public mood, and so
dire was the financial situation of the railroads, that support for deregulation
transcended ideology. Jimmy Carter, the Democrat who took office as
president in 1977, named Cornell University economist Alfred Kahn to
head the Civil Aeronautics Board, which regulated the airlines. Kahn
promptly began lobbying Congress to put his agency out of business.
Congress was happy to oblige. Later that year, it did away with price
regulation of domestic air cargo. In 1978, Congress eliminated federal
authority to control passenger fares and to decide which routes airlines
could fly. Economic deregulation of trucking, bus service, railroads, and
ocean shipping would follow. In all, a Congress rabid with deregulatory
fervor passed eight laws in nine years drastically curbing the government’s
power over the transportation market.20

TRANSPORTATION WAS MERELY THE BEGINNING.
CONGRESS PASSED a law in 1980 deregulating the interest rates banks
could pay depositors; against all expectations, that law led to massive
growth of the financial industry and deprived government officials of the
ability to decide which sectors of the economy were most deserving of
credit. US regulations limiting competition in telecommunications,
electricity, and other industries quickly came under scrutiny, and
deregulation of oil and natural gas soon returned to the political agenda as
well. The movement quickly spread abroad, as critics took aim at laws
restricting shop hours, limiting the products stores could sell, allowing
companies to form price-fixing cartels, and protecting high international
airfares. By 1978, the tide of deregulation had advanced so far that in
France, where the state had dominated the economy since the age of Louis
XIV, the government abolished controls on the price of bread for the first
time in 185 years.21

In aviation and telecommunications, deregulation triggered waves of
innovation, from overnight package delivery to discount airlines to the
mobile phone revolution, which provided precisely the economic stimulus
that advocates like William E. Simon had promised. Deregulation infused
new life into European cities where the law had required commerce to cease



at 6:30 in the evening, revived the moribund US railroad industry, and
allowed Japanese consumers their first experience of discount shopping.

In other cases, though, deregulation failed to work as expected. Among
them was the US energy industry, where Simon had begun the deregulatory
push. While gasoline lines vanished and emergency cutoffs of natural gas
were forgotten as consumers learned to adjust to volatile prices,
deregulation did not trigger the drilling boom Simon had predicted.
Domestic oil production trended downward from 1970 until 2008, long
after producers were free to charge whatever they wished, and it took
twenty-three years before natural gas production exceeded the level of the
early 1970s.

Deregulation brought enormous benefits, but they did not come free.
The deregulation of interest rates on deposits and loans made the US
banking industry less stable, contributing to the failure of more than a
thousand savings and loan associations, which specialized in home
mortgage lending, between 1986 and 1995. Taxpayers were forced to cover
most of the cost. In other industries, regulated companies, facing little or no
competition, had earned steady profits that supported stable, well-paid jobs.
As their monopolies crumbled and artificially high prices plummeted,
workers and shareholders who had thrived under regulation found
themselves far worse off. Dramatically lower airfares allowed hundreds of
millions of people to fly for the first time—but competition from new
budget airlines brought pay cuts and job losses at long-established carriers.
Traffic at the venerable Greyhound bus line in the United States fell 40
percent in six years as air travel became cheap; sharp cuts in bus drivers’
pay followed, leading to bitter strikes and, in 1990, the company’s
bankruptcy. Across the Atlantic, British Telecom shed one hundred
thousand jobs after deregulation arrived in 1991.22

On balance, however, the results of deregulation were undeniably
positive. Where old jobs and old companies vanished, new ones appeared,
and new products that had been delayed by regulation—variable-rate
savings accounts, mobile phones, privately owned television channels
appealing to golfers or gourmets—brought benefits to consumers.
Economic growth got a boost as firms, able to negotiate prices and services
previously dictated by regulators, found ways to run their own businesses



more productively. But without the enveloping structure of regulation, the
stability and security that had been such fundamental aspects of the Golden
Age were seriously undermined. As governments tried to restore
productivity growth and reinvigorate their economies, stability had become
an unaffordable luxury.
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CHAPTER 8

The Export Machine

t may have been the toilet paper situation that awoke Japan to the dangers
ahead. In late October 1973, just as the Arab oil producers were raising
prices and cutting back supplies, a rumor made the rounds in Osaka that the
country was running out of toilet paper. A newspaper picked up the story,
and mobs of housewives soon set upon grocery stores to buy every roll in
sight. A government statement that there was no shortage only increased the
panic. In Amagasaki, an elderly woman broke her leg when a crowd of
shoppers pushed her to the floor. In Shizuoka, one man purchased a
thousand rolls, just in case. In Tokyo, stores capped sales to individual
customers. As tiny Japanese apartments filled up with boxes of paper, the
government stepped in, ordering wholesalers to empty their warehouses of
toilet paper in order to stem the frenzy.1

With turmoil pervading even the market for toilet paper, no one in Japan
could doubt that the country was in dire straits. The soaring price of oil
threatened Japan more than any other wealthy economy. During the Golden
Age, when its economic growth far surpassed that of any other country,
Japan had transformed itself from a beggar into the world’s second-largest
economy. But the oil shock endangered the dreams of a society that had
unexpectedly grown rich. The government in Tokyo was desperate to
sustain Japan’s unprecedented achievements. Its efforts to do so would
reshape the pattern of world trade and contribute to the growing sense of
crisis across the rest of the industrialized world.



The 1960s had been an incredible decade. At its start, more Japanese
had worked on farms (12.8 million) than in factories (9.4 million), and
many of the latter had earned their living hunched over sewing machines or
mindlessly watching molding machines spit out cheap plastic dolls. Over
the ensuing ten years, manufacturers had invested massively in the latest
Western machinery, raising output per work hour more than 10 percent per
year, compounded, even as they added millions of jobs. After adjusting for
inflation, Japan’s income per person had more than doubled, enabling
millions of consumers to buy refrigerators, cars, and color televisions. Work
was to be had for the asking. Companies were so desperate to hold on to
labor that they promised restive workers jobs for life, a new practice that
was soon deemed a venerable tradition.2

By 1970, though, the elite bureaucrats responsible for planning Japan’s
future at the Ministry of International Trade and Industry, known as MITI,
began to worry that the economy would soon fall to earth. They had good
reason for concern, for the foundations of prosperity were not nearly as
solid as they looked.

Japan’s headlong growth could be traced largely to three factors. One
was the embrace of European and American technology. Japanese
companies binged on foreign patents and used them to make their factories
as efficient as those abroad. By one estimate, new technology alone, almost
all of it imported, boosted Japan’s economic growth by about 2 percent per
year before the onset of the oil crisis. A second contributor was heavy
capital investment. Encouraged by low tax rates on interest income,
Japanese households’ savings rates soared in the late 1950s. Banks recycled
that family money into loans to manufacturers. The third big factor, closely
related to the first two, was economies of scale, as artisans’ tiny workshops
gave way to huge factories stuffed with modern equipment.3

Japan’s “high growth period,” as it was officially known, was almost
entirely a manufacturing story. By 1970, 45 percent of national income was
produced on the factory floor. But high growth could not go on forever. The
big gains to be had from updating factories with Western technology were
past. Cheap loans and excessive enthusiasm had led to more capital
investment than the country needed. And once big plants had squeezed out
the less efficient small ones, that boost to productivity could not recur;



already in 1970, more than half of Japan’s industrial production came from
plants with more than three hundred workers.

Meanwhile, other parts of the economy were still extremely inefficient.
Japan had 711,269 food shops in 1970, one for every forty-three
households. The average bakery employed two workers, the average drug
store only three. Thanks to laws that restricted the size of retail stores,
thousands more tiny shops were opening each year. At a bank, exchanging a
few hundred dollars for yen could take fifteen or twenty minutes and
involve encounters with multiple employees, each of whom had to approve
the transaction before the Japanese currency could be handed over. While
productivity in industries like electronics and metal products had raced
ahead during the miracle years, productivity in trucking and railroads had
hardly improved at all.4

MITI’s planners foresaw the 1970s as a time of modernization. They
spoke of strengthening Japan’s service sector. They favored allowing bigger
retail stores so that the hundreds of thousands of mom-and-pop proprietors
would have to find more productive work. And they urged manufacturers to
move away from metal bashing into high-technology products befitting an
advanced economy with an educated workforce, such as computers and
aircraft engines. The collapse of the Bretton Woods system in the early
1970s made their efforts to move Japan away from labor-intensive
manufacturing look prescient, as the soaring yen left Japanese industry
reeling. In just two years, from 1971 to 1973, the cost of one hour of factory
labor rose 38 percent in dollar terms, rendering a wide swath of Japanese
exports uncompetitive on the world market. Workers’ double-digit pay
raises were not enough to keep up with inflation, which topped 18 percent
in 1973, but they made Japan’s exports even costlier abroad. By the time the
oil shock slammed the Japanese economy in the autumn of 1973, Japan’s
industrialists were starting to fear for their future, while housewives were
up in arms over what the newspapers described as “crazed prices.”5

Cheap oil had made it practical for energy-intensive chemical,
aluminum, and steel plants to thrive in a country that produced hardly any
petroleum or natural gas, so OPEC’s price hikes instantly threatened the
core of Japanese industry. Seemingly overnight, the mood turned from
worried to downright grim. Two years earlier, when companies had still



been desperate to staff assembly lines and sales counters, fifteen-year-old
boys fresh out of middle school had received an average of 5.8 job offers
apiece. Now, in the final months of 1973, unwanted workers faced the ax.
At first, women bore the brunt of “operation scale-down,” as firms
dismissed temporary and part-time workers, most of them female, in order
to keep fathers and husbands employed. But as profits declined, men, too,
were sloughed off to lower-paying contractors, put on part-time schedules,
or forced into early retirement. As the government ordered businesses to use
less energy to conserve precious oil, industrial production fell precipitously.
Police officials warned of the potential for violent conflict come March,
when labor unions would launch their annual “spring offensive” to demand
higher pay.6

The government tried its best to encourage optimism. In January 1974,
it forecast growth of 2.5 percent through March 1975. Had the forecast
come true, Japan would have experienced its worst economic performance
since 1945, a year when American bombers were setting entire cities
aflame, but there still would have been enough growth to fund pay raises.
Reality was far bleaker. With the oil shock dramatically increasing import
prices, the trade balance turned sharply negative, leaving doubts as to
whether Japan had enough foreign currency to pay for oil to keep the lights
on. At the same time, soaring prices belied the government’s forecast that
inflation would subside. As the annual inflation rate headed above 20
percent, the Bank of Japan saw no choice but to raise interest rates, despite
the weakening economy. The inflation problem simply had to be solved,
Eimei Yamashita, the powerful vice minister of MITI, told the press. If not,
he warned, “The Japanese economy will completely collapse.”7

The anti-inflation campaign hit consumers and businesses hard. In 1973,
Japan had still been an international superstar. By the middle of 1974, its
economy was underperforming that of every other wealthy country, and its
social peace was at risk. Japan urgently needed to bring in enough dollars to
pay its oil bill. Government leaders saw no choice but to power up exports.8

EXPORT-LED GROWTH WAS HARDLY A NOVEL IDEA. DURING
THE 1950s and 1960s, Japan had rebuilt its manufacturing sector by



exporting first blouses and radios, then textiles and steel. It ran annual trade
deficits almost every year, as its imports of oil and factory equipment cost
more than the exports brought in. Those imported capital goods, though,
laid the groundwork for a large increase in factory production. The first-
ever Japanese auto exports, small in number, appeared on streets in the
United States and Thailand. Once containership services to California
opened in September 1968, lowering transport costs, the shelves of US
appliance stores groaned under the weight of Japanese-made televisions,
stereos, and microwave ovens. Japan’s chronic trade deficit turned into a
surplus.9

The political backlash in the United States was immediate. American
car companies, steelmakers, and electronics manufacturers were up in arms
about the sudden competition from across the Pacific. In the spring of 1968,
the State Department demanded that Japan and Europe “voluntarily” limit
steel exports to the United States. A few months later, American makers of
color televisions petitioned the government to levy punitive import duties
on televisions from Japan. And in August, Richard Nixon, seeking southern
votes in his campaign for US president, promised the region’s textile
makers he would try to limit imports of woolen and synthetic fabrics.

Nixon followed through on his promise. Shortly after taking office in
January 1969, he put a leading campaign adviser in charge of textile
matters. When reporters asked whether he would crack down on Japan, he
responded that he would “prefer to handle this on a voluntary basis.” The
clear implication was that if Japan did not limit its textile exports, Congress
would pass a law setting quotas on the quantity of Japanese textiles the
United States would accept. Tokyo could not ignore the hint: the United
States was Japan’s largest trading partner, buying more than a third of its
exports by the late 1960s, and also its ally and protector; while Japan spent
relatively little on its military, tens of thousands of US troops were housed
on the Japanese mainland and the outlying island of Okinawa. When
Japanese prime minister Eisaku Sato visited Washington in November
1969, mainly to discuss the return of Okinawa to Japanese control, textiles
were on the agenda; improbably, the leaders of the world’s two largest
economies spent more than two hours discussing woolens and synthetic
fibers. After two years of difficult bargaining at the highest levels of



government, the two countries finally struck a deal in early 1972 in which
Japan agreed to hold down the growth of its companies’ textile shipments to
the United States.10

The intensity of US anger shocked Japan. Who would have expected a
president to berate a prime minister about apparel fabric? In reaction, MITI
revised its guidance to Japanese companies: “The concept that, ‘No matter
what may be involved, we must expand exports’ can no longer be
considered appropriate,” it announced in 1972. “Depending on the
circumstances, such a policy tends to cause dissatisfaction on the part of
other nations.” Japan, MITI counseled, should upgrade to exporting
knowledge-intensive goods rather than simply shipping larger quantities of
the products it was already exporting.11

MITI was not simply dispensing disinterested advice. In the Japanese
context, companies ignored its words at their peril, because MITI could
enforce its guidance with both carrots and sticks. The carrots were grants
and subsidized loans to improve energy efficiency, boost production of
whichever products MITI favored, and assist workers who lost their jobs as
declining industries downsized. In some cases, competitors even won
permission to ignore anti-monopoly laws and agree among themselves
which factories should close. The sticks were less obvious but just as
important. Companies that disregarded MITI’s advice might have a hard
time getting bank loans. Their requests for protection against imports might
not find sympathy. And the government might slap “voluntary” limits on
their exports. MITI’s word was not exactly law, but few businesses dared
argue the point.

Starved of energy and burdened with excess capacity, the smokestack
industries that had powered Japan’s rise began to wither. Although unions
proposed holding down wages in 1975 in an effort to avert mass
unemployment, many plants making iron and steel, textiles, aluminum, and
petrochemicals were beyond saving. Among business leaders, the
realization set in that, as one economist said with considerable
understatement in 1976, “Nine percent growth, once envisioned as a
reasonable assumption for the second half of the 1970s, now looks rather
unlikely.” With little prospect of a revival in demand, entire factories were
dismantled. Manufacturers began to shed workers by the thousands; eight



hundred thousand of them lost their jobs between 1973 and 1979. In 1976
the unemployment rate climbed above 2 percent for the first time since the
early 1950s, and it refused to retreat.12

To smooth the decline of the old economy, the government stepped in
with a scheme to avert mass unemployment. It offered rebates to employers
who transferred workers from declining parts of their business to growing
ones. There were wage subsidies, training subsidies, and subsidies to help
workers seek jobs far away from home. There were grants to supplement
the wages of workers whose hours were reduced. If employers in certain
industries agreed to retrain workers over age forty-five, the government
paid them one-fourth of a year’s wage. Yet while MITI could seem
omnipotent to foreign observers, it had considerable difficulty working its
will. After orders for Japan’s shipbuilders fell 90 percent between 1973 and
1978, it was obvious that the industry needed to shrink. But no community
wanted to lose its local shipyard, and no company wanted to close its docks.
Only in 1978, five years after the shipbuilding crisis began, did the Diet,
Japan’s parliament, authorize the creation of a scrapping association funded
by national and local governments, banks, trading companies, and
shipbuilders. By the end of 1980, this cartel had bought and shut down fifty
of Japan’s 138 shipbuilding docks, eliminating 119,000 jobs but leaving the
rest of the industry on a much more solid footing.13

A similar story played out in many other industries. In 1972, Japan
turned out more than one million metric tons of aluminum. Ten years later,
output had fallen 70 percent and half the smelters had closed. Factories
making simple electric wares like drills, compressors, and fans saw demand
for their products evaporate. Papermakers shut down one-seventh of their
cardboard manufacturing between 1977 and 1981, and textile companies
abandoned one-fifth of their nylon fiber production. The hard-fought 1972
agreement under which Japan was to limit exports of synthetic fibers to the
United States turned out to be irrelevant: exports never reached the
permitted level, and many of the plants that once produced them were
shuttered for good.14

The old economy gave way to a new one, in which engineering and
design mattered more than cheap energy and cheap labor. Japan would grow



wealthy making cars, advanced electronics, and precision machinery, not
commodity products sold by the ton.

It was in the automotive industry that the new economy was most
visible. The postwar growth of Japan’s carmakers is the stuff of legend.
Toyota, which had gotten its start manufacturing looms and sewing
machines, was debating whether to fold its tiny automaking arm in 1950
when war broke out in Korea and orders for military trucks saved the day.
Honda, which started out making motorized bicycles, produced its first
passenger car in only 1963. By the mid-1960s, these firms had become
substantial companies, and Japan’s auto industry was producing more than
2.5 million cars a year. Workers who wanted to spend their rapidly rising
incomes on automobiles had little choice but to buy Japanese. Import tariffs
added 30–40 percent to the cost of a US-made Ford or a German
Volkswagen in Japan, and registration fees for large imported cars were far
higher than for small Japanese-made ones. In any event, few retail auto
dealers were willing to handle foreign models. In 1966, Japan imported all
of 15,244 cars.

The spike in oil prices in 1973 played to the great advantage of Japanese
automakers. While their vehicles were small and not particularly
comfortable, they were far more fuel-efficient than larger American and
European models. Encouraged by the government, automakers opened new
assembly, engine, transmission, and parts plants across Japan. In 1966,
Japan had made 5 percent of the world’s cars, which earned well-deserved
reputations for low quality and cheap finishes. Not until gasoline prices
soared in late 1973 did Datsuns and Toyotas become big sellers overseas.
When they did, the automakers’ new manufacturing capacity let them rev
up production quickly. Japanese auto plants increased output from 4.5
million vehicles in 1973 to seven million in 1980. Production of trucks,
vehicle engines, and powerful motorcycles went into overdrive. Measured
by the number of vehicles, Japan’s annual auto exports nearly tripled
between 1973 and 1980, and truck exports rose even faster. As quality
improved, more affluent buyers in other countries were willing to give
Japanese models a chance. The yen’s sharp rise against the dollar in 1978
did little to dent sales. By then, Japanese cars were common sights in the



United States, where they accounted for one-fourth of automobile sales in
1980.15

As MITI’s planners had envisioned, small cars were just the leading
edge of Japan’s new “knowledge economy.” Japan’s research and
development spending per worker rose 70 percent during the 1970s, after
adjusting for inflation, turning Japan from a maker of copycat products to a
source of innovation. As the credo “lighter, thinner, shorter, and smaller”
spread across Japanese industry, high-speed computers, advanced cameras
with top-notch optics, numerically controlled machine tools, and high-
capacity color photocopiers began pouring out of factories. Not everything
turned to gold—the effort to produce a jet engine, fostered for years by
MITI, proved a bust—but there were enough successes to turn the country
into an export powerhouse.16

The 1973 oil crisis tipped Japan’s international trade balance back into
deficit, as it had regularly been before 1969. The trade deficit in 1974, more
than $6 billion, was easily the largest in Japanese history. But red ink was
transitory. With its newly restructured export machine shifting into gear
while tomes of restrictions limited imports, Japan began piling up trade
surpluses of unprecedented size. Those surpluses brought the economy back
from the dead. By 1975, Japan was growing again, albeit much more slowly
than before 1973. Through the late 1970s and early 1980s, it would outpace
every other large industrial economy. Only later would it be clear that those
gains had come at some cost to Japan itself. In its laser focus on building
knowledge-intensive manufacturing, the government all but ignored the
country’s remarkably inefficient service sector. Japanese productivity in
services was lower in 1980 than it had been in 1970. In the years to come,
Japan’s obstacles to opening large stores, its restrictions on competition in
trucking, its rules forcing banks to shut down their automated teller
machines on weekends, and many similar strictures would be seen as drags
on economic growth. But at the time, with manufacturing flourishing, the
dire state of Japan’s service sector barely drew notice.17

MORE THAN JAPAN’S TRADE SURPLUSES THEMSELVES, THE
PATTERN of trade that emerged from the oil crisis would become a



perennial problem. Japan ran steady trade deficits with the countries that
supplied it with raw materials—Indonesia, Iran, Saudi Arabia, Canada,
Australia—but large surpluses with the high-income countries whose
sophisticated industrial products competed with Japan’s. As Japan’s trade
shifted from deficit to surplus, the United States went from rough balance
before 1975 to persistent and large trade deficits. The upper Midwest, the
heartland of heavy industry, became known as the “Rust Belt,” the victim of
a disease that would soon be labeled “deindustrialization.” Canada and
Europe had their rust belts, too, and the English Midlands, the German
Ruhr, and the coal and steel towns of France and Belgium would soon be
just as depressed as the erstwhile industrial hotspots in the United States.18

Throughout the Golden Age, manufacturers in every country had
benefited from seemingly unlimited demand for their products. Profits were
high—far higher than in farming, mining, or the service sector—and those
strong profits financed rising wages, research and development to create
new products, and investment in yet more factories. The global growth
slowdown after 1973, combined with Japan’s forceful push into
sophisticated manufacturing and the rapid industrialization of Taiwan and
South Korea in Japan’s wake, led to a sudden surplus of manufacturing
capacity around the world even as higher oil prices were raising operating
costs. As manufacturers’ profits plunged, factories ran at a fraction of their
capacity or closed entirely.19

In a representative democracy, no government could passively accept
the demise of entire industries and the job losses that would go with it. The
political pressure to rescue troubled industries was immense. The United
States, Canada, and the Western European countries all responded to the
squeeze on manufacturing with measures to foster industry and preserve
industrial workers’ jobs. Although the policies differed from country to
country, the argument everywhere was much the same. Manufacturing
industries were said to play a special, irreplaceable role in economic
growth: they typically paid above-average wages, accounted for the largest
share of national productivity growth, and spent far more on research and
development than service industries. Japan, it was said, was threatening this
manufacturing base through its unfair methods of competition, which
allegedly subsidized exports while keeping foreign products out of the



Japanese market. In the face of this onslaught, supposedly coordinated by
MITI, other governments needed to “level the playing field” so their own
manufacturers could prosper.

In the United States, the rescue effort mainly took the form of protection
against imports. In 1974, in the midst of the recession following the oil
crisis, Congress eased the way for companies or labor unions to claim that
they were suffering “serious injury” from imports. The government used the
1974 Trade Act to press other countries to limit their shipments to the
United States, backed by the threat that if exports were not restrained
voluntarily, the new law would allow injured companies to demand high
import tariffs that would price the offending foreign products out of the US
market. Makers of everything from shoes to typewriters lined up to argue
that they were threatened with “serious injury”—a term not defined in the
law—and to ask the government to fence out their foreign competitors. The
end result was a strange sort of industrial policy, favoring those industries
most able to exercise political influence in Washington rather than those
judged to be particularly important by any economic criterion.20

The bolt, nut, and screw industry offers a textbook example of how the
new rules worked. The United States had hundreds of nut and bolt factories,
some highly automated, others so old that gloved workers held individual
bolts with tongs to heat them in a forge. In December 1977, in response to
petitions from companies and labor unions, the US International Trade
Commission, an independent government body, determined that this little-
known industry was being seriously injured by imports, about three-
quarters of them from Japan. The commission urged President Carter to
impose tariffs on imported bolts, nuts, and screws of up to 20 percent of the
value of the goods. Carter rejected the proposal, thereby bolstering his
credentials as a free trader and a friend of Japan.21

A few months later, in June 1978, members of Congress asked the
International Trade Commission to look into the matter once again. The
commission again recommended higher tariffs. This time Carter bent,
agreeing to an extra tariff of 15 percent for a three-year period starting in
January 1979. Higher import prices allowed domestic producers to raise
their own prices, forcing American manufacturers that used nuts and bolts
to pay substantially higher prices. By one estimate, limiting imports from



Asia cost $550,000 per US job “saved”—at a time when the average bolt
maker earned around $23,000 per year. Even then, Carter’s policy could not
preserve an outdated industry. Total sales of US nut, bolt, and screw
factories, adjusted for inflation, were 15 percent lower in the mid-1980s
than they had been in 1979.22

Bolt making was only one of many US industries awarded government
help in the 1970s in the name of preserving jobs. Direct handouts were rare.
The more common method of assisting manufacturers was to use the 1974
Trade Act to impose tariffs and quotas that drove up the cost of imports,
effectively forcing US consumers to pay the cost of preserving unneeded
manufacturing jobs. Makers of ball bearings and color televisions, extra-
strength steel, and the machine tools used to mill and bore it all won import
restraints, ostensibly to enable themselves to become more competitive.23

Europe took a more eclectic approach to aiding industries quaking from
the Japanese export boom. Even as European governments demanded that
Japan limit exports of tape recorders, textiles, cars, trucks, motorcycles,
specialty steel, ball bearings, and televisions, they pumped out cash
subsidies for shipyards, steelmakers, and the aircraft industry. Under
European Economic Community rules that permitted “regional assistance,”
governments funneled aid to manufacturers in locations deemed
economically challenged, such as southern Italy and West German
communities along the East German border. Yet manufacturers’ profits did
not recover, largely because no European government was prepared to
eliminate excess capacity by allowing major industrial complexes to close
their doors.

In 1977, Étienne Davignon, formerly an official with the Belgian
Foreign Ministry, became the European commissioner for industrial affairs
and energy. Davignon was convinced that there was no free-market solution
to the overcapacity problems of heavy industries like steel and chemicals.
He feared that individual European countries would raise barriers to their
neighbors’ exports, abrogating the commitment to free trade among the nine
member states in order to preserve their own heavy industries. If this
occurred, he worried, the very survival of the European Community, whose
original purpose in the 1950s had been to restructure the coal and steel
industries, could come into question.24



Against strong opposition from West Germany, home to the most
efficient steelmakers in Europe, Davignon pushed through a plan to create a
steel cartel. The idea was that steelmakers could talk among themselves to
limit capacity and fix prices, so long as companies and national
governments agreed to modernize or close outdated mills. To keep imports
from disrupting the arrangement, the European Community negotiated
limits on imports with Japan and other countries; those imports that were
permitted could be sold only at agreed prices. The Davignon Plan was
enormously costly to European steel users, but it had the intended effect of
forcing steelmakers to slim down. As older plants closed, one in five
European steel jobs disappeared between 1978 and 1981, and even more
would go in the 1980s under European Commission pressure. Similar
“crisis cartels” were created to purge excess capacity in industries such as
textile fibers, chemicals, and glassmaking. When European shipbuilders ran
up against a highly subsidized new Asian competitor, South Korea, in 1975,
European governments countered with subsidies equal to as much as half
the cost of building a ship. Nonetheless, nearly a hundred European
shipyards would close within a decade.25

THE UNITED STATES AND CANADA WERE SHARP CRITICS OF
EUROPE’S fondness for cash bailouts and crisis cartels—except when it
came to cars. The two countries had created a single automobile market in
1965, and the “big three” Detroit-based automakers (General Motors, Ford,
and Chrysler) operated plants in both countries and moved cars and parts
freely across the border. They had the market to themselves until the late
1960s, when cheap, poorly made Japanese cars made inroads among
students and young adults who could afford nothing better. As quality
improved, Japanese manufacturers posted steady market-share gains—
particularly after oil prices soared in 1973. The second oil-price spike,
following the Iranian Revolution in 1979, brought a sharp drop in demand
for the big, fuel-gulping vehicles made in North America and a surge in
demand for small, fuel-efficient Japanese cars.

In 1979, Chrysler, the smallest of the three Detroit-based producers,
reached the edge of bankruptcy. Its reputation for poor quality had driven
away buyers, and its product line included none of the smaller vehicles that



were in high demand. The company and the autoworkers union turned to
Washington for help, claiming that Chrysler’s failure would destroy two
hundred thousand jobs at assembly and parts plants. Amid raging
controversy, Congress agreed to a federal guarantee for $1.5 billion of loans
to keep the company afloat.26

The guarantee averted Chrysler’s immediate collapse, but it could not
fix the industry’s larger troubles. With 1980 shaping up to be one of the
worst years in the history of US auto manufacturing, the autoworkers’ union
and Ford filed a complaint under the 1974 Trade Act, claiming that the US
auto industry was suffering serious injury from Japanese imports and
requesting sanctions. The International Trade Commission rejected the
petition, finding that high interest rates and the US companies’ lack of small
vehicles, not imports from Japan, were the main causes of the industry’s
problems. But as domestic automakers and auto parts manufacturers shed
some three hundred thousand jobs during the course of 1980, and as
automobile output fell by one-fourth, the pressure for government action
ahead of the November 1980 presidential election was impossible to ignore.
In the midst of a closely fought campaign, Carter, who had publicly
opposed sanctions against car imports from Japan, changed his stance. His
opponent, Ronald Reagan, proudly heralded his support for free trade, but
he told workers at a Chrysler plant in Detroit that autos were a special case;
the US government, Reagan asserted, should “convince the Japanese one
way or another, and in their own best interests, the deluge of their cars into
the United States must be slowed while our industry gets back on its
feet.”27

Faced with the implicit threat of US trade sanctions, MITI announced
“voluntary restraints” on car exports to the United States on May 1, 1981,
barely three months after Reagan’s inauguration. In each of the next three
fiscal years, the Japanese promised, they would ship no more than 1.68
million cars to the United States. A month later, the Japanese government
“forecast” that the year’s auto exports to Canada would be 5.8 percent
below the previous year’s level, leaving individual automakers to adjust
their export plans to match the forecast. The “voluntary” restraints would go
on for years, at extremely high cost to North American consumers.
Calculations by the International Trade Commission indicated that Japan’s



export restraints created 44,100 US jobs in 1984 but cost car buyers $8.5
billion in the form of higher prices, or $193,000 per additional job—
approximately six times the annual pay of an American autoworker. The
cost per job in Canada was likely even higher. It would have been far
cheaper to pay unneeded autoworkers to go do something else.28

Japan fared much better. By selling fewer cars for higher prices thanks
to the voluntary export restraints, Japanese auto manufacturers reaped
perhaps $7 billion in added profit from the United States and Canada in the
early 1980s. In addition to erecting assembly plants in North America, the
Japanese companies used these profits to develop high-end models; if the
number of vehicles they could export to North America was limited, it made
sense to ship the most profitable vehicles they could sell. Japanese workers
displaced by the decline of aluminum, chemical, and steel manufacturing
found ready work in the auto industry, easing the pain of a difficult
industrial transition.29

SAVING TROUBLED INDUSTRIES IN THE NAME OF HELPING
THE working class became a major undertaking across the industrialized
world in the decade after 1973. Under the rubric “structural adjustment,”
unprofitable manufacturers harvested billions of dollars in direct state aid
and tens of billions more from the higher prices made possible by
government policies that reduced competition, such as restricting imports
and legalizing cartels. But the true cost went far beyond the higher prices
and subsidies the favored firms were able to extract. At a time when the
entire world was struggling with slower productivity growth, most
countries’ structural adjustment programs systematically assisted sluggish
industries with scant growth potential rather than dynamic, innovative ones.
The net result may have been to deepen the productivity slump rather than
ending it.

This was evident when it came to steel. Almost every country had a
steel industry for reasons of national prestige, if not economics. Steel
invariably offered some of the best wages of any manufacturing industry,
with powerful labor unions negotiating on behalf of the workers. By
preserving steel, governments sustained some of the most attractive jobs
industrial workers could have. Part of the cost was covered by taxpayers.



Part was borne by workers in steel-using industries, whose employers had
to pay more for steel than their foreign competitors and were thus less able
to afford higher wages. But part of the cost of rescuing steel was even
harder to disentangle, because it took the form of economic growth
foregone. In the 1970s, steel was one of the least innovative manufacturing
industries. US data show that metals companies, mainly steelmakers, spent
far less on research and development, relative to sales, than the average for
all manufacturers, and they held far fewer patents. Their equipment was old,
and hence it often did not incorporate the latest technological advances.
Eventually, starting in the mid-1980s, many of the mills that governments
had preserved at such high cost were driven out of business by new
methods of making and casting steel. These technologies might have
developed sooner had governments not subsidized and sustained the old
way of making steel.30

Similarly, governments in the crisis years lavished attention on the
apparel sector. In many countries, garment-making employed more workers
than any other industry in the 1970s. But the lack of automation—blouses
and trousers were sewn one stitch at a time by poorly educated workers bent
over sewing machines, paid by the piece—meant that workers in poor
countries could turn out clothing far more cheaply than better paid workers
in rich countries. Rather than allowing their citizens to enjoy the benefits of
inexpensive clothing, first-world governments, led by the United States,
signed an international pact in 1973 permitting the use of tariffs and import
quotas to control the garment trade. The Multi Fibre Arrangement, as it was
called, soon led to detailed agreements specifying how many brassieres and
wool sweaters one country could export to another. At consumers’ expense,
the arrangement sustained the rich countries’ low-productivity apparel
industries for three decades, preserving the social peace but delaying the
shift of capital and labor into industries where they might have contributed
far more to economic growth.

Although it went unrecognized at the time, the end of the Golden Age
was the beginning of a sweeping economic transition, in which the massive
industrial complexes in vogue since the turn of the twentieth century would
cease to be the drivers of economic growth. In their place, manufacturers
would organize dispersed networks of much smaller factories, linked by



international supply chains and employing ever smaller numbers of
workers. The era of well-paid factory jobs for all was over; in the new
economy, value would come from innovation, design, and marketing, not
from the physical process of turning raw materials into finished goods.
Japan and South Korea, the rising industrial powers, were the outliers in the
late 1970s, but within a few years their manufacturing sectors, too, would
begin to shed workers. Governments eager to restore past glories did not
like the fact, but the industrial economy was slowly yielding to the
information economy, and no amount of government assistance was going
to bring it back.
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CHAPTER 9

The End of the Dream

conomically, the struggles of the factory sector were challenging.
Psychologically, they were devastating. When recession set in at the end of
1973, more than one-quarter of the civilian workers in the wealthy
economies were engaged in manufacturing. Many more, from delivery-
truck drivers to waitresses at factory-gate bars to pensioners receiving
benefit checks, depended on manufacturing for their livings even if they
were not directly on factory payrolls. The postwar industrial expansion had
delivered this vast working class a steadily improving living standard and
an unprecedented sense of economic security, buoyed by the spreading
welfare state. But as well-paid jobs began to vanish and workers found
themselves running in place, desperate to maintain the material gains and
upward mobility of the last quarter-century, the welfare state became as
much a burden as a benefit. The state’s inability to deliver the ever-rising
living standards it had promised would lead to a palpable social anger, with
substantial political consequences.

Why, in the postwar years, had life gotten so much better for almost
everyone? The best-known answer, the one that most influenced elite
opinion, was advanced by the renowned American economist Simon
Kuznets. His explanation, which linked the development of an advanced
industrial society to a more equitable distribution of income, became known
as the Kuznets curve.

Kuznets, trained as a statistician in Bolshevik Russia, fled to the United
States in 1922. He studied economics at Columbia University, earning his



master’s degree one year ahead of Arthur Burns, and then became a protégé
of business cycle theorist Wesley Mitchell, who would also guide Burns’s
career. In 1927, after earning his doctorate, Kuznets joined the National
Bureau of Economic Research—soon to be headed by Burns—and
developed many of the statistical concepts still employed today to track
national income and productivity. It is not a stretch to regard Kuznets as the
father of the gross national product, a concept used since the 1930s to
compare economies’ size and growth—although, unlike most of the
politicians who use his figures, he emphasized that many aspects of
citizens’ well-being are not captured in GNP. As he told Congress in 1934,
“the welfare of a nation can . . . scarcely be inferred from a measurement of
national income.”1

During World War II, Kuznets turned his attention to the roots of
economic growth. After assembling data on fourteen countries, he
concluded that the distribution of income within a country might be related
to the country’s stage of economic development.

Kuznets contended that the countries whose economies were most
advanced in the 1950s had passed through three stages of growth. In the
first, as agrarian societies began to industrialize and urbanize, many
farmworkers and artisans lost ground. Their incomes fell as their skills were
devalued, while people with access to cash profited by investing in new
industries. This was the age of the Industrial Revolution, starting in the late
eighteenth century, when gangs of “machine breakers” destroyed the steam-
powered textile looms they blamed for their poverty and government-
sanctioned monopolies allowed selected factory owners to prosper at
consumers’ expense. As millions of workers fell into abject poverty, society
became more unequal.

After several decades, Kuznets suggested, the early stresses of
industrialization eased as fewer people were pushed off the land and fewer
artisans driven out of business. Yet wages remained depressed in this
second stage of development, as the masses of unskilled workers in the
cities made it easy for employers to staff their factories without raising pay.
The total absence of government assistance for the unemployed and
disabled forced laborers to accept jobs regardless of the wages offered. This
was the mid-nineteenth-century world of Karl Marx, in which a small



number of people with capital exploited an impoverished working class that
had little prospect of improving its abject lot.

Marx understood the circumstances of his time correctly, Kuznets said,
but he erred in assuming that those circumstances were a permanent feature
of a capitalist economy. As economies entered the third stage of
development and more people moved into cities, birthrates fell. This meant
that families’ incomes went further to provide children with food,
education, and healthy living conditions. Urban-born workers, likely to
have attended school and to have acquired skills needed in a modern
economy, supplanted the semi-literate migrants who had populated
industrial cities in their parents’ generation. They were better able to exert
political influence as well, winning legislation to establish social programs
that supported households toward the bottom of the income scale. Hence,
Kuznets theorized, when economies reached a certain stage of development,
income inequality began to recede. This had been going on in England since
the late nineteenth century, and in the United States and Germany since
World War I. It seemed to be happening on an even larger scale after World
War II.2

The notion that inequality followed a U-curve, first widening greatly but
eventually becoming less extreme, was comforting to the men who set
economic policy during the Golden Age. Everyone knew that government
guidance was helping to tame the business cycle, assuring steadier growth
and lower unemployment than the world had known before. Now Kuznets’s
work seemed to imply that a more equal society was part of the package, at
least in the industrial countries, along with regular work and higher wages.
As incomes rose, almost everybody could see their lives improving from
year to year. Average people could begin to amass wealth, just as the rich
did. The gap between rich and poor would gradually narrow even as almost
everyone grew better off. It was a seductive vision.

EVALUATING CHANGES IN INCOME DISTRIBUTION IS A
HAZARDOUS enterprise. “Income” can be defined in many ways; one
scholar might study changes in workers’ pretax hourly wages, while
another, who focuses on households rather than individuals and counts
investment income rather than just wages, might tell an entirely different



story. There are also many ways to measure how income is divided among a
country’s population. Comparing the average income of the chronically
unemployed with that of the top 1 percent may yield different insights than
examining changes in the share of households in the middle. Short-term
trends may differ from long-term trends: a stock market downturn may
mean that the wealthy receive less from selling shares for a year or two,
temporarily making income look more evenly distributed; but that effect
may be reversed as soon as share prices rise. And of course, measuring
income does not provide a useful picture of the distribution of wealth.
While almost all households receive income, a much smaller proportion
own real estate, stocks and bonds, or businesses.

By any measure, there is no disputing that economic resources in the
wealthiest countries were spread much more evenly in the years after World
War II than in the years before. The economic elite did not starve, but in
eleven of the twelve wealthiest countries for which data is readily available,
the top 1 percent of households claimed a much smaller portion of total
income in the 1950s and 1960s than they had enjoyed in the 1920s and
1930s. One in nine West German households survived on less than half the
average household income in 1962, but only one in sixteen was in this
lowest income group in 1973. A third of US households reported income
below the official poverty line in the late 1940s, but only one in nine did so
by 1973, the year in which the average hourly wage, adjusted for inflation,
reached its all-time high. Only in Switzerland did the earners with the
lowest incomes fail to gain on those nearer the top.3

Higher incomes made it possible for a greater number of people to buy
homes and save money, so wealth, too, was spread more widely during the
Golden Age. The top 1 percent of Dutch households had possessed nearly
half the country’s wealth in 1939, but by 1973 their share had dropped to
barely one-quarter. The wealthiest 1 percent of Norwegians owned 34
percent of the country’s wealth in 1948, but just 22 percent in 1973.
Information from wills in France and the United States during the 1960s
reveals that people of modest means accounted for a much larger share of
the value of estates than in prewar years. Because wealth often produces
rents, interest payments, and dividends for its owners, more widely shared
wealth may well have contributed to greater equality of income.



This increased equality did not occur by magic. Many countries raised
their top tax rates on income in the 1930s and early 1940s to finance the
war. In some cases those high rates remained in place for many years,
capturing up to 80 percent of the incomes of the highest earners. Higher
inheritance taxes made it harder to pass large amounts of property from one
generation to the next, evening out the distribution of wealth over time. The
results could be seen at the Picasso Museum in Paris, filled with art taken
by the French government in lieu of inheritance taxes, and at the stately
country houses run by Great Britain’s National Trust, many of which were
surrendered by families that had owned them for centuries until the death of
a patriarch triggered an unaffordable estate tax liability.

The strength of organized labor was another factor helping average
workers improve their standing. Political leaders in many countries granted
unions greater influence after the war, either from the desire to promote
national unity or, in the cases of West Germany and Japan, under directives
from the victorious Allied powers. The manufacturing boom contributed to
the unions’ strength. In the postwar world, many of the new jobs were in
manufacturing. In Japan, to take but one example, manufacturing occupied
one in five workers in 1950, one in three in 1970. Workers in manufacturing
were far more likely to join unions than those in agriculture or service
industries, so the growth of manufacturing gave unions an ever-growing
pool of prospective members. Almost any type of factory work paid better
than farm work, domestic service, or day labor, the other types of
employment available to workers with little training or education, so the
growth of manufacturing naturally raised incomes for a very large
proportion of the labor force.

Powerful unions do not always bring about a more even distribution of
income, because workers covered by union contracts are likely to be far
from the poorest of the poor. In the postwar world, however, unions’ clout
extended far beyond the ability to negotiate wages with individual
employers or even across an industry. They became full partners at the
political bargaining table, advocating powerfully for higher minimum
wages, protections from dismissal, paid sick leave and holidays, and old-
age pensions. In some countries, unions played a role in raising pay for the
women who entered the workforce in large numbers, giving an added boost
to the incomes of two-earner families. In some cases, national union leaders



even bargained with the heads of business organizations and government
officials to set the share of national income that would be paid out in
workers’ wages and the share that would be paid out in profits, evening out
the distribution of income by limiting the amount that could go to corporate
shareholders or the owners of small businesses.4

But as the economist Thomas Piketty has shown, one of the most
significant causes of greater equality in the postwar world had less to do
with economic policy than with tragedy. World War II destroyed massive
amounts of capital: apartments, shops, office blocks, and factories were
blown to bits, along with production machinery and household furnishings.
Even those business firms whose assets were not destroyed or confiscated
saw their profits hurt by price controls, shortages of raw materials, and the
financial problems of their customers. Those vanished assets had been
owned by a select group of people, so the destruction of capital flattened
out the distribution of wealth. And because much of that wealth had been
used to produce rents, dividends, and interest payments that flowed into the
pockets of the affluent, the loss of wealth tended to even out incomes. The
gap between rich and poor narrowed not just because the poor were doing
better, but also because the rich, for a brief while, were doing worse.5

THE TREND TOWARD GREATER EQUALITY REVERSED IN
THE MIDDLE years of the 1970s, just as wage gains were beginning to
slow. The timing was not the same everywhere, and the extent to which the
top tier fared better than average earners or the lowest paid varied
considerably from country to country. Some countries did more than others
to increase the spending power of those with below-average incomes,
whether by providing extra help to families with children or by encouraging
banks to extend credit to homebuyers and business owners who formerly
might have been rejected. But there is no doubt that the final quarter of the
twentieth century was a time when those commanding high pay and
investment income enjoyed a very high standard of living, while the
majority of wage earners struggled to keep their footing.

It was in the United States that increasing income inequality first
became visible. In 1974, amid a brutal recession, median earnings—the
amount earned by a person earning less than one-half the workforce and



more than the other half—rose by less than the inflation rate. Wages for
female workers regained their previous level as the economy improved, but
wages for men did not. Four decades later, the median full-time male
worker in the United States still earned less, after adjusting for inflation,
than in 1973. The share of household income received by the bottom three-
fifths of households began to glide downward, while the share received by
the top fifth began to climb. The take of the highest earners climbed fastest.
In 1973, the top 1 percent of households received 7.4 percent of total
household income. By the end of the century, their portion had more than
doubled.6

In Great Britain as well, the average working family lost buying power
between 1974 and 1979. Income inequality did not increase at first—but
only because the Labour Party government’s anti-inflation program
clamped down tightly on pay raises for highly paid workers. Workers
earning above certain limits had their pay capped, and at some points the
top earners were barred from receiving any raises at all. Incomes inevitably
became more equal, until the strictures came off. When they did, in 1977,
the pay of managers and professionals surged, and income inequality started
to increase. Even though higher pensions and other government benefits
boosted the incomes of some population groups, especially retirees and
single parents, income distribution grew far more skewed in the 1980s, and
would continue to grow increasingly unequal for decades beyond.7

The disparities in other wealthy countries were less stark, in most cases
because government stepped in to reduce the effects of less equal wages. In
Canada, for example, wage inequality increased from the mid-1970s but
income inequality did not, thanks to government benefits that targeted low-
wage workers. It was not until the 1980s that the top wage earners began to
pull away. In Japan, incomes became more equal through the 1970s; but
once inequality began to rise, around 1981, it advanced so steadily that by
2005 one author could write that it was “approaching the highest among
advanced countries.” Sweden, long thought of as a bastion of social-
democratic equality, saw income disparities begin to increase around 1981,
and so did Spain and Switzerland. One of the few international outliers was
France, which aggressively used taxes and benefit programs to reduce



income differences through the 1970s and 1980s and maintained them into
the twenty-first century.

Under other circumstances, greater income disparities might not have
been a significant problem; at any given time, some people inevitably fare
better than others. But in the 1970s and 1980s, the widening gap between
average families and those with high incomes coincided with the great
global slowdown in wage growth. The precise extent of the wage slowdown
is uncertain because in the 1970s most countries collected wage data only
for the manufacturing sector. But the evidence on manufacturing wages is
crystal clear. Of eighteen wealthy countries in Europe, North America, and
the Pacific, every single one saw a sharp drop in wage growth among
manufacturing workers after 1974, after adjusting for inflation. As workers
saw the gulf between themselves and their better-paid neighbors widening,
they saw their stable, middle-class lifestyles crumbing beneath their feet.8

WHAT CAUSED SUCH A DRASTIC SHIFT FROM THE GOOD
TIMES OF the Golden Age? The most commonly heard explanations for
the sharp slowdown in workers’ wage gains and increasing income
disparities have to do with political decisions—the failure to raise the
minimum wage in one country, tougher regulations that discouraged hiring
in another, international trade agreements that made rich-country workers
more vulnerable to competition from low-wage countries, laws that made it
possible for corporate bosses to set their own pay with scant regard either
for the pay of their employees or their own performance on the job. It is
perhaps inevitable that such conclusions became popular: people naturally
attribute problems they experience firsthand to causes that seem familiar
and obvious, all the more so when pundits and political opponents helpfully
assign blame.

Yet purely domestic explanations are insufficient. While the social and
political implications were different in every country, the phenomena of
slower wage growth and widening disparities were global, affecting every
high-income country and many middle-income countries. A meaningful
explanation of global trends needs to be global as well. The most likely
suspect lies in an economic ratio rarely mentioned in news reports, one of
those figures whose year-to-year fluctuations are of no particular interest



but whose longer-run movements greatly affect the state of the world.
Economists know it as the “labor share.”

The labor share is the amount paid out in wages to each active worker,
divided by the amount of national income per active worker. In plainer
language, it is the proportion of a nation’s income that goes into wages,
rather than to the owners of capital as dividends or profits or to the
government in the form of taxes on production. Labor share is by no means
a precise estimate of workers’ share of the economic pie, as many workers
receive capital income as well; the owner of a small business may pay
herself a modest weekly wage, but she is also entitled to the firm’s profits,
if any. For the vast majority of workers, though, capital income is likely to
be small—a few dollars of interest on a savings account, or the dividends
on a handful of an employer’s shares. Changes in the labor share thus are
useful in understanding how well workers are faring collectively relative to
owners of capital.

In the second half of the 1970s, the labor share began to fall, not just in
a single country but in every part of the world. The decline began in 1974 in
the United States and West Germany and hit a year later in Japan and Great
Britain. It spread to Australia in 1976, Canada in 1978, and Italy and the
Netherlands around 1980. By the early 1990s, even Finland and China had
experienced declining labor shares. Of the forty-six countries for which at
least fifteen years of reliable data is available, thirty-seven show statistically
significant declines in the labor share after 1975. Globally, by one estimate,
the share of income paid out in wages declined by five percentage points
between 1977 and 2012. And the trend was well underway before the
bursting of Japan’s “bubble economy” at the end of the 1980s, the shock of
German reunification in 1989, the passage of the North American Free
Trade Agreement in 1994, and China’s emergence as a major player in the
world economy in the early 2000s.9

Taken alone, a declining labor share does not mean that anyone is
growing poorer, and it does not necessarily reflect any change in the way
employers determine wages. If an economy is growing fast enough, there
can be pay raises for all even as the labor share declines. But when the pie
itself is growing more slowly at the same time that the labor share is
shrinking, it becomes highly likely that many citizens will receive a smaller



slice. And when a declining share of national income is rewarding workers,
an increasing share is probably going to owners of capital, who are
overwhelmingly to be found among upper-income people. So while in
theory the declining labor share need not have upset the economic balance,
in practice there are good reasons why it created the feeling that the few at
the top were moving ahead while the many beneath them were being left
behind.10

The main cause of this global decline in the labor share, to the extent
economists can disentangle the forces at work, was most likely a speedup in
the rate of technological change. Technology contributed directly to higher
unemployment during the late 1970s by reducing the number of workers
needed for many tasks. Beyond that, it increased competition by permitting
entire industries to operate in new ways. Established steelmakers had been
sheltered from competition by the billion-dollar cost of new steelworks
until the electric arc furnace allowed newcomers to build steel plants far
more cheaply. And new ways of cutting and packaging beef far from urban
stockyards destroyed the longstanding dominance—and pricing power—of
a handful meatpackers in the United States. Greater competition pressured
firms’ profits, making it tougher for unions and workers to bargain for
higher wages.

More fundamentally, technology changed the mix of skills required in a
modern economy. As automation devalued skills and craftsmanship, it
reduced workers’ bargaining power in the labor market. In the 1950s, a
strike by telephone workers meant that calls were not completed, disrupting
users’ lives. By the 1980s, a telephone strike went unnoticed by most
telephone subscribers, whose service was unaffected. When factory workers
demanded higher pay, it became plausible for manufacturers to threaten to
shift production to countries where wages were lower, because they could
now do so without sacrificing the quality of their products and the
reputations of their brands. As leverage shifted in employers’ favor, unions
found it far tougher to bargain for better pay and job security, and workers
in many industries found it impossible. At best, workers could hope to learn
enough to become proficient in the new technologies that were reshaping
their workplaces. At worst, they would be condemned to an early pension,



their industrial skills no longer sufficient to command satisfactory pay in
the information age.

For all their pompous claims to have brought permanent prosperity, the
leading economists of the day had no real answers for the many people who
felt they were losing ground. Politicians could offer little more than
platitudes about the importance of professional training and education at a
time of rapid technological change. The public, schooled to believe that the
government could provide economic security for all, watched its leaders’
haplessness with mounting anger—an anger that expressed itself in a revolt
against the taxes that financed the welfare state.

THE CONCEPT OF THE WELFARE STATE, AND WITH IT A NEW
understanding of government’s role in society, had emerged during the
depths of the war. The idea that government should provide a safety net was
not new: Germany adopted a sickness insurance law as early as 1883, and
Sweden’s disability insurance scheme dates to 1901. Such programs,
though, were designed mainly with urban industrial workers in mind, and
they often provided little or no help to others. Sweden’s vaunted
unemployment insurance system, for example, covered only 70 percent of
wage earners as late as 1950, leaving the remaining workers unprotected.
The US old-age pension program, Social Security, excluded farmworkers,
domestic workers, and the self-employed when it began in 1937. Limited
coverage and highly favorable demographics allowed governments to offer
such benefits at very modest cost. When the first Social Security checks
were mailed out in 1940, 3.5 million retirees received payments financed by
the taxes of thirty-five million workers and their employers, each paying 1
percent of the first $3,000 of income. For the average American
manufacturing worker, whose annual wage was around $1,200, the tax bite
came to all of $12 per year.11

The basic aim of the welfare state was to make such benefits universal.
When child allowances were inaugurated in Great Britain and Canada in
1945 and in France a year later, payments were based only on the number of
children, not on family income. Pressured by agrarian parties whose
members gained little from programs designed to help urban workers, the
four Scandinavian governments committed themselves to bringing health



insurance and pensions to everyone, including farmers and the self-
employed.

Once the middle class was firmly on board, fattening the social benefits
package became politically irresistible. President Eisenhower, a
conservative Republican, extended Social Security benefits to disabled
workers in 1956. A year later, the West German government, controlled by
the conservative Christian Democratic Union and its Christian Socialist
allies, raised old-age pensions by 60 percent. In Great Britain, social
benefits edged steadily higher as a share of government spending even
while the Conservative Party was in power in the 1950s; in the new, more
egalitarian environment of the postwar world, the party of old money and
new wealth did not want to stand accused of indifference toward the
working class.12

Through the 1960s, prosperity allowed governments to be even more
generous. At the start of the decade, cash benefit payments from
government directly to families, such as child allowances, pensions, and
disability and unemployment compensation, averaged 6.8 percent of
national income in the wealthy countries. By the early 1970s, the average
was above 10 percent. Finland, the laggard among the Northern Europeans,
inaugurated national sickness insurance in 1963. A year later, Italy granted
all older people state-funded pensions, even if they had paid little or nothing
into the pension schemes. France and Great Britain boosted child
allowances much faster than inflation.13

The universal welfare state did not stop with direct payments. In
January 1964, just six weeks after the assassination of President John F.
Kennedy, his successor, Lyndon Johnson, declared war on poverty.
Congress responded by enacting food assistance for the poor and taxpayer-
funded medical care for the poor and the elderly. The United States, Great
Britain, and several other countries debated the virtues of a “negative
income tax,” which would have ensured each household a basic level of
income, funded by the government, without requirements or restrictions.
Spending to expand colleges and universities to welcome millions of new
students was massive. In Japan, enrollment in higher education rose nearly
800 percent between 1950 and 1975, and the number of students enrolled
beyond high school in Western Europe tripled. The vast majority of college



and university students attended state-owned institutions that charged little
or no tuition. Since the children of doctors and teachers were far more
likely to score well on the entrance exams needed for university admission
than the children of street sweepers and factory hands, free higher education
was yet another subsidy to please the rising middle class.

Among the advanced economies, the only one that resisted the welfare
state was Japan. For more than a quarter-century after their country’s
surrender in 1945, Japanese leaders viewed their country as an
impoverished nation in the midst of reconstruction, unable to afford welfare
programs. Although they were willing to invest in education because of the
clear economic payoff, they were wary of the government-sponsored
benefits that proliferated in Europe and North America. But after Japan’s
remarkable run during the 1960s, when the economy almost tripled in size,
it was no longer so easy for the government to plead poverty. Amid much
celebration, it rolled out new health, pension, and income supplement
programs in 1973. The Japanese termed this the “first year of social
welfare,” the year when Japan’s future glowed so brightly that citizens
could at last reap rewards from their years of sacrifice.14

ALL THESE PROGRAMS TOOK MONEY. THE WELFARE STATE
CHANGED average citizens’ relationship with their government not only
by providing them benefits, but also by requiring them, for the first time
ever in a period of relative peace, to pay a substantial share of their incomes
in the form of taxes.

Historically, few individuals had paid taxes directly to national
governments. The United States was not atypical in this respect. In 1939,
the year World War II erupted in Europe and Asia, all federal taxes
combined came to a mere 7.6 percent of national income. Most of those
taxes were indirect, and therefore largely invisible: the government
collected far more from import duties and levies on whiskey and cigarettes
than from taxes on workers’ wages. Just one-fortieth of total national
income was collected in federal income tax. Although the official tax rates
on personal income reached a stiff 79 percent, only the handful of corporate
chieftains and movie stars paid that rate. Around four-fifths of American
families owed no income tax to the federal government because their



income, after various exemptions and deductions, was below the $2,500
threshold at which taxes were due.15

The situation in most other countries was quite similar until war
changed matters. Wartime tax burdens rose sharply as governments
imposed surcharges, excess profits taxes, and a variety of other measures. In
the most extreme case, Nazi Germany taxed occupied countries harshly to
finance its war effort and employed its tax system to expropriate the assets
of Jews and other victims who emigrated or were deported. On the Allied
side, Great Britain’s income tax take quadrupled between 1937 and 1943.
The basic tax-free allowance was lowered so that most workers were paying
income tax by the war’s end; the top rate for those with high incomes was a
stratospheric 98 percent.

The war made tax collectors more aggressive, too. “What I need is cash,
and cash out of current income,” Sir Kingsley Wood, Great Britain’s
chancellor of the exchequer, declared in 1940. When only a handful of
wealthy people had been liable for income tax, they had usually been
allowed to remit payment once or twice a year. The millions of middling
folk now swept into the tax system were unlikely to have enough cash on
hand to make one big annual payment, and besides, governments required a
steady flow of money to pay for troops and weaponry. The United States
acted first, requiring employers to withhold taxes from workers’ pay
packets in 1943. “We cannot get those fellows unless we have the
collection-at-the-source method,” a US Treasury official explained as he
asked senators to approve the proposed legislation. The British christened
their withholding scheme “Pay As You Earn,” as if withholding gave the
worker a remarkable opportunity to contribute to the government out of
each week’s earnings. However it was spun, there was no getting around the
reality that each weekly pay stub brought a reminder of the sharper tax
bite.16

Once the war was over, income-tax rates generally remained high, but at
first they were structured so that a large number of workers paid little or
nothing. In Japan, fewer than one million people had paid income tax for
most years before and during the war; even after an American-imposed
reform in 1947 brought the number of taxpayers to seven million, only one
in seven Japanese adults had taxable income. Although 14.5 million British



workers paid income tax in 1949, up from 3.8 million a decade earlier,
about half of all adults still paid no tax. In 1951, the typical US family with
children paid less than 3 percent of its income in federal income tax, and
many families had no liability at all. In Canada, “direct taxes on persons”
ate up only 6.4 percent of personal income in 1950, one-third less than
during the war. Although West Germany’s basic tax rate was 20 percent
after a 1958 reform, allowances created to protect average workers meant
that many paid less than 6 percent of their incomes in tax.17

Taxing average earners lightly and high earners at very high rates made
after-tax incomes more equal, fulfilling an important social goal. But a
system in which the vast majority of people paid little or no income tax
simply could not generate enough revenue to finance the growth of the
welfare state.

THE WELFARE STATE WAS A REMARKABLE
ACCOMPLISHMENT. IT brought dignity to millions upon millions of
pensioners who no longer faced penury in old age. Disability insurance
prevented workers’ families from falling into poverty following on-the-job
injuries, and health benefits ensured that even the poorest children could
visit the doctor. Unemployment insurance lessened the sting of recession
not just for those who had lost their jobs, but for the businesses they
patronized and the manufacturers whose goods they bought. Economists
spoke of social insurance programs as “automatic stabilizers,” and rightly
so, for they kept money in consumers’ hands when times got tough.18

But a beneficent government did not come free. Although wages,
profits, and consumer spending were growing smartly, the cost of the
welfare state was growing even faster. Across the advanced economies,
spending on income-support programs alone increased about 150 percent,
above and beyond inflation, between 1960 and 1974. Only one among the
twenty-four most advanced economies, tiny Iceland, spent a smaller share
of its national income on social security in 1974 than in 1960. As the
growth in social spending outran the growth in workers’ pay, the welfare
state came to be seen as a burden as well as a benefit.19



As with so much else, the crisis year of 1973 was a turning point. As
productivity growth declined and business profits took a tumble, the growth
of workers’ wages began to slow. The growth of the welfare state did not.
On the contrary, millions of workers displaced amid the economic
slowdown lined up to collect unemployment benefits. Millions more,
convinced that they were too old to find new occupations, drew their
pensions early. By 1980, most women in Western Europe were out of the
workforce before their sixty-first birthday; most men were out by sixty-
three. Spending on benefits that were based on income, such as housing
assistance and food aid, rose as well, as more families became eligible.
Outlays under the US government’s food stamp program, for example,
doubled between 1974 and 1976 as the number of beneficiaries rose almost
by half.20

Social insurance bore the burden. At a time of economic difficulty, it did
the job it was designed for, protecting families from the ravages of
unemployment and reducing the depth of the global recession. But it
accomplished that task by vacuuming up increasing amounts of money in
the form of taxes and mandatory contributions and redistributing it through
formulas that only the most devoted policy wonk could understand. In the
first half of the 1970s, to take but one example, the West German
government’s spending increased 93 percent, while the economy expanded
52 percent. Across Western Europe, social security programs—not
including some health programs and higher education—grew to account for
almost one-sixth of the economy by the end of the decade.21

Aside from reducing benefits, which was political suicide almost
everywhere, the only ways to make the sums add up were to raise taxes or
borrow. In 1965, the twenty-four wealthiest nations collected, on average,
24.8 percent of the national income in the form of taxes. By 1973, as the
welfare state grew, the average tax take approached 28 percent of national
income. By 1977, the figure had reached 31 percent—a staggering increase
in the span of a dozen years. The pattern of rising taxes occurred in every
one of the advanced economies, without exception. In the most extreme
case, Sweden, the tax collector’s share rose by an astonishing thirteen
percentage points in those twelve years, to the point that 45 percent of every
krona Swedes earned in 1977 went to taxes.22



Inflation did much of the dirty work. In most wealthy countries, the
income-tax laws created numerous brackets, with each increment of income
taxed at a higher rate than the ones below. Australians were assessed a
modest 8 percent tax rate on their first bit of income, but those whose
earnings put them in the twenty-seventh bracket paid 66 percent on that last
bit. In Italy, the thirty-two tax steps ranged from 10 percent to 72 percent; in
Japan, low earners paid only a 10 percent tax rate, but higher earners paid
as much as 75 percent on the final piece of their income. As a rule, these
steps did not change with inflation, so even if a worker’s annual pay raise
merely kept pace with the consumer price index, the additional lira or yen
or dollars might well be taxed at a higher rate than the previous year’s
income—leaving the worker with less take-home pay, after adjusting for
inflation. Thus, although wages seemed to be rising year after year, many
families felt they had less left to spend as more of their income fell into
higher tax brackets.23

It was thus no accident that during an inflationary decade, taxes grew
more painful and more controversial. The government was claiming a
steadily greater share of families’ incomes, even as those incomes failed to
keep up with inflation. Factory workers and street sweepers felt the bite as
much as their bosses did. As late as 1969, the average one-worker family in
West Germany had paid nineteen pfennig in income tax on each additional
deutsche mark of earnings—a marginal tax rate of 19 percent. By 1978, that
family’s marginal tax rate had almost doubled. British families, except for
the most affluent, paid about 10 percent more of their incomes in taxes in
1979 than they had in 1969; the journalist Peter Jenkins calculated that a
married Brit with two children, earning the average industrial wage, paid 26
percent of his earnings in taxes in 1976, a jump of seven percentage points
in just four years. Matters in Canada were even more aggravating: the
average Canadian’s income-tax rate rose twenty percentage points between
1958 and 1985.24

Equally important, at least from a political perspective, is that the higher
tax burden weighed directly on individuals’ earnings. In earlier years,
businesses had borne much of the bill for the welfare state through taxes on
profits and fees for their employees’ social insurance. Eventually, of course,
businesses passed these expenses along to shareholders and workers, but so



far as workers were concerned, the costs were invisible. And a very large
share of government receipts in the wealthy countries, 43 percent in 1970,
came from taxes on consumption, such as sales taxes, and on property and
wealth, such as inheritance taxes. Between 1970 and 1980, business,
consumption, and wealth taxes declined sharply relative to national income
in most of the wealthy countries. Across the advanced economies, income
taxes and social security charges provided 34 percent of governments’
revenues in 1970, 38 percent in 1975, and almost 40 percent in 1980. The
cost of the welfare state was shifted increasingly to income taxes, paid
directly by workers who saw greater sums withheld from their paychecks.
Wage earners’ complaint that they were bearing more of the burden of
government spending was entirely justified.25

Yet even with the average citizen paying a greater share of income to
the tax collector each year, the sums did not add up. Large budget deficits
became the norm as governments borrowed to cover the costs of the social
benefits they had promised. The US government’s deficit, insignificant
during the 1960s, tripled during the 1970s despite sharp cuts in defense
spending. Japanese government expenditures were roughly equal to receipts
until 1973; thereafter, large deficits were an annual affair. West Germany,
which had run only small budget deficits before 1973, ran big ones for the
rest of the decade.26

The dramatic change in the financial position of governments in the
wealthy countries can best be seen in the ratio of government debt to
national income. From 1946 through 1974, this ratio descended without
pause as countries paid down debts remaining from World War II and
avoided incurring new ones. Starting in 1975, the average debt ratio began
to rise, a trend that would continue well into the twenty-first century. Even
as debt obligations piled up in the second half of the 1970s, interest rates
soared, making interest payments on debt a significant item in government
budgets. This bill, too, was presented to the wage earners whose income
taxes and social security contributions provided such a large proportion of
government revenue. They feared, not without reason, that the bill would
now be passed to their children.27



IN EARLIER, CALMER YEARS, THE TRADE-OFF OF HIGHER
TAXES FOR greater social benefits had been wildly popular. The United
States saw sporadic campaigns against taxes during the 1960s, but these
usually concerned property taxes collected by local governments to fund
schools and maintain parks, not the income taxes used by the federal and
state governments to provide pensions, health care, and aid to the poor and
unemployed. Such protests were widely dispersed, and mattered little on a
national scale. But as the economic environment grew less stable in the
1970s, with exchange rates and inflation veering out of control and the
future looking very uncertain, governmental attempts to raise ever more
revenue to fund the welfare state began to run into stiffer resistance. The
anti-tax movement first welled up in the wealthy and bucolic kingdom of
Denmark, thanks to a colorful tax lawyer named Mogens Glistrup.28

Glistrup’s law firm, purportedly Copenhagen’s largest, specialized in tax
avoidance, helping clients construct chains of loans between dummy
companies to take advantage of the fact that Denmark allowed taxpayers to
deduct interest payments from their income. On January 30, 1971, Glistrup,
then forty-four, appeared on a television show to talk about taxes. Holding
up his own tax return, which showed zero tax liability, he compared tax
evaders to the patriots who had sabotaged German railway lines during
World War II.

Glistrup’s antics made him an overnight sensation and a political force.
Danish politics had long been dominated by four parties, known as the
“old” parties, each linked to particular interest groups such as farmers and
trade unions. The four old parties almost always agreed on social
legislation, to the point that many bills passed parliament unanimously.
Voters took quickly to an outsider who promised to shake things up. After
the Conservatives declined to nominate him for a seat in parliament,
Glistrup used his newfound fame to launch the Progress Party in 1972. The
Progress Party had little formal organization, but Glistrup was a master
when it came to grabbing public attention with sharp comments about the
powers that be, such as his suggestion that Denmark dismantle its armed
forces and replace the defense ministry with a telephone answering machine
to tell callers, in Russian, “We surrender.” “The most serious thing you can
do in politics today is to tease the establishment,” he declared.29



It was not a coincidence that Denmark is where the modern anti-tax
movement got its start. Although the 1960s had been a prosperous decade,
Denmark had the slowest economic growth in Europe in 1970 and fared
little better in 1971. Its inflation rate was one of the highest among the
advanced economies. And the strengthening of the Danish welfare state had
brought a crushing tax burden. In 1965, Danes had paid 29.5 percent of
national income in taxes. Just six years later, the government claimed 40.8
percent of the country’s total income. Families were clearly feeling
financial pain, and their spending was growing at a slower rate than the
economy as a whole. Adding to the malaise was anxiety about their tiny
country’s future. In 1972, in a referendum with a 90 percent turnout, Danes
voted overwhelmingly to join the European Communities. Within a year,
polls showed that at least half of Danish voters regretted that decision.

Although Glistrup was not the most photogenic of men—“He is
corpulent with his clothes perpetually in disarray,” a US diplomat advised
the State Department—he proved an effective vote getter. In December
1973, after a campaign in which he called for eliminating the income tax
and promised that as prime minister he would sack one bureaucrat every ten
minutes, the Progress Party became the second-largest party in parliament.
The “earthquake election,” as Danes called it, reshaped the country’s
politics overnight. Although no party was willing to bring the Progress
Party into a coalition government, Glistrup’s relentless attacks on the ruling
powers helped his ideas gain traction. Polls in the mid-1970s showed
Danes’ attitudes toward social programs and income redistribution
becoming distinctly more negative. “Denmark . . . is to-day beating a retreat
from welfare, or at least from the tax burden that welfare necessitates. It is
an unwilling and anguished retreat, but it is a retreat nonetheless,” a
Financial Times correspondent proclaimed.30

Glistrup had a counterpart in Norway. Anders Lange, a generation older
than Glistrup, had been associated with the right-wing Fatherland League in
the 1920s and 1930s but was strongly anti-Nazi during the war. After the
war, he went to work for a kennel club and began publishing Dog
Newspaper. Initially the coverage of political matters was limited to taxes
on dog owners, but gradually a more political agenda surfaced. Following
financial problems and embezzlement by an employee, the newspaper



folded in 1953, but Lange developed a parallel career as a freelance rabble-
rouser, organizing counterprotests against demonstrations by the socialist
youth movement and its ilk. When Lange relaunched the newspaper in
1960, attacks on communists, politicians, and bureaucrats were regular
features. Two years later, Dog Newspaper was rechristened Anders Lange’s
Newspaper. Broadening its horizons, it soon gave birth to a political
movement of the disaffected.

Norway’s economy was healthier than any other in Europe, but Lange’s
complaints about bureaucrats and taxes resonated nonetheless. In April
1973, a public meeting in an Oslo cinema voted to establish Anders Lange’s
Party for a Strong Reduction in Taxes, Duties, and Public Intervention. A
month later, Glistrup traveled to Oslo to lend his support. Unlike Glistrup,
Lange was a military hawk, but he shared Glistrup’s distrust of the welfare
state. Lange identified himself as a supporter of Milton Friedman, the
American free-market economist, and a fan of libertarian novelist Ayn
Rand. At the age of sixty-nine, he rode an anti-tax platform into parliament
when Anders Lange’s Party gained 5 percent of the vote in the 1973
nationwide elections.

The nascent Scandinavian anti-tax movement soon echoed faintly
across the North Sea. There, the issue was what the British call “rates,”
taxes assessed on the value of real property. Under Conservative prime
minister Edward Heath, who took office in 1970, tax receipts as a share of
national income fell for three years running between 1970 and 1973.
Although the Conservative Party had begun to distance itself from high
taxes, big-city governments, largely controlled by the Labor Party, were
unwilling to trim local services or cut workers. By 1974, with the economy
in crisis and some ratepayers refusing to pay their local taxes, the
Conservatives sensed a political opportunity. Their spokeswoman was a
young minister named Margaret Thatcher. “Local authorities have been
spending at a faster rate than the economy’s been growing,” Thatcher told a
radio audience. The Conservatives, she promised, would abolish local rates
and substitute “taxation based on what you can afford.”31

In Denmark, Norway, and Great Britain, the political consensus in favor
of the welfare state was slowly beginning to tear. Despite a government tax
investigation that would eventually send Glistrup to prison, the Danish



Progress Party defied expectations and lost only four of its twenty-eight
parliamentary seats when Danes voted again in January 1975. Its voters
came from many different walks of life; what they had in common, pollsters
found, is that they strongly disagreed with the statement that “In general,
one can trust our politicians to make the right decisions for the country.”
Anders Lange died in 1974, but his party, reorganized as the Progress Party
by a charismatic young businessman named Carl Hagen, would become a
major conservative force in Norwegian politics, finally entering government
in 2013. After a prolonged internal struggle, the British Conservatives
would renounce their patrician heritage, their support of the postwar welfare
state, and their belief that their country was doomed to subpar economic
growth. They would follow Margaret Thatcher in a new direction, toward a
smaller, less enveloping government.32
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CHAPTER 10

The Right Turn

he economic crisis that began in 1973 left voters in almost every democratic
country upset and alienated. They expected government to assure jobs,
better working conditions, and higher standards of living, just as it had for
the previous quarter-century. Instead, they were offered austerity and
insecurity, stagnant wages and shuttered factories. The old, established
political parties seemed to have nothing useful to say about the new
economic reality. Their programs spoke to dividing up the fruits of plenty,
not to reviving productivity growth and adjusting to a world of rapid
technological change.

In earlier years, voters might have accepted their party’s line without
objection, because their social position was likely to have determined their
political preferences. In Europe, Catholic, socialist, and agrarian parties all
drew reliable support from certain segments of the population. Trade
unionists were the core of Canada’s New Democrats, and the southern
region of the United States had been a stronghold of the Democratic Party
for more than a century. But by the 1970s, these once reliable voters, now
more educated, prosperous, and mobile, felt less obligation to adhere to the
party line. In Italy, the local bishop’s opinion no longer much mattered, and
American factory workers increasingly ignored the urgings of their union
leaders. As voting blocs fractured, the more stable governments of the
postwar era yielded to tenuous coalitions that could be toppled by the death
or defection of a handful of parliamentarians.



The political scientists and sociologists who pondered such things
suggested that something fundamental had changed. “At one time or
another during 1974, no party had a majority in the legislatures of Great
Britain, Canada, France, the Federal Republic of Germany, Italy, Belgium,
the Netherlands, Norway, Sweden, and Denmark,” declared a study for the
Trilateral Commission, a new (and soon to be controversial) group of
international business and diplomatic leaders. The experts began to speak of
a new problem: “ungovernability.”1

UNGOVERNABILITY MANIFESTED ITSELF IN SEVERAL WAYS.
GOVERNMENTS seemed increasingly unable to maintain order. In
Europe, headlines told of kidnappings and assassinations by gangs such as
the Baader-Meinhof group in West Germany, the Red Brigades in Italy, and
ETA in Spain. In America, the crime rate soared: there was one reported
property crime in the United States for every twenty citizens in 1975. The
nation-state itself came under attack, as parties seeking decentralization of
government or even regional independence gained ground from Quebec to
Scotland to Yugoslavia. And then there was the instability brought by
scandal, which forced leadership changes at the top of the three largest
economies in 1974. In May, West German chancellor Willy Brandt resigned
after the revelation that one of his closest aides was an East German spy. In
August, the Watergate scandal, stemming from Richard Nixon’s attempt to
cover up a break-in by Republican Party operatives at the offices of the
Democratic Party during the 1972 presidential election campaign,
culminated in the first-ever resignation of a sitting president. In December,
Japanese prime minister Kakuei Tanaka stepped down amid claims that he
had used his office to profit personally from property deals.2

Although the three cases differed in their specifics, what united them
was that each involved the fall of a highly accomplished and highly popular
political operator. Brandt, who had fled to Norway to escape the Nazis in
1933, had a long and distinguished career that had involved, among many
other things, dragging the Social Democratic Party away from its Marxist
roots and reshaping it to appeal to a far wider base than just industrial trade
unions and their members. In his re-election campaign in 1972, West
German voters had given a ringing endorsement to Ostpolitik, his effort to



normalize relations with East Germany and Poland in order to ease
international tensions and reunify families. Nixon, whose national political
career dated to 1946, had chalked up an impressive re-election victory only
two years earlier, winning forty-nine of the fifty states and capturing nearly
61 percent of the vote; he had built a broad base of support among middle-
class and working-class white voters by capitalizing on fear of crime and
resentment of racial integration. Tanaka, who was later convicted in a
separate scandal for accepting bribes from American aircraft manufacturer
Lockheed, had built a powerful electoral machine based on pork-barrel
politics; he was so adept at turning government money into concrete that
admirers called him the “computerized bulldozer.”3

Yet even these powerful men, with their decades of experience as
wheeler-dealers and their phone books full of personal contacts, could not
survive scandals that, only a few years earlier, might have been met with
shrugs. The political environment had changed.

Ungovernability, as the term was understood in the mid-1970s, had less
to do with social unrest than with political paralysis. It was said to be the
consequence of two fundamental social shifts. One was that education and
prosperity had given average people the courage to find their voices.
Citizens no longer blindly followed the guidance of their churches, unions,
or business associations; instead they determined for themselves what was
in their best interest. The other shift was that the state had grown so
substantially, providing services and subsidies that directly affected so
many people, that citizens kept a closer eye on its actions than ever before.
Together, these two shifts meant that politicians could no longer make
decisions in the name of some greater good and expect their obedient
constituents to go along. The gifts of the welfare state had become
entitlements; where once voters had been grateful for whatever new
benefits the politicians handed out, they now mobilized to block any
changes that might worsen their position, either in absolute terms or relative
to others. Those increasingly articulate constituents had clear economic
interests to protect, and they expected to be heard.4

The concern about ungovernability was directly related to economic
stagnation. While economies were growing rapidly during the Golden Age,
governments had been able to improve conditions for almost everyone;



there was enough money to raise child allowances and build new
universities offering free or low-cost education without reducing the after-
tax incomes of working families without children. But now that economies
were growing slowly or even shrinking, governing was a zero-sum game.
Any measure that channeled more resources to one group, whether
preschool toddlers or old-age pensioners, was likely to take resources away
from others. Even policies that would eventually benefit almost everyone,
such as reducing inflation, foundered on the public’s unwillingness to
accept short-term pain for long-term gain.

The welfare state promised not just steadily rising living standards but
also greater equality. That promise, too, fell victim to the economic bust, as
governments no longer had the cash to offer payments to all who felt
disadvantaged. The British journalist Samuel Brittan pointed to a British
government survey finding that 80 percent of respondents preferred to
receive an extra four pounds a week along with everyone else rather than an
extra five pounds a week if others were receiving six. “The more that policy
concentrates on eliminating disparities and differentials, the greater the
sense of outrage likely to be engendered by those that remain,” Brittan
cautioned, warning of “the tendency of liberal democracy to generate
unfulfillable expectations.” As the potential losers from changes in
government policy mobilized to protect what they already had, elected
governments were blocked from reforming themselves. It was this paradox
that would render representative democracies ungovernable.5

Perhaps the best-known proponent of the view that democracy’s best
days were behind it was the American economist Mancur Olson. Amiable
and soft-spoken in person, Olson offered a forecast for the wealthy
democracies that was anything but relaxed. He saw a world in which social
cohesion was weakening as large, broadly based organizations representing
widely shared concerns lost ground to small groups standing for narrow
agendas. The reason for this shift was simple arithmetic. If a large group
influenced government policy, its members, with diverse interests, would
enjoy only small average benefits. Members of a small group fighting for a
single cause could obtain much more in political combat if their
organization were able to affect government policy on that narrow issue.
Heart surgeons, according to this line of reasoning, had far more to gain



from lobbying by the cardiology association than from the work of a larger
doctors’ group that also represented allergists and nephrologists.

The danger, as Olson saw it, was that these specialized organizations
defined their interests solely in terms of their members’ immediate interests.
Large organizations representing broad swaths of society were able to take a
long-term view, accepting temporary setbacks for the sake of the common
good. But as they lost influence and membership, Olson foresaw, power
would shift to smaller organizations, each fighting tenaciously to score
short-term political victories in order to keep its members engaged and
happy. As these small groups gained influence, often joining one another in
coalitions, they would keep government from achieving larger goals in the
common interest.

One issue on which the spread of narrow interest groups would make a
difference was international trade. Large organizations tended to support
freer trade, because they understood that it would stimulate broad economic
growth, even if individual industries or groups of workers suffered from the
increased foreign competition. Smaller groups would take more parochial
views; where a national labor federation might favor a trade agreement that
lowered import tariffs on shoes, a shoemakers’ union would almost
certainly oppose it. Similarly, narrowly focused groups often tried to block
new technologies that could endanger some workers’ jobs and some
companies’ profits. As interest groups proliferated, Olson warned,
economies would become more rigid and more resistant to change. Slower
economic growth was an inevitable consequence. “On balance,” Olson
wrote, “special interest organizations and collusions reduce efficiency and
aggregate income in the societies in which they operate and make political
life more divisive.”6

Olson was a political conservative, and like many on the right he
especially blamed labor unions for the evident sclerosis in the wealthy
democracies. But the odd thing about the ungovernability debate was that it
brought together voices from across the political spectrum. Samuel Brittan,
who praised many of Margaret Thatcher’s economic policies, predicted that
the dominance of liberal representative democracy “is likely to pass away
within the lifetime of people now adult.” But then Willy Brandt, a man of
the democratic left, was said to have predicted much the same. In some



Marxist circles, ungovernability was seen as a manifestation of “late
capitalism,” the stage in which the political order would lose its legitimacy
before capitalism would finally collapse of its own contradictions. For
libertarians, on the other hand, ungovernability was merely further evidence
that governments had no means to deliver all that they had promised their
citizens.7

IT WAS NOT JUST THE WEALTHY MARKET ECONOMIES THAT
SEEMED to have become ungovernable. Behind the Iron Curtain, the
Soviet client states controlled by unelected Communist parties entered a
governability crisis that would prove even more severe than the one facing
the democracies of Western Europe, North America, and Japan.

The Soviet bloc countries are often remembered as economic basket
cases, but that is a simplistic reading of history. In fact, the state-run
economies of Eastern Europe and the Soviet Union enjoyed their own
versions of the postwar Golden Age. Although apples-to-apples
comparisons are difficult—statistical concepts such as gross domestic
product and per capita income assume that goods and services are sold at
market prices, not at prices set by the state—most estimates suggest that
economic growth behind the Iron Curtain was rapid. According to the
British economist Angus Maddison, who attempted to filter out the effects
of inflation and exchange-rate changes in order to accurately evaluate
underlying economic performance, income per person increased faster in
the Soviet Union and Eastern Europe between 1948 and 1973 than in
Belgium and Denmark, and much faster than in Australia, Canada, and the
United States. In 1948, by Maddison’s estimates, the average Hungarian’s
income was only about one-fourth that of the average American; although
per capita income in the United States grew rapidly over the next quarter-
century, per capita income in Hungary grew significantly faster.8

The rapid economic growth of the Communist states had the same
origins as the boom in the market economies. Wartime destruction left vast
reconstruction needs. Millions of workers migrated from steering horse-
drawn plows on farms to tending heavy equipment in new factories. Those
factories were far larger and more capital intensive than the small-scale
enterprises common before World War II. Communist economic planners



were true believers when it came to economies of scale. From Karl Marx,
they knew that industrialization was necessary to create a socialist society.
From economists building on Marx’s ideas, who emphasized the physical
quantity of production, they learned that the most efficient way to
industrialize was to build huge, centralized complexes that would be highly
efficient at pouring steel, mixing chemicals, or knitting textiles.

This version of Marxist efficiency permeated the system. Planners
dictated how many tons of steel or square meters of cloth should be
produced, and plant managers were judged on whether they met those
goals. Other state-owned factories were told how much steel or cloth to buy
and how many tractors or dresses to make from it. The planners then
directed state-owned farms to buy the tractors and dictated how many
dresses state-owned retailers should sell. International trade often involved
barter rather than cash sales. If suddenly bananas appeared on grocery-store
shelves in Prague, it was probably because Czechoslovakian trade officials
had arranged to export machinery to a banana-producing country and had
accepted fruit in partial payment.

The communist economies were quite good at producing goods, but
they were altogether hopeless when it came to producing things consumers
actually wanted. Weaponry and heavy industrial goods had priority;
apartments and cars for average families had a lesser claim on resources.
Output was uniformly shoddy and antiquated, because there were few
rewards for quality or innovation. And while planners cared greatly that
shoppers purchased the correct number of dresses, they cared not at all
about whether those dresses were in the colors, styles, and patterns women
coveted after seeing photos of Western fashions in magazines. This latent
demand for product diversity was patently un-socialist. Under centralized
economic planning, every factory was assigned quotas far ahead of time in
order to maximize production efficiency—a process that could not be
reconciled with consumers’ desire to buy according to their personal tastes.
Keeping the public happy took precedence only when it was essential to
defuse political unrest.9

Unrest was in evidence across the Soviet bloc well before the oil shock
of 1973. For the first time, a nascent human rights movement in the Soviet
Union was daring to speak out publicly in opposition to political repression.



The state’s inability to improve people’s lives had already led to rebellions
in Poland, where the government had contained unrest since 1970 by
freezing prices, and in Czechoslovakia, which the Soviets had invaded in
1968 to put an end to political and economic reforms. In March 1974, more
liberal policies in Hungary were derailed by Soviet opposition amid charges
that the country was “creeping towards capitalism.” Higher oil prices
interfered with the Soviets’ aims. By raising the cost of a vital raw material
that most of the communist states needed to import and by slowing the
growth of their trading partners in the West, the oil shock would make it
even harder for countries in the Soviet orbit to generate the economic
growth that might keep them from slipping into ungovernability.10

THE ECONOMIC NEWS IN THE MIDDLE OF THE 1970S WAS
PERSISTENTLY negative. Yet despite the dire warnings that the world
was becoming ungovernable, voters did not abandon faith in the ability of
democratic governments to reform themselves. What they did abandon was
faith in charismatic leaders promising milk and honey. The mid-1970s was
not a time for larger-than-life figures like Charles de Gaulle and Lyndon
Johnson. The call was for businesslike leaders, realistic men, capable rather
than ideological, who promised steadiness in the face of economic crisis.

Compared with what had come before, this new generation of leaders
was remarkable in two ways: its colorlessness and its air of competence.
Helmut Schmidt, who had learned economics from Karl Schiller in
Hamburg and became West German chancellor after Willy Brandt’s
resignation in May 1974, was a get-things-done pragmatist who strongly
advocated a tougher line against the Soviet Union; his philosophy of
leadership was summed up in the oft-repeated line, “People who have
visions should go see a doctor.” Valéry Marie René Georges Giscard
d’Estaing, universally known as Giscard, elected president of France two
weeks after Schmidt’s ascent in Germany, was a graduate of the prestigious
École nationale d’administration and an expert in the intricate matters of
international economics. Takeo Miki, who succeeded the disgraced Kakuei
Tanaka as Japanese prime minister in December 1974, was unusual among
Japanese politicians because he refused to curry favor with party donors and
local officials by handing out construction contracts; he was renowned in



Japan not only for straight talk, but also for the remarkably no-nonsense
manner in which he delivered it.11

And then there was Jimmy Carter. The former commander of a nuclear
submarine and manager of his family’s peanut warehouse in rural Georgia,
Carter presented himself as a competent and incorruptible leader. A Baptist
Sunday school teacher, Carter was deeply religious, and his promise to
infuse morality into US foreign policy struck a chord in a country riven by
the Vietnam War and by American support for brutal dictatorships in Latin
America. He walked rather than motoring down a frigid Pennsylvania
Avenue after his presidential inauguration in January 1977 to solidify his
image as a man of the people.

These leaders were serious men. They saw that inflation was corroding
their economies and causing citizens to lose faith in government. They
recognized the limits of the welfare state and understood the depth of public
opposition to higher taxes. They were not unsympathetic to business; they
readily acknowledged that only profitability would induce firms to increase
investment and hire more workers. They knew that high oil prices had
rendered large portions of their countries’ manufacturing obsolete. And
despite what they told their publics, they knew that many of the closed
factories would never reopen. They were fully aware that restoring
productivity growth was the greatest challenge to their efforts to restore
prosperity.

Yet for all their efforts, and their frequent meetings with one another,
they were able to produce only a feeble rebound. Japan’s economy, under
Miki and his successors, grew by an average of 2.6 percent per year
between 1974 and 1979—barely one-third its growth rate during the
previous six years. Germany and France grew at around the same pace; the
United States, nearly a full percentage point less. Overall growth in the
advanced economies over those six years averaged a modest 1.9 percent—
which, after allowing for population growth, meant that the incomes of
average families barely rose at all.

And that was before taxes. Political expediency required governments
to hand out money to pensioners and unemployed workers, and to subsidize
businesses to keep employees on the payroll. They did so, despite rising
criticism, because they saw no alternative. And to fund their efforts, they



continued to lay claim to a greater share of workers’ earnings and
consumers’ spending. In Giscard’s France, tax receipts soared from 34
percent of national income in 1974 to 38 percent in 1979; in Japan, the
figure rose from 22 percent to 24 percent. Across twenty-three wealthy
countries, the share of national income taken in taxes rose by three
percentage points during those years. Yet while governments had more
money to spend, unemployment everywhere was higher in 1979 than it had
been six years earlier, and inflation was surging once more.

THE WORLD’S RADICALLY CHANGED ECONOMIC SITUATION
HAD major political implications. High tax rates, and the political parties
seen as supporting them, were about to come under fire. It was on January
30, 1976, that this first became apparent.

On that frigid Friday, the Swedish police interrupted a rehearsal of
August Strindberg’s Dance of Death at the Royal Dramatic Theater in
Stockholm. As the actors looked on from the stage, plainclothes officers
informed the play’s director, fifty-seven-year-old Ingmar Bergman, that he
was wanted for questioning about tax evasion. Bergman, an internationally
acclaimed film director and the best-known symbol of modern Swedish
culture, was humiliated. His passport was confiscated, his flat was searched,
and he was warned not to leave the city. Facing accusations that could have
resulted in a two-year prison term, Bergman checked himself in to
Karolinska Hospital for “a nervous condition.”

Soon after the Bergman case hit the headlines, police searched the
apartment of actress Bibi Andersson. The star of nearly a dozen Bergman
movies and the mother of a five-year-old girl, Andersson was jailed for
thirty-six hours, without access to a telephone or a lawyer, over claims that
she owed $23,000 in taxes. Then, on March 3, sixty-eight-year-old Astrid
Lindgren, famed around the world for her stories about a mischievous
redhead named Pippi Longstocking, published a short story called
“Pomperipossa in Monismania” in Expressen, Sweden’s most widely read
newspaper. The story was a thinly veiled satire about a writer whose
success caused her to face taxes of 102 percent of her income. “Are these
really the wise men I so highly esteemed and admired?” poor Pomperipossa
asked about the political leaders who imposed those taxes. “What are they



trying to accomplish—a society as narrow-minded and impossible as
possible?” The story was built on fact, as Lindgren revealed her own run-in
with zealous tax collectors.12

The public prosecutor found no cause to charge any of the three with tax
evasion, but the scandals did not simply disappear. After two months in the
hospital, Bergman returned to his home on the windswept Baltic island of
Fårö. There, in April, he drafted an open letter to Expressen announcing that
he was leaving Sweden because of harassment by tax authorities. Bergman
said the investigation had made him aware “that anyone in this country, any
time and in any way, can be attacked and vilified by a particular kind of
bureaucracy.” “This bureaucracy,” he added, “grows like a fast-spreading
cancer.” He said he would close his film studio and cancel plans to make his
next movie in Sweden. He placed his assets at the disposition of the
national tax board, lest “right-minded Swedish taxpayers” think he was
absconding without paying his due. That same afternoon, Bergman boarded
a plane for Paris and exile. Five days later, the tax auditor responded to
Bergman’s accusations, claiming that the tax collectors were right and
Bergman was wrong. But the figures the auditor released to the press
showed that the government was laying claim to 140 percent of the
director’s income.13

The three cases kindled a political firestorm. Bergman and Lindgren
both were well-known supporters of the Social Democrats, a party that
strongly favored high taxes to provide cradle-to-grave security and
minimize inequality. Now these two cultural icons seemed to be deserting
the cause. Polls showed a sudden drop in the Social Democrats’ popularity
going into the September 19 parliamentary election. Prime Minister Olof
Palme blamed his party’s decline on “a spring flood of reactionary
propaganda,” but in fact the celebrity scandals had left voters who were far
from reactionary wondering about the justice of a tax system that routinely
claimed more than half of employees’ incomes and severely punished small
businesses and the self-employed.

Complaints about the burgeoning bureaucracy were not unfounded. Of
the one million jobs created in Sweden between 1950 and 1975, more than
half were in the public sector. The number of Swedes in government
employ rose 151 percent over that quarter-century—five times as fast as the



labor force—as the expanding welfare state hired ever more social workers,
employment counselors, and preschool teachers.

While generous social programs enjoyed broad support among the
public, Swedes increasingly complained that their leaders had lost touch
with the common people. The Social Democrats had become associated not
with higher pensions or paid family leave, but with excessive bureaucracy.
“Astrid Lindgren and Ingmar Bergman, with their protests, have opened the
floodgates of querulousness, as well as more legitimate dissatisfaction,” the
independent newspaper Dagens Nyheter editorialized. Younger workers, in
particular, found the welfare state stultifying, and they were turning their
backs on the Social Democrats. The fact that eighteen-year-olds could vote
for the first time in 1976 did not help the party’s cause. Nor did another
article by Lindgren in which she warned that Sweden was on the verge of
becoming a “bureaucratic dictatorship.”14

As the election approached, the end of the Golden Age unexpectedly
made itself felt across the country. Sweden had weathered the 1973 oil
crisis and its aftermath better than most of its neighbors. The Palme
government had gone all out to stimulate the economy, cutting value-added
taxes to encourage consumer spending, increasing social benefits, and
paying manufacturers to keep their production lines running and their
workers employed. Thanks to this aggressive stimulus, unemployment fell
and wages soared, even as other economies faltered. But Sweden could not
spend its way out of problems forever. Large inventories of manufactured
goods clogged warehouses around the country: the government had paid
factories to produce them, but no one wanted to buy them. In early 1976, as
falling demand and high labor costs dragged down Swedish exports, the
economy began to shrink.

The Social Democrats had ruled Sweden continuously since 1932, so
long that most Swedes had never experienced another party at the country’s
helm. But on September 19, 1976, as the economy was slipping into what
would prove a deep and painful downturn, voters swept the Social
Democrats from power. Shockwaves reverberated around the world. “The
Swedish model goes in for repair,” London’s Financial Times trumpeted. At
least some of the voters who abandoned the Social Democrats did so to
show their opposition to nuclear power, which the party strongly supported,



but such nuances were largely ignored. Rightly or wrongly, the vote was
interpreted as a mandate to begin paring back government. Although
Sweden’s nonsocialist parties were hardly sharp critics of the welfare state,
their success reopened old questions about whether government was
capable of delivering higher living standards and economic security at an
acceptable price.15

GREAT BRITAIN ADAPTED TO THE NEW ECONOMIC
REALITIES OF the 1970s far more reluctantly than Sweden. In fact, it
hardly adapted at all.

In February 1974, the country, still in the grip of the oil crisis, was
enveloped by a sense of fear. Inflation was approaching 20 percent,
manufacturers worked a three-day week to save coal and power in the face
of a strike by miners, and Northern Ireland was in a state of civil war. “Who
governs Britain?” the Conservatives demanded, claiming that the opposition
Labour Party had become so radical it might even ban homeownership.
Labour, trying to oust Prime Minister Edward Heath after four years of
Conservative rule, was indeed dominated by its socialist wing, in which a
radical group called Militant Tendency had become highly influential.
Labour was running on a manifesto calling for “a fundamental and
irreversible shift in the balance of power and wealth in favour of working
people and their families” and insisting that North Sea oil and a large part of
the manufacturing sector should be in the hands of state-owned
companies.16

Angry voters granted no party a majority, delivering a hung Parliament
for the first time since 1929. For three days, Great Britain was without a
government, as Heath bargained for the backing of the Liberal Party’s
fourteen members of Parliament. When the Liberals balked, he yielded to
Labour’s Harold Wilson, who had been prime minister from 1964 to 1970.
Wilson formed a minority government, clinging to power at the sufferance
of several smaller parties until he could stage a re-vote in October. On the
second try, Labour won a parliamentary majority so razor-thin that it could
barely govern. The reason it won a majority at all was that many voters
stayed home.



The Labour Party government that ruled between 1974 and 1979, first
under Wilson and then, after March 1976, under James Callaghan, may
have provided the most inept governance endured in any advanced
economy since the end of World War II. Inflation raged out of control: 19
percent in 1974, 25 percent in 1975, 15 percent in 1976. The trade-off
promised by the Phillips Curve, though, was nowhere to be found; rather
than stemming unemployment, high inflation worsened it by driving
investment away. As the economy shrank and living standards fell, the
pound sterling, worth $2.43 in March 1975, performed so dismally that it
bought only $1.66 by September 1976. That same month, Labour’s annual
party congress was shaken by the news that Great Britain, in the position of
a poor country rather than a rich one, was for the first time begging for an
emergency loan from the International Monetary Fund.

In his defense, Callaghan had been dealt a poor hand. Raised in poverty
by a widowed mother, he had entered Parliament in 1944 and worked his
way up to serve in every major cabinet post. As foreign secretary in Harold
Wilson’s government, he played a prominent role in renegotiating the terms
of Britain’s membership in the European Community, a deal that won
overwhelming support in a June 1975 referendum. Wilson resigned
unexpectedly the following March, and Callaghan, then sixty-four, became
his successor. “Prime minister! And I never went to university!” he was said
to have exclaimed after winning the internal party vote.

Three weeks after he moved into 10 Downing Street, Labour lost its
majority when a member of Parliament who was about to stand trial for
faking his own death quit the party. Callaghan was forced into constant
bargaining with smaller Scottish and Welsh parties in order to govern. His
assets included an outgoing personality, an outward calm that earned him
the nickname “Sunny Jim,” and close ties to the union movement, which
respected the fact that after going to work as a clerk in the Inland Revenue
at age seventeen, he had helped organize tax officers into a union. “No man
alive better personified the old Labour Movement now dying than James
Callaghan,” the journalist Peter Jenkins wrote in 1988.17

However, the unions’ respect for the prime minister did not make them
any more conciliatory. Britain’s labor movement had a long history of
militancy, and many unions implacably opposed any and all changes



proposed by employers that might eliminate their members’ jobs. Unions in
Germany, the Netherlands, and Scandinavia understood that innovations
that improved productivity could raise their members’ pay and create more
jobs in other parts of the economy, but among British union leaders such
talk verged on heresy. The National Union of Mineworkers fought every
attempt by the state-owned National Coal Board to close even those mines
that were played out after two centuries of digging. Jack Jones, head of the
Transport and General Workers Union, which represented workers in
construction and manufacturing as well dockworkers and truckers, was so
powerful that graffiti scribbled during the 1974 elections advised, “Vote
Jack Jones, cut out the middle man.”

While not all British unions were so militant, rank-and-file workers
overwhelmingly rejected the government’s “incomes policies,” which were
intended to hold down inflation by restraining pay raises. By the time
Callaghan moved into the prime minister’s residence at 10 Downing Street,
the pattern had been set: an employer would offer a pay raise within the
government’s limit; the union would reject the offer and strike; and the
employer, with tacit government permission, would give in.18

At the September 1976 party conference, held in the aging coastal resort
of Blackpool, Callaghan issued a blunt warning to Labour’s left wing. “The
cozy world we were told would go on forever, where full employment
would be guaranteed by a stroke of the chancellor’s pen, cutting taxes,
deficit spending, that cozy world is gone,” Callaghan told the party faithful.
“We used to think that you could spend your way out of a recession and
increase employment by cutting taxes and boosting government spending. I
tell you in all candor that that option no longer exists.” His call for greater
productivity and tighter control of public spending was not a welcome
message for a party whose most recent election manifesto, in October 1974,
had advocated state ownership of manufacturers and requirements that big
companies act “in harmony with national needs and objectives.” The trade
unions that paid Labour’s bills and controlled many of its local committees
translated higher productivity and tighter control of public spending to
mean layoffs and less generous pensions. That was not their program.19

Thanks to the devalued pound, which gave a boost to exports, and to the
emergency loan from the IMF, the British economy began a modest



rebound in the second half of 1976. Its performance was good only by the
standards of the country’s recent past; among the advanced economies,
Britain ranked dead last in economic growth, capital investment, and
saving. Inflation still raged, and rather than telling the Bank of England to
raise interest rates to stop it, Callaghan’s government kept hoping that its
policy of trying to limit wage increases would do the trick with less pain. It
did not. In July 1977, at the annual coal miners’ gala in Durham, in the far
north of England, Callaghan sat on the podium as the miners’ leader, Arthur
Scargill, urged his members “to ignore the advice and pleas of the
government for further wage restraint.” When it was his turn to speak,
Callaghan asked the miners to accept wage restraint “for the sake of the
country—and miners are part of the whole national family.” It was a
difficult sell.20

In the summer of 1978, the Labour government announced that
workers’ pay should rise no more than 5 percent over the coming year. This
looked like it would be barely half the rate of inflation. Union leaders, wary
of workplace militants calling for unauthorized strikes, rejected the
government’s guideline out of hand and demanded a return to normal wage
bargaining. “We’d had three years of pay restraint, and people had got fed
up of it,” recalled a trucker in the desolate Yorkshire city of Hull. When
Callaghan refused to retreat, autoworkers, lorry drivers, railway workers,
nurses, even gravediggers walked off the job. Hospitals turned away
patients, and chickens died for lack of feed. The dark, snowy winter of
1978–79 would go down in history as the Winter of Discontent, the winter
when Londoners’ trash was piled in Leicester Square because the dustmen
refused to cart it away. Output collapsed as nearly thirty million workdays
were lost amid the strikes. When the disputes were finally settled, striking
workers won wage hikes far above the government’s 5 percent guideline. In
March 1979, by the margin of a single vote, Parliament pronounced no
confidence in the Callaghan government.21

That vote, and the ensuing collapse of the Labour Party as a driving
force in British politics, owed much to Margaret Thatcher. Thatcher, who
had entered Parliament in 1959, despised the postwar consensus that had
built the welfare state, and she sharply criticized her own party for having
joined it. In February 1975, then the Conservative Party spokeswoman on



environmental affairs, she had shaken the British political establishment by
ousting former prime minister Edward Heath as the Conservative leader in
Parliament. She now forced Callaghan to call an election as, once again, the
economy was sinking, inflation was rising, and the world was facing an oil
crisis—this one in the wake of the January 1979 revolution that deposed the
Shah of Iran.

Thatcher was direct and plainspoken. Her view, widely shared in the
late 1970s, was that Britain was threatened with long-term economic
decline. But unlike many of her compatriots—including Callaghan, who
famously told Labour Party leaders in 1974, “If I were a young man, I’d
emigrate”—she did not consider that decline irreversible. She blamed high
taxes and the welfare state, which stifled private initiative and choked off
economic growth. Thatcher was equally disdainful of unions that were
resistant to change and landed gentry happy to live off their rents. She
preached the virtues of hard work and entrepreneurship. “None of us is so
naïve as to believe that cutting taxes will, by itself, suddenly transform
everything and make our country prosperous overnight,” she told a radio
audience a week before the election. “But what we do believe is that there’s
all the difference in the world between creating a society in which it pays to
work and creating one in which it doesn’t. Only by becoming prosperous
again can Britain become a genuinely caring society.”22

Much has been written about the self-interested intellectual groundwork
for Thatcher’s ascent: the role of the Institute of Economic Affairs, a
London think tank, in propagating free-market ideas in the 1960s and
1970s; the emergence of Sir Keith Joseph, then a member of Parliament, as
an outspoken critic of Heath’s conciliatory brand of Conservatism in 1974;
the establishment of the Centre for Policy Studies as an ideas machine for a
future Conservative government; Joseph’s embrace of money-supply rules
to squelch inflation, and of assorted other free-market ideas in which he
tutored Thatcher. There is no doubt that corporate as well as ideological
interests, foreign as well as domestic, were behind the new Conservative
agenda. When Joseph offered a 1976 lecture with the line, “We are over-
governed, over-spent, over-taxed, over-borrowed, and over-manned,” he
was singing a tune that industrialists in the Midlands and bankers in the
City had hummed for many years.23



Yet while these efforts endowed the Conservative Party with a
substantial intellectual base, it was not only the emergence of competing
ideas that pushed the Labour Party into eclipse. Labour’s fall was the result,
more than anything else, of the bankruptcy of the economic model that had
brought prosperity after World War II. Throughout the 1950s and 1960s, as
Labour’s ideas found their way into the policies that defined the welfare
state, life was getting better in Britain. By the 1970s, though, no mix of
economic policies could deliver the steadily rising living standards that
Britons had come to expect. It was that fading dream that brought the
Conservatives to power. On May 3, 1979, they gained sixty seats in
Parliament, and Margaret Thatcher became prime minister.

ACROSS THE ATLANTIC, JIMMY CARTER EXUDED A
FOLKSINESS much like Jim Callaghan’s. Over the four years of his
presidency, he came to exude a similar haplessness as well.

When Carter moved into the White House, the US economy was in
much stronger condition than Great Britain’s. It was soon generating the
fastest growth of any major economy, and the unemployment rate, 7.5
percent in January 1977, descended steadily to 5.7 percent by the summer
of 1979. But no one mistook those results to be signs of a healthy economy.
The Fed, still under the control of Arthur Burns, had lowered interest rates
in the second half of 1976 to help Gerald Ford win re-election, leaving
Carter with the poisonous gift of rising inflation. Although Carter was able
to push Burns out in January 1978, by then inflation was climbing back
toward the double digits. As the Fed began raising overnight interest rates
aggressively to clamp down on inflation, interest rates on the Treasury’s
short-term bonds rose close to those on its long-term bonds. On August 18,
1978, the lines crossed: investors earned more for lending to the
government for two years than for ten. That unusual condition, known in
the financial markets as an inverted yield curve, was an alarm bell, an
unmistakable warning that a recession was likely in the second half of 1979.

And then came the second oil crisis, driven by the revolution in Iran and
a decision by Saudi Arabia to limit oil production. After holding steady
since 1974, the average cost of a barrel of crude doubled over the course of
1979. A more relevant figure for American voters, the price of gasoline,



went from seventy cents per gallon to $1.11, and buying it often required a
lengthy wait in line. As station owners taped “No Gas” signs to their pumps,
the Carter administration printed ration coupons to distribute if supplies
grew tighter. The nationwide panic turned violent when independent
truckers, drivers who owned their own vehicles and hired out by the load,
complained that federal regulations governing freight rates kept them from
passing the higher cost of diesel fuel on to their customers. The truckers
declared a strike, and some of them enforced it with stones, cement blocks,
and bullets. Families moving house found their furniture hung up in transit
because moving van drivers were afraid to be on the road.24

Carter’s was a joyless presidency. Although no one blamed him for the
serious economic problems he inherited, neither he nor his advisers gave
the impression that they could do much to turn things around. His
administration took important steps to disentangle some of the chains that
restrained the economy, including the deregulation of oil prices in April
1979 and, over strong opposition, deregulation of the trucking and railroad
industries in 1980. But none of this addressed what Carter himself, in a
speech to one hundred million television viewers on July 15, 1979,
identified as the greatest threat to the nation. “The erosion of our confidence
in the future is threatening to destroy the social and the political fabric of
America,” he said. “For the first time in the history of our country a
majority of our people believe that the next five years will be worse than
the past five years.” Less than a year later, in March 1980, Carter
announced new requirements to raise the cost of credit cards and other
forms of household borrowing. “Inflation is fed by credit-financed
spending,” he told Americans in a televised address. “Consumers have gone
into debt too heavily.” If people were to consume less, he seemed to be
suggesting, that would not be a terrible thing.25

It was in this unhappy environment that Ronald Reagan came to the
fore. Reaganism, like Thatcherism, was not a bolt from the blue. Believers
in free markets had devoted years of patient investment to building an
intellectual superstructure of think tanks and university research institutes to
stand against the welfare state. Alongside it, starting in the 1960s, they had
fostered a network of grassroots groups united by their resentment of
various social and legal changes—busing of children to schools outside



their neighborhoods to achieve racial integration; easier access to abortion;
“affirmative action” policies to promote integration in the workplace; more
widespread sex education in the schools—and committed to using the
Republican Party as the vehicle to reverse those changes.26

But these concerns had not yet carried enough weight to swing US
politics decisively to the right. In 1976, when Reagan became the
conservatives’ spear carrier, a more traditionally moderate Republican
president, Gerald Ford, managed to deny him the party’s presidential
nomination. At the time, the economy was bouncing back from the debacle
of the 1973–75 recession, inflation was falling, and the country was not yet
consumed by the fear that America’s best days were over. By the second
half of 1979, as the recession predicted by the bond market arrived right on
schedule, the mood was different. The conservative ascendance came only
as mortgage interest rates above 11 percent made young people despair of
ever buying a home and as layoff notices went out to ironworkers on
construction sites and toolmakers in auto plants.

In the words he used and the self-confidence he exuded, Reagan
contradicted the notion that the world had become ungovernable. He
projected an image of strength and a conviction that the US government, in
the proper hands, could stand up to enemies abroad and restore prosperity at
home. “Are you better off than you were four years ago?” Reagan asked
Americans in a televised debate against Carter in October 1980. At the
presidential election a few days later, Reagan swept the country, capturing
forty-four states. As in the British election the previous year, millions of
working-class voters walked away from the party of the welfare state and
put their faith in a candidate who rejected the narrative of inevitable
decline. When Reagan promised that new ideas and hard work would bring
the good times back, Americans were eager to believe him.27

Reagan and Thatcher were acquaintances in the 1970s, but they were
hardly close friends. In 1969, during his first term as governor of California,
conservative groups in Great Britain arranged an invitation for him to speak
at the annual “picnic” of the Institute of Directors, a gathering of the
country’s most influential business leaders at the Royal Albert Hall. His
speech, titled “The New Noblesse Oblige,” warned against “the inexorable
march and encroachment by government on what are traditionally held to



be the rights of the people.” Such strident language would not have caused
much of a stir in America, but by the polite standards of the British upper
classes, it was noteworthy. Reagan became a frequent visitor to London,
where his stories about how he reduced the size of the state government in
California held listeners rapt. Thatcher apparently met him for the first time
at a luncheon hosted by Prime Minister Heath in 1972, and the two had an
extended conversation at the House of Commons in April 1975, shortly
after the end of his term as governor and her selection as Conservative
leader in Parliament.28

Like Thatcher, Reagan sounded a few simple themes when it came to
economic policy: the way to raise living standards was to stabilize inflation,
cut taxes, and reduce the size of government. The technical details were of
no great consequence to either of them. Thatcher’s key economic advisers,
Keith Joseph and Alan Walters, subscribed to the ideas of monetarist
economists such as Milton Friedman, for whom the path to lower
unemployment and higher incomes ran through the money supply. Reagan’s
advisers were a more eclectic group: they encompassed monetarists;
traditional small-government Republicans, who favored a balanced budget
and low interest rates; and adherents of a new doctrine called “supply-side
economics,” who contended that lower marginal income-tax rates would
create powerful incentives for work and entrepreneurship.

The monetarists regarded the supply-siders as snake-oil salesmen. The
traditionalists mocked the monetarists’ obsession with the money supply,
and they distrusted the supply-siders’ eagerness to lower marginal rates
even if that would leave the government in the red. To the supply-siders,
budget deficits and the money supply hardly mattered. All three, however,
shared the belief that their ideas alone could revive the American dream and
restore the rising living standards Americans had come to expect.

THE WEALTHY NATIONS’ TURN TO THE RIGHT WAS NOT
OVER. IN September 1982, the German Social Democrats lost a
confidence vote in the Bundestag. Without losing a national election,
Helmut Schmidt was out after more than eight years in power.

West Germany, which had the world’s third-largest economy, had
outperformed almost all the wealthy countries in the late 1970s. Inflation



had stayed lower there than in most of Europe, and unemployment, though
far higher than it had been before the 1973 oil crisis, had not come near the
levels of Italy and France. Comparatively high productivity growth had
helped Germany combat the effects of a strong currency, so that its cars and
factory equipment remained competitive in world markets. Throughout the
decade, the living standards of German workers had continued to improve,
albeit at a much slower pace than previously. But the second oil shock
proved Schmidt’s undoing. The price of crude oil, about sixteen dollars a
barrel at the start of 1979, more than doubled by early 1981 to the
unimaginable level of thirty-eight dollars. Central banks had learned their
lesson since 1973, when the first oil crisis helped drive up inflation; this
time around, they refused to accept that inflation might be desirable, and
they tightened monetary policy sharply to keep consumer prices from
getting out of control. As interest rates soared around the world, economic
growth slowed, dealing a serious blow to West Germany’s export-driven
economy. Schmidt was widely blamed for the recession and higher
unemployment. Seeing the chancellor’s popularity wane, the middle-of-the-
road Free Democrats, the smaller party in the coalition, switched sides,
bringing down the government.

Schmidt’s successor, Christian Democratic leader Helmut Kohl, was no
right-wing radical, but he had learned from the Swedish and British
playbooks. He railed against bureaucracy, promising to cut the “many-
armed monster” of government down to size—never mind that his party had
ruled West Germany for twenty of the thirty-two years since the state’s
founding, and that the institutions of the federal government were largely
the Christian Democrats’ creation. Kohl advocated lower taxes and changes
in social benefits to improve incentives for work. He promised not to
destroy the welfare state but to improve it. So far as voters were concerned,
the Social Democrats were out of fresh ideas. They would remain out of
power for sixteen years.29

Two months after Kohl’s ascent, in November 1982, it was Japan’s turn.
Japan’s welfare state had expanded rapidly since 1973, when the
government doubled pension benefits, introduced free medical care for the
elderly, and lowered the cost of health insurance for the self-employed.
Government spending soared—and it kept soaring even as slower economic



growth squeezed the flow of tax revenue. By 1980, the first stirrings of
taxpayer revolt could be heard. “If the tax burden of Japanese citizens
remains below that of many Western nations, this has not been much of a
solace to Japanese at tax time,” the American political scientist Ellis Krauss
commented. Successive governments tried to hold down taxes by
borrowing, but that, too, had its limits. In 1980, the Japanese government
sold more bonds than the American, British, French, Italian, and West
German governments combined, and such borrowings covered one-third of
government spending.30

Reining in social programs proved politically impossible. Instead, the
government headed off a crisis in a most Japanese way. In the fall of 1980,
it set up a commission on administrative management overseen by Yasuhiro
Nakasone, Japan’s minister of administration. Nakasone was an unusual
figure in postwar Japan. The son of a lumber dealer, he was born in Gunma,
a poor prefecture in the mountains of central Japan, a couple of hours by
train from Tokyo. After attending the University of Tokyo and serving as a
navy paymaster during World War II, he abandoned a potential career as a
bureaucrat to run for a seat in the Diet in 1946. He made his reputation as a
staunch conservative in 1951 when he delivered a letter to General Douglas
MacArthur, the US commander in occupied Japan, criticizing the
occupation. Since then, he sat firmly on the right wing of the Liberal
Democratic Party, leading one of the party’s factions and running several
ministries, but never garnering broad enough support to become prime
minister.31

Thanks to Nakasone’s public relations efforts, everyone understood that
“administrative management” was a euphemism for slimming down the
government. When the commission issued a series of reports in early 1982,
the Diet enthusiastically followed its recommendations to repeal or revise
355 laws and to reduce proposed pay raises for government employees. The
Liberal Democrats, who controlled the Diet, made Nakasone prime minister
on November 27. His slogan, “Fiscal reconstruction without tax increases,”
sounded clunky in English, but to Japanese voters it sounded like words
from the mouth of Ronald Reagan.32

In the six years since Sweden’s voters had turned out the Social
Democrats, conservative parties had taken power in country after country.



The new crop of confident, assertive leaders put worries about
ungovernability to rest. The question now was whether their program of
lower taxes, freer markets, greater personal responsibility, and a less
suffocating state could restore the vigorous economic health of years past.
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CHAPTER 11

Thatcher

n the warm glow of memory, cherished by generations of conservative
acolytes, the global ascendancy of the right brought an end to the economic
crisis that had festered since 1973. The reality was quite different. The
leaders who won power by campaigning against the welfare state took aim
at inflation, and with persistence and the help of some determined central
bankers, they eventually brought it under control—although at a far higher
cost than they had imagined. They were victorious as well in the battle
against Soviet communism, and some of them were still in office to
celebrate the advance of democracy across Eastern Europe at the end of the
1980s. But when it came to restoring the sense of economic security that
had vanished along with cheap oil, their efforts were no more effectual than
those of the less market-oriented politicians they drove from office. The
combination of full employment, greater equality, and economic security
proved not to be within their ability to deliver.

If there was a single theme that ran through the conservative economic
thinking around 1980, it was this: rules matter. This was, in the context of
recent history, a radical idea. Throughout the Golden Age and beyond, from
the end of World War II to the late 1970s, economic policy had been the
province of brilliant men supported by armies of data collectors and number
crunchers. Experts like Arthur Burns, Karl Schiller, and Raúl Prebisch were
thought to possess special economic understanding, such that they could
foresee an economy’s future course and selflessly determine which
measures would most improve the well-being of the largest number of



people. The very presumption that government could steer the economy to
full employment and low inflation assumed that someone was skilled
enough to do the steering. But after the economic chaos of the 1970s, the
public had ample reason to doubt the experts’ disinterested foresight. As the
economist Charles Goodhart, a longtime Bank of England insider, wrote in
1989, “the failure of the monetary authorities, whether Central Bankers or
Ministers of Finance, to stem inflation in the 1970s led to reconsideration
whether they were working for the public good . . . or might be swayed by
other political and bureaucratic objectives.”1

In the new conservative understanding, discretion was the heart of the
problem. Discretion allowed politicians to spend and tax as they saw fit,
without any accountability. So far as monetary policy was concerned,
discretion enabled central bankers to tinker freely with interest rates even at
the cost of higher inflation, as Burns had done to secure Richard Nixon’s re-
election in 1972. And discretion meant that bureaucrats could regulate as
they pleased, harassing citizens and infringing on personal liberties, just as
they did in Astrid Lindgren’s fictional kingdom of Monismania.

In the early 1960s, the American economist Milton Friedman had laid
out the case for firm rules to govern central banks’ monetary policy.
Friedman contended that erratic and unpredictable changes in monetary
policy—now encouraging more bank lending in response to a fall-off in
homebuilding, now raising short-term interest rates to counteract a big jump
in wages—destabilized the economy without addressing the root cause of
inflation. “Inflation is always and everywhere a monetary phenomenon,” he
pronounced, insisting that the only way to control it was with a rule
directing the central bank to keep the money supply growing at a specific
rate that would allow incomes to rise without driving up prices.2

So long as the world economy was booming, Friedman’s ideas were of
more interest to theoreticians than to public officials. In 1969, one Bank of
England official dismissed them as “wishful primitivism, born of
exasperation with certain intractable economic problems of modern
society.” The flood of money sloshing across borders as the Bretton Woods
system collapsed seemed to make monetarism all the more impractical, as a
country’s money supply could change suddenly for reasons entirely
unrelated to its domestic economic conditions. But as economic planners



and central bankers flailed helplessly against the stagflation that settled in
after 1973, the ideas of Friedman and his followers took on a new
prominence. West Germany’s Bundesbank, which was independent of the
government, announced late in 1974 that it would try to control inflation by
following a rule for the growth of the money supply rather than by adjusting
short-term interest rates. Within two years, central banks from Switzerland
to Australia followed suit.3

Putting monetary policy on autopilot, as Friedman recommended,
required first agreeing on which measure of the money supply the central
bank should worry about. This was not a straightforward question. In
principle, monetarists thought, the concern should be the amount of money
available for spending in the near term, because decisions about whether to
spend it could affect the prices of goods or services; money tied up in five-
year certificates of deposit, on the other hand, could not readily be spent, so
the monetary rule should ignore it. But there were several different ways to
measure money. The Bank of Canada focused on what was called M1,
counting only cash and deposits in checking accounts, while the Bank of
Japan emphasized M2, which also included money in savings accounts.
Another definition of the money supply, M3, included everything in M2
plus certificates of deposit and some short-term funds held in money-
market accounts outside the banking system. Other variants had their
partisans as well.

Once the monetary target was selected, the central bank or its
government overseers had to decide how rapidly the target should grow.
The theory was that if the chosen M increased too quickly, consumers and
businesses would spend more money than the economy could accommodate
and inflation would rise; but if it rose too slowly, the economy would not
produce the jobs and wealth it was capable of generating. The central
bank’s main job was to hit the target by adjusting short-term interest rates
and banking rules, thus inducing depositors or bankers to make more or less
money available for immediate spending. The central bank should not
change its policies in response to real-world events, such as a blizzard that
crippled business activity or a jump in the monthly trade deficit. It was
meant to watch only the Ms.



And what of other concerns, such as jobs and wages? The monetarist
view was that neither governments nor central banks could ensure every
citizen a job or a bigger paycheck. Aside from keeping inflation down with
steady monetary policy, the best way to reduce unemployment was to avoid
interfering with the labor market. Policies like minimum wage laws might
make some workers too expensive to hire, and generous unemployment
benefits could encourage displaced workers to lounge at home rather than
find new jobs. A big government job-creation program would work only
briefly, because a larger budget deficit would cause the Ms to increase more
quickly, requiring the central bank to push up interest rates and ultimately
slowing private investment. It was thus a small intellectual step from setting
money supply rules to setting rules requiring balanced budgets and small
government, on the premise that such rules would lead to the best possible
economic performance.

IN OCTOBER 1977, TWO YEARS AFTER ELECTING MARGARET
THATCHER its leader, Britain’s Conservative Party became the party of
rules. The change was quite public. A year earlier, the party’s first annual
policy statement issued under Thatcher’s leadership had used words that
could have been uttered by Conservative leaders Harold Macmillan or
Edward Heath, calling broadly for “reduction and control of public
expenditures” and “personal responsibility and the freedom that goes with
it” without bothering about meaningless details. The 1977 policy statement
struck a very different tone, redolent of discipline and rigor. It went beyond
generalities to advance a novel rule for limiting the size of government:
“Our intention is to allow State spending and revenue a significantly
smaller percentage slice of the nation’s annual output and income each
year.” And it laid out an anti-inflation rule straight from Milton Friedman’s
playbook: “strict control of the rate of growth of the money supply.”4

Thatcher’s triumph in the 1979 election allowed the Conservatives to
put these ideas into action. Her chancellor of the exchequer, Sir Geoffrey
Howe, announced that lowering inflation would be the government’s top
economic priority. He directed the Bank of England to accomplish this by
holding the growth of M3, his favored money-supply target, to between 7
percent and 11 percent over the next year—disregarding the advice of the



bank’s governor, Gordon Richardson, who warned him that the relationship
between M3 and national income “has moved in quite sharply unpredictable
ways.” The growth rate Howe proposed was far lower than the 17 percent
inflation rate, so if the Bank of England had in fact hit the target, the British
economy would have operated with much less money in 1980, on an
inflation-adjusted basis, than in 1979. Businesses’ borrowing costs would
have gone sky-high, and soaring mortgage rates would have brought the
housing market to a stop. Howe was administering nothing short of an
economic shock treatment in hopes of purging inflation.5

The Thatcher government also laid out a rule to guide its borrowing
plans over several years, intended to shrink public spending as a share of
the national income. The clampdown on spending would slow the economy,
at least in the short term. But monetarist theory taught that this would be a
quick, cold bath from which the nation would emerge revived and
reinvigorated, able to flourish without the curse of inflation. To encourage
this revival, the Thatcher government hiked taxes on consumer spending
but lowered income-tax rates, especially for top earners. Higher taxes on
consumption were said to encourage families to save rather than spend,
giving banks more deposits to lend out to businesses that could create jobs.
Lower income taxes would allow workers and entrepreneurs to keep a
greater share of every pound they earned, which in turn would encourage
more work effort and risk-taking.6

The program did not work as the monetarists had promised. In
disputations incomprehensible to all but those initiated to the monetary
priesthood, the experts argued over whether M3 was a better target than
M1, M2, or any other measure of the money supply. These arguments, of
course, allowed partisans of the other money-supply measures to point the
finger elsewhere if achieving the government’s M3 target failed to bring
results. In any event, the target proved impossible to hit. By November
1979, after six months of Thatcherism, M3 was growing at a 19 percent
rate, far faster than the government wanted, and consumer-price inflation
was still rising. The government’s budget deficit was rising, too.
Meanwhile, the foreign investment attracted by high British interest rates
drove up the exchange rate, rendering British exports uncompetitive on



world markets. By the end of 1979, economists at Her Majesty’s Treasury
were predicting the worst economic downturn since 1931.7

With the economy in free fall and inflation still above 15 percent, Howe
doubled down, ratcheting the monetary target even lower. “There would be
no question of departing from the money supply policy, which is essential
to the success of any anti-inflationary strategy,” the government’s 1980
budget report proclaimed. Thatcher had no patience with those who,
pointing to the million displaced workers forced onto the dole over the
course of 1980, suggested that it might be possible to bring down inflation
at less human cost. She took advice from foreign monetarists such as the
American professor Karl Brunner, whom she met during a vacation in
Switzerland that August, and sat through a private tutorial on the mind-
numbing subject of monetary base control by experts such as Mario Monti,
later to become Italy’s prime minister. Their counsel bolstered her opinion
that those who would compromise monetary policy were weak and
irresolute, the sort of people who had gotten Britain into such a mess in the
first place. Among those she despised was the very man responsible for
carrying out her monetary policy: Gordon Richardson, whom she dismissed
as “that fool who runs the Bank of England.”8

It was in October 1980, amid harsh criticism over the parlous state of
the economy, that Thatcher appeared before the Conservative Party
conference and spoke the carefully polished words, “You turn if you want
to. The Lady’s not for turning.” Barely a month later she turned, agreeing to
Howe’s proposal to suspend the monetary targets temporarily. In January
1981, a new set of experts concluded that the Bank of England, acting at the
government’s direction, was following the wrong monetary rule. It should
have focused on a different definition of the monetary supply, they said, not
on M3. The mistake was costly. In the two years between Thatcher’s
election and the summer of 1981, the British economy’s output shrank 6
percent, and the reality in factory towns was far worse.9

In the spring of 1981, after two years of dismal economic performance,
Howe reluctantly threw the rule book out the window. The monetary rule,
requiring the Bank of England to regulate the growth of M3, henceforth
received little more than lip service. The goal of reducing government
spending as a share of the economy was abandoned in a new government



budget that raised taxes. “When I was not able to get public spending down
as low as I wished, I took the view that if we were going to spend that
amount of money, we must cover it honestly—by taxation,” Thatcher said
later.10

The budget, with its higher taxes, was immensely unpopular. In its
wake, Conservative Party polling showed that 67 percent of voters
disapproved of the government’s record. But after it was announced,
inflation finally began to fall, reaching single digits in the spring of 1982.
The economy began to grow at last. It would continue to expand for eight
years running. “The 1981 Budget came to be seen almost as a political
equivalent of the Battle of Britain: the Thatcher Government’s finest hour,”
trumpeted Nigel Lawson, then a Treasury official and soon to replace Howe
as chancellor of the exchequer.11

But Thatcherism was not quite the triumph that mythmakers claimed.
During Thatcher’s first two years in office, with the economy starved of
oxygen, Great Britain endured its most brutal contraction since the early
1930s. What brought growth back, aside from tax revenues pumped from
the new oil fields off the North Sea coast, was a new, more eclectic
approach to monetary policy. Without admitting that its worship of M3 had
been a mistake, the government gradually renounced monetarism
altogether. In 1982, Howe told Parliament that the Bank of England would
henceforth focus on a combination of M3, M1, exchange rates, and other
factors. “No single measures of money can fully describe monetary
conditions—they must be assessed in the light of all the available
evidence,” he declared. It was not a line Milton Friedman would have
written.12

AMONG TWELVE WEALTHY ECONOMIES, THE UNITED
KINGDOM ranked dead last in labor productivity growth in manufacturing
between 1973 and 1979. It also ranked last in net saving, the share of
national income that households and businesses set aside to invest in the
future. Britain had foundered for so long that politicians and business
leaders treated these unhappy trends with a certain resignation, as if the
fates themselves had ordained that a country that had been so dynamic in



the nineteenth century should decline in the twentieth. Thatcher, however,
did not believe in the fates. She attributed the country’s sclerosis to outdated
institutions. Two in particular provoked her ire: trade unions and state-
owned enterprises. As her monetarist experiment ended in failure, she
turned her sights on both. The fact that they tended to be hotbeds of support
for the Labour Party was a bonus.13

Trade unions had been prominent in Great Britain since the 1820s, and
were the main force behind the creation of the Labour Party in 1900. At the
end of World War II, after the new Labour government repealed restrictions
on unions’ ability to strike and picket, they grew enormously influential,
representing 9.5 million workers by 1950. Although there were divergent
streams within the trade union movement, the large industrial unions that
dominated the Trades Union Congress pushed a traditional socialist line,
calling for state ownership of heavy industry and union involvement in
management. Coal mines were nationalized in 1946; power generators in
1947; railroads, some bus, truck, and barge companies, and the Thomas
Cook travel agency in 1948. The government took over the iron and steel
industry in 1951; Conservative governments sold it off later in the 1950s;
and it was nationalized again in 1967. In the 1970s, the Conservatives,
under the Heath government, took over the Rolls-Royce aircraft engine
business—supposedly vital to the national defense—and thirty-one other
aviation manufacturers and shipbuilders. The Labour government that took
office in 1974 bowed to union pressure to add more troubled companies to
the government’s portfolio, from the insolvent automaker British Leyland to
Drake and Scull, an engineering contractor worth less than one million
pounds. It also created an entity called British National Oil Company,
through which the state took direct control of a significant portion of North
Sea oil.14

The performance of the nationalized industries had been unimpressive
even when times were good, and it deteriorated sharply in the 1970s; over
the course of the decade, a time when private companies were earning about
17 percent return on investment, the state-owned firms collectively earned
an average return of 4.3 percent. Their unions repeatedly won large wage
increases unmatched by productivity improvements. Political interference
was constant: the electric generating companies were directed to buy



British-designed nuclear plants and the steelworks were ordered to use
British coal. Management was in disarray, because experienced private-
sector executives were reluctant to take on jobs in which key decisions were
determined, directly or indirectly, by the government. Billions of pounds of
tax money went to sustain exhausted mines, antiquated mills, and shipyards
with no commercial potential.15

Studies since the 1950s had repeatedly called for reform and
privatization, but almost nothing had changed. The public, which well
remembered how difficult working-class life had been before Labour came
to power, was largely sympathetic toward state-run enterprises, even if the
Post Office did take forever to install a phone. The trade unions were
opposed to privatizing state-owned industry. Surprisingly, so was much of
the country’s business establishment. Edward Heath, whose government
cheered free enterprise even as it greatly expanded the state’s ownership of
industry in the early 1970s, claimed in his memoirs that when he suggested
privatization, “We were advised by the employers’ organisations that the
programme should go no further at this stage. British capitalism was at such
a low ebb that no one would have taken over the major concerns which, on
paper at least, might one day look like attractive candidates for
privatization.”16

By the time Thatcher took office in 1979, the nationalized industries
accounted for about 10 percent of Great Britain’s total output and employed
1.5 million workers. As opposition leader, Thatcher had not been
particularly outspoken concerning state-owned companies. And for good
political reasons: raising the issue would have amounted to waving a red
flag at the unions, and such a confrontational stance would not have been
endorsed by voters who were simply exhausted by labor unrest. Suggesting
relatively modest reforms to labor law, such as requiring unions to obtain
their members’ approval in a secret ballot before calling a strike, was as far
as candidate Thatcher was prepared to go.

Behind the scenes, however, forces on the right wing of the
Conservative Party were laying the groundwork for a much stronger assault.
In July 1977, the party’s Economic Reconstruction Group, charged with
thinking about how a future Conservative government might revive the
country’s troubled economy, received a confidential report from a



committee chaired by Nicholas Ridley, a member of Parliament. The Ridley
Report laid out the case against state-owned enterprises: “More and more
the nationalised industries are run for the benefit of those who work in
them. The pressures are for more jobs for the boys and more money for
each boy.” But the report deemed “a frontal attack” on nationalized
industries politically unwise. It recommended instead “a policy of preparing
the industries for partial return to the private sector, more or less by stealth.”
One potential approach would be to require each company to earn a
specified rate of return on invested capital, closing or selling any unit that
failed to do so. Another would be to break large enterprises like British
Steel or the National Coal Board into much smaller component parts,
allowing individual parts to be sold off with much less fuss than if a large
entity were to be privatized in a single go. These suggestions, had they been
known to the public, would have been controversial.

But of far greater consequence to the future Thatcher government was
the report’s confidential annex. The annex predicted that between six and
eighteen months after the next Conservative government took office, its
opponents would seek to mount a challenge, using a dispute over wages or
layoffs as a pretext to disrupt a critical industry. The industry where this
was most likely to occur, the report foresaw, would be coal. This warning
probably touched a nerve, as the Conservative leaders for whom the report
was written would have vividly recalled the nationwide coal strike that
brought down the last Conservative government, in 1974. The Ridley
Report’s most sensitive advice, leaked to the press the following year, was
that the government should prepare for war against the National Union of
Mineworkers. It urged building large coal stockpiles at power plants,
making contingency plans to import coal on short notice, installing dual-
fired generators to burn oil if coal stocks ran out, and recruiting nonunion
truckers to move coal if needed. The committee proposed changing the law
to make striking workers ineligible for unemployment benefits. Most
explosively, it called for the creation of “a large, mobile squad of police” to
deal with violent picketing. The message could not be missed: if a future
Conservative government wanted to fix the economy, it could not avoid
facing the trade unions head-on.17



Thatcher had absorbed this counsel before becoming prime minister, but
she was astute enough not to act on it immediately. Dealing with inflation
and reducing government spending were her priorities; she would get to the
unions in time. Besides, Thatcher was well aware that the Conservatives
were a minority party. She owed her victory to union members, people who
normally voted Labour but aspired to own their homes and send their
children to university. These upwardly mobile households broke with
tradition, voting Conservative in 1979 because they were tired of the
Labour Party’s incompetence, but they nonetheless believed in the value of
trade unions. The only way the Conservative Party could stay in power was
to break these voters’ class allegiance. Thatcher was playing a long game.
She wanted to woo Labour voters, not antagonize them.

The place to start was not by attacking the trade unions or by selling off
British Steel, but by letting people own their homes. In 1979, her
government introduced a bill granting tenants in housing owned by local
authorities, known as “council housing,” the right to buy their units at
prices far below market value. This was privatization for the masses: three
in ten British households lived in publicly owned housing. Those who had
been council tenants for over twenty years could buy their house or
apartment at a 50 percent discount; if they were uncertain, they could pay a
hundred-pound deposit and preserve their right to buy at a fixed price for
two years. The local authority that was selling the property was obliged to
offer a mortgage.18

Right to Buy, as it was known, targeted a core Labour constituency.
Most of the council estates had been built under Labour governments, and
their residents were reliable Labour voters. By the spring of 1983, two-and-
a-half years after Parliament enacted Right to Buy into law, 274,650 council
tenants in England alone had acquired their homes. A poll showed that 59
percent of people who had voted for Labour in 1979 and subsequently
bought their own homes would not vote for Labour again. Right to Buy was
privatization conducted at a level that made sense to average people. As it
went forward, gathering public support, the political obstacles to privatizing
state-owned companies fell away.19

Privatization of state-owned enterprises was not a new idea in 1979. The
Conservative government led by Winston Churchill had sold British Steel



into private ownership in the early 1950s, and the government of German
chancellor Konrad Adenauer had sold a majority of the shares of
Volkswagen through a public offering in 1961. The term “privatization” had
originated in Nazi Germany but was not widely used after World War II; the
Conservative manifesto published during the 1979 campaign refrained from
using it altogether. The word may have been deemed inflammatory, for
when Conservative politician Nigel Lawson was given a high Treasury job
in May 1979, his portfolio was defined to include “disposal of assets,” not
“privatization.”

In the new government’s first budget speech that same month, Geoffrey
Howe referred to “the sale of assets” as a way of “reducing the size of the
public sector,” but the only plan he announced was a small reduction in the
government’s 51 percent holding in British Petroleum, which already traded
on the London Stock Exchange. Thatcher, though, had no qualms about the
term “privatization.” She set up an eight-member cabinet subcommittee to
pursue it. By July 19, 1979, barely two months into the new government,
Lawson had come up with a list of assets, from British Steel to National
Bus Company, which might be sold off. Of these, only one, the National
Freight Corporation, was marked for sale in its entirety; the government
would hold on to part-ownership of the other companies, “to win over
employees.”20

It was not until August 1980, when Lawson announced in a London
speech that the government had “embarked on a major program of
privatization of the state-owned industries,” that the scale of Thatcher’s
intentions became clear. Even then, transactions proceeded slowly,
involving the sale of government-owned shares in companies that operated
in competitive industries rather than of monopolies like British Telecom and
the National Coal Board. As the Ridley Report had suggested, the
Conservatives acted under the radar, closing low-profile operations of state-
owned companies or separating small businesses that might be sold without
controversy from larger entities whose sale would be politically
contentious. Even so, the government’s strategy encountered strong
opposition. When the National Coal Board proposed in February 1981 to
close twenty-three money-losing underground mines, the National Union of
Mineworkers threatened a nationwide walkout of 240,000 miners. Thatcher



quickly backed down, agreeing to reinstate subsidies for the mines and to
limit imports so users would have no alternative to British coal. She was not
ready to risk a strike for which the government was unprepared. “Nigel,”
she told Lawson upon naming him energy secretary in September 1981,
“we mustn’t have a coal strike.”21

By the time of the next general election, in June 1983, privatization, not
counting the sales of council homes, had raised a mere two billion pounds.
The Conservatives decided not to make the privatization of industry a
campaign issue. The sale of council housing, on the other hand, drew
hundreds of thousands of blue-collar voters to the party. That, on top of the
British victory in the 1982 Falkland Islands war with Argentina and a split
in the Labour Party, brought a decisive Conservative victory, freeing
Thatcher to move aggressively to transform the British economy.

THATCHER SAW A DIRECT CONNECTION BETWEEN
PRIVATIZATION and the weakening of trade union power; she often
spoke of “the monopoly nationalized industries” and “the monopoly trade
unions” as Britain’s two great economic problems. Luckily for her, she
drew an adversary straight from central casting. Arthur Scargill, a militant
Yorkshire miner, had become president of the National Union of
Mineworkers in 1982. Scargill’s readiness to strike to stop the closure of
unprofitable mines and to win higher wages for his members was no secret;
he had tried and failed to win his members’ approval of a strike three times
in 1982 and 1983. The government responded first by stockpiling coal and
improving relations with other unions and then, three months after the
election, by naming Ian MacGregor chairman of the National Coal Board.
MacGregor, a Scottish-born investment banker who had lived for years in
the United States, had just come from running state-owned British Steel,
where he had survived a fourteen-week strike and cut the workforce in half.

MacGregor’s appointment to head the National Coal Board was a
blatant challenge to Scargill, who rose to the occasion. In October, the
Mineworkers announced a ban on overtime work and rejected any further
mine closures. On March 6, 1984, the National Coal Board announced the
closure of twenty mines, with a loss of twenty thousand jobs. Miners at



several pits walked out, and on March 12, without a ballot among his
members, Scargill declared a national strike.22

The miners’ strike would be the defining moment of Thatcher’s tenure
as prime minister. The National Union of Mineworkers was “the enemy
within,” she told Parliament. Early on, physical attacks on strike-breaking
miners and the killing of a taxi driver taking a strike breaker to work turned
public opinion against the union. Thatcher, through careful preparation and
a bit of good luck, emerged victorious. Miners who detested Scargill kept
working, some power plants switched from coal to oil, and masses of police
broke union blockades of working mines. Over the winter of 1984–1985,
the lights stayed on. In March 1985, the Mineworkers called off the strike.
The most powerful trade union in Great Britain was vanquished. More than
half of the 170 collieries run by the National Coal Board when the strike
began would close within five years, and 79,000 heavily subsidized jobs
would go with them.23

The popularity of Thatcher’s stand against the miners opened the way to
large-scale privatization of British industry, and Scargill’s defeat removed a
powerful opponent from the scene. In May 1984, shortly after the coal
miners’ strike began, state-owned British Gas sold its half-interest in
onshore oil fields. Two months later, the company’s North Sea oil fields,
organized into Enterprise Oil, were listed on the London Stock Exchange.
In August, the carmaker Jaguar was sold as a going concern. December
brought the sale of 51 percent of British Telecom, raising 3.9 billion
pounds, six times as much as any previous British stock issue. Shipyards
went on sale, one after the other, starting in 1985. British Gas was floated
on the stock exchange in December 1986 for 5.4 billion pounds. The
following year, the government shed British Airways, Rolls-Royce, and the
British Airports Authority, which ran most of Britain’s major airports.
British Steel went private in 1988, with water and electric utilities to follow.
By the end of the 1980s, the size of the state-owned sector was much
reduced and billions of pounds in subsidies to industry had been cut from
the budget. The government could boast that ten million people, a fifth of
the population, had become shareholders by acquiring shares in newly
privatized companies.24



Within the United Kingdom, the details of particular privatizations
would be highly contested. Critics objected that the government failed to
maximize its income by selling its shares too cheaply, that private
monopolies replaced state-owned monopolies to no economic benefit, that
the managers of some companies made unfair profits when their firms were
privatized. Some privatizations undertaken after Thatcher left office in 1990
—such as the sales of British Energy, operator of eight nuclear plants, and
Railtrack, owner of the infrastructure used by railway trains—failed badly,
requiring costly bailouts. Perhaps the most complex privatization involved
replacing the money-losing service offered by state-owned British Rail with
service offered by franchisees that received state subsidies and then, when
they nonetheless failed to make a profit, returned their franchises to the
government. The irony that some of the new operators of “privatized”
businesses were in fact companies owned by other European governments
did not pass unnoticed.25

Some state-owned companies were radically changed by privatization:
stodgy old British Telecom was soon earning a better return on its investors’
capital than it ever earned under state ownership, even as it faced off against
new competitors. Others struggled to adapt to the new environment; worker
productivity at Rolls-Royce tumbled after it was sold, in 1987, and profits
were unimpressive. Blanket claims about the miraculous effects of
privatization are inaccurate, for the track records of the privatized firms
were decidedly mixed.26

What is not contested is that privatization led to a forced restructuring
of Great Britain’s economy. As one of its most zealous advocates, Madsen
Pirie, the head of a free-market think tank, declaimed in 1988, “The
privatization programme in Britain probably marked the largest transfer of
power and property since the dissolution of the monasteries under Henry
VIII.” Some 650,000 workers were forcibly moved from state employment
into the private economy as the role of state-owned enterprises faded away.
The industrial sector, deprived of taxpayer subsidies, shrank quickly as
marquee names closed unprofitable operations. Manufacturing
employment, 30 percent of the workforce in 1979, fell to 22 percent under
Thatcher as the United Kingdom shifted decisively to a service economy.
Well beyond the mineworkers, the trades union movement lost power,



weakened not only by changes in labor law, but also by the rapid erosion of
the industries that had formed its base for more than a century. In 1979, 54
percent of British workers were union members. The corresponding figure
only eight years later was 42 percent, as unions had collectively lost almost
three million members.27

Privatization opened the way to other changes less heralded but equally
profound. Pushed by Thatcher legislation, local governments put out for bid
activities long considered basic public services; cricketers at the
neighborhood recreation grounds had to pay a few pounds to the private
contractor who trimmed the grass, and applicants for housing assistance
found themselves presenting their claims to a company hired by their local
authority. Private-sector workers picked up Great Britain’s waste and
imprisoned its undocumented immigrants. Market forces found their way
into schools and public transportation systems, even if the London
Underground was eventually forced to reverse its disastrous decision to
hand portions of the Tube over to private operators. As Thatcher and her
supporters had hoped so fervently, the country’s longstanding suspicion of
entrepreneurship, private enterprise, and risk-taking yielded to considerable
faith in the market. When, after eighteen years of Conservative rule, the
Labour Party finally regained control of Parliament in 1997, it was as “New
Labour” under the leadership of Tony Blair, purged of the slightest taint of
socialism.

THATCHERISM WAS, AT ITS CORE, A DESPERATION MOVE, A
LASTDITCH response to economic failure. It undoubtedly left Great
Britain better off than it would have been if the unhappy trends of the 1970s
had continued unchecked for another decade. On a personal level, her
forthrightness, her willingness to speak her mind plainly and to bulldoze
obstacles and opponents to get her way, were discomfiting for many in a
country where people tended to value politeness and eschew direct conflict.
But Thatcher’s innate optimism, her firm conviction that the United
Kingdom could make itself dynamic and prosperous once more, was
contagious. Thatcherism was a tonic for a nation that had convinced itself
of the inevitability of economic decline. “The plain fact is that the British



economy has been transformed,” Nigel Lawson, then chancellor of the
exchequer, declared in 1988.28

Yet in economic terms, the Thatcher record was far from stellar. The
initial monetarist experiment, from 1979 to 1981, was a disaster from every
perspective. Conditions improved after the sudden change of course in
1981, with the economy outgrowing every other in Western Europe, but it
was still far from buoyant. Inflation remained high by international
standards; between 1979 and 1989, consumer prices rose at an annual rate
of 7.5 percent, more than in any other major economy save Italy. Not until
the winter of 1988, nearly nine years after Thatcher’s ascent, did British
factories again produce as much as they had when she first moved into 10
Downing Street. Nor can her tenure rightly be depicted as reviving Britain’s
moribund productivity growth. Labor productivity rose much more slowly
during her eleven years in office than it had during the previous decade.
Several years of strong growth in the second half of the 1980s followed
several years of poor economic performance, but the notion that the
Conservative turn restored the British economy to rude health is simply not
right.29

Some people in Great Britain fared well thanks to Thatcher’s policies.
Over a million working-class families had the opportunity to become
homeowners thanks to Right to Buy, although large numbers of them had to
sell after discovering that homeownership required more than their incomes
would permit. Those with capital prospered in the friendlier investment
climate, and those seeking to start businesses found their paths eased by the
state’s new interest in entrepreneurship. Coincidently, the eastern coast of
Scotland and the isles to the north flourished thanks to the need for labor to
drill for, produce, and transport North Sea oil. But in the industrial and
mining towns of the Midlands and the North of England, the effects of
Thatcher’s policies on employment proved devastating. The number of
people registered for unemployment benefits, 1.1 million upon her election
in May 1979, reached two million at the start of 1981 and three million by
the autumn of 1985 before finally starting to fall. During the 1980s, Britain
would have the highest unemployment rate of any major high-income
economy. So serious was the unemployment problem that Thatcher’s
personal priority, reducing government spending and taxes, was abandoned.



The large number of people out of work made it impossible to cut outlays
for social benefits, and Thatcher gave up trying.30

The fact that British unemployment fell sharply in the late 1980s, from
3.3 million in 1986 to half that number by the time of her resignation in
1990, is often taken as evidence that her policies reawakened the stagnant
British economy. But the unemployment statistics do not tell the whole
story. The Thatcher government made repeated changes in unemployment
benefits, seventeen in all, in a deliberate effort to drive people off the
unemployment rolls. This brought the official numbers down despite the
lack of new jobs.

Then, starting in the late 1980s, in a blatant attempt to push down the
unemployment rate, her government urged doctors to qualify displaced
workers for sickness or invalidity benefits, which would mean that they
would no longer be deemed unemployed. The number of people out of
work because of disability rose 40 percent between 1985 and 1990,
removing four hundred thousand workers from the unemployment rolls. In
1977, two years before Thatcher took office, a government survey found
that 4 percent of fifty-nine-year-old women claimed that a longstanding
illness limited their ability to work; in 1987, even as reported
unemployment was falling, 21 percent of women that age claimed a
disabling illness. Between disability and unemployment, large numbers of
people exited the labor force. When Thatcher took office in 1979, eight in
ten men between the ages of fifty-five and sixty-four held jobs; when she
left, the ratio was six in ten. The rest had given up looking.31

Thatcher had no secret formula. Her policies have received much praise
for reviving Great Britain’s seemingly moribund economy in the second
half of the 1980s. But over her entire tenure, from 1979 to 1990, the
economy expanded at about the same rate as in the decade before she
became prime minister. It would take until the autumn of 2000 before the
jobless queues were shorter than when she took office, and they would
never again be as short as they had been in the waning months of the
Golden Age. Yet if her record of economic success was mixed, her
conviction and her dogged determination won her admirers even among
those who rejected her ideas. In the words of François Mitterrand, president
of France during nine years of Thatcher’s tenure, “She was an adversary,



but at least she had a vision.” That vision would prove so influential that it
would force the hand of Mitterrand himself.32
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CHAPTER 12

Socialism’s Last Stand

onald Reagan’s inauguration in January 1981, following the Swedes’
rejection of the Social Democrats and British voters’ embrace of Margaret
Thatcher, seemed to confirm the triumph of small-government ideology. In
truth, though, almost no one in any country really wanted the welfare state
unwound; old-age pensions and low-cost health care were immensely
popular everywhere. What fed the conservative reaction was not a desire for
fewer social benefits but a wish for less intrusive government, based in
good part on the claim that shrinking government was the only way to bring
back rapid economic growth.

Voters in France, however, did not see things that way. Other countries
might pin their hopes of economic revival on market forces and the animal
spirits of private entrepreneurs, but in France the government would point
the way, as it had since the reign of Louis XIV three centuries earlier. In
May 1981, the French electorate ended a quarter-century of conservative
rule. Socialist François Mitterrand moved into the Élysée Palace as
president and promptly called for new legislative elections. The Socialists
and their allies captured a stunning 57 percent of the vote, giving Mitterrand
a large majority in the National Assembly and the backing to undertake
radical economic reforms in a socialist direction.

Mitterrand was far from a new face in French politics. Born into a
comfortable small-town family in southwestern France during the First
World War, he had a conservative Catholic upbringing. At seventeen, he
moved to Paris and enrolled at the Free School of Political Science, the



prestigious institution known throughout Europe as “Sciences Po.” He
found a political home in the controversial Catholic movement Cross of
Fire, which was both nationalist and Christian socialist in orientation.
Decades later, historians still debate whether Cross of Fire and its successor,
the French Social Party, which by 1940 boasted more than one million
members, represented the vanguard of French fascism or were more open
and progressive than other far-right French groups.

After being drafted into the army, Mitterrand was wounded in 1940 and
taken prisoner by the Germans. Eighteen months later, he escaped from a
prisoner-of-war camp and made his way to southern France, a region ruled
by the collaborationist Vichy government but not under direct German
occupation. There, while working on veterans’ affairs for the Vichy
government, he also helped form the resistance movement that attacked
German troops and security forces across occupied France. He established
ties with Charles de Gaulle, the army general who led the Free French
government in exile, and joined in the liberation of Paris in August 1944.
De Gaulle, highly nationalistic and intensely anticommunist, headed the
first postwar French government before resigning in 1946. The general was
a novice in politics, and his preference for decisive action was ill suited to a
fractious and unstable political system that would see twenty-one
governments led by sixteen different men over the next dozen years.

After the war, Mitterrand devoted his entire life to politics. Elected to
the National Assembly in 1947 on the ticket of a centrist party, he became
minister of veterans affairs at the age of thirty-one, the first of no fewer than
eleven appointments as a cabinet minister. By 1953, he was head of his
party. The burning issue of the day was the future of France’s many
overseas territories. Mitterrand, as interior minister and then justice minister
between 1954 and 1957, was intimately involved in shaping the French
government’s brutal but ultimately unsuccessful repression of the
independence movement in Algeria, then a part of France.

De Gaulle returned to political life in 1958, ruling with emergency
powers until French voters approved a new constitution designed to put an
end to instability by creating a strong presidency. Alarmed by de Gaulle’s
seemingly authoritarian behavior, Mitterrand emerged as one of his fiercest
critics. He unsuccessfully opposed the general’s election as president under
the new constitution in 1959. When de Gaulle sought a second term in



1965, Mitterrand became the leading opposition candidate. Square-jawed,
balding, and nine inches shorter than the imperious general, Mitterrand
presented himself as a man of the people, capturing an unexpected 45
percent of the vote in a two-man runoff and establishing himself as the most
popular politician on the French left.

Amid the political turmoil of 1968, when battles between police and
students were nightly events on the streets of Paris, Mitterrand engineered a
series of back-room mergers that created the Socialist Party as a democratic
alternative to France’s powerful Communist Party. Mitterrand’s
maneuvering left bruised feelings, and he was not nominated to run in the
1969 election that followed de Gaulle’s resignation. That rejection proved
fortuitous. The socialist parties performed disastrously, making it
abundantly clear that no other leftist politician had Mitterrand’s wide
appeal. Five years later, in Mitterrand’s second presidential run, he came
within a hair’s breadth of defeating former finance minister Valéry Giscard
d’Estaing.

It was Giscard’s misfortune to win the presidency just as the
foundations beneath the French economy were imploding. An imposing
man, six feet two inches in height, he sought to profile himself as
Everyman. But despite his efforts to step out of his limousine and mingle
with people on the street, he came across as an aristocrat. A scholarly
centrist by nature, Giscard was, by French standards, attuned to market
forces and sympathetic to the needs of the private business sector. He had
served as finance minister between 1969 and 1974, as the Bretton Woods
system was collapsing. Giscard had spent those years dealing with one
foreign exchange crisis after another, and this experience profoundly shaped
his understanding of the crises facing the French economy in 1974. Aside
from higher oil prices, he said, the main cause was the US war in Vietnam.
The war led to large US budget deficits in the late 1960s, and the
government’s borrowing needs pushed up interest rates, drawing in foreign
capital. The demand for dollars to invest in America, Giscard thought,
caused the shake-up in the foreign exchange markets that threw the world
economic order into chaos. Regaining economic stability, in his view,
required stabilizing exchange rates once again.1



Giscard’s focus on international economic problems, over which the
president of France had little power, offered the advantage of allowing him
to neglect domestic problems, perhaps the most pressing of which was the
forced restructuring of heavy industry. France’s economy was built around
large factory complexes, like the Sacilor steelworks in Lorraine, near the
German border, and the government-owned Renault automobile plant just
southwest of Paris. These industrial flagships were known for their bloated
workforces and militant unions. French law allowed multiple labor
organizations in a single workplace, and the unions competed for worker
support by blocking modernization plans that might eliminate jobs. When
the post-1973 slump cut demand for their products, these huge factories
became white elephants, viable thanks only to a rich diet of state aid. With
layoffs all but impossible, the only way for factories to trim their
workforces was to offer workers incentives to leave and not to replace
them. Employment in manufacturing plunged, with most of the decline at
the largest factories. The pain was felt most intensely by youths who had
not completed high school, who found few employers eager to hire.2

The decay of France’s industrial giants was symptomatic of a sick
economy. Investment in factory equipment and other fixed capital stagnated
during the Giscard years. The European Economic Community had
eliminated tariffs and many other restrictions on trade within Western
Europe, so companies seeking to sell their wares in Lille and Bordeaux
could do so without setting up shop in a country where inflation was two or
three times as high as in Germany or Belgium. With profits weak,
companies already operating in the country cut back on investment and on
research and development, choices that bode ill for France’s future.

A more aggressive leader might have tried to slice through the thicket of
rules and regulations that made it so difficult for entrepreneurs to start
companies and for employers to discharge workers when business
conditions changed. But Giscard was no Margaret Thatcher. Attitudes
toward huge government-funded projects and state-owned industries were
not matters of right and left in France; all major political philosophies
shared a commitment to dirigisme, the direction of economic affairs by
highly trained and well-informed state officials. While Giscard described
himself as a conservative who liked change, he was wildly enthusiastic



about the state’s role in building France’s first high-speed rail line, a fleet of
nuclear power plants to reduce dependence, and Minitel, a video-text
terminal that was installed in millions of French homes. Such projects
reinforced France’s prestige as a leader in advanced technology, but they
did almost nothing to boost employment: France’s working-age population
grew nearly 1 percent per year between 1974 and 1981, but the number of
people with jobs rose hardly at all. With 1.75 million workers unemployed
by 1981, the president’s promise of a job or a training slot for every young
French worker rang hollow.3

Giscard’s ineffectual performance opened the door for Mitterrand.
During the 1970s, Mitterrand had slowly drifted to the left as he steered the
Socialists into a loose alliance with the Communist Party. Despite his long
history in French politics, he was able to establish himself as a maverick
during the 1981 election campaign, announcing his opposition to capital
punishment and refusing to rule out a role in his government for the
Communists, who typically won 15 to 20 percent of the vote. The
electorate, which overwhelmingly supported capital punishment and
distrusted the Communists, was charmed. In May 1981, with the economy
slumping, the unemployment rate headed toward 7 percent, the franc under
attack in the currency markets, and the inflation rate stuck in the double
digits, voters turned out in record numbers to give the Socialists a chance.4

IN HIS PROLONGED MIGRATION FROM CENTER-RIGHT TO
CENTER-LEFT, Mitterrand had never given much thought to economics.
Not one of his many ministerial posts had involved economic affairs, and as
an opposition deputy in the National Assembly, his attention was devoted
mainly to internal party matters. He and his chief economic adviser, Jacques
Attali, paid lip service to Karl Marx—the Socialists could succeed at the
polls only by pulling in supporters of the Communists, who had yet to lose
their fondness for Marxian dogma—but they saw the source of the crisis as
declining profits, which, in their understanding, caused businesses to raise
prices and cut back on hiring.5

In 1975, Attali had proposed a range of policies to create jobs, such as
subsidizing the labor-intensive industries that would be most likely to hire



large numbers of workers; taxing capital-intensive industries in the hope
that this would prompt them to make greater use of labor instead of
replacing workers with machines; nationalizing companies so the state
would have direct control over their hiring and investment decisions; and
gradually shortening the workweek in the hope that employers would hire
additional people to do the same amount of work. These ideas reflected
hopelessly naïve views about the way economies function. Subsidizing
labor-intensive industries, for example, would preserve low-productivity,
low-skill manufacturers rather than encouraging a shift of labor and capital
investment into higher-productivity industries. Taxing capital-intensive
industries would hurt precisely those firms that were most likely to succeed
in a country such as France, in which wages were high. These were not the
sorts of ideas that would make investors want to put their money to work in
France.

Over time, however, Attali’s views had matured as he worried about
France’s ability to adapt to a world of rapid technological change and
intense global competition. He became skeptical of the extreme
centralization of both the French government and the French economy.
Although he advocated greater government control of key industries—
almost a mandatory point of view for a Socialist Party functionary—he
urged that local or regional governments take over many functions that had
been run from Paris for decades. The Socialists’ 1981 campaign platform,
tailored to attract votes from the Communists while at the same time pulling
centrist voters away from Giscard’s coalition, followed a fairly orthodox
socialist line. It called for the nationalization of heavy industry, new taxes
on wealth, the creation of 150,000 government jobs, a large public works
program, a higher minimum wage, a fifth week of paid vacation for all, and
larger grants to families with children.6

Having approved the general policies, Mitterrand was not preoccupied
with the details. He paid close attention to the political implications of the
government’s pronouncements, but when it came to shaping policy, he
preferred to spend his time on foreign affairs, including almost nonstop
summits dealing with exchange rates, trade, and the future of the European
Economic Community. He kept meetings at the Élysée Palace to a
minimum; his ministers and advisers were asked to put their



recommendations in writing, and each morning he worked through the
papers in his in-box, weighing the political implications of each proposal
and writing “yes,” “no,” or “seen”—a euphemism for “no”—at the top. The
job of delivering on campaign promises was handed to Pierre Mauroy,
Mitterrand’s choice as prime minister.7

The Communist Party, which had supplied perhaps one-fourth of
Mitterrand’s votes and held four ministerial posts in his cabinet, made sure
the Socialists kept their word. Public spending leaped by 27 percent in 1982
as the government borrowed money to boost pensions, family benefits, and
housing allowances, and to finance construction projects. That stimulus
brought a burst of economic growth: after inflation, per capita income grew
1.7 percent. But below that cheery top line, most of the economic signs in
1982 were negative. Housing construction collapsed. Investment in
business equipment and machinery barely grew. The unemployment rate
climbed steeply, worsened by government actions that reflected a serious
misunderstanding of the problem.

In France, as in other parts of Western Europe, the reigning explanation
for unemployment was what economists call the “lump of labor” theory.
The theory holds that a society has only a fixed amount of work that needs
to be done, and therefore the only way to reduce unemployment is to share
the available work. This was reflected in Mitterrand’s initial program. The
government lowered the retirement age to sixty to push older people out of
the workforce; this was expected to create openings for youngsters, on the
assumption that each employer needed only a certain amount of labor and
would replace departing workers one for one. Workers who reached age
fifty-five could collect pensions equal to 80 percent of their wages if their
employers agreed to replace each retiree with a worker under twenty-five.
The regular workweek was cut from forty hours to thirty-nine, and the
maximum workweek was reduced as well, in the expectation that employers
might cover those hours by adding workers. The possibility that less work
for the same pay might deter hiring, or that young workers might lack the
skills of the experienced workers they were replacing and therefore have
lower productivity, was not widely discussed in the France of 1981.8

The most contentious piece of the Mitterrand program was the
nationalization of privately owned companies. Important French



enterprises, such as the postal and telephone services and the French
National Railway, were already in state hands, and soon after their ascent
the Socialists took over several private companies that could not meet
payments on loans they had received from the state. The main
nationalization bill, introduced in September 1981, proposed to take five
industrial giants and thirty-eight financial companies into state ownership,
including such famous names as Saint-Gobain, a glassmaker; Rhône-
Poulenc, a chemicals manufacturer; Banque Rothschild; and Paribas,
France’s most influential investment bank. Many were financially weak.
For some, nationalization may have been the only alternative to finding a
foreign buyer, a drastic step in a country that was suspicious of foreign
investment. The government could have taken control simply by acquiring a
majority of outstanding shares in each firm. Instead, it sought 100 percent
ownership, raising the cost to taxpayers but pleasing the Communists, who
favored total state ownership of big business.

Despite the large Socialist majority, the nationalization bill quickly ran
into trouble. Opponents, mainly from conservative minority parties, stalled
it in the National Assembly by offering nearly 1,500 amendments. The
Senate rejected the bill twice, further delaying its enactment. The
Constitutional Council, charged with judging the constitutionality of laws,
determined that the formula for compensating private shareholders was
inadequate, raising the cost still higher. But early in 1982, the chosen
enterprises finally passed into government hands, leaving the state in
control of 79 percent of French steelmaking, 52 percent of basic chemical
manufacturing, and 42 percent of electronics. All told, government-owned
companies now accounted for one-third of all value added in French
manufacturing, in addition to nearly the entire financial sector. Shareholders
were forced to pay for their own expropriation, receiving compensation not
in cash but in the form of bonds that would be paid off over fifteen years.9

The government promised that the nationalized firms would be run as
independent entities. “They should have total freedom of decision and
action,” Mitterrand said. But total freedom meant that the firms might
eliminate jobs in France, and that was something the government would not
tolerate. When managers of the computer and electronics company
Thomson-Brandt wanted to enter a joint venture with the Japanese company



JVC to make video recorders, the ministry of industry objected; it ordered
Thomson to strike a deal with a German competitor instead, with the
expectation that a European company would be more likely to keep French
plants open. The ministry also directed Thomson to continue producing
semiconductor manufacturing equipment, which the government judged
critical to France’s high-technology future, and it pushed the company to
make home audio equipment in competition with the Japanese. From the
ministry’s perspective, Thomson was a national champion. Its first priority
should be strengthening the French economy, as the ministry deemed
necessary; earning a return on the taxpayers’ investment was secondary.10

Automaker Renault agreed, also under government pressure, not to trim
its bloated workforce, but instead to give early retirement to 3,500 workers
and replace them with an equal number of new hires. Reducing
employment was out of the question. Other companies similarly received
unsolicited guidance from their sole shareholder. They were told to
specialize in certain products, provide loans to troubled supplier companies,
and back away from product lines that, in the government’s view, had too
much competition. The government intervened in the state-owned firms’
labor negotiations as well, urging generous wage increases and
acquiescence to union proposals that made it even harder to reduce the
workforce. The state-owned banks were ordered to provide loans and
capital investment to state-owned industry, regardless of the likely payoff.
The French taxpayer ultimately bore the cost. In the first three years of state
ownership, by one estimate, the newly nationalized industrial companies
collectively soaked up roughly $40 billion of government money. Very few
of them made a profit, and the budget deficit soared.11

The expropriations and the new wealth tax unsettled investors.
Mitterrand made it his highest priority to keep the franc as strong as the
West German deutsche mark. “You do not devalue the money of a country
when that country has just placed confidence in you,” Mitterrand intoned
soon after his election. But as investors pulled out of France to keep their
money away from the tax collectors, they sold their francs, unavoidably
pushing the currency lower. The government tried to halt currency flight by
making it harder to buy foreign currencies, but this failed to deter
companies and wealthy individuals from exchanging their French francs for



Swiss francs and spiriting the proceeds to banks in Basel and Geneva. So
much money flowed out of the country that the government was forced to
devalue the currency in October 1981 and again the following June, to
Mitterrand’s great embarrassment. Some of Mitterrand’s advisers
recommended a third devaluation in August 1982, but this time Mitterrand
refused: a weak currency was not compatible with his vision of France as a
European power on a par with West Germany. He began to ask about other
ways to support the franc and strengthen the economy.

There were no acceptable socialist answers. The economic surge
triggered by the government’s generous deficit spending had run its course
by the second half of 1982. Employment began to fall; inflation did not.
Facing nothing but bad news, the Socialist Party toned down its rhetoric and
began to describe entrepreneurs as job creators instead of exploiters of the
working class. Ministers quietly reopened communication with leading
business executives, who pointed out that higher taxes and social security
contributions were squeezing profits and reducing investment. The
government lowered business tax rates and approved a plan to make it
easier for small companies to raise capital by selling shares to the public on
a new stock exchange, the Second Marché—an improbable move by an
administration that had just nationalized the cream of French industry.12

In March 1983, following the Socialists’ dismal showing in municipal
elections, Mitterrand decided that the time for socialist orthodoxy was over.
As he looked for new ideas, he considered four potential prime ministers in
the span of a week. All demanded more power over the troubled economy
than Mitterrand was willing to surrender. With no acceptable alternative, he
asked Mauroy to stay on, but gave Finance Minister Jacques Delors free
rein over the economy.

Delors declared that it was time for “rigor.” This was code for giving
priority to keeping the franc stable against the deutsche mark. After one
more devaluation of the franc on March 21—by which point those
unfortunate enough to hold French francs had lost 30 percent of their
international buying power in the span of eighteen months—the
government announced a combination of spending cuts and tax increases to
shrink the budget deficit dramatically. Upper-income taxpayers were
assessed a surtax equal to 10 percent of their tax bill for the previous year;



lower-income taxpayers faced higher social security taxes. French tourists
could take only limited amounts of currency abroad, where their credit
cards would no longer be valid. Taxes on alcohol, tobacco, gasoline, and
electric bills went up. The government’s hope was that its newfound
commitment to fiscal responsibility would encourage investors to hold on to
their francs rather than move their money abroad, steadying the exchange
rate. Critics from both right and left felt otherwise. Conservatives,
predictably, objected to higher taxes on the affluent. Leftists saw a capitalist
plot. The new direction, stormed the number-two official of the president’s
own party, was “a classical policy of deflation, favoring the entrepreneurs,
the patrons, the peasants,” while leaving wage earners aside.13

Nothing more was said about nationalizing industry and taxing wealth.
The new policy, the “turn to austerity,” emphasized fighting inflation,
holding the franc steady against the West German mark, privatizing state-
owned companies, and reducing the government deficit. Talk of capitalist
exploitation and worker self-management was out; the new vocabulary
emphasized “dynamism” and “modernization.” “You can start a business in
one month,” Mitterrand boasted in February 1984. “Three years ago, it took
six months.” Just three years after it had nationalized much of French
industry, taken over the banks, and cracked down on investors’ ability to
move money in and out of the country, the government welcomed foreign
investment in French companies, began to deregulate financial markets, and
eliminated controls on the movement of money. The new Mitterrand, urged
on by Delors and Attali, sounded much more like an American Democrat or
a West German Social Democrat than a traditional French Socialist.14

This strange new version of socialism was slow to revive the French
economy, and the political response was strongly negative. In March 1984,
tens of thousands of workers took to the streets of steel towns from Dunkirk
in the north to Marseilles in the south to protest the government’s plans to
eliminate thirty thousand steel industry jobs. They pointedly reminded
Mitterrand of his words from 1981: “The nationalization of the steel
industry will be the point of the spear in reconquering employment.” The
French left was ideologically committed to extensive government
ownership of business; the cathartic debates in which British, Dutch, and
German socialists rejected their parties’ traditional programs had never



occurred in France. Longtime Socialist voters were shocked, and the
Socialists’ coalition partners in the Communist Party, still endorsing a
Soviet-style state-run economy, were outraged.

With their ideas completely discredited by the disastrous effects of
Mitterrand’s nationalization program, the Communists went into a tail-spin,
becoming only a marginal presence in French political life. Although
Mitterrand remained president, the failure of his two very different policies
to produce jobs and restore growth led voters to put a center-right coalition
in control of the National Assembly in 1986. In an arrangement without
precedent in France, Jacques Chirac, the center-right mayor of Paris,
became prime minister under a Socialist president. It was Chirac’s
campaign for the presidency in 1981 that had split the anti-Socialist vote,
depriving Giscard of a second term; Mitterrand’s decision to select him as
prime minister over other conservative leaders repaid the favor. Their
power-sharing arrangement—cohabitation, the French called it—left
Mitterrand in charge of foreign affairs and defense policy but gave Chirac
considerable authority over domestic matters.

FRANCE WAS NOT THE ONLY COUNTRY IN WHICH A
SOCIALIST party was trying to chart a new course. A very similar
struggle was underway in Spain, led by a socialist leader a generation
younger than Mitterrand: Felipe González.

Spain was on the margins of Europe, politically and economically as
well as geographically. The country had been ruled for nearly four decades
by Francisco Franco, an ultraconservative military officer who had
launched a failed attempt to overthrow the elected government in 1936 but
emerged victorious in 1939, after three years of brutal civil war. Externally,
Franco had done his best to wall Spain off from the rest of Europe, both
during and after World War II. Internally, his regime had been authoritarian,
repressing unions, intellectuals, and anyone else who refused to accept what
Franco understood as traditional Catholic values, including the belief that
God had sent him to save Spain from chaos. Franco’s conservatism had not
made him a proponent of private enterprise and free markets. On the
contrary, he had pushed the development of a sizable state-owned sector in
the name of Spanish nationalism. His government held large stakes in



hundreds of companies, from chemical plants and aluminum smelters to
hotels and craft shops. Most were controlled through a holding company,
the National Institute of Industry, which scattered large industrial
enterprises around the country to provide jobs in Spain’s poorest regions.

This development model had produced miserable results from the end
of the civil war until the late 1950s. As the European Economic Community
brought other parts of Western Europe together into a larger, more
prosperous market, Spain remained cut off: Spaniards mainly drove
Spanish-made SEAT cars, barely known in the rest of Europe, and the wider
gauge on the Spanish railroad made it difficult to ship freight and
passengers between Spain and France. Only desperation had forced Franco
to turn away from autarky, opening the country to tourism and recycling
tourists’ marks, francs, and pounds into infrastructure and heavy industry.
This strategy fueled a period of extremely rapid economic growth between
1959 and 1974. But by the time of Franco’s death in 1975, the economy
was foundering. The conservative government he left in place under the
newly restored monarchy kept money-losing factories open and blocked
state companies from shedding unneeded workers in order to preserve the
social peace.

The conservatives’ main opposition came from the Spanish Socialist
Workers Party, whose leaders had returned home from French exile after
Franco’s death. In 1979, the Spanish socialists said farewell to their party’s
orthodox Marxist past. After a bitter internal rift between civil-war-era
leaders who had spent decades in exile and younger politicians born during
Franco’s long rule, the party concluded that its attacks on capitalist
exploitation and support for state-owned industry had no future in a
democratic post-Franco Spain. González led the Socialist Workers into a U-
turn much like the one their French brethren would make in 1983. They
repositioned themselves as supporters of a welfare state within a market
economy and as allies of the social democratic parties in Northern Europe,
and they strongly advocated membership in the European Community.

Young Spaniards were wildly eager for their country finally to become
part of the new Europe. The Socialist Workers’ new moderate platform
made them an acceptable choice for middle-class voters who otherwise
might have rejected them. With the economy stalling, the party swept to
power in October 1982. González took office as prime minister, pledging to



stimulate private enterprise to create eight hundred thousand jobs.
Unfortunately, events did not go as the Socialist Workers had planned.
Barely four months after the election, complaints of fraud at Rumasa, a
holding company that controlled eighteen banks and four hundred
subsidiaries, resulted in the biggest nationalization in Spain’s history.
Rumasa claimed to account for 1.8 percent of Spain’s total economic
output, but its finances were in such disarray that its auditors repeatedly
refused to sign off on its financial reports. Fearing that the firm would
collapse, taking sixty thousand jobs with it, the González government
brought it under state control. The move, applauded by Spain’s labor
unions, brought the government some political cover as it plotted the
elimination of even more jobs by shrinking the ailing steel industry,
modernizing the docks, and launching a massive privatization program.15

THE FIRST MITTERRAND PROGRAM, THE ORTHODOX
SOCIALIST interlude of 1981 and 1982, marked a turning point in
socialist thinking. The French experience, closely watched in Spain, seemed
to prove that heavy-handed state control of the economy, including
government ownership of industry and finance, could not work miracles. It
demonstrated as well that no country, even a major economic power like
France, could chart its own course without deference to the financial
markets, where investors would pass judgment on exchange rates and tax
policies every day. If the hallowed socialist ideas no longer offered a viable
alternative to free-market thinking, socialists had to create a new version of
socialism, in which economic revival would come from the private sector,
not from state enterprise. Promoting competition, advancing deregulation,
helping businesses make a profit, and reducing the government’s role in
economic life were all part of the new socialist formula for restoring
economic vitality. François Mitterrand, the longtime Socialist stalwart, now
joined with Helmut Kohl and Margaret Thatcher to transform the European
Community into a much tighter economic union in which market forces
would play a dominant role. Mitterrand did not share Thatcher’s dislike of
unions and her distaste for the welfare state. But when it came to economic
policy, Thatcher and the Mitterrand of 1983 were not so far apart.16



Mitterrand supported such changes intellectually, but in 1983 and 1984
he was hard-pressed to push them through. The state apparatus was simply
too massive to sell off quickly. Nearly one in four French workers were in
the employ of the government, producing 28 percent of national income and
30 percent of exports. Privatization would not happen overnight.

Felipe González was in a more favorable position. In 1985, his
government sold its 69.6 percent holding in an obscure company called
Textil Tarazona. A vaccine manufacturer, a food company, and a 45 percent
interest in a chemical company soon followed. Unlike in France, in Spain
sales to foreigners were not taboo. The government’s controlling stake in an
electronics company went to a Japanese manufacturer, and a Swedish
company bought a state-owned ball-bearing factory. Spain’s entry into the
European Community at the start of 1986 required it to open its doors wider
to foreign investment: 75 percent of automaker SEAT, the closest thing to a
Spanish industrial icon, was bought by Germany’s Volkswagen; Amper, an
electronics maker, and Gesa, an electric and gas utility, were sold through
share offerings on the revived Madrid Stock Exchange, which became one
of Europe’s hottest stock markets. Foreign investment in the long-isolated
Spanish economy quadrupled in the span of two years. Aluminum
manufacturers, honey producers, paper companies all were disposed of as
Spain’s socialists scaled back the state.17

France followed suit in 1986, by which point privatization had been
underway in Spain for more than two years. Chirac was eager to make his
mark by selling off state-owned companies, and Mitterrand did not stand in
his way. At least at first, privatization was limited to selling shares in state-
owned companies to the public. Firms could not be privatized easily by
selling them to other French companies, because most French companies
large enough to buy large industrial enterprises were themselves owned by
the government. And sales to foreign buyers were out of the question
because of political sensitivities. It was uncertain that share offerings would
succeed. Thatcher had been able to privatize companies by offering their
shares on the London Stock Exchange, one of the world’s largest and most
active stock markets, with a deep investor base. The Paris bourse, by
contrast, was small, and Mitterrand’s nationalizations had driven investors
abroad.



Finding investors took imagination and marketing savvy. The rules for
the first share offering, by Saint-Gobain, offered extra shares free to
investors buying fifty or fewer shares in an attempt to stoke enthusiasm
among the middle class. The second offering, by Banque Paribas, followed
a television ad campaign showing the bank’s ornate front doors swinging
open to reveal a hushed corridor and an elaborate boardroom, as a male
voice hinted that now almost anyone could enter these rarified precincts:
“Ladies and gentlemen, you will have the chance to become shareholders in
the near future.” Both stock issues were successful enough that the Chirac
government raced ahead with others. TF1, a television channel; Compagnie
générale d’électricité, an electrical manufacturer; and Société Générale, one
of France’s biggest banks, were sold by the middle of 1987. Between 1986
and 1988, some twenty-two state companies passed into private hands,
bringing $12 billion into the treasury.18

Chirac worked quickly, because he knew his time in office might be
short. In 1988, he ran against Mitterrand for the presidency. Mitterrand won
a crushing victory, outpolling Chirac in every region of the country. The
president promptly called new legislative elections. Thanks in good part to
an economic rebound—1988 would prove to be the best year since 1973—
the Socialists regained control of the National Assembly. Privatization
paused. The new Socialist line was “ni-ni,” literally “neither nor”—no more
firms would be sold off, but the ones that had been would not be returned to
the public sector. Only in the 1990s, as the European Union pushed
governments to increase competition within their economies while reducing
their budget deficits, would France sell off any more of its patrimony.19

Mitterrand’s U-turn and the start of privatization in both France and
Spain gave a new legitimacy to the privatization of state assets. Margaret
Thatcher’s enthusiasm for selling state property had been viewed cautiously
in other countries because she was generally seen as a radical, a more
extreme conservative than would be acceptable anywhere else. But if the
French Socialists and the Spanish Socialist Workers could accept
privatization, perhaps it was not so extreme after all. West Germany started
selling off minority shareholdings in companies like automaker Volkswagen
and Veba, an electric utility. State-owned Austrian Airlines and KLM, the
Dutch airline, both went on the block. The Finnish government listed the



shares of Valmet, a manufacturer of papermaking machinery. And then
came the biggest deal of all. In February 1987, the Japanese government
began the first of three share offerings in the national telephone monopoly,
Nippon Telegraph and Telephone Company, one of the largest corporations
in the world. By the time the third offering was completed in October 1988,
the government had raised almost $80 billion.

The results of the privatization wave are not simple to characterize.
Many companies were wildly successful when freed to operate on a
commercial basis rather than as arms of the state. In general, the economic
literature suggests, companies operate better under private ownership,
because managers and employees face a more clearly defined objective,
earning a profit for shareholders, and they tend to be more careful with
private shareholders’ capital than with government money. Private
companies, as a rule, are freer to close unneeded facilities and discharge
unneeded workers than state-owned enterprises for which politicians call
the tune. And in many cases, privatization has been a boon for taxpayers,
reducing state spending on subsidies while bringing in additional tax
revenues.

Yet there have been many exceptions to these generalizations. In some
cases, state-owned monopolies were turned into private monopolies that
could extract high prices from customers while bringing neither dynamic
ideas nor improved service. Other privatized enterprises failed the test of
the market, pleading for additional subsidies or ending up back under state
control. Private companies that provide basic government services may
have interests that directly conflict with social goals: a privately owned
prison operator may have good reason to report that an inmate is unsuited
for release on parole, if parole might mean an empty prison cell for which
the company will not receive payment. If privatization has been structured
poorly, investors may renege on their promises and leave the state holding
the bag, as when some of the companies that took over services from state-
owned British Rail unilaterally abandoned their franchises and handed the
business back to the government. Contrary to the assertions of the
ideologues who have promoted privatization, there is no universal rule that
private ownership offers lower costs or greater efficiency. All too often,
experience has shown otherwise.20



So far as France and Spain were concerned, privatization and economic
liberalization offered no magical elixir to cure economic stagnation. In
1980, the year before Mitterrand took office, twenty-two million French
men and women held paid employment. Through strongly socialist policies
and strongly antisocialist policies, all pursued by the same Socialist
president, that number would remain unchanged for seven years. Although
more women joined the workforce, the number of men at work fell by more
than half a million over that period, reflecting the distress of France’s
manufacturers and their unwillingness to replace retiring workers with new
hires. Unemployment, low until the middle of the 1970s, became a
permanent feature of the French economic landscape.

In Spain, meanwhile, the expected burst of entrepreneurial energy was
nowhere to be seen. The ranks of the unemployed grew every year between
1975 and 1987, by which time nearly one in five Spanish workers were
jobless. Although the influx of foreign capital set off a boom after 1986, job
creation did not follow. Spain continued to have by far the highest
unemployment rate in the industrial world. Its experience, like that of
France, showed that the economic malaise afflicting the wealthy economies
was beyond the reach of ideologically driven solutions. While the statist
model had failed to revive growth, stimulate investment, and raise living
standards in both France and Spain, more market-oriented policies had
proven no more efficacious. Neither approach offered a realistic chance of
bringing back the glorious years, which were beyond the ability of any
government to restore.21
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CHAPTER 13

Morning in America

ctober 6, 1979, was a chilly Saturday in Washington. The coming Monday
was a government holiday, Columbus Day, and much of official Washington
had scattered for the long weekend. Many of those who remained, along
with the news media, were keeping an eye on Pope John Paul II, who was
paying the first-ever papal visit to the White House to meet with President
Carter; he would lead an open-air mass at the foot of the US Capitol the
following day. With almost everyone’s attention elsewhere, it was a good
day for a secret meeting at the Federal Reserve.

At 10:10 that morning, the central bank’s top policymakers convened
around the twenty-seven-foot mahogany table in the Fed’s ornate
boardroom. The mood was grim. Six years after the sudden end of the
global boom, there was still no sign that the world economy was back to
normal. Although economic growth rates had picked up in some countries,
inflation was roaring out of control; in many advanced economies,
including the United States, consumer prices were rising at double-digit
rates. The sharp oil-price increases that followed the Iranian Revolution in
January 1979—US refineries had paid $15 a barrel for imported petroleum
at the end of 1978, $25 nine months later—were disrupting manufacturing
and transportation. Americans’ total spending on motor fuel increased by
one-third during 1979, sharply curtailing the amounts available to purchase
everything else, and in turn destroying jobs across the economy.

The participants in the Fed meeting all had read a memorandum from
the two career officials responsible for carrying out monetary policy. The



opening words were ominous: “The rate of inflation continues unabated and
inflationary psychology seems more and more to be generating speculative
pressures—for example, in markets for foreign exchange, commodities, and
bullion.” The staff’s most recent economic forecast, distributed three weeks
earlier, was negative: recession starting in the final quarter of the year; the
unemployment rate rising from 6 percent to 8.1 percent by the end of 1980.
And everyone at the table was painfully aware that their previous meeting,
on September 18, had been a fiasco. Eight members had voted for higher
interest rates to combat inflation. Four, concerned that higher rates would
make economic conditions worse, had voted against. This sharp and very
public division, suggesting that the Fed lacked the stomach for an all-out
fight against inflation, had sent the financial markets into a tizzy.1

After a full day of discussion, the central bankers agreed on a plan. As
Chairman Paul Volcker told reporters at an unusual press conference that
night, the Federal Reserve would stop trying to stabilize prices by adjusting
short-term interest rates. Instead, it would target the total amount of
reserves held by the thousands of banks in the Federal Reserve system. “By
emphasizing the supply of reserves and constraining the growth of the
money supply through the reserve mechanism, we think we can get firmer
control over the growth in money supply in a shorter period of time,”
Volcker intoned. Not one in a thousand Americans could explain what that
meant. But the message got through to Wall Street, where traders dissect
every word of every utterance by every Fed official. Adding up banks’
nonborrowed reserves was one of many ways to measure the nation’s
money supply. By making reserves its main gauge, the Federal Reserve,
like the Bank of England four months earlier, was embracing monetarism.2

Neither Volcker nor any other policymaker at the US central bank was a
committed believer in mechanically regulating the money supply as the
monetarists counseled. Their responsibility, as all of them saw it, was to
receive a stream of data and anecdotal reports, evaluate them to assess the
state of the economy, and then adjust monetary policy accordingly. The
October 6 announcement, known forever after as the “Volcker shock,”
seemed to eliminate the Fed’s discretion to make those month-to-month
adjustments. Henceforth the central bank would be bound by an ironclad
rule governing how fast the money supply should grow.



But that was not really Volcker’s intention. By appearing to put
monetary policy on autopilot, the Fed was trying to sweep away two
political obstacles to its goal of lowering inflation. It hoped to blunt the
ceaseless attacks of its most vociferous critics, the influential monetarist
economists and their allies at places like The Wall Street Journal, who
harped constantly on the Fed’s erratic policies. If perchance their Fed-
bashing turned to praise, perhaps the financial markets would believe that
inflation would be coming down. If that occurred, interest rates would fall,
and lower interest rates on mortgages and business loans might in fact help
bring inflation down. The Fed also hoped its new stance would shield it
from the political assaults that were sure to come. Quelling inflation, which
was running at a 12 percent rate, previously experienced only when
wartime price controls were removed, seemed likely to require much higher
interest rates than the United States had ever known.

If the Fed openly made interest rates the target of its policy, announcing
that it was raising short-term rates to 15 or 20 percent, then auto dealers,
construction workers, and corporate executives would cry foul and enraged
members of Congress might strip the central bank of its independence. If,
however, high interest rates were merely the byproduct of its much-praised
shift to the monetary policy rules the monetarists were demanding, the Fed
would have some protection from its critics. As Volcker put it to his
colleagues at that Saturday meeting, “It’s an easier political sale.”3

“WHO’S PAUL VOLCKER?” JIMMY CARTER HAD ASKED ONLY
THREE months earlier, when Anthony Solomon, undersecretary of the
Treasury, suggested him as a possible chairman of the Federal Reserve
Board. The son of a New Jersey town manager—a professional hired by the
local council to oversee the day-to-day operations of the parks department
and the police—Volcker had been in and out of government since joining
the Federal Reserve Bank of New York as a junior economist in 1952. He
was no stranger to the politics of monetary policy, foreign or domestic: in
between stints at a commercial bank, he had worked in the Treasury during
the Kennedy and Johnson administrations and then, although he was a
Democrat, was recruited to take a high-ranking Treasury post in the Nixon
administration. As the chief US negotiator during the collapse of Bretton



Woods, he owned a Rolodex with the private phone numbers of central
bankers and finance ministers from around the world.4

In early 1974, William Simon, deputy secretary of the Treasury and also
Nixon’s energy czar, ranked just above Volcker in the Treasury hierarchy.
That April, shortly before the embattled president nominated Simon to
become secretary of the Treasury, Volcker abruptly resigned. He offered no
public explanation, but his disagreement with Simon’s libertarian ideas was
no secret. Volcker’s knowledge and contacts would have brought him a
million-dollar paycheck in the private sector, but Fed chairman Arthur
Burns had other ideas. Volcker’s Treasury job had brought the two into
frequent contact, and Burns wanted Volcker close at hand. His intervention
won Volcker the presidency of the Federal Reserve Bank of New York, the
central bank outpost that carried out the Fed’s monetary policy on a day-to-
day basis and was deeply involved in foreign-exchange matters. The post
also gave Volcker a vote on the Fed committee that set monetary policy.5

Burns departed the Fed in 1978 after Carter declined to reappoint him as
chairman in favor of G. William Miller, a corporate executive. Miller,
extraordinarily ill suited to the job, agreed to Carter’s suggestion that he
become Treasury secretary in July 1979, leaving an opening at the Fed for
Carter to fill. That was the point at which the president first heard Volcker’s
name. Two weeks later, after a single face-to-face meeting between Carter
and Volcker in the Oval Office and a lightning-fast Senate confirmation, the
chairman’s office was filled with the smoke of Volcker’s cheap A&C
Grenadier cigars.

Not particularly at home in economic matters, Carter was unfamiliar
with Volcker’s views in detail. Like every political leader everywhere, the
president favored bringing down inflation, but he shared the widespread
hope that if the Fed proceeded gradually, it might be able to achieve price
stability without putting people out of work—and without endangering the
president’s chances of re-election in 1980. The fact that the Fed had tried
this approach for more than a decade, without success, did not alter the
president’s opinion.

Volcker had no such illusions. In a book published in 1978, he had
warned of “limits on the ability of demand management to keep the
economy at a steady full employment path,” an oblique way of saying that



bringing down inflation would cost jobs. In early 1979, when he was
serving on the Fed’s policy committee by virtue of his post at the New York
Fed, he had voted repeatedly for stronger action against inflation, but his
views were in the minority. In the controversial September 18 vote on
monetary policy, a few weeks after he had become chairman, four high-
ranking Fed officials opposed his proposal to raise interest rates,
representing a frontal challenge to his plans for fighting inflation. The news
leaked out into the Washington Post the following morning: “For the first
time, Fed members are wondering out loud whether it really makes sense to
throw men and women out of work, and businesses into bankruptcy, in
order to ‘rescue the dollar’ by chasing ever-rising European interest rates.”6

The beauty of Volcker’s plan to focus on banks’ reserves instead of
interest rates was that Fed members would not have to cast such politically
unpleasant votes. All the Fed had done on October 6 was to adopt a rule
intended to slow the growth of bank reserves. Thereafter, it needed merely
to adhere to that rule. There would be no more contentious meetings at
which central bankers debated how high interest rates should be in order to
bring down inflation while supporting economic growth, for interest rates
would no longer be the Fed’s target.

Of course, the new Fed policy involved more than a little sleight of
hand. As everyone concerned knew perfectly well, reducing the growth of
banks’ reserves would require pushing up interest rates on banks’ overnight
loans to one another, known as “fed funds” loans. The fed funds interest
rate, 11.9 percent at the time of the October 6 meeting, hit 15.6 percent
three weeks later and would reach 17 percent the following March. As
borrowing money became more costly, banks cut back on their lending to
consumers and businesses. Longer-term interest rates also rose, but not as
much, a sign that the financial market’s expectations of a recession, evident
for more than a year, were growing stronger.

The markets were right. As high US interest rates drove up interest rates
in other countries, economic growth slowed almost everywhere. In the
Netherlands, unemployment would rise nine percentage points over the next
four years; in Germany, it would rise more than five points. South Korea
would fall into recession, and Brazil’s long run of strong economic growth
would crash to a stop. But it was in the United States that the Volcker shock



caused the first political casualties. Construction of new homes fell by half.
Auto sales, running at an annual rate of fourteen million units in October
1979, dropped below ten million. The unemployment rate jumped nearly
two percentage points. Although the recession would be brief, it was
enough to elect Ronald Reagan president.7

RONALD REAGAN WAS AN ICON OF THE RIGHT. A FORMER
ACTOR and corporate pitchman, he had served two terms as governor of
the fast-growing state of California. He said the right conservative things,
praising free enterprise and small government, and even the blunt promise
to “send the welfare bums back to work,” which had carried him to the
governorship in 1966, came with a smile and a friendly wave. Unlike the
Moral Majority, which represented a stream of evangelical Christian
thinking popular with the Republican Party’s adherents in Sun Belt suburbs
and small towns, he was not censorious. Unlike the bankers of the party’s
Wall Street wing, who treated a balanced federal government budget as a
necessary dose of castor oil, he was not rigid. Although other conservatives
breathed fire, Reagan personified a more compassionate conservatism
motivated by a carefully articulated concern for the common man.

It was more than just the state of the economy that propelled him into
the White House. The fate of Americans held hostage in Iran since
November 1979, after a conservative Islamic movement overthrew the
Shah, was featured nightly on the television news, and many voters blamed
Carter for the hostages’ prolonged imprisonment. But Reagan took office at
a time of gloom about the country’s future, a sense that living standards
were falling as the country was tossed about by economic storms it was
powerless to control. Righting the economy was at the very top of his
agenda. “The plan from the outset was to put in place the Reagan economic
program as the major priority and foundation for every major initiative,
domestic and foreign,” his national security adviser, Richard Allen, wrote
later.8

Beyond platitudes about small government and a boundless faith in free
enterprise, Reagan had no particular economic philosophy of his own. His
economic advisers were an eclectic bunch, ranging from rigid monetarists
to mainstream economists who favored higher government spending to



overcome the downturn. The most influential group, though, preached a
new theology called supply-side economics. With a combination of
religious fervor and libertarian fanaticism, supply-siders believed that the
economic slump afflicting the United States since 1973 was the result of the
government’s efforts to make people feel prosperous by pumping up their
incomes so they could buy more goods and services. Instead of trying to
increase consumer demand, the supply-siders asserted, economic policy
should encourage the inventors, entrepreneurs, and investors whose efforts
created more goods and services for consumers to buy—in other words,
those who provide the supply side of the economy. Ultimately, they
asserted, supply was the only true source of demand. Only a larger supply
side could increase economic output and create jobs.

Supply-side thinking had major implications for economic policy. One
was that the government should spend less money, especially on social-
welfare programs. “[R]eal poverty is less a state of income than a state of
mind, and . . . the government dole blights most of the people who come to
depend on it,” George Gilder, one of the most gifted of the supply-side
proselytizers, asserted in a 1981 best seller, Wealth and Poverty. Payments
to the unemployed “deter productive work” and should be curtailed. “In
fact,” Gilder asserted, “nearly all the programs that are advocated by
economists to promote equality and combat poverty—and are often
rationalized in terms of stimulating consumption—in actuality reduce
demand by undermining the production from which all real demand
derives.” Supply-siders thus stood front and center in the war on the welfare
state.9

Where they differed with many other critics of Big Government was on
tax policy. Traditional conservatism in the United States emphasized the
importance of a balanced federal budget. Tax reductions, while generally
desirable, should be measured, and should go hand in hand with reductions
in public-sector spending; the worst outcome, in the traditional view, was a
government swimming in red ink. For the supply-siders, in contrast, budget
deficits were a side issue. Their cure for slow economic growth and
stagnant living standards was cutting taxes—and not just any taxes. Taxes
on investment, they argued, punished the risk-taking and entrepreneurship
that created supply, so taxes on capital gains from investment in businesses



and corporate shares should be cut to zero. High tax rates on the last bit of
income earned by families and businesses discouraged extra work effort and
drove economic activity underground. Eliminating capital gains taxes and
lowering marginal tax rates would create new incentives to work and invest.
The economy would flower, perhaps so effusively that tax receipts would
rise.10

The highest marginal tax rates, of course, were paid by those with the
highest incomes. This was the essence of progressive taxation, the ladder of
tax rates that existed in every high-income country on the premise that
those with meager incomes should pay little or nothing in income taxes, and
the more prosperous should pay rates that rose as their incomes rose. Since
the earliest days of income taxation, this had been accepted as the fairest
way to levy taxes. The supply-siders begged to differ. Progressive taxation,
they claimed, was designed to redistribute income from some people to
others rather than to make the economy grow. “All this shifting of wealth is
a zero sum game,” Gilder asserted. Levying the highest taxes on the most
dynamic people in a society, those whose creativity and entrepreneurial
drive generated wealth, would kill the golden goose.

The supply-siders claimed that this was precisely what had occurred in
the 1970s, as wealthy people put their money into tax shelters and gold
rather than risking it in productive investments that, if successful, would
allegedly have been taxed at painfully high rates. In the supply-side
analysis, that flight from risk-taking by the rich, prompted by the desire to
avoid punitive taxes, had caused years of slow economic growth, hurting
the employment prospects and living standards of everyone else. The lesson
from this experience, Gilder concluded, was that “to help the poor and
middle classes, one must cut the tax rates of the rich.”11

Supply-side economics was the creation of polemicists, not professors.
Although some well-known academic names, such as Robert Mundell of
Columbia University and Norman B. Ture, former head of tax research at
the National Bureau of Economic Research, claimed that tax cuts would
spark investment and entrepreneurship, the scholarly literature examining
supply-side ideas was sparse. The fact that tax rates on owners of young,
innovative companies already were much lower than those on people
earning other types of income received little attention. The claims that high



marginal tax rates were to blame for the slowdown of the 1970s and that
lowering rates would restore the economy to its previous glory were
untested. So was the assertion that lower tax rates would draw money out of
tax shelters and into the sunlight, where it could be taxed.12

Nor was there empirical support for the so-called Laffer Curve,
supposedly first drawn on a napkin at a Washington restaurant by economist
Arthur Laffer. The Laffer Curve was intended as a graphic illustration of
how lower tax rates could stimulate so much economic activity that
government revenue would rise. As an abstract proposition, Laffer’s theory
was not controversial; everyone agreed that it was possible for tax rates to
get so high that people would no longer bother to earn more income, at
which point tax receipts would began to fall. Laffer’s sketch, however, did
not specify what that point was, and no one else in the supply-side camp
was willing to wager a guess. The only serious study of the subject
concluded that US income-tax rates would have to be much higher than
they were before rate reductions would bring the government more money.
“Available evidence does not support the view that our government is
currently behaving irrationally,” wrote Don Fullerton, later to become a tax
official in Reagan’s Treasury.13

Evidence or not, the promise that lower taxes would reinvigorate the
economy was irresistible. On February 18, 1981, less than one month after
taking office, Reagan unveiled his program for economic recovery. “The
most important cause of our economic problems has been the government
itself,” the report asserted. It laid out a package of deep reductions in
personal and business taxes, along with budget cuts that would reduce
federal spending, equal to 23 percent of economic output in 1981, to just 19
percent by 1986. These new policies would not merely revive a sluggish
economy, the administration asserted; they would transform it. “The
American economy will produce 13 million new jobs by 1986, nearly 3
million more than if the status quo in government policy were to prevail,”
the Reagan program promised. “The economy itself should break out of its
anemic growth patterns to a much more robust growth trend of 4 to 5
percent a year.” Under his plan, the president told the nation in a televised
speech, “Starting next year, the deficits will get smaller, until in just a few
years the budget can be balanced.”14



Members of Congress knew better than to stand in front of a speeding
train. The Economic Recovery Tax Act, enacted in August 1981, gave
Reagan much of what he asked for. The fourteen personal income-tax rates
were thinned to just five, so an annual pay raise that barely kept up with
inflation was less likely to push a family into a higher tax bracket. The top
rate facing a family with an average income fell to 24 percent of its last
dollar of income from 28 percent, providing a sizable jump in take-home
pay. The top rate on the highest incomes dropped from 70 percent to 50
percent. A unique property made these tax cuts particularly appealing: while
the politicians could accurately crow that low-income families enjoyed the
largest cuts in percentage terms, wealthy households easily received the
largest tax reductions in dollar terms, in line with supply-side doctrine. A
working-class family taking in $10,000 a year would save $74 in 1982,
while the family of an executive earning $100,000 would save $1,897.
Businesses won big tax breaks, too, with the promise that these would lead
to a boom in investment, especially in new machinery and equipment.15

The first tax cuts took effect immediately. The planned spending cuts
did not occur. Reagan’s conflicting desires were the main reason: even
though the president wanted to shrink government relative to the size of the
economy, he sought large increases in military spending to build more than
100 new ships for the Navy, add hundreds of bombers and fighter planes,
and even reactivate World War II–era battleships that had been out of
service since the 1950s. His first budget proposal, offered in March 1981,
two months after he took office, projected an 8 percent annual rise in
defense spending through 1984, after adjusting for inflation, while all other
government spending would decline about 4 percent per year. But the
president’s political counselors also decreed that “basic benefits” under
several politically sensitive programs, including monthly Social Security
checks and medical care for retirees, would not be touched. Between the
sacred social programs, military spending, and interest on the national debt,
a huge proportion of federal spending was exempt from budget
reductions.16

What that meant was that holding down federal spending would require
draconian cuts in almost everything else. In Room 248 of the Executive
Office Building, known among Reagan advisers as the Cutting Room, the



president’s budget working group identified targets. Funding for a
collection of forty health and social service programs was to fall by a
quarter in 1982. The government was to stop providing free pneumonia
vaccines to pensioners, shortening an estimated five thousand lives over
four years. Many older people who had earned very low wages during their
working years, and therefore received the smallest monthly Social Security
checks, were to see their payments cut, a plan crafted to avoid violating the
president’s promise to leave “basic benefits” intact. Housing benefits for the
poor, grants to poor families with children, and subsidies for school lunches
all were on the chopping block. In aggregate, Reagan proposed to slash
federal spending for all purposes other than defense from 17.3 percent of
the nation’s total income in 1981 to less than 13 percent in 1984, sharply
reducing almost all the social benefits that had grown up in the years since
World War II.17

Yet even those steep cuts would not bring the federal budget into
balance. The budget for 1982 would still be deeply in deficit. The numbers
for fiscal year 1984 added up only thanks to an entry of $44 billion, marked
with an asterisk. The asterisk pointed readers to a note that said simply,
“Future savings to be identified.”18

Winning congressional approval of such cuts would have been difficult
under any circumstances. The anti-inflation policy followed by Volcker’s
Fed made it impossible. The policy was having some success in restraining
inflation; from a peak of almost 15 percent in the spring of 1980, consumer
price inflation had fallen below 10 percent by May 1981. But the Fed
thought a reviving economy would drive inflation back up, and it kept its
foot firmly on the brake. The result was that interest rates moved sharply
higher, even as the inflation rate was falling. The rate banks paid one
another for overnight loans reached 19.9 percent in the summer of 1981,
more than ten percentage points above the inflation rate—an extraordinary
premium for the privilege of using money for just a few hours. With
borrowing prohibitively expensive, bank lending and business investment
skidded to a stop. The real estate market was all but dead; houses sold only
if the seller was willing to extend a mortgage loan to the buyer. Layoffs
rippled through the economy. As tax receipts fell far short of expectations,
Reagan, the president who thought the US Constitution should mandate a



balanced federal budget, found himself presiding over the largest peacetime
budget deficit in US history.

Facing an impending flood of red ink, Congress began debating how to
undo the tax cuts almost as soon as it enacted them. In 1982, a new tax law
repealed some of the preferences for business investment that had been
handed out in 1981. The new law made it harder for wealthy investors to
avoid taxes on interest and dividend payments, and smokers faced higher
taxes on cigarettes. Various tax cuts set to take effect in future years were
canceled. By some measures, the 1982 tax act was the largest tax increase
ever to pass the Congress. It raised the amount of revenue flowing to the
federal government each year by 1 percent of the nation’s income, a
considerable amount of money. Even so, the top tax rates remained much
lower than they had been when Reagan took office.

Reagan claimed to have extracted a price for agreeing to reverse some
of the tax cuts he had won a year earlier: there were supposed to be three
dollars of spending cuts for every dollar of tax increases. Yet the spending
cuts that had failed to materialize in 1981 were every bit as elusive in 1982.
Given the administration’s commitment to enlarge and re-equip the armed
forces, spending cuts of the promised magnitude would have required
massive reductions in almost every other government spending program—
cuts that none of Reagan’s cabinet officers stood ready to propose and that
no congressional committee would have endorsed. “Cutting the budget is a
politically wrenching process, and the Reagan White House has never really
been willing to do that,” Reagan’s budget director, David Stockman,
acknowledged later.19

On balance, the 1981 and 1982 tax laws left the government collecting a
far smaller share of national income than before Reagan took office, but the
government’s expenditures were no smaller. Voters saw little to like in
Reagan’s accomplishments. “National income, national income per person
employed, and total hours at work were actually smaller in 1982 than in
1979,” the economist Edward Denison recorded. When it came time to elect
a new House of Representatives in November 1982, many of the
Republicans swept into office with Reagan in 1980 were swept back out
again.20



AUGUST 1982 BEGAN NO MORE CHEERFULLY THAN ANY
OTHER recent month. The Dow Jones Industrial Average, the best-known
gauge of the New York Stock Exchange, lost ground in eight consecutive
sessions, dropping a total of 5.6 percent. “Stock prices continued to retreat
yesterday as investors registered deep concern over the direction of interest
rates,” the New York Times reported on August 6. “We’re in a bear market,”
a knowing stock analyst affirmed in the following day’s paper. On August
13, the Times quoted an expert who predicted a further 5 percent drop
before stocks hit bottom. At that point, an investor who had bought shares
on October 5, 1973, the last trading day before the outbreak of the Yom
Kippur War, would have lost one-fifth of his money over less than nine
years—before figuring in the diminished buying power of a dollar.
Adjusting for inflation, $1,000 invested across the thirty Dow Jones stocks
back when the first oil crisis began was worth a scant $370 in 1982.
Investors had cast an overwhelming vote of no confidence in the US
economy.

Then, on August 13, share prices ticked up. The stock market seemed to
have found a bottom. Two trading days later, the famed Wall Street
economist Henry Kaufman told clients that the bond market had found a
bottom as well, implying that prices of US government bonds would rise as
interest rates came down. Kaufman’s note drove the stock market wild,
leading to the largest one-day gain ever recorded. The conventional wisdom
that inflation was unbeatable was abruptly discarded; the new conventional
wisdom was that Volcker’s Fed was winning the battle. From beneath
mattresses, out of gold vaults and foreign bank accounts, money flooded
into the US financial markets. The broad index of five hundred US stocks
rose 16 percent in three weeks. In October, the Fed reversed the Volcker
shock of 1979, abandoning its money supply target and announcing that it
would target lower interest rates instead. This move pushed up stocks once
more. Between August 13 and the end of the year, share prices gained 35
percent.21

The run-up in US stocks—the long-awaited “bull market”—would
continue for an unprecedented seventeen years; the bull market in bonds
stretched for more than thirty. In America, it was a great time to be an
investor.



It was a particularly good time to be a foreign investor in the United
States. From 1983 through 1986, the US government posted annual deficits
averaging 5 percent of national income, by far the largest, relative to the
size of the economy, since the immediate aftermath of World War II. The
government’s huge borrowing needs kept interest rates high, by historical
standards, even as inflation tumbled. And those high interest rates drew in
unprecedented sums of money from abroad.

Statistically, the flow of money into and out of a country shows up in a
measure called the current account. The United States had frequently run
current account deficits in the past, meaning that more money was leaving
the country than coming in, but these episodes were usually small and brief.
In most years, the current account was in surplus, because the United States
sold more goods abroad than it imported and because it lent and invested
more money in other countries than foreigners placed in America. The tiny
surplus in 1981, the year Reagan took office, was typical. But as foreigners
chased high US interest rates by purchasing Treasury bonds, the current
account deficit blew out from a negligible $3 billion in 1982 to $35 billion
in 1983. By 1987 it reached $154 billion.

Foreign money was keeping the US economy afloat, but the side effects
were devastating. To invest in the United States, foreigners bought US
dollars in the currency market. Their demand drove the dollar’s value into
the stratosphere: by 1985, one dollar was worth 77 percent more against a
basket of foreign currencies than it was when Reagan took office. Investors
prospered two ways, enjoying the boom in the US stock and bond markets
even as the rising dollar increased the value of their holdings in terms of
other currencies.22

US manufacturers, though, faced a far more difficult situation.
Traditionally, imported manufactured goods had played a relatively minor
role in the US economy; in 1980, their total value equaled only 5 percent of
the economy’s total output, versus more than 15 percent in Europe. Thanks
to the muscular dollar, which made imports much cheaper, the value of
goods imported into the United States rose by 40 percent between 1981 and
1986, while the value of US exports declined. Factory towns were
devastated as jobs disappeared and incomes fell; in the tire-making center
of Akron, Ohio, more than one-third of rubber-industry jobs vanished in the



decade after 1980, and the area’s total economic output stagnated. In city
after city, schools, parks, and public libraries sank into disrepair as
abandoned factories ceased paying property taxes. Even workers lucky
enough to keep their jobs were hit hard because their most important asset,
a home on which they had made years of payments, could be rendered all
but worthless when a big local employer closed up shop. When Caterpillar,
the iconic maker of backhoes and bulldozers, faced a sudden onslaught
from Japan’s Komatsu in the early 1980s, the median price of houses near
its headquarters in Peoria, Illinois, fell by 20 percent, even before adjusting
for inflation.23

IN 1984, RONALD REAGAN’S CAMPAIGN PRODUCED A
REMARKABLE television commercial for his re-election bid. It contained
no harsh words about his opponent, Walter Mondale, and no promises that
would make cynical voters scoff. Instead, over peaceful scenes of a fishing
boat headed out to sea and a man in a business suit walking to a car, a
gentle male voice recited, “It’s morning again in America. Today more men
and women will go to work than ever before in our country’s history.” As
the screen showed a family moving into a new home and a young couple
reciting wedding vows, the voice reminded viewers that interest rates and
inflation had fallen by half, making the future bright. The commercial
ended with a question that alluded to Mondale’s tenure as vice president
under Jimmy Carter: “Why would we ever want to return to where we were
less than four short years ago?”

“Morning in America” did more than help Reagan gain an
overwhelming election victory. It also helped build credence for the claim,
repeated for years to come, that Reagan’s tax and spending cuts had
restored the economy to greatness. Yet this assertion was far-fetched. The
two great economic achievements highlighted in the commercial, lower
interest rates and lower inflation, were the work not of the administration
but of Volcker’s Fed. Reagan’s ardor for cutting taxes and his willingness to
tolerate huge budget deficits arguably kept interest rates and inflation higher
than they would have been if the budget had been closer to balance. Indeed,
it can fairly be said that the greatest economic accomplishment of Reagan’s
first term was his unstinting support of Volcker, without which the Fed



might have found it politically impossible to wring inflation out of the US
economy.24

Inflation and interest rates aside, the balance on Reagan’s economic
policies was not particularly impressive. Through the first year of the great
bull market that erupted in August 1982, one in ten US workers was jobless.
Even though economic growth kicked into high gear in 1983 as falling
interest rates revived homebuilding and auto sales, employment gains
remained sluggish; instead of the thirteen million new jobs the
administration had promised between 1981 and 1986, the economy added
fewer than ten million. It would take five years from the onset of the stock
and bond boom, until August 1987, before the unemployment rate
descended to 6 percent—a level that had indicated an economy in severe
distress prior to 1973. In Richard Nixon’s day, 5 percent unemployment had
been so alarming that it had led Arthur Burns to back away from battling
inflation. In Reagan’s era, 6 percent unemployment was applauded as a
major achievement.25

Even for many of the eighteen million Americans who joined the ranks
of the employed by the end of Reagan’s presidency, in 1989, the economy
did not feel buoyant. The reductions in income-tax rates raised the median
weekly take-home pay for full-time workers by roughly 5 percent during
Reagan’s presidency. But wage gains played out very differently for women
than for men. The buying power of a woman earning the median wage rose
10 percent during the Reagan years, not counting the effect of lower income
taxes. The buying power of a male worker earning the median wage, in
stark contrast, did not rise at all. The lowest earners fared worst: the Reagan
tax cuts notwithstanding, the average incomes of households in the bottom
one-fifth of the income distribution fell about 4 percent between 1980 and
1989.26

Many families lost a large portion of their wealth during the 1980s.
Homes accounted for around one-third of Americans’ personal assets, and
in twenty-seven of the fifty states the value of the average home, adjusted
for inflation, was lower in 1990 than it had been in 1980. To buy the things
they needed or wanted, consumers at all income levels had to spend a much
larger share of their incomes to make payments on nonmortgage debt, such
as credit cards and auto loans, leaving many households under financial



stress long after the 1981–82 recession ended. Federal Reserve economists
observed in 1992 that the Reagan years had brought much to some but little
to most: “The small rise in the median values of income and net worth and
the simultaneous substantial rise in the mean values indicate that the
distributions of income and net worth became more concentrated between
1983 and 1989.”27

Why did the Reagan revival work out so poorly for people of modest
incomes? One obvious reason is that the surge in stock and bond prices
after August 1982 boosted the incomes and the wealth of families that
owned stocks and bonds. Not surprisingly, these were likely to be much
older than the average family and to have far higher incomes. Among
families headed by someone under age fifty-five, only one in fifty owned
bonds in 1983 and one in five owned stocks—and those shareholdings, in
most cases, were just a few thousand dollars. Wall Street’s bounty trickled
down to less affluent households only to the extent that financial market
investors spent their windfalls in ways that created added income for auto
workers, waiters, and home remodelers. The supply-siders’ promise that
better times for those at the top of the economic pyramid would bring
greater prosperity to those below never came to pass.

Reagan’s economists had insisted that allowing investors to keep more
of what they earned would bring forth new investment that would
modernize the economy and stimulate productivity. But supply-side
economics proved to be a bust. “The fundamentals that I look at are not a
miracle,” Reagan budget director David Stockman said in 1986. “Our
savings rate is the lowest rate in modern times. Last year our productivity
growth was flat, and our whole theory was, we were going to cause an
explosion of productivity growth and rising real income.” On average,
output per hour worked in nonfarm businesses, a key measure of
productivity, grew more slowly during the Reagan years than at any time
before 1977, when marginal tax rates had been far higher. Historically,
productivity growth had led to higher wages and higher living standards. In
the 1980s, it no longer did so.28

One cause of this disappointment was what sociologist Greta Krippner
refers to as “financialization.” As she argues, a combination of financial
deregulation and high interest rates made it sensible for businesses to focus



on making money from money in the rapidly expanding credit markets.
This shift “took the form of nonfinancial firms withdrawing capital from
long-term investments in plant and equipment and diverting resources into
financial investments.” This trend was noted as early as 1983, when the
Reagan-appointed Commission on Industrial Competitiveness observed that
the return on investment in financial assets was higher than the return on
manufacturing assets, and it grew more pronounced over the course of the
decade.29

The results can be seen in the pattern of business investment. The
promised supply-side investment boom channeled capital into office
buildings and shopping centers, not into making goods and providing
services. In consequence, investment in business equipment was actually
lower between 1981 and 1989 than it had been in the 1970s. This problem
was particularly severe in the manufacturing sector. By the end of Reagan’s
presidency, the average age of equipment in US factories was a full year
higher than when he took office—an indication that investment in
manufacturing was far from robust. Many struggling manufacturers
deferred installing new equipment that would have allowed them to take
advantage of the latest technical innovations, forsaking the productivity
gains new equipment would have delivered and making it even harder to
give their workers a pay raise.30

The Reagan Revolution, as the president’s backers called it, pointed the
world’s largest economy in a new direction. Inflation would no longer be
tolerated. Market forces would hold greater sway, as critics of Big
Government searched for new areas to deregulate. The import boom set off
by the strong dollar would not be reversed; international trade and
investment would continue to grow relative to the size of the economy, and
the United States, with a large trade deficit year after year, would become
the market of last resort for the rest of the world. Pressure to cut taxes
would be ceaseless. Concern about large government budget deficits would
remain in the realm of rhetoric, unmatched either by tax increases or
significant spending cuts. The US government would continue to spend
heavily on social welfare—but meanwhile, slowly but surely, other
programs would be trimmed to make room for the ever-rising costs of



pensions and medical care for the elderly, leaving less support for families
struggling to care for and educate their children.

Reagan infused the United States with a new optimism about the future,
a welcome change after years of despair. But what the Reagan Revolution
could not do was restore the broad improvement in living standards that
Americans expected. For more than half of all households, earnings were no
higher in 1989 than they had been in 1981, adjusted for inflation.
Meanwhile, the benefits workers received from their employers
deteriorated. More than 40 percent of private-sector employees had the right
to a defined pension benefit in 1980; a decade later, fewer than 30 percent
were in a pension plan. The proportion of Americans under sixty-five who
had health insurance fell by five percentage points during the same period.
Although the nation’s total income grew nicely after 1982, almost all the
gains went to those who owned businesses or held portfolios of stocks and
bonds. As in several other wealthy countries, a growing number of average
people were left to tread water, fearful that the state on which they had
come to rely would no longer keep them from drowning.31
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CHAPTER 14

The Lost Decade

f the 1970s were difficult years in the wealthy economies, sentiment was far
more upbeat across the broad swath of poorer countries that had come to be
known as the “Third World.” Thanks to the events of 1973, “development”
arrived in the “underdeveloped” countries far faster than Raúl Prebisch, the
famed Argentine economist, had ever imagined it could. By the tens of
millions, semi-literate farm families were able to flee hopeless rural poverty
for the cities, where grueling days vending candy on street corners or
hauling bricks on their backs allowed them to begin turning their shacks
into proper houses, maybe even with electric light. The mansions along
Avenida Paulista in São Paulo gave way to skyscrapers befitting one of the
world’s great centers of industry, and capitals from Jakarta to Cairo turned
majestic boulevards into high-speed freeways to accommodate the cars of a
rapidly expanding middle class. But the Third World could not escape the
forces that were holding back the richer countries. The final legacy of a
world economy out of gas would be the “lost decade” of the 1980s, which
left many millions of people in the developing countries worse off than they
had been before the boom.1

In terms of the world economy, the Third World had been an after-
thought during the Golden Age. It accounted for three-quarters of the
world’s population in 1973, as crisis enveloped Western Europe, the United
States, Canada, and Japan, but only a third of the world’s output of goods
and services. China, with an income per person one-twentieth that of the



United States, had yet to launch the economic reforms that would
turbocharge its growth in later decades. And Southeast Asia, far from being
a critical link in global supply chains, seemed hopelessly crippled by war
and internal violence. The Third World was connected to the international
economy mainly as a source of raw materials. It supplied a scant 7 percent
of the world’s exports of manufactured goods.

The Third World’s explosive growth in the 1970s was fueled by the
petrodollars that were causing such worry for central bankers like Gordon
Richardson and Arthur Burns. As the oil-exporting countries pumped their
rapidly rising earnings into the banking system, the banks in the world’s
great money centers searched for ways to put these low-cost deposits to
profitable use. In their home countries, there was little need: the economic
slump in the wealthy economies meant weak demand for auto loans and
home mortgages, and corporate customers were increasingly turning down
the banks’ money and choosing to raise funds directly from investors who
bought their commercial paper, a sort of bond that was meant to be repaid
within a few weeks. Loan demand from the Third World, on the other hand,
was ravenous.

The bankers were only too glad to oblige. They were urged on by their
governments, which hoped that the money would improve living standards
and build a bulwark against the spread of communist ideas in the
developing world. In 1972, outstanding loans from banks and bond
investors to all developing countries combined were a mere $17 billion. The
total reached $128 billion in 1978, $209 billion in 1981. Official lenders,
such as the World Bank and the foreign aid agencies of wealthy countries,
stepped up their lending as well. By the end of 1981, the foreign obligations
of the developing economies reached $462 billion, five times the level of
1972. Although some of these loans were given to private borrowers, nearly
four-fifths were the responsibility of the developing countries’
governments, which sought the foreign financing to keep their economies
humming through what they imagined would be a temporary slowdown in
the world’s economic growth.2

The commercial banks’ borrowers were not the poorest of the poor.
Countries like India and Sierra Leone, at the very bottom of the income
league table, were deemed unacceptable credit risks even by banks that



were hungry to lend, so they were forced to depend upon lenders financed
by rich-country governments, such as the African Development Bank and
Japan’s Overseas Economic Cooperation Fund. The commercial banks’
loans went to middle-income countries like Mexico and Brazil, where
powerful planning ministries—following Prebisch’s teachings about the
need for the government to take the lead in encouraging industrialization
that would raise productivity—were presumed to have the expertise to
determine the best uses of the money. Some loans were explicitly tied to
projects intended to generate revenue that could be used for repayment: a
new mill for a state-owned textile company, planes for the state airline,
roads and utility lines to serve a new industrial park. But there were also
many unrestricted loans, to be spent on weaponry, government buildings, or
whatever else the borrowing country’s leaders desired.

In the mid-1970s, as European, North American, and Japanese banks
battled for business around the world, they offered generous terms on loans.
Interest rates were low. Grace periods several years long allowed the
borrowers to spend the loan proceeds now and worry about repaying them
later, after the investments they supported had brought faster economic
growth and increased the tax base. The banks collected a sizable fee on the
front end for originating each loan, boosting their profits right away, plus
additional fees each time the loan was extended or rolled over into a new
loan. It all seemed perfectly safe: the countries taking the money had
relatively little foreign debt, their economies were growing rapidly, and the
fact that their governments were standing behind the obligations seemed to
limit the risk of default. As Citicorp chairman Walter Wriston explained to
anyone who expressed concern about his institution’s aggressive lending in
Latin America and Southeast Asia, “Countries don’t go out of business.”

Bank regulators watched the situation warily. “Lending institutions may
well be tempted to extend credit more generously than is prudent,” Federal
Reserve chair Arthur Burns warned in April 1977. “Commercial and
investment bankers need to monitor their foreign lending with great care,
and bank examiners need to be alert to excessive concentrations of loans in
individual countries.” The banks responded by hiring economists and
political scientists to staff new risk-management departments, under the
assumption that a better understanding of Argentine politics or the Korean



central bank might reduce their risks. What they did not do is cut back on
lending.

Indeed, they could hardly afford to. The profits of the largest US banks
rose by half between 1977 and 1979, driven by business with the
developing countries that accounted for more than one-sixth of their
outstanding loans. Japanese banks, their domestic profits sinking, saw
foreign lending as a solution. So did the big British banks, which earned
one-third of their profits abroad by 1978. Institutions with no prior
international lending experience jostled for a piece of the action: the big
banks in New York, Tokyo, and London would arrange a loan and then
allow banks in Atlanta and Utrecht and Milan to take responsibility for
small pieces of it. The annual joint meeting of the World Bank and the
International Monetary Fund—held each autumn, usually in Washington—
was transformed from a gathering of technocrats into an obscene festival of
excess as bankers competed to offer finance ministers yet more loans. Free-
flowing alcohol, tables laden with crab claws and lamb chops, and strolling
musicians all set the mood for dealmaking.3

In some places, the borrowed money was well spent; in other places,
less so. Government ministers’ decisions about which uses of borrowed
money could best promote economic development were rarely as
disinterested as Prebisch’s theories suggested. Few of the borrowing
countries were functioning democracies. Most were ruled by strongmen
who treated their countries’ treasuries as piggy banks, and who brooked no
criticism, let alone investigation, from legislators or the press. Impressive
economic statistics—the output of the developing countries grew at a strong
annual rate of 4.6 percent between 1973 and 1980—obscured the fact that
many foreign-currency loans went for prestige projects that did little or
nothing to make workers more productive or improve the well-being of
peasant farmers. Others supported well-intentioned goals that the recipient
governments lacked the ability to accomplish, creating schools without
regular teachers and clinics lacking medical supplies.

During the second half of the 1970s, the inflow of foreign money
enabled many developing countries to avoid austerity. Even money that
went into contracts for the well-connected trickled down, generating
employment for drivers, restaurant waiters, and construction workers. New



loans from international organizations like the World Bank helped bring
down infant mortality, raise literacy rates, and make primary-school
education almost universal. A person born in the Third World in 1979 could
expect to reach the age of fifty-eight, a gain of ten years since 1960. Urban
slum dwellers acquired radios, the more affluent bought televisions, and the
streets of African capitals were jammed with the cars of the waBenzi, a term
coined in Kenya to describe the well-connected elites who liked to show off
their imported German sedans.

In the early 1980s, the party came to an abrupt and brutal end. As
inflation rose through the late 1970s, the banks in London and New York
stopped handing out fixed-rate loans and turned to variable-rate loans,
whose interest rates changed according to financial market conditions. After
October 1979, as the Fed’s new monetary rule pushed up interest rates—the
yield on one-year bonds issued by the US Treasury rocketed from 8 percent
in 1978 to 17 percent by 1981—borrowers’ interest payments rose as well.
Locals in the know read the warning signs better than the foreign bankers
did, converting whatever cash they could raise into foreign currency and
sending it to Miami or Geneva for safekeeping. Much of this fleeing money,
which was intended for investment in poorer countries, ended up back in
the same rich-country banks that had extended the credit, leaving the
borrowing government to pay interest and principal on loans that brought
the country no economic benefit.4

Once the dollar began to rise against other currencies in 1981, the
pressure became even more intense, as the borrower countries needed to
export more coffee, wheat, or palm oil just to bring in the same amount of
dollars as before. Peru, one of the most extreme cases, spent one-ninth of
the dollars it earned from exports on debt payments in 1970. By 1981, the
ratio approached one-half, leaving little of the country’s foreign-currency
earnings to import the machinery, generating equipment, and raw materials
that might help the economy grow. At that point, as Volcker wrote later,
“The debt crisis was on an express train of its own.”5

In 1981, eight of the poorest countries, from the Central African
Republic to Pakistan, needed to postpone repayment of their debts to the
World Bank and other official lenders, and three more—Bolivia, Jamaica,
and Sudan—renegotiated commercial bank loans they could not pay on



time. Bankers around the world responded by tightening their lending
standards; instead of offering to replace maturing loans with new ones, they
asked for repayment. The borrowers did not have the money. “The changing
composition of international capital flows, and the high level of interest
rates, have placed a number of developing countries in a liquidity squeeze,”
the World Bank announced with considerable understatement. And then, on
August 12, 1982, the bottom fell out.6

THE NEWS CAME VIA TELEPHONE. JESUS SILVA HERZOG,
THE FINANCE minister of Mexico, called US Treasury secretary Donald
Regan to report that Mexico could not pay $300 million due the following
Monday. Nor did he see an obvious way for his country to find the more
than $2 billion it would need each month to service its debts over the
coming year. The same emergency message went out to Fed chairman Paul
Volcker and Jacques de Larosière, the managing director of the
International Monetary Fund.7

Silva Herzog knew all three men well. A longtime government official
with an economics degree from Yale, he had spent years in important
economic jobs in Mexico City. He had become finance minister only in
March 1982, when it was already clear that a crisis was brewing. Exports by
the state-owned oil company, Mexico’s main source of dollars, had fallen
far short of projections the previous year, while accumulated foreign debt
had grown to more than $80 billion. In February, the peso had nosedived
after years of stability, making it all but impossible for companies that
earned pesos from domestic sales to service their dollar-denominated debts.
Within weeks, Mexico’s largest private company missed a $2.3 billion
payment to foreign banks. In June, under a longstanding agreement, Silva
Herzog had asked for a $700 million loan from the Fed. The cash was
meant to demonstrate US support for Mexico, but it would barely meet
Mexico’s needs for a week. “It’s only window-dressing money,” Volcker
told his Fed colleagues. “And it’s all symptomatic of the international
financial markets closing up pretty tightly on Mexico now.” Silva Herzog’s
August 12 phone calls confirmed that the banks had refused to extend
existing loans or offer new ones. Deadlines loomed.8



The calls touched off a round of tumultuous negotiations. Hundreds of
banks had loans outstanding to the Mexican government. And everyone
knew that Mexico was only the first domino. Across the Third World,
“Development prospects . . . have worsened over the past year,” the World
Bank advised. The Latin American countries collectively owed $327 billion
to foreign creditors at the end of 1982, and large economies elsewhere, such
as Indonesia, Turkey, and Poland, owed several hundred billion more.
Although Brazilian economic officials intoned, “Brazil is not Mexico,” to
the financial markets one developing country looked quite a bit like another.
The same borrowers that had been fêted by bankers a few months earlier
were now toxic. They could not borrow commercially at any rate, even for a
few months; instead, they were instructed to start repaying their debts. Their
financial situations turned critical, as the most common way of dealing with
excessive debt, extending the repayment schedule farther into the future,
was closed off. By the end of 1982, approximately forty countries were in
arrears.9

Although it is true, as Walter Wriston had said, that countries don’t go
out of business, it is also true that many countries, on many different
occasions, have failed to make payments on their foreign debts for years on
end. Moratoriums on payments of foreign debt were common in the
nineteenth century and again in the Depression-wracked 1930s. But all
parties concerned had reason to avoid this option in the 1980s. If a borrower
defaulted, its economy might be severed from the rest of the world. Foreign
investment would come to a stop, and importing food and raw materials
would become difficult. If the debtor was a state-owned company, courts in
other countries might try to seize its assets abroad, from office buildings to
the vessels of a state-owned ship line. Living standards would fall sharply.
Unemployment would spike. And in the end, if it ever wished to borrow
money again the government would still have no alternative but to bargain
with its bankers.10

A major developing-country default would be equally ugly for the
banks. Once a borrower was more than a couple of months late on a
scheduled payment, the banks would have to “write down” or “write off”
the value of those loans on their books, formally recognizing that some of
the money was lost. The nine largest US banks held developing-country



loans equal to nearly three times their capital, and German banks were
heavily committed in communist Eastern Europe. If even a fraction of those
loans had to be written off, the lending banks would be totally insolvent.
The banks were supposed to have protected themselves against such risks
by diversifying their lending. But at the same time as their government
supervisors were telling them to be cautious, other government officials
were urging them to support foreign policy goals by extending credit to
needy neighbors. “There is some evidence that political pressure was put on
bank regulators not to interfere with the Third World lending,” one study
concluded. Many institutions were so overextended that a large write-down
of even a single country’s loans could have proved fatal.11

The governments of the wealthy countries were on the hook, too. Many
of them sponsored insurance schemes to protect banks’ domestic customers
and might have to dip into their budgets to pay off depositors if a big bank
failed. But the potential implications of a major failure went far beyond the
cost of bailing out depositors. The world economy was fragile in 1982;
inflation was starting to decline at long last, but in many wealthy countries
unemployment was still high and economic growth halting. It would be
hard to restore growth if banks were too weak to lend to businesses seeking
to expand and consumers looking to buy new cars and homes. Because
banks were constantly lending to, borrowing from, and trading with one
another, the failure of one major bank was likely to drag other banks down,
crippling their ability to lend as well. US bank supervisors were already
worried about Continental Illinois, the country’s seventh-largest bank,
which was on the verge of collapse after years of imprudent lending. It was
imaginable that other banks would have to stop providing credit even to
longtime borrowers, as they used every available dollar to deal with their
troubled portfolios of Third World loans.

The world was at an impasse. Every bank wanted its money back, and
many borrowers were tempted to strike deals with one or another lender.
But if the government of a developing country used its scarce dollars to
settle debts with a single bank, even at a discount, there would be less
money available for the rest. A piecemeal resolution of the debt crisis was
thus impossible. Neither the banks nor their borrowers could escape. Yet
neither the banks nor the borrowers could be allowed to fail, potentially



jeopardizing Western Europe, North America, and Japan. The Third World
debt crisis seemed intractable.

THE FIRST PRIORITY WAS TO STAVE OFF COLLAPSE. WITHIN
A FEW days of Silva Herzog’s phone calls, the Bank for International
Settlements, the Swiss-based organization that was promoting cooperation
among bank regulators, organized a package of emergency loans from
various central banks, and the US Treasury cobbled together more money
so Mexico could pay its loans for a few more weeks. Bank presidents from
around the world were summoned to the Federal Reserve Bank of New
York on August 20, where they were asked to agree to a “standstill” of
Mexican loan payments. What “standstill” meant, so far as bank supervisors
were concerned, was that the banks had voluntarily agreed that Mexico
should not make payments. The purportedly voluntary aspect was critical;
the Mexicans had not declared a moratorium, a default, or any other
condition that would force the banks to write down their loans, so the banks
could still pretend to be strong. The emergency loans and the standstill were
designed to buy time to put together a longer-term agreement that might
allow Mexico to stay current on its debts and keep the banking system
afloat.12

The final months of 1982 were a blur of negotiations, with sleep-
deprived bankers and finance ministers commuting between Mexico City,
Washington, Basel, London, and New York from one bargaining round to
the next. Once the International Monetary Fund took charge of the talks,
officials discovered that Mexico had a startling 1,400 bank creditors. The
larger ones urgently needed a deal: the shareholders of Wriston’s Citicorp
stood to lose more than half their investment if Mexico went bust, assuming
the bank could even stay in business. Many smaller banks, on the other
hand, had no interest in postponing Mexico’s loan payments, much less
lending more money. They were afraid, not without reason, that the IMF
and the finance ministers who governed it would serve the interests of the
big banks and leave small ones high and dry.

The IMF, one of the institutions created in the Bretton Woods agreement
back in 1944, had originally been set up to help countries that were unable
to keep their pledges to hold their currencies fixed against the dollar. When



that occurred, the finance minister of the troubled country would come hat
in hand to the IMF’s modernistic headquarters in Washington, conveniently
located midway between the Treasury and the Federal Reserve. The Fund,
as it was universally known, might authorize a change in the exchange rate
and lend the country money to put its economic house in order. After the
wealthy economies shifted to a floating-rate system in 1973, many smaller
countries still pegged their currencies to the US dollar or the French franc,
and they could call on the Fund for aid when the currency markets turned
against them. The IMF’s most notable venture had come in 1976, when it
had lent $3.9 billion to Great Britain to help stabilize the crumbling pound.
Its usual clients were finance ministries and central banks; restructuring
commercial bank loans was not its normal business.

IMF loans came with strings attached. Before turning over a penny to a
would-be borrower, the Fund sent out a team of experts to develop an
economic reform program. If the government did not agree to the Fund’s
conditions, it would not get the money. Even then, the loan was disbursed in
pieces, known as tranches, so the flow of cash could be cut off at any point
if the borrower failed to make promised reforms. Although the Fund was
heavily staffed with economists who considered themselves nonpolitical
technocrats, it was very much a political organization, and the conditions it
imposed on would-be borrowers reflected the views of US and European
officials. Its head, by custom, was European; Jacques de Larosière, the
managing director since 1978, had been a high official in the French
Treasury. Representatives of twenty-two countries sat on the executive
board, which had the final say on loan proposals, but the United States, with
the greatest voting power by far, usually called the shots. At the time the
Mexican crisis broke, the IMF was running short on funds, and the Reagan
administration was opposing de Larosière’s efforts to increase the amounts
that governments put at the IMF’s disposal.13

On November 16, de Larosière unveiled the IMF’s plan to assist
Mexico. It would lend $3.9 billion, provided the Mexican government
implemented the sorts of reforms the Fund frequently required: sharply
cutting the budget deficit, reducing subsidies, increasing its tax take, and
strictly controlling the money supply. But there was a catch. De Larosière
insisted that Mexico could not use the IMF’s money to repay its commercial



bankers. There would be no IMF loan until the banks agreed to make $5
billion in new loans to Mexico: instead of a bailout, there would be a bail-
in. Under pressure from their governments, the banks reluctantly acceded,
each agreeing to share in the new loans in proportion to its share of
Mexico’s debt. The Reagan administration sealed the deal by agreeing that
the IMF should receive more money. When it was all over, Mexico had won
a year’s reprieve—and the banks had won assurance that, at least for the
next year, supervisors would consider their loans to the Mexican
government to be as good as gold. The banks divided a $200 million fee for
originating the loan, immediately boosting their profits. And Mexico’s on-
time interest payments in 1983 went straight to the banks’ bottom lines,
even though it was the banks’ own money that Mexico was using to make
those payments.14

Just as Mexico’s loan package was being signed and sealed, the
Brazilian government made known that it, too, wanted the IMF to help
restructure its debts. Brazil’s plea came as a surprise to international
financiers, for it had disclosed no looming problems. “In September of
1982,” economist John Makin recalled, “Brazil was still the apple of every
banker’s eye.” Its debts were soon revealed to be even larger than Mexico’s.
The banks were bailed in there, too, to the tune of a $4.9 billion loan for
three years. The arrangement quickly fell apart when the Brazilians failed to
bring inflation down, as the IMF had ordained, and the banks refused to
hand over more money. Through 1983 and 1984, Brazil tottered on the edge
of default.15

In the queue behind Brazil was Argentina, whose military government
had left the country a basket case. Unusually among the major debtors,
Argentina had not prospered during the 1970s; much of its borrowing had
gone for weapons and aircraft rather than roads and pipelines. Its national
income had grown an imperceptible 2 percent between 1974 and 1982.
Inflation was running at 16 percent a month, households’ consumer
spending had fallen for three years running, and much of the private
economy was effectively bankrupt. In April, desperate to distract public
attention from the disastrous economic situation, the generals and admirals
had decided to invade the Falkland Islands and other British South Atlantic
territories over which Argentina claimed sovereignty. The venture had



ended in a humiliating Argentine defeat. The generals, suddenly eager to
relinquish power, had built up a foreign debt of $38 billion, and war-related
sanctions had already caused the government to miss debt payments. With
half its foreign loans payable by the end of 1983, Argentina desperately
needed the bankers to agree to stretch out its debts.16

A default by any one of these three big debtors would have brought
down many large foreign banks. And behind the big three marched a parade
of countries whose debt problems were equally serious, relative to the sizes
of their economies: Peru and Ecuador, Poland and the Philippines,
Venezuela and Yugoslavia. Country after heavily indebted country came to
the Fund, promised economic reforms, and negotiated a loan. The Fund, in
turn, bailed in the banks, insisting that they defer payments or extend new
loans. A year or two later, the borrowing country would return for another
round of negotiations and a new package of loans. Commercial banks’ loans
to developing countries, totaling $232 billion at the end of 1981, reached
$427 billion by the end of 1986. Considering the fees the banks collected
for originating each loan and the double-digit interest rates they charged,
loan restructuring looked to be a very profitable business.

It was all a bit of a shell game. The banks’ earnings appeared strong,
because they were effectively lending money to themselves. Their balance
sheets looked increasingly healthy because, especially in the United States
and Japan, their supervisors looked the other way rather than requiring big
banks to acknowledge that certain loans would never be repaid; between
1982 and 1985, US banks wrote off barely 1 percent of the amount they
were owed. From the wealthy countries’ point of view, a financial
catastrophe had been averted. As their domestic businesses began to pick up
in 1985, Third World loans accounted for a smaller share of big banks’ loan
portfolios and profits, and many of the smaller banks were able to extricate
themselves from developing-country loans altogether. The banks seemed to
be stepping back from the edge of the abyss.17

IN THE WEALTHY COUNTRIES, THE PANIC IN BANKS’ LAVISH
OFFICE towers and the evident worry on the faces of finance ministers
meant nothing to the man on the street. Systemic risk—the risk that the
entire banking system might come tumbling down—was not something the



public worried over so long as bankers still offered loans and automated
teller machines spat out cash.

The effects of the Third World debt crisis made themselves felt in the
First World in quite a different way. Factory towns bore the pain. In the late
1970s, developing countries’ orders for construction equipment, power
stations, and consumer goods had helped keep plants in the wealthy
countries busy. But in the 1980s, the only way the debtor countries could
hope to service their debts was by running large trade surpluses, which
would allow them to amass desperately needed foreign currency. Orders for
imports dried up or were simply blocked by debtor countries’ finance
ministries, which might refuse to make dollars or yen available to
importers. Meanwhile, aided by favorable exchange rates, manufactured
goods from poor countries were exported to rich countries in significant
quantities for the first time. The United States was particularly hard hit as
traders in the currency markets dumped developing countries’ currencies
and drove up the dollar, making imports cheaper and US exports much
more expensive. In 1982 alone, by one estimate, the $9 billion drop in US
exports to Latin America cost 250,000 US manufacturing jobs. The debt
crisis was by no means the greatest blow to industrial workers in the
wealthy economies, but it was one more source of pressure on their living
standards.18

On the streets of the developing world, though, the export boomlet did
little to alleviate the sense of crisis. More exports and more debt
restructuring had kept the heavily indebted countries from defaulting on
their loans, but it had brought their citizens nothing but austerity. Wages
were sharply lower, and already tenuous living standards spiraled
downward; people who had been living on two dollars a day had to learn to
make do on one. Poverty rates soared as income per person in Latin
America and Africa fell 5 percent in 1983 alone. A landscape of half-
finished bridges and padlocked factories revealed economies that had
crashed to a stop. As foreign investment dried up, workers who had finally
found a place in the formal economy in the 1970s, sweeping floors or
loading trucks at a factory, were reduced again to informal labor, struggling
to earn a few coins by shining shoes in a public park or juggling for
motorists at a busy traffic light. A bottle of cognac became a status symbol,



demonstrating that the host had the connections and the cash to obtain a
forbidden import. The IMF’s adjustment programs made no one feel better.
To the Fund’s economists, eliminating subsidies was a way to curb
government budget deficits. To the poor, it simply meant an increase in the
price of bread.19

New loans were piled atop old ones as economies shrank, making the
debt burden even heavier. Africa’s foreign debt equaled less than one-third
of its total income in 1981; five years later, it equaled one-half. By the end
of 1986, if the countries of Latin America had magically been able to halt
imports altogether and devote every single cent of their export earnings to
debt repayment, they would still have required three-and-a-half years to pay
off their debts. Perversely, more money was flowing out of the debtor
countries than flowing in, stifling the investment that was the only hope for
a better future. The lack of investment had very real consequences: there
were fewer new roads to take farmers’ crops to market, fewer new
transmission lines to bring power to remote areas, fewer new university
buildings to educate the next generation.20

As a recipe for economic growth, austerity was an abject failure. And
failure led to a change in the conversation. In 1985, officials in the wealthy
countries began to suggest that management of the debt crisis should move
from the IMF, whose short-term loans were meant to deal with immediate
currency crises, to the World Bank, which was specifically mandated to
support the economic development of poorer countries. In October 1985,
James Baker, recently named US Treasury secretary, put forth an alternative
“program for sustained growth.” Baker said what many in Latin America
and Africa had been saying for three years: the way for developing
countries to overcome their debt problems was for their economies to grow.
Although the details were vague, Baker proposed that the commercial banks
and the World Bank lend more money to the fifteen most troubled countries
—but only if they adopted “comprehensive macroeconomic and structural
policies . . . to promote growth.”21

Baker’s plan went nowhere—the last thing the big banks desired was to
lend more money to countries that already were hopelessly mired in debt—
but his speech pushed the discussion in a direction consistent with the
Reagan administration’s ideological inclinations. The underlying cause of



the debt crisis, in this view, was not the banks’ unwise lending or the
decline of commodity prices or the spike in interest rates after 1979, but
rather the actions of the debtor countries themselves. Their governments,
Washington now proclaimed, were too big and too intrusive, stifling private
initiative and killing prosperity. Big Government was the problem, and
smaller government would be the solution. The policies Baker had in mind
to “promote growth” were much the same as those Reagan had advocated
for the United States: less government spending, lower marginal tax rates,
free trade, openness to foreign investment, privatization.

In a world suffering from debt fatigue, these ideas played well. The IMF
and the World Bank spread the new wisdom that free-market policies would
enable the debtor countries to grow at long last, sharply reversing their past
positions favoring top-down planning and government-directed investment.
Many people in the debtor countries came to the same conclusion,
recognizing that state-managed industrialization backed up by import
barriers, as advocated for so long by Raúl Prebisch, had failed to bring
sustained prosperity. The new market-oriented thinking would become
known as the Washington Consensus, a semi-official compendium of
principles the experts said would help the developing countries outgrow
their debts.22

The experts, their advice framed by the ideological battles over the role
of government in Washington and London, failed to recognize that the
economic problems of developing countries generally had less to do with
high tax rates and Big Government than with large-scale tax avoidance and
incompetent government. Privatization brought little economic boost when
it meant nothing more than turning a state-owned monopoly into a privately
owned monopoly, and opening the door to foreign investment was of little
consequence when would-be investors encountered a parade of corrupt
officials demanding bribes or contracts. In countries where shockingly low
literacy rates stood in the way of improving worker productivity, simply
rolling back government could not improve the ability of education
ministries to provide an adequate education to children for whom private-
school tuition was beyond reach. Such shortcomings, ignored by advocates
of the Washington Consensus, turned out to be serious drags on developing
countries’ economic growth.



When it came to surmounting the debt crisis, there was only one poster
child: South Korea. The country’s foreign debts were nearly $47 billion at
the end of 1985; relative to the size of its economy, it was more indebted
than Mexico. The Koreans flatly rejected the advice being dispensed from
Washington. Theirs was in no sense a free-market economy; five-year plans
determined which industries would grow and which would shrink, and the
state decided which companies could borrow money from Korean banks.
Import barriers protected industries the government deemed vital. The
government sharply restricted sales of cars and kept prices of other goods
high, inducing families to save a large share of their incomes; those savings
funded business investment without further need for foreign borrowing. The
Koreans raised taxes in order to run a budget surplus, directly contrary to
supply-side teachings, and they constantly tinkered with taxes and spending
to “fine-tune” economic performance. Deregulation, privatization, and
openness to foreign capital were not on the political agenda; instead, the
government spent massively on education. Despite the Koreans’
contraventions of the new conventional wisdom, their economy performed
so strongly that the country was beginning to outgrow its foreign debt even
as it made the tricky transition from a harsh military dictatorship to a
raucous electoral democracy.23

Only a very few places, all of them small—Singapore, Taiwan, the
British territory of Hong Kong—were able to emulate South Korea by
essentially forcing their citizens to postpone consumption and save more
than one-third of their incomes. Almost every other debtor country
staggered through the 1980s, waiting for Washington’s free-market growth
agenda to bear fruit. In 1987, the commercial banks, still healing after five
years of international efforts to keep the debtor countries afloat, finally
began to write off some of their Third World loans. Yet even with some
debts now partially forgiven, “The international debt crisis is now entering
its seventh year with no end in sight,” Pedro Pablo Kuczynski, a former
World Bank economist and Peruvian cabinet minister, wrote in 1988.
Productivity growth in most of the heavily indebted countries remained
dismally low, job creation sluggish.

Their economic woes had serious political ramifications as well.
Military rulers, no longer able to generate the economic improvements their



citizens expected, were ejected from power in many debtor countries, and
Mexico’s authoritarian government was forced to allow honest elections
that eventually drove it from office. Yet the newly elected governments had
no greater success improving economic conditions than the autocrats they
replaced. It would take until 1997, according to economist Angus
Maddison’s calculations, before the average Mexican was as well off as at
the onset of the debt crisis in 1982. For the average Filipino, full recovery
would take until 2002; the average Peruvian would have to wait until 2005.
In poorer countries as in richer ones, the satisfaction of enjoying rapidly
improving living standards remained elusive long after the economic crisis
was past.24
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CHAPTER 15

The New World

he economic slump that began in 1973 lasted much longer than anyone had
imagined. By the second half of the 1970s, it was clear that the tougher
economic times were related to lagging productivity growth not just in one
or two countries, but all around the world. The result, put simply, was that
workers were not creating wealth as quickly as they had in the recent past,
leaving fewer gains to be shared.

Economists have many ways to measure productivity, of which the best
understood is the amount of output produced by a single hour of labor.
From 1959 through 1973, labor productivity in twelve of the world’s
largest, most prosperous economies grew at a stunning average rate of 4.6
percent a year, creating the wealth that raised living standards all around
and financed the expansion of the welfare state. In 1974, immediately after
the oil crisis, productivity growth plummeted. For the next quarter-century,
the mean labor productivity growth of those same twelve countries
averaged 2 percent, less than half the pace of the Golden Age. Japan’s
average tumbled from 8.5 percent per year to 3 percent, Sweden’s from 4.6
percent to 1.2 percent. The same was true in poorer countries. With only a
few exceptions—Chile, Malta, South Korea—the productivity slowdown
affected every country in the world for which data can be found.1

Other productivity measures take a broader look, considering the
efficiency with which economies use available resources by raising
workers’ skill levels, installing more and better equipment for each worker



to use, and improving technology. Looked at in this way, too, productivity
in the wealthy economies grew much more slowly in the 1970s and 1980s
than before. Estimates for the United States, which has the most complete
measures for this period, tell the shocking tale. Over the thirteen years from
1960 to 1973, multifactor productivity—a measure that counts labor
productivity, the productivity of capital, and technological advances—
increased 34 percent across the US business sector. In the thirteen years
from 1973 to 1986, in sharp contrast, multifactor productivity in US
business increased only 7 percent. Instead of vast increases in efficiency,
businesses made halting gains, hardly enough to notice.2

Intuitively, it made sense that poor productivity growth would hold
down wages and contribute to the spreading malaise. But why productivity
growth was lagging, and what could be done to revive it, were mysteries.

Theories were a dime a dozen. The movement of workers from low-
productivity farm jobs to higher-productivity industrial jobs had contributed
powerfully to productivity growth in the 1950s, but it was slowing by the
1970s because there were far fewer workers left on the farm. Another
explanation was that the unprecedented numbers of young people entering
the workforce two decades after the baby boom of the 1950s lacked the
skills of veteran workers; with time, as their abilities improved, perhaps
their productivity would increase. Or perhaps the large supply of young,
low-wage workers was making it less attractive for employers to invest in
labor-saving technology. Maybe soaring oil prices were to blame, because
they particularly affected the industries that had seen the greatest
productivity growth in earlier years, such as chemical and textile
manufacturing; as firms adjusted to higher energy costs by installing more
energy-efficient equipment, productivity might rebound.

And then there was the global decline in the rate of business profits.
Canada, Great Britain, the United States, and West Germany all saw
profitability decline through the 1960s, especially in the manufacturing
sector. Japanese companies followed the same trend, as the cost of paying
for the investments they had made in the 1960s became an increasing
burden. Profits in France, too, fell sharply after 1973. With weaker
profitability, businesses had fewer resources to invest in improving
productivity, much less to meet the demands of workers who felt entitled to



a larger share of the economic pie. As companies held on to their old
equipment longer, productivity growth slowed further.3

Adding to the pressure on businesses was the emerging demand for
environmental protection. Clean air and clean water had been low priorities
in the postwar world. Government authorities rarely measured emissions,
and if a factory or power plant encountered complaints from nearby
communities, it might respond by extending a smokestack or a drain line,
solving the local problem by transporting the pollution further away. The
crop of new environmental laws that came into force in many countries in
the late 1960 and early 1970s put an end to that game, mandating pollution
controls on new facilities, and often on existing ones. Over time, by
reducing illness, discomfort, and property damage from environmental
pollution, these controls improved the quality of life in ways that were not
measured in statistics on productivity and national income. But installing
power-plant scrubbers and water filtration systems consumed business
capital that could otherwise have gone toward achieving higher
productivity. In the United States, private-sector spending for
environmental protection, adjusted for inflation, doubled between 1972 and
1978. Economists’ warnings that environmental standards should be
carefully calibrated to avoid economic harm were largely disregarded in the
political tug of war that accompanied the new environmental rules.4

Poorer productivity growth was visible not just in factories, but also on
farms and in the service sector. Agricultural output in the wealthy countries
had increased sharply during the 1960s. Aided by heavy spending on inputs
like fertilizer, pesticides, and hybrid seeds, farmers were able to coax
roughly 2 percent more grain and soybeans from an average acre of land
each year. In the 1970s, output per acre grew more slowly, and in the 1980s
it barely grew at all. The advances that had made French sugar-beet growers
and Canadian wheat farmers prosperous were harder to come by.
Meanwhile, the service sector burgeoned, because once consumers had
filled their homes and garages with cars and appliances and furniture, they
began spending more of their incomes on services rather than goods. Unlike
factories, which could always install new and better machines to raise
productivity, service businesses such as manicure salons, law offices, and
vacation resorts found productivity increases challenging. As more workers



came to earn their livings in the service sector, the explanation went, the
average growth of labor productivity across the economy inevitably
slowed.5

None of these explanations sufficed to explain the productivity bust
afflicting countries with vastly different economies and divergent
approaches to economic policy. The more deeply the scholars mined the
data, the more confused they became. What the data could not yet show was
that the world had moved to a new stage of economic growth, one that
would develop in a far different way.

SIR KEITH JOSEPH, MEMBER OF PARLIAMENT, PERFECTLY
TAILORED business executive, and the man most responsible for tutoring
Margaret Thatcher in free-market economics, had a reputation for speaking
out of turn. He burnished that reputation in June 1974, at a meeting of
Conservative Party regulars in Upminster, on the eastern fringe of London.
Not four months earlier, with the economy in free fall, the Labour Party
under Harold Wilson had knocked the Conservatives from power in a
tightly contested election. Labour’s minority government was shaky, and
another election seemed unavoidable. Most politicians would have seized
the opportunity to broaden the base, appealing to swing voters who might
help the Conservatives regain power. Joseph did the opposite, attacking not
just Labour’s mistakes, but his own party’s failures as well. “During thirty
years we have tried to force the pace of growth,” he asserted. “Growth is
welcome, but we just do not know how to accelerate its pace.”6

Such perplexity revealed an uncomfortable truth: there was no obvious
way to counteract the forces that brought the Golden Age to an end. The
world’s wealthy economies were no longer flourishing as they had; that
much was indisputable. Through the 1970s, the standard tools—adjusting
short-term interest rates, tinkering with government spending, offering a
subsidy here or a tax break there—failed to control inflation, create jobs, or
raise living standards in almost every one of the wealthy economies.
Inflation was finally slain in the 1980s, but the unemployment rate seemed
permanently higher than it had been before, and income gains were much
slimmer. Income per person in the wealthy countries, after adjusting for
inflation, grew barely half as fast in the years after 1973 as in the years



before. Japan, guided by a strong government hand that pushed
manufacturers to sell abroad and shielded them from import competition at
home, seemed to be a unique exception—until, in the early 1990s, with far
too much factory capacity and extraordinarily inefficient retailing and
service sectors, it entered two decades of stagnation even more severe than
what Western Europe and North America had endured.7

In 1966, American economist Walter Heller, who had served as one of
President Kennedy’s top advisers, famously pronounced that the “new
economics” could assure full employment, low inflation, and steady
economic growth. Within a decade, his teachings already seemed laughable.
The happy economic balance of the “magic square,” dictated by West
German law and promoted with such effort by economy minister Karl
Schiller, seemed entirely beyond reach—not just in West Germany, but
everywhere. No matter what governments and central bankers tried,
whether trimming the welfare state or expanding it, whether following a
strict monetary rule or adjusting interest rates month to month, whether
lowering top tax rates or holding them steady, nothing could bring back the
all-but-universal belief that life was good today and would be even better
tomorrow. During Jimmy Carter’s presidency, “It was just almost
impossible to say what good economic policy would have been,” Alice
Rivlin, head of the Congressional Budget Office from 1975 to 1983, told an
interviewer in 1991. “It was easy to criticize what they were doing, but it
wasn’t clear, even in hindsight, what should have been done.” The same
could have been said for almost every country in the world.8

No politician could have admitted the fact, but there was little that
anyone could have done to set the world economy to rights. The tools that
governments have at their disposal often work well to provide a short-term
boost: the stimulus of a big tax rebate or a cut in interest rates can quickly
get a recession-bound economy moving again. Similarly, easy credit from
poorly supervised banks may support a spending binge that makes everyone
feel good for a while, as with the developing country boom of the 1970s
and early 1980s.

But once stimulus has run its course, an economy’s long-run growth
potential depends overwhelmingly on higher productivity. In every wealthy
economy, productivity growth after the early 1970s was markedly slower



than before, for reasons having little to do with economic policy. The huge
reservoir of underutilized labor that had shifted into more productive work
in the postwar years could not be tapped again: peasant farmers and
sharecroppers had long since moved to the cities, and the flow of previously
unemployed women into the labor force was over. The sorts of public-sector
expenditures that could bring almost immediate gains in productivity, such
as building superhighways and modernizing ports, had been made.
Although young people entering the labor force invariably had more
schooling than their parents, the years of an extremely rapid rise in average
education were past now that literacy was almost universal in the wealthy
economies. Future advances in well-being would depend heavily on
developing innovations and putting them to effective use.

GOVERNMENTS ARE NOT MERE BYSTANDERS WHEN IT
COMES TO influencing innovation. Funding research makes new
discoveries more likely. Education and immigration policies may create a
larger pool of technically trained workers able to advance the frontiers of
knowledge. Policies that encourage competition and make it easy for new
firms to grow may speed the development of innovative equipment,
software, and ideas. Yet the rate at which innovations affect productivity is
almost totally beyond the ability of governments to control. Turning an
innovative idea into commercially useful products and services may involve
years of trial and error, as with mobile telephones, which came into
widespread use only in the 1990s, two decades or more after many of the
essential technologies were developed. Some innovations become
economically useful only after complementary innovations occur; color
television sets first went on sale in the United States in the early 1950s, but
few people purchased them until color programming was readily available a
decade later. Even a proven technology may proliferate slowly: the
invention of a more efficient boiler will improve energy efficiency only as
older boilers are replaced over time.9

Productivity growth and innovation both seem to move in long cycles.
In the United States, for example, the effects of innovation on the economy
were slight in the early twentieth century, very strong from the 1920s to
1973, quite weak between 1973 and 1995, fairly strong between 1995 and



2003, and considerably weaker in the years thereafter. Intense spending on
research can bear no economic fruit for years before unexpectedly
triggering a deluge of commercially viable products and services. This is
what happened with the microprocessor, a tiny piece of silicon that was
invented in November 1971 but did little for productivity for two decades,
until managers began to figure out how to reshape their businesses to take
advantage of the cheap computing power the device made possible.
Conversely, the sudden embrace of a technology, often years in
development, can fuel a productivity boom when none is expected.
Telecommunications costs began to fall steeply in the 1970s, but it was only
in the late 1990s that the commercialization of the Internet contributed to a
burst of productivity growth across the wealthy economies—a burst that
exhausted itself in just a half-dozen years.10

The years after World War II saw the upswing of just such a cycle,
bringing a quarter-century of robust productivity growth. The gains
thereafter were far more modest. While some wealthy countries seemed to
have found formulas that allowed them to defy the global trend—France
and Italy for a few years in the late 1970s, Japan in the second half of the
1980s—their economies revived only briefly before productivity growth
waned, jobs became scarce, and improvements in living standards came far
more slowly. There were innovations aplenty during those years, but their
overall economic effect was modest. As the economist Robert Gordon
points out, “the productivity advances since 1970 have tended to be
channeled into a narrow sphere of human activity having to do with
entertainment, communications, and the collection and processing of
information. For the rest of what humans care about—food, shelter,
transportation, health, and working conditions both inside and outside the
home—progress slowed down.” Gordon’s research pertains to the United
States, but his conclusions are relevant to the other wealthy countries as
well.11

And unlike the innovations of the 1950s and 1960s, which seemed to
benefit almost everyone, those of the final quarter of the twentieth century
had costly side effects. Giant industrial complexes became dinosaurs. There
was no longer a need to have tens of thousands of workers in a single place
whose sheer size inevitably led to militarized management practices that



alienated workers and disrupted operations, and which brought
complications, such as the need to recruit, house, and feed thousands of
employees. With the increasing reliability of communications and freight
transportation, and with the development of computers that could relay
information back and forth, it was feasible to break large organizations into
smaller parts, locating each to take advantage of labor supplies, airports, rail
routes, government subsidies, or other attractions, or to contract out certain
tasks to companies that were now easier to supervise from afar. Whether it
involved making a car or approving a mortgage, work could be distributed
more widely. Research and development might go to places where there
was a large supply of engineers and scientists, and routine production tasks
—like processing beef carcasses for a meatpacker or transferring an
airline’s data from paper tickets to computer tapes—could be shifted out of
urban areas to smaller towns, where wages and rent on office space likely
were lower.

The economic logic behind this radically different division of labor was
readily apparent. But the changes involved were often traumatic. Workers
whose jobs were relocated found that their years of experience and training
were of little value in other industries, leaving them the choice of lower-
paid work or unemployment. Communities that lost major employers
hemorrhaged income and tax revenue, losing the resources that funded
public services and amenities and, in many cases, entering a prolonged
cycle of decay. And firms discovered that restructuring their operations to
take maximum advantage of new technologies was anything but painless.
As many corporate executives learned at great cost, closing a plant in Ohio
on Friday and opening a new one in Alabama on Monday was a recipe for
disaster, regardless of the new computer, communications, and
transportation links that were supposed to make the transition seamless.

By the 1980s, these shifts were transcending national boundaries,
marking the beginning of what later came to be called globalization. To be
sure, there had been a few cross-border supply arrangements since the
1950s, when six European countries eliminated all barriers to trade in steel
and coal. In the 1960s, a trade agreement between Canada and the United
States had made it practical for auto parts manufacturers on one side of the
border to supply assembly plants on the other, and a handful of Japanese
electronics companies fought rising labor costs at home by having circuit



boards soldered in Hong Kong. But it was only the spread of intermodal
transportation and cheap communications that made it practical for
manufacturers and retailers to stretch their supply chains across the oceans
and for financial and transportation companies to send routine data-entry
work abroad. There were many kinks to work out. Globalization came with
a learning curve, and the learning often entailed a considerable loss of
productive efficiency.12

The greatest beneficiaries of globalization were the fast-growing “tiger”
economies of East Asia. In the 1990s and early 2000s, they seemed to defy
the productivity slowdown that was plaguing Europe, North America, and
Japan, but they, too, found their momentum impossible to sustain. After
riding five decades of explosive growth to achieve per capita incomes on a
par with Italy and Spain, Korea and Taiwan saw productivity growth slow
sharply in the early years of the twenty-first century. The investments that
followed China’s economic reforms, starting in 1978, created hundreds of
millions of new jobs and unleashed a vast migration of rural peasants to
higher-productivity work in the cities, but after a thirty-five-year boom
China’s productivity miracle ended in 2012.13

In the 1970s and 1980s, even as businesses were struggling with rapidly
changing technologies and the first stirrings of globalization, they were
straining to cope with an exceedingly difficult economic environment—one
in which inflation and interest rates were high, exchange rates and energy
prices volatile, and profitability well below past norms. Managers saw risks
all around, and they responded by putting off long-term investments whose
payoff seemed highly uncertain. Across the wealthy economies, business
investment, which had increased an average of 5.6 percent per year between
1960 and 1973, grew at a far slower rate, barely 4 percent per year, for the
next two decades. Sluggish investment left steel mills operating antiquated
blast furnaces and insurance offices using high-speed computer printers to
spit out form upon form for clerks to organize in file cabinets.
Technological innovations usually arrive in the business world incorporated
in new equipment and facilities. With firms deferring such investments at
every turn, their workers’ productivity improved at less than half the rate in
the decades after 1973 as in the decades before. The reason families no
longer sensed that their lives were getting better is no mystery.14



IN EVERY COUNTRY WHERE IT OCCURRED, THE
PRODUCTIVITY bust left families’ incomes stagnant or creeping higher
at rates that would have been deemed unacceptably slow a few years earlier.
This was the new normal, the unhappy trend that neither the tonic of free
markets nor the strong hand of government seemed able to alter. For the
average family, slower income growth meant slower improvements in
living standards. To be sure, incomes stretched a bit farther than they had in
earlier years because families were smaller, and almost everyone benefited
from widespread material advances: smartphones and household computers
became ubiquitous; boxy television sets were replaced by wide screens
showing programs in stunning high definition; formerly incurable health
problems could be diagnosed and treated with high-tech equipment. But as
weak growth undermined the financial viability of the welfare state,
unemployment benefits grew less generous, pensions were frozen or
vanished altogether, and tuition bills rose. One means of salving the anger
was to make credit easier to come by, so people who could no longer afford
to purchase life’s luxuries outright could more readily borrow to enjoy
them. In the United States and Europe, that experiment ended badly in
2008.15

For the most part, the modest income gains in the wealthy countries
were captured by a small share of households. The causes of greater income
inequality lie partly in technological changes that favor some types of
workers over others, partly in the incontrovertible fact that capital can move
fluidly around the world in search of higher returns while labor is tied to
particular occupations and particular places. Yet the underlying economic
trends were so powerful that even governments with a deep suspicion of
capitalism had difficulty moderating them. From Spain to Japan,
government interventions to secure rising wages for workers with regular,
full-time jobs obscured the fact that large numbers of workers had neither,
making do with short-term contracts and temporary jobs and facing an
insecurity their parents never knew.

As productivity growth slowed in one country after another, rising anger
at the state’s inability to deliver average citizens the prosperity it had
promised manifested itself in uncomfortable ways: resentment of
immigrants blamed for taking supposedly scarce jobs; vociferous



opposition to paying sufficient taxes to maintain roads and public buildings;
relentless criticism of public services that had once been treated as proud
achievements, such as schools and health programs. Most of all, stagnant
living standards played out in the rise of dissident movements on the fringes
of the political mainstream, drawing support from the large number of
disaffected voters: parties seeking independence for Quebec and Catalonia;
ultranationalist movements in France, Hungary, and Great Britain; wealthy
political outsiders, such as the American computer-services tycoon Ross
Perot, who won nearly one-fifth of the popular vote in the 1992 presidential
election, and the media magnate Silvio Berlusconi, who parlayed his
domination of Italy’s newspapers and television stations into nine years as
Italy’s prime minister. The theme of ungovernability, much discussed in the
1970s, emerged again in the twenty-first century as political leaders
struggled to communicate convincing visions of a better future.

It is easy to read the economic changes that began around 1973 as a
perversion of the postwar social contract. The German sociologist Wolfgang
Streeck, for example, interprets what he calls “the crisis of late capitalism”
in the final decades of the twentieth century as “an unfolding of the old
fundamental tension between capitalism and democracy—a gradual process
that broke up the forced marriage between the two after the Second World
War.” But the evident popular despair about economic decline in Japan,
North America, and Western Europe reflected an entirely different problem:
the difficulty of writing a social contract able to respond to demographic
change and technological innovation.16

The arrangements that brought peace and prosperity after World War II
have often been portrayed as imposing limits on the power of capital for the
benefit of labor. That was part, but not all, of the story. The postwar
compromises were a gift to bosses as much as to their workers. Even the
most rabid anticapitalists of the day understood that generous social
benefits could be sustained only if employers could provide stable jobs and
rising wages. Competition makes it difficult for employers to keep those
promises by depressing profits and driving firms out of business. Creating
the postwar social contract thus required limiting competition throughout
the economy—by enforcing state monopolies in some industries; tightly
regulating firms’ operating hours, business locations, licenses, and prices in



others; and giving governments a firm hand on the market through credit
controls, import restrictions, and investment barriers. Damping competition
allowed firms to earn sufficient profits to support steadily rising pay and, in
many cases, lifetime employment.

This arrangement made many people better off—for a while. But as
they came of age in the 1980s and after, people far too young to have been
involved in writing the postwar social contract found themselves bearing its
cost. In many countries they could find no jobs, because laws crafted in
earlier times to provide ironclad job security left businesses unwilling to
hire workers they might never be able to discharge. Private pension
schemes in the United States and Great Britain, rendered unviable by the
large number of workers eligible to retire at age sixty-two or even earlier,
were closed to new employees or wound down altogether. A low-income
American couple born in 1920 earned a generous average annual return of
5.3 percent on the taxes they paid into the Social Security retirement
program during their working years. Their children’s children, born in 1965,
could expect a far leaner 3.3 percent annual return. The social contract, it
turned out, involved a compulsory gift from grandchildren to their
grandparents. It should come as no surprise that the grandchildren were
unenthusiastic.17

The Golden Age was an extraordinary time, and the generation that
lived through it enjoyed extraordinary opportunity. But as economist John
Fernald observed after delving deeply into American productivity data, “It
is the exceptional growth that appears unusual.” The same applies to every
other country in the world. Economic miracles do happen, but in most times
and most places, economies grow slowly, bringing a gradual improvement
in living standards punctuated by sudden bursts of euphoria and by
recessions that throw unneeded workers on the street. Neither market-
oriented economic policies, such as those championed by Margaret
Thatcher and Ronald Reagan, nor statist reforms, such as those initially
undertaken by François Mitterrand, have proven able to alter that reality. In
Japan and Korea, massive state-guided investment booms, once the objects
of breathless admiration around the world, brought explosive economic
growth followed by rapid improvements in living standards—again, for a



while. But those economies, too, eventually fell from orbit, their political
leaders no longer able to deliver miracles.18

Just as eighteenth-century scientists sought to capture electricity in a
bottle, their modern descendants are wont to suggest that economic
dynamism can be captured and dispensed at will. In truth, though, the forces
that sustain faster economic growth and prosperity are rarely set in motion
with the flip of a switch or the passage of a law. Golden ages usually arise
suddenly and end unexpectedly. While it may turn out that a particular
government action or private innovation raised living standards
dramatically for a generation, the connection may not be clear until well
after the fact—and a similar policy or innovation, unleashed at a different
moment or under different circumstances, might have no far-reaching
consequences at all.

Indeed, policies advanced for their purported power to increase long-run
economic growth may have precisely the opposite effect. This was the case
with the structural adjustment programs of the 1970s, which channeled
public and private resources into troubled industries unlikely ever to regain
their previous heights, such as shipbuilding and steelmaking, rather than
helping workers and communities prepare for the economy to come. Cuts in
taxes on capital, measures to weaken labor unions, stricter limits on
corporate mergers, regulations to encourage or discourage the formation of
large banks—all may enhance economic performance at one point in time
but weaken it at another. Hope that wise, well-considered measures will
propel an economy to a higher growth trajectory is eternal, but there are no
foolproof recipes. After studying eighty sustained periods of unusually high
economic growth, three Harvard University economists found the episodes
had little in common. “The vast majority of growth accelerations are
unrelated to . . . political change and economic reform,” they wrote, “and
most instances of economic reform do not produce growth
accelerations.”19

The aftereffects of the crisis of the 1970s would reverberate for decades.
The asset price bubble that decimated Japanese households’ finances in the
1990s; the thousands of bank failures in the United States between 1980
and 1994; the deep downturn, fed by excessive lending to unqualified
borrowers, that began in Europe and the United States in 2008, bringing



painfully high unemployment and threatening the very survival of the
European Union—all can be traced to political efforts to make economies
grow faster than productivity advances would allow. It was a fool’s errand.
The American economist Paul Samuelson put it well: “The third quarter of
the Twentieth Century was a golden age of economic progress. It surpassed
any reasoned expectations. And we are not likely to see its equivalent soon
again.”20
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