
[image: Cover: Arms, Politics, and the Economy: Historical and Contemporary Perspectives, Edited by Robert Higgs. Foreword by William A. Niskanen. Independent Institute.]



[image: Arms, Politics, and the Economy: Historical and Contemporary Perspectives, Edited by Robert Higgs. Foreword by William A. Niskanen. Independent Studies in Political Economy. Independent Institute.]




[image: Logo: The Independent Institute]
THE INDEPENDENT INSTITUTE is a tax-exempt, scholarly research and educational organization which sponsors comprehensive studies on the political economy of critical social and economic problems.

The politicization of decision-making in society has largely confined debate to the narrow reconsideration of existing policies, the prevailing influence of partisan interests, and a stagnation of social innovation. In order to understand both the nature of and possible solutions to major public issues, the Independent Institute’s studies adhere to the highest standards of independent inquiry and are pursued regardless of prevailing political or social biases and conventions. The resulting studies are widely distributed as books and other publications, and are publicly debated through numerous conference and media programs.

Through this uncommon independence, depth, and clarity, the Independent Institute pushes at the frontiers of our knowledge, redefines the debate over public issues, and fosters new and effective directions for government reform.

PRESIDENT

David J. Theroux

RESEARCH DIRECTOR
 
M. Bruce Johnson

PUBLICATIONS DIRECTOR
 
Jeffrey Rogers Hummel

BOARD OF ADVISORS
 
Stephen E. Ambrose

University of New Orleans

Martin Anderson

Hoover Institution

Thomas E. Borcherding

Claremont Graduate School

Boudewijn Bouckaert

University of Ghent, Belgium

M. E. Bradford

University of Dallas

James Buchanan

Center for the Study of Public Choice, George Mason University

Robert W. Crandall

Brookings Institution

Stephen J. DeCanio

University of California, Santa Barbara

Arthur A. Ekirch, Jr.

State University of New York, Albany

B. Delworth Gardner

Brigham Young University

Gottfried Haberler

American Enterprise Institute

Ronald Hamowy

University of Alberta, Canada

Robert Higgs

University of Seattle

Donald N. McCloskey

University of Iowa

J. Huston McCulloch

Ohio State University

Forrest McDonald

University of Alabama

William A. Niskanen

Cato Institute

Charles E. Phelps

University of Rochester

Earl C. Ravenal

Georgetown University

Paul Craig Roberts

Center for Strategic and International Studies

Murray N. Rothbard

University of Nevada, Las Vegas

Simon Rottenberg

University of Massachusetts

Bruce M. Russett

Yale University

Pascal Salin

University of Paris, France

Joel Spring

University of Cincinnati

Richard L. Stroup

Montana State University

Thomas S. Szasz

State University of New York, Syracuse

Robert D. Tollison

Center for the Study of Public Choice, George Mason University

Arnold S. Trebach

American University

Gordon Tullock

University of Arizona

Richard E. Wagner

George Mason University

Sir Alan A. Walters

The World Bank

Carolyn L. Weaver

American Enterprise Institute

Aaron Wildavsky

University of California, Berkeley

Walter E. Williams

George Mason University








Foreword: The Political Economy of U.S. Defense WILLIAM A. NISKANEN


William A. Niskanen is chairman of the Cato Institute, a former member of the Council of Economic Advisers, and a former Director of Special Studies in the Office of the Secretary of Defense.



One of the most important roles of the federal government is to “provide for the common defense.” Our current system of planning and organizing U.S. military forces, however, does not serve us very well. Over the past decade, for example, real defense expenditures increased about 60 percent. Several important elements of U.S. military forces, however, are now smaller or more vulnerable than at the beginning of this record peacetime increase in defense spending, and no dimension of military capability has increased in proportion to the increase in real defense spending. Moreover, the expensive new weapons now in the development and procurement pipeline will probably force a broad reduction in military forces. A huge increase in real defense expenditures, in summary, does not appear to have significantly increased U.S. military capability.1

Maybe this should not have been a surprise. The Department of Defense is the third largest planned economy in the world, led only by the total economies of the Soviet Union and the People’s Republic of China. All planned economies are grossly inefficient, and Americans have no special advantage in managing a planned economy. Other sectors of the American economy that are primarily organized and/or financed by government have a similarly dismal record. Over the past decade, real expenditures also increased sharply for education and medical care. Real expenditures per student in public primary and secondary schools increased about 40 percent with no significant change in average student performance. Real expenditures per person for medical care increased about 60 percent with no significant effect on average health status. In each of the defense, education, and medical sectors, a substantial part of the increase in real expenditures was reflected in higher relative prices for the inputs to these services and in expensive new technologies of questionable value. Total U.S. expenditures for defense, education, and medical care are now nearly 25 percent of GNP, and the performance of these sectors merits their description as the stagnant quarter of the American economy.

The specific problems of organizing U.S. defense are not new. Over the postwar years, several major “blue ribbon” commissions have addressed the problems of defense organization and weapons acquisition. The most disturbing observation about the reports of these commissions is that their recommendations are very similar, but each successive commission has not reflected on why the recommendations of the prior commissions were not implemented or were not effective. The most recent Packard Commission, for example, identified six characteristics of an effective weapons acquisition process: “clear command channels, stability, limited reporting requirements, small high-quality staffs, communications with users, [and] prototyping and testing” (from the Kovacic article in this volume). The many able businessmen who have served on these commissions, in effect, have recommended that the Department of Defense operate in ways similar to that of an efficient private firm, but they have not reflected on the conditions that make the “market” for defense lead to very different behavior than that of a private firm.

The primary problem of U.S. defense organizations is that there is no clear separation of the demanders and suppliers of military forces and weapons. Congress, the administration, and the several services jointly determine the demands for military forces. Budgets are then allocated directly to the services, which are responsible for training, equipping, and supplying the forces. An informal “cartel” among the services prevents each service from competing for missions assigned to the other services. The services and the defense contractors jointly determine the characteristics of new weapons. The services then contract with private defense contractors (usually on a negotiated basis subject to intermittent renegotiation) to develop and produce the weapons. The services then have the primary responsibility for testing and evaluating new weapons for which they have contracted. Congress also complicates this process by imposing many constraints on the allocation of spending by type of input and the location of subcontracts and bases.

One group that has almost no input to any stage of this process is the unified and specified commands (the “CINCS”), although they have the primary responsibility for maintaining the mission forces and the conduct of a war. These commands receive no direct budget allocation and have little voice in determining the forces allocated to these commands, the selection of new weapons, or the testing and evaluation of these weapons. In addition, promotions are primarily determined by each service, with little input from the commands. In summary, the commands have the major responsibility for maintaining military capability in each mission, but have very little voice in choosing their forces and weapons or in motivating their personnel.

The major opportunity for improving the performance of the Department of Defense is to change the relative roles of the commands and the services. Most of the defense budget, for example, could be allocated directly to the unified and specified commands. These commands, either separately or jointly, should have their own organizations for testing and evaluating new weapons. The four services would then compete to provide forces, weapons, and supplies to the commands. Most of the service budgets, then, would be channeled through the commands, in contrast with the current system in which budgets are allocated directly to the services and forces are assigned to the commands.

Two changes would be needed to make such a system effective. The “Key West agreement,” in effect a cartel to divide missions among the services, should be terminated. Doing so would permit the Army to provide strategic missiles and fixed-wing combat aircraft, the Marine Corps to provide forces to the major regional commands, and the Air Force to compete for the sea-control mission. The promotion system for higher-grade officers should also be changed in order to reward superior performance among officers in the joint commands and to protect them when the priorities of their commands conflict with the interests of their respective services. The Department of Defense Reorganization Act of 1986 was a step in this direction, but its immediate effects are likely to be quite limited.

There is probably no way to make the Department of Defense as responsive and efficient as private firms in competitive markets. Americans, however, should organize defense in a way that they do best, not by trying to make a planned economy more efficient, but by separating the roles of buyers and sellers and increasing the competition among the sellers (both the services and the contractors) in supplying forces and weapons to the mission commands.

A major reorganization of the Department of Defense along the lines suggested deserves careful review, but such a review should not be delayed. A more efficient organization of U.S. defense and, possibly, our national security are at stake.


NOTE


	1. For summary and evaluation of the major recent defense buildup, see William A. Niskanen, “More Defense Spending for Smaller Forces: What Hath DoD Wrought?” (Washington: The Cato Institute, Policy Analysis no. 110, July 29, 1988.)









Preface

In 1986 a group of distinguished scholars from across the country began participation in a research project to produce a volume on the political economy of U.S. military spending, procurement, and related activities. Their common interest lay in the complex of institutions, behaviors, and consequences associated with this important and volatile part of our polity and economy. The results of the work have now been completed for publication under the auspices of The Independent Institute and its president, David Theroux.

On October 22–23, 1987, the participating scholars assembled at Lafayette College in Easton, Pennsylvania, for the college’s second Conference on Political Economy. Eight research papers (chapters 1, 2, 4, and 6–10 in the present volume) were presented. Each was criticized and discussed at length in sessions of unusual astuteness and camaraderie—surely nothing brings more joy to scholars than a genuinely constructive and cooperative exploration of ideas.

Along with the authors of the papers, many faculty members from Lafayette College—Mike Connell from the Department of Economics, Dick Welch from the Department of History, Jim Lennertz and Lisa Langen-bach from the Department of Government and Law—made important contributions to the discussions. Other formal discussants included Dan Klein of New York University, Ted Galen Carpenter of the Cato Institute, and Vince Munley and Ted Morgan of Lehigh University. For financial support of the conference, the participants are grateful to the administration of Lafayette College, led by President David Ellis and Provost Sarah Blanshei.

After the intellectual dust of the conference had settled, the chapters were extensively revised and two additional chapters (3 and 5 in the present volume) were added, one by Jeffrey Hummel and Don Lavoie and another by William E. Kovacic. This volume now presents the completed results. The contributors hope that it will add substantially to greater understanding of that vitally important and devilishly complicated subject, the political economy of American defense.






Introduction: Fifty Years of Arms, Politics, and the Economy ROBERT HIGGS


Thanks to Charlotte Twight, Ted Galen Carpenter, Dwight Lee, and Gordon Tullock for comments on a previous draft.



For half a century, Americans have devoted substantial political and economic resources to the planning, production, and deployment of military arms. We have maintained, some say, a warfare state alongside our welfare state. Doing so was a novel experience.

Consider the situation in 1939. Then, as always before, the national security of the United States rested primarily on the vast ocean barriers separating the country from any powerful potential adversary. (Neighboring countries in the Western Hemisphere posed little threat.) Given the military technology of the day, European or Asian enemies could scarcely bring much force to bear on Americans residing in the continental territory. To make sure that we would not inject ourselves into other peoples quarrels, our foreign policy avoided entanglements. In accordance with this traditional position, membership in the League of Nations had been rejected after World War I. In 1935, 1936, 1937, and 1939, Congress passed neutrality laws to prohibit international transactions that might tend to drag Americans into foreign wars. We belonged to no military alliances; we maintained no military bases in other countries. Should war become unavoidable, America’s enormous human, material, and technological resources could eventually be mobilized, as they had been during 1917–18. Barring an actual shooting war, most people viewed the maintenance of large armed forces as politically and economically unwise—a threat to democracy and an unnecessary drain on the taxpayers.

Not everyone agreed with these traditional policies. A few leaders of the armed forces and a few big businessmen, led by Bernard M. Baruch, worked throughout the interwar years to create plans and institutions for military-industrial cooperation and mobilization. Baruch had headed the War Industries Board during World War I, and his experience as an economic “czar” left an indelible impression on his thinking. He gave encouragement and advice to the assistant secretary of war, who drew up mobilization plans in 1931, 1933, 1936, and 1939. But as Jordan Schwarz shows, the nationalistic planners in Baruch’s circle had far more success in domestic policy than in military policy. (See Chapter 1.) As late as 1939, President Franklin D. Roosevelt reacted to the proposals of an ad hoc War Resources Board by disbanding the board and suppressing its report.

The armed forces themselves remained woefully short of men and material. In 1939 the U.S. Army had 190,000 officers and men, making it the worlds sixteenth largest, ranking below the armies of Yugoslavia, Turkey, Spain, Romania, and Poland. The U.S. Navy, including the Marines, had a personnel strength of about 145,000.1 Although both the Army and the Navy had aircraft, there was no separate Air Force. The American fleet was relatively formidable and certain units of the armed forces were in fair shape, but in general America’s forces were not only small but ill-equipped and poorly supplied. Against any of the world–s leading military powers, they could not have sustained much of a fight. Even had the armed forces themselves been enlarged—the nation did have a huge population to draw on in an emergency—they could scarcely have been equipped to fight in the short run. The nation possessed nothing even approximating an armaments industry. A few Army arsenals and Navy yards plus a handful of private contractors building airplanes on a craft-shop basis—that was about the extent of it. Only with difficulty could one imagine a great nation less prepared to win a world war, or less interested in doing so.

In retrospect it is astonishing how completely and how quickly the old regime disappeared, and how totally the new regime became entrenched and almost unquestioned, at least until the late 1960s. The turning point was 1940. After the breathtaking German victories of the spring offensive, culminating in the fall of France and the near-destruction of the British Army, the U.S. government suddenly decided that the country’s defenses must be strengthened as quickly as possible. The first peacetime military conscription act was passed in September 1940. Congress opened the budgetary floodgates. New procedures for dealing with arms contractors were approved: negotiated, as opposed to competitively bid, contracts; cost-plus-fixed-fee compensation; advance and progress payments; tax breaks; government financing of plants and equipment. All these actions had the effect of shifting risk from the contractors to the government, that is, ultimately to the taxpayers. With less risk to bear and an enlarged military market assured, private firms had greater incentive to convert and enlarge their facilities for the production of armaments and related industrial materials. In addition, the War and Navy Departments and the Maritime Commission made major industrial investments on their own accounts, as did the Defense Plant Corporation and other subsidiaries of the depression-spawned Reconstruction Finance Corporation. Many of the government-financed plants were operated by private contractors holding options to purchase the properties on favorable terms after the war.2

The military buildup, already well under way when the Japanese attacked Pearl Harbor, accelerated rapidly in 1942 and 1943. The nation performed a series of amazing feats to reallocate the economy’s resources to war production. (See table 1.) By the peak in 1944, more than 41 percent of the GNP went for military consumption. The armed forces employed 12 million uniformed personnel, 1.5 million civilians and, indirectly, about 13 million others in war-related industries—altogether more than 26 million workers in a country whose prewar labor force had been only about 56 million. The private share of GNP fell to 54 percent. Over the course of the mobilization and demobilization, 1939-47, military purchases of goods and services cumulated to $2,164 billion (1982 dollars) in an economy only about a third as large as today’s. Never before or since has the United States built anything even approximating the awesome garrison economy of World War II.3

During 1945-47, as U.S. demobilization proceeded rapidly, the wartime Grand Alliance of nations opposing Nazi Germany was breaking down and the seeds of the Cold War were sprouting. Besides disagreeing over postwar arrangements for Eastern Europe and especially Germany, the former allies came into conflict over the Soviet occupation of northern Iran, the Soviet attempt to secure naval bases in Turkey, and the civil war between Communists and anti-Communists in Greece. Emboldened by their sole possession of atomic weapons, American leaders pressured the Soviets to leave Iran and abandon the attempt to gain control of the Dardanelles. Aid was given to anti-Communist forces in Greece. In 1947 President Harry Truman declared what would become known as the Truman Doctrine, an open-ended pledge to assist virtually any government threatened by Communists, whether from within or without.



Table 1. Indices of Mobilization, 1939-47


	Year

	Active Duty Military Personnel (millions)

	Military Purchases (billions of 1982 $)

	Military Share of GNP (percent)

	Government Nonmilitary Share of GNP (percent)

	Private Share of GNP (percent)





	1939

	0.3

	10.2

	1.4

	13.5 

	85.1




	1940

	0.5

	17.7

	2.3

	11.9 

	85.8




	1941

	1.8

	100.0 

	11.0 

	8.9

	80.1




	1942

	3.9

	336.1 

	31.1 

	6.6

	62.3




	1943

	9.0

	528.5 

	41.4 

	4.7

	53.9




	1944

	11.5 

	571.9 

	41.4 

	4.5

	54.1




	1945

	12.1 

	469.4 

	34.5 

	4.4

	61.1




	1946

	3.0

	84.5

	7.7

	6.0

	86.3




	1947

	1.6

	45.3

	4.3

	7.0

	88.7





Sources: Military personnel from U.S. Bureau of the Census, Historical Statistics of the United States, Colonial Times to 1970 (Washington: Government Printing Office, 1975), p. 1141; other series calculated from data in U.S. Council of Economic Advisers, Annual Report (Washington: Government Printing Office, 1987), pp. 244-48.



To secure its position in Europe, the United States devised the Marshall Plan and entered into the North Atlantic Treaty, America’s first formal military alliance since the one with France during the War of Independence. In 1948 the Communist coup in Czechoslovakia prompted a brief but serious war scare, which the Truman administration used as a lever to pry enlarged military appropriations out of Congress. The Berlin crisis of 1948, the establishment of NATO in 1949, and the outbreak of the Korean War in 1950 tipped the balance permanently in favor of a policy of global containment and deterrence of the Soviet Union.

Henceforth there would be no distinct peacetime and wartime. The Soviets quickly developed nuclear weapons. Superpower hostility, probing, and confrontation, backed by long-range bombers, intercontinental ballistic missiles, and missile-carrying submarines, made instantaneous world war an ever-present possibility. American policy thereafter would be premised on the permanent maintenance of large military forces, constantly ready to deter or resist Soviet or Soviet-sponsored aggression wherever it might occur. After the Korean War ended in 1953, the United States continued to devote unprecedented “peacetime” resources to military purposes. Over the entire period 1948-86, real military purchases of currently produced goods and services cumulated to a total of $6,316 billion (1982 dollars), averaging about $162 billion per year or 7.6 percent of GNR. While real military outlays increased over the long run, the GNP increased somewhat faster, so the trend of the military share was downward. Substantial fluctuations occurred in military spending, as major buildups took place during 1950-53, 1965-68, and 1978-87. (See figure 1).4 Cumulative military spending during 1987-89 alone came to more than $1 trillion (1982 dollars).

Such immense spending generated considerable employment, a matter of great concern to generations whose attitudes had been shaped by the mass unemployment of the Great Depression. Total defense employment (uniformed military personnel plus Department of Defense [DOD] civilian jobs plus defense-related jobs in industry) stood at about 3 million during the postwar trough of the late 1940s. The Korean War buildup pushed the total to 9.5 million, of which more than 4 million were in industry. Defense employment declined after the Korean War but remained in the range of about 6-8 million during 1954-71, with 2-3 million of the total in industry. Defense jobs hit their post-Korean War low during the 1970s, when they remained fairly steady at about 5 million total, with somewhat fewer than 2 million in industry. The defense buildup after 1978 pushed total employment to some 6.6 million in 1986, divided about equally between DOD (uniformed personnel and civilians) and defense-related industry.5

From these data one may infer that defense spending now generates fewer jobs per (real) dollar spent than it used to generate. This trend reflects the changing character of defense purchases. Relatively less now goes for ordinary support items (e.g., food, clothing, and housing for troops), ammunition, and vehicles; relatively more goes for research, computers and software, and high-tech weapons such as ballistic missiles, nuclear submarines, and high-performance aircraft. Defense employment has become more the preserve of the upper middle class, including many scientists, engineers, and technicians, and less the domain of mass-production operatives and unskilled laborers.

One thing has remained the same: defense-related jobs have served continually as a major determinant of congressional defense decisions. (James Lindsay gives the arguments pro and con and provides a thorough survey of the literature in chapter 8, below.) It is a rare member of Congress, whether liberal or conservative, who would forgo an opportunity to attract and keep defense-related employment in his or her district. Resistance to base closures, in particular, has prompted the most exquisite legislative maneuvers. So iron-clad did this legislative obstruction become that for more than a decade after 1977 the Department of Defense found it impossible to close any large U.S. base, no matter how obsolete or otherwise unwarranted. (See Charlotte Twight’s analysis in chapter 10, below, and related discussion by James Lindsay and Kenneth Mayer in chapters 8 and ) Special legislation enacted late in 1988 promised to break this resistance, but the effectiveness of the new system for base closures remains to be established, and no one should be surprised if it is somehow sabotaged. The limited number of bases selected for closure during the next five years shows how strong the congressional urge to preserve existing jobs remains.


[image: A bar graph shows annual U.S. defense spending from 1948 to 1984 in billions of 1982 dollars. Spending fluctuates, with notable peaks in the early 1950s, late 1960s, and early 1980s.]

Figure 1. Real Military Purchases (billions of 1982 $), 1948-86

Source: Calculated from nominal-dollar purchases and GNP deflator in U.S. Council of Economic Advisers, Annual Report (Washington, D.C.: Government Printing Office, 1987), pp. 249, 252.



Although military base employment has been the most jealously guarded, the defense-related employment of private arms contractors has scarcely been neglected. Of course, more than jobs is at stake here. Billions of dollars of corporate profits, along with millions for congressional honoraria and campaign contributions, also enter the political calculus.

In fiscal year 1985, for example, DOD enterexd into prime contracts (counting only those over $25,000) with a total value of $150.7 billion. Eleven companies received prime contract awards of $2 billion or more, ranging from McDonnell Douglas with $8.9 billion to Martin Marietta with $2.7 billion. (See table 2.) These eleven firms accounted for a total of $55 billion, or more than 36 percent of the total value of prime contract awards in FY 1985.6 This distribution is typical. Usually the top 100 prime contractors receive 65-75 percent of the total prime contract dollars; the top ten firms get about a third of the business. The distribution was almost identical during World War II and, despite minor fluctuations and yearly turnover among the constituent firms, has remained remarkably stable ever since.7

Scarcely a day passes that the big arms companies do not appear in the headlines. Often the news is bad.8


	General Dynamics Underestimated Cost of Submarines on Purpose, Report Says

	Rockwell Pleads Guilty to Charge of False Billing

	McDonnell Douglas to Pay $1.6 Million to Settle U.S. Case

	Northrop Corp. Faces New Accusations of Falsifying Tests of Missile Equipment

	Litton Pleads Guilty to Defrauding U.S. on Pentagon Work, Will Pay $15 Million

	TRW Says Its Overcharges to Pentagon Range from $10 Million to $23 Million





Table 2. Leading Prime Defense Contractors, Fiscal Year 1985


	COMPANY

	AWARDS ($ billions)

	MAJOR PRODUCTS





	1. McDonnell Douglas Corp.

	8.9

		F-18 Hornet, F-15 Eagle, AH-64 Apache, KC-10 Extender, and AV-8 Harrier aircraft, Tomahawk and Harpoon missile systems.





	2. General Dynamics Corp.

	7.4

		F-16 Falcon fighter aircraft. Nuclear submarines. Tomahawk, Sparrow, Stinger and RIM-66 standard missile systems. M-1 and M-60 tanks. MK-15 close-in weapon system.





	3. Rockwell International Corp.

	6.3

		B-1 bomber and M&R of C-130 Hercules aircraft. MX, Navstar, Hellfire, and Minuteman missile systems. Various electronics and communication equipment.





	4. General Electric Co.

	5.9

		T-700, J-85, J-79, and TF-34 turbofan and turbojet engines. Nuclear reactors for submarines. Underwater sound equipment. Transmission components for M-2 infantry fighting vehicles. RDT&E for missile and space systems.





	5. The Boeing Co., Inc.

	5.5

		Electronic countermeasures and aircraft accessories for B-1 bomber. M&R, miscellaneous equipment, management services, etc., for H-46 Sea Knight, B-52 Stratofortress, C-135 Stratolifter, E-3A, and A-6 Intruder aircraft. CH-47 Chinook helicopter. MX missile. Miscellaneous electronics and communication equipment.





	6. Lockheed Corp.
 
	5.1

		C-5 Galaxy, C-130 Hercules, and P-3 Orion aircraft. RDT&E for missile and space systems and electronics and communication equipment. Operation of government electronic and communications facility.





	7. United Technologies Corp.

	3.9

		F-100 and TF-30 aircraft engines. UH-60 Blackhawk, CH-53 Sea Stallion and SH-60 Seahawk helicopters.





	8. Howard Hughes Medical Institute

	3.6

		Maverick, Tow, Phoenix, and AMRAAM missile systems. Radar equipment and guided missile systems for F-14, F-15, F-18 and A-6 aircraft. Optical sighting and ranging equipment for M-1 tank. RDT&E for electronics and communication equipment and missile and space systems.





	9. Raytheon Co.

	3.0

		Patriot, Sparrow, Hawk, Sidewinder, and Pershing missile systems. RDT&E electronics and communication equipment.





	10. Grumman Corp.
 
	2.7
 
		F-14 Tomcat, E-2 Hawkeye, EA-6B Prowler, A-6 Intruder, and C-2 Greyhound aircraft. RDT&E for weapons, aircraft, and electronics and communication equipment.





	11. Martin Marietta Corp.
 
	2.7

		Pershing, Hellfire, and Patriot missile systems A-64 Apache aircraft. Guided missile launchers. RDT&E for MX and Titan missile systems and space transportation systems.






Source: U.S. Department of Defense, Directorate for Information Operations and Reports, 100 Companies Receiving the Largest Dollar Volume of prime Contract Awards, Fiscal Year 1985 (Washington: Government Printing Office, 1985), pp. 4-6.



No wonder the public doubts the claim that the big weapons firms are managed by dedicated patriots. The spare-parts scandal of recent years, featuring stories of $2,043 paid for a 13-cent nut, $1,118 paid for a 31-cent stool cap, $696 paid for a $9 aircraft ashtray, and $670 paid for a $25 aircraft armrest, only added fuel to the fire of public indignation and outrage. (One ought to recognize, of course, that these whopping charges resulted largely from the application of bizarre but perfectly legal accounting rules.) In the summer of 1988 an even larger scandal arose as the press began to report on a Justice Department investigation focused on the use (and sale) of insider information by defense consultants, their clients, friends, and confederate.9 The hackneyed phrase “waste, fraud, and mismanagement” comes easily to mind.

As William Kovacic makes clear in chapter 4 below, these problemsand many others—are not new. In addition to DOD’s ongoing internal efforts and Congress’s spasmodic actions to fix the defense procurement system, three major studies have been carried out during the post-World War II era by so-called Blue Ribbon Commissions. Oversimplifying just a little, one may say that each study turned up similar problems; each mxde similar recommendations; and each had little impact on the fundamental structure and functioning of the system. Why so little result? Kovacic argues that part of the problem arises from the failure of each study panel to consider seriously why similar recommendations have proven unavailing in the past and to reconsider its own recommendations accordingly. Moreover, administration officials face incentives that encourage them to opt for quick fixes and to reject solutions promising better results in the longer term—elections are always coming up soon. Hence, little effort goes into monitoring the procurement system to insure that recommended changes are properly implemented. Reforms are announced with a flourish, but too little follow-up occurs. The Pentagon bureaucracy hunkers down and waits for the storm to pass.

Dwight Lee, in chapter 2 below, presents a more abstract argument that may be viewed as extending to its logical limit the kind of argument advanced in Kovacic’s case study. The root problem of the military-industrial-congressional complex (hereafter the MICC), Lee argues, is that the existing institutions, with their characteristic incentives and constraints, fail to create a complete correspondence between actions that are self-interested and actions that are in the public interest. Taking the public-choice theoretical view that all actions, whether in economic or political contexts, are narrowly self-interested, Lee supposes that members of the MICC always act accordingly: contractors seek profits; military officers seek rank, pay, and perquisites; members of Congress seek votes. But no one seeks to promote the public interest, because doing so would not make sense when the publics interest is in the creation of a public, or genuinely collective, good.

By the economist’s definition, “public goods,” if created for anyone, are created for all (within a specified domain); there is no rivalry for their consumption. Deterrence of attacks against the United States, one presumes, is a public good for all residents of the country. But even though every American wants it, no one has a private interest in doing what is required to create it, because whether or not any individual does so, the outcome will be the same. Even if I spend my entire income in attempting to deter my country’s enemies, I will have no effect on deterrence; my efforts are infinitesimal. If I shirk my share of payment for the collective effort, holding onto my entire income, I will still have no effect on deterrence; my shirking is also too small to matter. The “rational” thing for me to do is to regard national security as I would regard a state of nature, as wholly beyond my control. I thereby minimize my personal cost/benefit ratio without noticeably affecting the amount of the public good provided, which will be whatever it will be no matter what I do.

According to this line of argument, the only economic incentive members of the MICC have to make a contribution to the national defense comes from the privately appropriable benefits—the corporate profits, union wages, military perks, congressional votes, scientific research grants, and so forth. We ought to be glad, Lee argues, that people seek such privately appropriable benefits by engaging in actions that have the wholly incidental effect of producing a contribution to the creation of national security. Further—and here he is sure to ruffle some feathers—if members of the MICC were not doing what they are now doing, at public expense and with a full measure of waste, fraud, and mismanagement, then their portion of the public budget would surely be seized by other political factions whose actions would bring even less benefit to the public and might even harm the public on balance. So, somewhat astonishingly, Lee concludes that the MICC, for all its apparent faults, deserves at least two cheers. We get some national defense; it is the most we can get, given the existing political institutions; and reforms would only make matters worse, because the same argument that applies to members of the MICC applies equally to those who would presume to reform it.

Lees argument, at the very least, should provoke a deeper analysis of long-standing but superficial criticisms of the MICC. Needless to say, not everyone will be persuaded, much less reassured, by the argument. Some readers may consider it outrageous because of its unrelenting economic reductionism. Whether one is persuaded or not, the argument deserves serious consideration. A compelling refutation, if one can be given, will require a subtle and sophisticated consideration of the role of institutions, information, and ideology in the operation of our political economy.

Chapter 3 by Jeffrey Hummel and Don Lavoie, though written independently, may be read as a response to the challenge posed by Lee’s paper. Hummel and Lavoie offer a fundamental reassessment of national defense as the classic example of a public good. They question the presumption that the activities of the U.S. military establishment—or those of any country’s military establishment—necessarily provide security for the lives, liberties, and property of the citizens as opposed to protection of the interests of the government in power. They argue that the government’s military program may foster as many public-good problems (pro-free loaders) as it solves (contra-free riders). To get to the root of the issue, they step back from the defense question per se to examine how any society contains the potential tendencies of its members toward free-riding behavior of all kinds, from tax evasion to simple dishonesty and immorality. They maintain that the analysis of public-goods problems offered by current public choice theory misrepresents human nature. In particular, it exaggerates the importance of narrow self-interest and minimizes or dismisses entirely the importance of ideologically motivated action—that is, self-interest more broadly construed. Hummel and Lavoie conclude that the existing allocation of resources to military activities may be excessive rather than “efficient” (a la Lee) in the existing institutional circumstances.

No matter what one concludes with respect to the “efficiency” of the MICC, it is clear that the defense business is different from the typical commercial business, especially for the major prime contractors. Jacques Gansler and Murray Weidenbaum have catalogued the many unusual aspects of the defense “market,” emphasizing the following.

1) The market is monopsonistic, as the government is the only buyer. (During the past twenty years, however, sales to foreign governments have become substantial, and in these transactions the Department of Defense acts only as a sort of broker. See Ilan Peleg’s discussion in chapter 6.)

2) The market is oligopolistic, as usually only a few suppliers—sometimes only one—have the capability to supply the product.

3) Price is a relatively unimportant aspect of the sale, whereas technical attributes of the product are supremely important, almost regardless of cost.

4) Competition takes the form mainly of technical and political rivalry to receive the initial research and development contract. After the project begins, the initial supplier often becomes the sole source for the product and all subsequent spare parts, modifications, maintenance, and support. In this “follow-on” business, which is much larger than the general public appreciates and may last for decades, the supplier is a monopolist and therefore able to extract relatively favorable terms from the governmental purchaser.

5) Given the budget constraint and the huge size of the major weapons programs, only a few can be financed at once. Therefore, the defense business is somewhat erratic, having a feast-or-famine quality for individual firms. Failure to obtain a single major contract may jeopardize the ability of a producer to remain in the industry.

6) To insure that major arms producers do not leave the industry, dispersing their precious technical teams and draining their reservoir of experience, the government uses various devices to subsidize their continuance in the business: subsidies to keep facilities open and to finance ongoing research and development, plus loans and loan guarantees, government-supplied plants and equipment, tax breaks, and—some analysts believe—strategic placement of new contracts.

7) Hence, not surprisingly in view of its extensive commitments and guarantees to the contractors, the government plays a pervasive role in the industry, prescribing in great detail the specifications of the products and the conditions under which they must be produced. As William Kovacic makes clear in chapter 5, below, no industry is more heavily regulated.10

The defense business, notwithstanding the rhetoric of the corporate managers involved in it, is not private enterprise in anything like the classic sense. But it is not public enterprise either. It is sui generis. Therein lies much of the difficulty of rationalizing and reforming it, or even talking about it sensibly. Because so many distinct kinds of actors bear a degree of responsibility for its performance—the president and his aides, members of Congress, the armed forces and the Department of Defense, contractors, workers and labor unions, research and educational institutions, the electorate—it is difficult to place the blame for its shortcomings or allocate praise for its accomplishments.

Before World War II, arms procurement was usually (there were exceptions) simple and straightforward. The armed forces produced a substantial share of their arms in government arsenals and shipyards. When military officials needed to purchase an item from the private sector, ordinarily they drew up a detailed specification of the desired product and placed public advertisements inviting bids. Would-be contractors submitted seal ed bids. At an appointed time, the bids were opened. The military purchaser then placed the contract with the lowest bidder. Period. In fiscal year 1940, the War department made 87 percent of its purchases from the private sector in this way.11

After the legislative changes in the procurement regulations enacted in mid-1940, the old system of open-access, sealed-bid competition became relatively unimportant. In the first eight months of fiscal year 1941, the War Department placed 74 percent of its contracts, by value, through negotiation.12 Negotiated deals have predominated ever since. The Department of Defense seems always to be bragging about the increased emphasis it is placing on competition for its contracts, but over the long haul the importance of genuinely competitive contracting never changes much. In one way or another, sooner or later, the parties end up negotiating—then renegotiating, then renegotiating again and again, rendering the initial terms of the contract quite irrelevant. Along the way “competition,” whatever it meant at the start, becomes transformed into something akin to mutual back-scratching.

Nor is the negotiation and renegotiation of contracts the only occasion for governmental officials and private parties to rub shoulders. As Bernard Udis and Murray Weidenbaum have observed, “the procurement of sophisticated weapons systems takes place in a rarified atmosphere in which the distinction between buyer and seller becomes blurred due to the interdependence of the organizations, the growing commonality of goals, and the daily intermingling of personnel from both groups over extended periods of time.… [This is] an environment far removed from the presumed ‘arms length’ dealings of the market.” General James R Mullins, former commander of the Air Force Logistics Command, has recently remarked that the defense business “is not business as usual among independent parties. This is a family affair among terribly interdependent parties.…” He also affirms that the contractors, far from awaiting the government’s demands, actively generate and shape those demands. “The contractor validates the design [of a weapon system] through the process of marketing it to one of the services. If successful, the contractor gets the contract. Thus, to a substantial degree, the weapon capabilities devised by contractors create military requirements. In the defense business, then, the prime contractors are where the babies really come from.”13

Again, World War II may be seen as the wellspring of modern practices. During the defense period before the Japanese attack on Pearl Harbor, many businessmen were reluctant to accept contracts for munitions. They did not trust the governmental officials with whom they would have to deal. Gradually, however, especially after 1941, the relations of governmental buyers and private suppliers became more relaxed. By the end of the war, they were downright cordial. According to Elberton Smith, the official historian of Army mobilization, the nexus of the government and its military contractors became “an undefined but intimate relationship.” In this cozy arrangement, contracts “ceased to be completely binding” and fixed prices “often became only tentative and provisional.” Moreover, “potential losses resulting from many causes—including errors, poor judgment, and performance failures on the part of contractors—were averted by modification and amendment of contracts.”14 This description is as apt today as it was in 1944.

Aside from the serenity that attends the spending of other people’s money, military-industrial dealings are smoothed by the personal passages back and forth across the border between the government and the contractors. A man sits on your side of the negotiating table today, on the opposite side tomorrow; and vice versa. Senator William Roth has complained that “one cannot do business in some Army procurements unless one is part of the ‘old boy network,’ ” and Senator William Proxmire has pointed to “an active, ever-working, fast-moving, revolving door between the Pentagon and its big suppliers.” Thousands of high-ranking military officers and civilian governmental officials retire and find immediate executive employment in the defense industry—not uncommonly on the same project—while industry officials routinely occupy high-ranking positions in the Pentagon bureaucracy while on leave from their firms.15 In these circumstances one easily forgets who is working for whom, and where private interest ends and public responsibility begins. The natural tendency is to consider the whole enterprise to be, as General Mullins expressed it, a “family affair.”

In our political system, anything involving so much money, so many jobs, and such vast power is bound to become completely politicized; certainly the MICC has become so. The political process in the arms field is extraordinarily complicated because so many powerful officials and institutions are involved. As a rule of thumb, one might venture to say that the national security elite, headed by the President and his National Security Council, play the leading role in setting the overall defense budget. Together, the armed forces and the contractors speak loudest about which specific weapon systems will be developed. For a long time, Congress brought up the rear, making marginal changes in the defense budget and validating the Pentagon’s choices of specific weapons. Since the early 1970s, however, members of Congress have become more pervasively involved in the details of the defense program. Not that Congress ever stood completely aside; attention was always given, for example, to “real estate questions” involving the location of domestic bases and production facilities. But the congressional role clearly has become more important. The rise of congressional micromanagement has gone hand in hand with the emergence of political action committees (PACs), among which the defense industry is well represented. (See Frank Lichtenberg’s essay below for a rigorous econometric assessment of the PACs.)

Congress now scrutinizes the defense budget line by line—there are some three thousand lines altogether—making hundreds of changes each year. As always, real estate matters receive prime attention. Base closures must be resisted at all costs, as Charlotte Twight explains in her essay below. But members of Congress hardly restrict themselves to such obvious votegetting measures. They have at their disposal a great variety of subtle devices for diverting defense expenditures into channels of maximum political serviceability. Limitation riders, with which the defense authorization and appropriations acts are loaded down, make policy and enrich constituents and other friends under the guise of merely prohibiting or requiring particular expenditures. Much of this pork-barreling goes relatively unnoticed because it affects not the major weapon systems but the “soft underbelly” of the operations and maintenance accounts, where defense spending totalling tens of billions of dollars attracts little public attention or news media scrutiny.16

In addition, certain projects may gain congressional approval not because of who will be the prime contractor—procurement procedures and regulations make it difficult for members of Congress to dictate primes—but because of who will get the subcontracts. (Subcontracting is discussed by Kenneth Mayer in chapter 9.) Ordinarily, about 50 percent of the value of a prime contract for a major weapon system goes into subcontracts. As Ernest Fitzgerald, the Air Forces Management Systems Deputy, has said, when you see a military aircraft, you are looking at a huge collection of spare parts flying in close formation.17 Parts contracts can be spread around; they can be, and ordinarily are, spread so as to create the maximum political appeal for a project in Congress. It is quite possible that the strict regulations that apply to the making of prime contracts have little effect because in practice the politicians can achieve their ends almost as readily via the placement of subcontracts.18

Perhaps in defense acquisition, too, as political scientists have argued with respect to economic regulation, Congress is more “the keystone of the Washington establishment” than most people suspect.19 The essays below by Lindsay, Mayer, and Twight make major contributions to our knowledge of the congressional role in the defense economy (see chapters 8, 9, and 10).



The defense establishment is a huge political, economic, and bureaucratic apparatus staffed by millions of fallible men and women responsible for disposing of some $300 billion every year. It is entitled to its fair share of waste, fraud, and mismanagement, and one would be naive to suppose that it can be made perfect when everything else in the world is imperfect. Still, citizens may with justification demand that it adhere to a superior standard of performance. For the nations security—indeed the fate of the earth—hinges on how the members of the MICC conduct Americas defense business. It is chimerical to suppose that politics can be removed from the defense program. The nature of the political animal is hardly to shy away from money and power. But we may still ask: Are our political institutions constructed so as to create the maximum achievable correspondence between private interests and the publics interest in national security? Most of us, it seems to me, think they are not. But if better institutions—institutions whose incentives and constraints will entail a reduction of waste, fraud, and mismanagement—are to be created, they must be built on a solid foundation of knowledge and understanding. The essays in this volume are offered in the hope that they will help to lay that foundation.
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1 Baruch, the New Deal and the Origins of the Military-Industrial Complex JORDAN A. SCHWARZ

Dwight D. Eisenhower knew some history. His knowledge may have been the product more of his personal experience than of wide reading, but unlike his fact-mongering predecessor, Harry Truman, Eisenhower had a philosophy of history. He was a conservative. The general believed that wars were revolutionary in their impact upon societies. He had seen profound changes in his time. In his 1961 Farewell Address, which gave us the phrase, “military-industrial complex,” Eisenhower noted that “Our military organization today bears little relation to that known by any of my predecessors in peacetime, or indeed by the fighting men of World War II or Korea. Until the latest of our world conflicts, the United States had no armaments industry.… This conjunction of an immense military establishment and a large arms industry is new in the American experience.” A large arms industry was imperative to a soldier’s livelihood, but a soldier’s livelihood was not the livelihood of the nation. He believed that an economy of war transformed an economy of growth and development into an economy of waste. Thus, on April 16, 1953, he told the American Society of Newspaper Editors that he preferred plowshares to swords:


Every gun that is made, every warship launched, every rocket fired signifies—in the final sense—a theft from those who hunger and are not fed, those who are cold and are not clothed.

This world in arms is not spending money alone.

It is spending the sweat of its laborers, the genius of its scientists, the hopes of its children.

The cost of one heavy bomber is this: a modern brick school in more than thirty cities.

It is: two electric power plants, each serving a town of 60,000 population.

It is: two fine, fully equipped hospitals.

It is some fifty miles of concrete highways.

We pay for a single fighter alone with half a million bushels of wheat.

We pay for a single destroyer with new homes that could have housed more than 8,000 people.

This is not a way of life at all, in any true sense. Under the cloud of threatening war, it is humanity dangling from a cross of iron.



As did many conservatives of his time, Eisenhower believed that capitalism’s decline would occur when its military spending pauperized national treasuries and eroded standards of living through war-induced inflation. Yet other Americans of the time did not see the problem as an either/or proposition: the public and its policymakers did not want to decide between guns and butter. Prior to the modern epoch and America’s world role as a political and military leader, the United States had achieved power without a military to assert it. The Spanish-American war did not make the U.S. a world power; it merely confirmed the fact which had been created by American industrial might. Nevertheless, many influential Americans still eschewed an aggressive imperial posture abroad in favor of developing the national political economy. They believed that neither the big stick nor dollar diplomacy suited national interests. Rather, overseas interests would be furthered by internal development. Capital would be better invested in the south’s colonial economy or the west’s enormous economic potential. For even as late as the period between the world wars, the United States was a superpower with vast regions of undeveloped lands.

Military prowess needed economic development. Certain Westerners and Southerners assumed a somewhat Whiggish view of history that argued for a twentieth-century national economic policy to extend liberal currency and credit arrangements beyond the Northeast and the Great Lakes regions, along with fair transportation rates, equitable energy distribution, and available federal funds for building roads and waterways. By using Washington to make Americans efficient producers at home and competitors abroad in a liberal world order, progressives believed they could confront European imperialism in its home and colonial markets. Armed with the practical idealism of economic might and liberal ideals, asserting that hegemonic colonialism was both anachronistic and evil, Americans challenged European imperialists for world economic leadership. Although Royalists and Reds labelled this behavior economic imperialism, the United States set its own terms for superpower status.

While Americans eschewed a military establishment as expensive and inefficient, the United States was not a pacifistic power. Americans always considered the likelihood of overseas interests involving them in a war. Should war be necessary, internal economic reforms and improvements undertaken prior to the emergency would enhance a call to arms later. Thus, the perils posed by the strategic geopolitics of the twentieth century reciprocally rationalized innovative national economic policies. Although the military organization of 1961 bore no relationship to that of 1911, some Americans a half-century before, dreaming of national greatness, had imagined it.


I

A military establishment is a public enterprise whose capital governments find in competitive capital markets and conscript in taxes. To parody Justice Oliver Wendell Holmes, Jr., taxes are what we pay for the uncivilized society of war. No military-industrial complex could exist without the willingness of a public to pay for it.

Like our military establishment, “The federal tax system as we know it today is of relatively recent origin.”1 Washington levied an income tax during the Civil War but it took the ideological conflicts of the 1890s to revive it and then motivate the Supreme Court to narrowly rule it unconstitutional in Pollock v. Farmer’s Loan and Trust (1895).2 Customs duties still paid for the war against Spain in 1898 and Washington’s subsequent administration of territories in two hemispheres. At that time, the protectors of capitalism considered the income tax a threat; a little more than a decade later some would come to see it as a weapon for defense of the system.

In the twentieth century, the income tax is the price Americans pay for their world role. In 1909 Congress surprisingly passed both a tax on corporate incomes and an amendment to the Constitution which permitted the general income tax; the states ratified it within four years. Why? The reasons may have been as numerous as the states approving it. For one, many people blamed rising consumer prices on high tariffs, which could be replaced with an income tax. Also, midwestern agrarians wanted federal development of waterways to enhance exports of grain without inducing retaliatory foreign barriers to trade. And, significantly, Americans were mindful that war in Europe, motivated by imperial jealousies, was possible and would disrupt international trade, thereby reducing Washingtons flow of revenues from imports.

A general European war could devastate the American marketplace and ultimately draw in the United States. Modern national economies called for big international, interdependent organizations. Modern war likewise called for an immense, comprehensive, national organization and the means to fund it. This point was made in 1910 when a leader of the fight for the income tax, congressman Cordell Hull of Tennessee, declared:


During the great strain of national emergencies an income tax is absolutely without a rival as a relief measure. Many governments in time of war have invoked its prompt and certain aid.… We cannot expect always to be at peace. If this nation were tomorrow plunged into a war with a great commercial country from which we now receive a large portion of our imports, our customs revenues would inevitably decline and we would be helpless to prosecute that war or any other war of great magnitude without taxing the wealth of this country in the forms of incomes.



Surveying the accomplishments of the income tax nearly four decades later, Secretary of State Hull was satisfied that it had played a vital role in twice mobilizing and stabilizing the national economy during an overseas war.3

Concomitant with the drive for an income tax was a movement to rationalize banking and currency. The bank panics of the first decade of the twentieth century called forth demands for monetary stabilization through the establishment of a public-sanctioned central banker to rival the power of J. P Morgan & Company and to provide cheap credit to agrarian and manufacturing groups beyond New York’s normal sphere of activity. The innovation of the Federal Reserve System in 1913 was intended to resolve these concerns. A central banker, it was felt, could mobilize money to ameliorate industrial crises or respond to international crises such as war.4

The United States in the early twentieth century was paradoxically a world power in international politics and a developing country in certain areas of its economy. Nowhere was the sense of American industrial inferiority felt more keenly than in the south. Southerners, aided by Westerners and sometimes by rural Midwesterners, spearheaded movements for nationalizing American industrial development. Senator Carter Glass of Virginia, “the Father of the Federal Reserve System,” dominated banking regulation for nearly a quarter century. The Wilson administration’s Treasury secretary was a Tennessean, William Gibbs McAdoo, a major spokesman and philosopher for governmentally aided national economic development.5 A private promoter of transportation systems, McAdoo organized a generation of Southerners in Wall Street into a “Southern Society,” a fraternity of maverick speculators outside of the big investment houses that included John Skelton Williams and Bernard Mannes Baruch. What distinguished them from the investment establishment of the time was their involvement in politics as Democrats. Asserting the need for efficient national transportation, equitable banking systems, and cheap public power, with federal leadership to foster the economic growth of the colonial South and the remote Far West, McAdoo and his cohorts attached themselves to the presidential ambitions of the Virginia-born Governor of New Jersey in 1912, Woodrow Wilson.6

The Wilsonians did not pursue a national economic policy because they anticipated American involvement in war, but they were not indifferent to the role Europe’s wars might play in their designs. Thus when war erupted in Europe seventeen months after Wilson became President, the Southern Society ardently advocated American military preparedness and industrial mobilization. Baruch, in particular, made himself a zealous champion of preparedness, even though his opinions on foreign policy often verged upon isolationism. The administration created a cabinet-level Council of National Defense, and its Advisory Commission of civilians studied and discussed industrial requirements for war. Baruch was a member of the Advisory Commission. While McAdoo and Baruch sincerely deplored the war, they saw it realistically as a boon to their plans for development. They only worried that it might end before they could put their plans for economic mobilization and stabilization into effect. Baruch presciently tied the Federal Reserve Act to economic planning for war and forecast that if he could organize “an adequate defense, I believe this country would embark on one of the greatest eras of prosperity ever experienced.” The war had made the United States a creditor nation, the principal banker for other nations. Wilson was not ignorant of his cabinet’s ambitions for the economy, but in 1916 he ran for reelection as the president who “kept us out of the war.”7

When the United States entered the war months later, it was not prepared. American troops did not reach Europe for several months following the declaration of war. Even then, they lacked the necessary ordnance; no industrial mobilization worthy of the name existed. Apprehensive that he would needlessly dislocate the economy and arouse further dissent, Wilson proceeded cautiously. Like Lincoln in search of a winning general, Wilson preferred failure before he turned the conduct of the war over to a leader who violated the rules of engagement and tested public morale. In this sense, the U.S. Grant of the Great War was B. M. Baruch.

It is pointless to dwell on the fact that Baruch was a Jewish Wall Street speculator and that his appointment in April 1918 as chairman of the War Industries Board was the near-equivalent of putting Ivan Boesky in charge of the Defense Department today. Baruch had made himself an expert of sorts on industrial preparedness and a staunch advocate of centralized planning for war. War spending, both from abroad and from Washington, had exacerbated demand for raw materials and credit, thereby making extreme medicine palatable. Inflation had been rampant since 1915. Baruch had shown some real administrative ability in coordinating Allied purchasing with American requirements, and when McAdoo insisted that Baruch be appointed to head the new War Finance Corporation, Wilson tabbed him to lead the WIB. Besides, the speculator astutely cultivated a new image as a business generalist—a broad-gauged fellow who understood how markets and governments influenced each other.

Only in war could Washington get away with what the war managers attempted in 1917–18. Not only were their economic innovations of dubious legality, they also could be invitations to political suicide for the emergency administrators. However, men like Baruch in the War Industries Board, McAdoo in the Treasury and the Railroad Administration, Harry Garfield in the Fuel Administration, Vance McCormick in the War Trade Board, Eugene Meyer in the War Finance Corporation, and Herbert Hoover in the Food Administration professed with varying degrees of disingenuousness to be above politics. They unabashedly appealed to patriotism in support of their truly unprecedented actions that demonstrated nothing less than an organizational and public-relations genius. In only months they built a government-business structure that has never been duplicated—partly because so many Americans resented its unvarnished regimentation. It was not “war socialism”; it was state capitalism. The economic conduct of the war did not give power to the workingmen of America, although it benefited them with wage and hour improvements in return for industrial peace. Significantly, Washington replaced Wall Street as the principal source of large capital for the conduct of the war; it could hardly expect J
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