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Introduction: The Old Economic Determinism and the New


Money makes the world go round, of that we all are sure – On being poor.

Cabaret (1972)




The idea that money makes the world go round – as the Master of Ceremonies sang in the musical Cabaret – is an old one, yet remarkably resilient. It is there in the Bible, in both the Old and the New Testaments: compare ‘Money answereth all things’ (Ecclesiastes 10: 19) with ‘The love of money is the root of all evil’ (1 Timothy 6: 10). The sin of avarice was, of course, condemned by Mosaic law. But in Christian doctrine, as the second aphorism suggests, even the normal pecuniary motive was condemned. Part of the revolutionary appeal of Christ’s teaching was the prospect that the rich would be excluded from the Kingdom of God: it was easier ‘for a camel to go through the eye of a needle, than for a rich man to enter into the kingdom of God’ (Matthew 19: 24).

Plainly, Western Europe would not have progressed so successfully from feudalism to capitalism had this dogma deterred people from making money. The point, of course, was that it did nothing of the sort. Rather, it consoled those (the majority) who had no money and instilled a sense of guilt in those who had much: an optimal strategy for an organization seeking both mass membership and substantial private donations from the élite.

The notion of a fundamental conflict between morality and Mammon also informed the most successful ‘secular religion’ of modern times. To Karl Marx and Friedrich Engels what was odious about their own class, the bourgeoisie, was its ethos of ‘naked self interest’ and ‘callous “cash payment”’.1 Of course, Marx’s claim that the internal contradictions of capitalism would precipitate its own downfall was supposed to be ‘scientific’ and ‘objective’. It was the inexorable rise of capitalism and the bourgeoisie that had overthrown the feudal aristocratic order; in turn, the formation in the factories of an impoverished but immense proletariat would inevitably destroy capitalism and the bourgeoisie. Marx was contemptuous of the faith of his ancestors, and indifferent to the Lutheranism his father had adopted. Yet Marxism would not have won so many adherents if it had not offered the prospect of a secular Day of Judgement in the form of the promised revolution in which, once again, the rich would get their deserts. As Isaiah Berlin observed, the more thunderous passages in Capital are the work of a man who ‘in the manner of an ancient Hebrew prophet … speaks the name of the elect, pronouncing the burden of capitalism, the doom of the accursed system, the punishment that is in store for those who are blind to the course and goal of history and therefore self-destructive and condemned to liquidation’.2 Marx’s debts to Hegel, Ricardo and the French Radicals are well known. But it is worth recalling that the Communist Manifesto also owed a debt to a more overtly religious and indeed conservative critique of capitalism. It was in fact Thomas Carlyle who coined the phrase ‘cash nexus’ in his Chartism (1840),3 though where Marx looked forward to a proletarian utopia, Carlyle regretted the passing of a romanticized medieval England.4

Though it is no longer fashionable to do so, it is possible to interpret Richard Wagner’s The Ring of the Nibelung as another romantic critique of capitalism. Its central argument, as one of the Rhine maidens tells the dwarf Alberich in the very first scene, is that money – to be precise, gold which has been mined and worked – is power: ‘He that would fashion from the Rhinegold the ring / that would confer on him immeasurable might / could win the world’s wealth for his own.’ But there is a catch: ‘Only he who forswears love’s power, / only he who forfeits love’s delight, / only he can attain the magic / to fashion the gold into a ring.’ In other words, the acquisition of wealth and emotional fulfilment are mutually exclusive. His lecherous advances having been mockingly rebuffed by the Rhine maidens, Alberich has little difficulty in opting for the former: significantly, the first act of capital accumulation in The Ring is his theft of the gold.

This is not the only economic symbolism in The Rhinegold. The next scene is dominated by a contractual dispute between the god Wotan and the giants Fafner and Fasolt, who have just completed the construction of a new fortress, Valhalla. It is the third scene, however, that contains the most explicit economics. Here we see Alberich in his new incarnation as the heartless master of Nibelheim, mercilessly sweating his fellow dwarfs, the Nibelungs, in an immense gold factory. As his wretched brother Mime explains, his people were once ‘carefree smiths’ who ‘created / ornaments for our women, wondrous trinkets, / dainty trifles for Nibelungs, / and lightly laughed out our work’. But ‘now this villain compels us / to creep into our caverns / and ever toil for him alone … without pause or peace’. The relentless pace of work demanded by Alberich is memorably evoked by the sound of hammers rhythmically striking anvils. It is a sound we hear again later in the cycle when Siegfried reforges his father’s shattered sword Notung: perhaps the only example of a breakthrough in arms manufacturing set to music.

Of course, few serious Wagnerians nowadays would wish to overplay the economic theme in The Ring.5 What still seemed fresh in the 1976 production at Bayreuth was tired by 1991, when a Covent Garden production dressed Alberich in a top hat and Siegfried in a worker’s blue overalls. On the other hand, it was Wagner himself who compared the smog-filled London of his day with Nibelheim. Nor is it without significance that he first conceived the cycle in the revolutionary year 1848, shortly before taking to the barricades of Dresden alongside the anarchist Mikhail Bakunin (where the two passed the time by sketching out a blasphemous crucifixion scene for a projected opera entitled ‘Jesus of Nazareth’). By the time the completed Ring was given its first performance in August 1876 Wagner had certainly moved away from the radical politics of his youth. But to the young Irish writer George Bernard Shaw, who turned 20 that same year, the economic subtext of Wagner’s work was still discernible: he was even seen in the Reading Room of the British Museum studying the orchestral score of Tristan und Isolde alongside a French translation of Marx’s Capital. For Shaw, The Ring was an allegory of the class system: Alberich was a ‘poor, rough, vulgar, coarse fellow’ who sought ‘to take his part in aristocratic society’ but was ‘snubbed into the knowledge that only as a millionaire could he ever hope to bring that society to his feet and buy himself a beautiful and refined wife. His choice is forced upon him. He forswears love as thousands forswear it every day; and in a moment the gold is in his grasp.’6

The crux of Wagner’s Gesamtkunstwerk is the curse Alberich places on the ring at the moment it is stolen from him by the gods:


Since its gold gave me measureless might,
now may its magic bring death to whoever wears it!
… Whoever possesses it shall be consumed with care,
and whoever has it not be gnawed with envy!


Each shall itch to possess it,
but none shall in it find pleasure!
Its owner shall guard it profitlessly,
for through it he shall meet his executioner!



That curse is ultimately fulfilled with Siegfried’s murder in Twilight of the Gods, at the end of which Brünnhilde flings herself on to his funeral pyre, hurls the ring back into the Rhine and sets ‘Valhalla’s vaulting towers’ ablaze in an almost unstageable conflagration.

It is no coincidence that Marx foresaw a similar end for capitalism in the first volume of his Capital – a work comparable with The Ring in scale if not in aesthetic beauty. In chapter 32, Marx gives a memorable sketch of capitalist economic development:


The transformation of the individualized and scattered means of production into socially concentrated means of production, the transformation, therefore, of the dwarf-like property of the many into the giant property of the few and the expropriation of the great mass of the people from the soil, from the means of subsistence and from the instruments of labour … forms the pre-history of capital … Private property which is personally earned … is supplanted by capitalist private property, which rests on the exploitation of alien, but formally free labour.7



The imagery of dwarves and giants is at least suggestive. Moreover, like Wagner, Marx foresees a day of reckoning:


Along with the constant decrease of the number of capitalist magnates, who usurp and monopolize all the advantages of this process of transformation, the mass of misery, oppression, slavery, degradation and exploitation grows; but with this there also grows the revolt of the working class, a class constantly increasing in numbers, and trained, united and organized by the very mechanism of the capitalist mode of production. The monopoly of capital becomes a fetter upon the mode of production … The centralization of the means of production and the socialization of labour reach a point at which they become incompatible with their capitalist integument. This integument is burst asunder. The knell of capitalist private property sounds. The expropriators are expropriated.8



A later German Marxist, August Bebel, made the parallel explicit when he prophesied ‘the twilight of the gods of the bourgeois world’.

The least original thing about Capital was its prediction that capitalism would go the way of Valhalla. The idea of an approaching cataclysm was, to use another Wagnerian term, one of the great leitmotifs of nineteenth-century culture, and was far from being the sole property of the political Left. On a smaller scale, the topos of dissolution as a consequence of economic modernization recurs throughout nineteenth-century literature. In Theodor Fontane’s nostalgic novel Der Stechlin, published in 1899, the local glass factory at Globsow symbolizes the impending collapse of the old rural order in the Mark of Brandenburg. As the old Junker Dubslav von Stechlin laments:


They … send [the stills which they manufacture] to other factories and right away they start distilling all kinds of dreadful things in these green balloons: hydrochloric acid; sulphuric acid; smoking nitric acid … And each drop burns a hole, whether in linen, or in cloth, or in leather; in everything; everything is burnt and scorched. And when I think that my Globsowers are playing a part, and quite happily supplying the tools for the great general world conflagration [Generalweltanbrennung] – ah, meine Herren, that gives me pain.9



Nor was this association of capitalism with dissolution a German peculiarity. In Dickens’s Dombey and Son, the railways which carve their way through London are sinister agents of destruction and death. In Zola’s L’Argent, the rise and fall of a bank provides a metaphor for the rottenness of Louis Napoleon’s Second Empire. In a not dissimilar vein, Maupassant’s Bel-Ami portrays the corruption of a presentable young man in the Third Republic: here all human relationships are subordinated to the manipulation of the stock exchange.10

Perhaps this outlook is not wholly surprising. As an occupational group, professional writers have always been conspicuously ungrateful for the benefits conferred by economic progress, not the least of which has been a huge expansion in the market for printed words. Fontane, Dickens, Zola and Maupassant were all beneficiaries of that expansion, though Wagner had to rely on the artist’s traditional prop of royal patronage. As for Marx, he depended on handouts from the factory-owning, fox-hunting Engels, bequests from his wife’s wealthy Rhineland relatives or – richest of ironies – his own occasional stock market speculations. In 1864 he confessed to a friend that he had been


speculating –partly in American funds, but more especially in English stocks, which are springing up like mushrooms this year (in furtherance of every imaginable and unimaginable joint stock enterprise), are forced up to quite an unreasonable level and then, for the most part, collapse. In this way, I have made over £400 and, now that the complexity of the political situation affords greater scope, I shall begin all over again. It’s a type of operation that makes small demands on one’s time, and it’s worth while running some risk in order to relieve the enemy of his money.



Like most unsuccessful ‘day-traders’, however, Marx never had enough money in hand to make his longed-for ‘killing on the Stock Exchange’.11

The reality was, of course, that the second half of the nineteenth century witnessed unprecedented economic growth in most of the world, and not even Marx could resist the lure of the mid-Victorian boom. Moreover, when the socialist revolution finally came, it afflicted not the most advanced industrial societies but mainly agrarian ones like Russia and China. Yet the romantic notion, which Marx shared with Carlyle, Wagner and so many others of the Victorian generation, that the world had entered into a kind of Faustian pact – that industrialization would be bought at the price of human degradation and ultimately a ‘general world conflagration’ – outlived the generation of 1848. At once materialist in conception and romantic at heart, an entire library of history has been based on the assumption that there was something fundamentally amiss with the capitalist economy; that the conflict of interest between the propertied few and the impoverished many was irreconcilable; and that some kind of revolutionary crisis would bring about a new socialist order.

Consider just two examples. A central question which historians still address today is the one posed by many radicals following the failure of the 1848 revolutions: why did the bourgeoisie prefer authoritarian, aristocratic regimes to workers’ and artisans’ movements with which they could (in theory) have made common cause? The answer offered by Marx in The Eighteenth Brumaire of Louis Bonaparte was that, so long as their economic aspirations were not obstructed, the middle classes were willing to relinquish their political aspirations and to leave the old regime substantially in charge, in return for protection from an increasingly threatening proletariat. The influence of this model would be hard to exaggerate. Typical of the way historians have continued to work with Marxist concepts (even when not themselves overtly Marxist) has been the link often posited between the ‘Great Depression’ of the 1870s and 1880s and the contemporaneous shift away from liberalism towards protectionism in most European countries, notably Germany.12 The First World War too has frequently been interpreted as a kind of capitalist Generalweltanbrennung, the inevitable consequence of imperialist rivalries. According to the posthumously influential German historian Eckart Kehr, the explanation for Wilhelmine Germany’s commitment to a two-front war lay in the Prussian agrarians’ desire for tariffs, which antagonized Russia; the heavy industrialists’ desire for naval orders, which antagonized Britain; and their combined desire to combat the advance of Social Democracy by a strategy of ‘social imperialism’, which antagonized both.13 Despite much tinkering at the margins, the influence of this approach is still discernible today.

The greatest advantage of Marx’s model is its simplicity. Armed with dialectical materialism, the historian can grapple with bigger subjects and longer periods than the historicist who struggles, as Ranke exhorted, to understand each epoch in its own terms. It is not without significance that two of the most ambitious works of historical writing of the past half-century have been by Marxists: Immanuel Wallerstein’s Modern World System and Eric Hobsbawm’s four-volume history of the modern world, completed as late as 1994. In the final Age of Extremes, Hobsbawm sought to salvage some consolation for his generation of Communist intellectuals by arguing that capitalism had been rescued from its own collapse in the 1930s and 1940s only by the economic and military might of Stalin’s Soviet Union; and that the collapse of the latter in the 1990s was no more than a temporary setback for the socialist critique of capitalism. State ownership and central planning might have failed in Russia, Hobsbawm conceded, but it ‘could hardly be doubted’ that ‘Marx would live on as a major thinker’; whereas the doctrine of the ‘unrestricted free market’ had been just as discredited by the ‘generally admitted … economic failure’ of Thatcherism. Moreover, demographic and economic pressures on the global environment were already paving the way for an ‘irreversible crisis’. Sustainable development was ‘incompatible with a world economy based on the unlimited pursuit of profit by economic enterprises dedicated, by definition, to this object and competing with each other in a global free market’. The widening gap between rich and poor nations was also ‘accumulating future troubles’, as was the widening gap between rich and poor individuals within developed economies, which would sooner or later necessitate a restoration of state control over the economy: ‘Non-market allocation of resources, or, at least [sic], ruthless limitation of market allocation, was essential to head off the impending ecological crisis…. The fate of humanity … would depend on the restoration of public authorities.’


Nor could Hobsbawm resist concluding in the familiar apocalyptic language of the 1840s:


The historic forces that shaped the century, are continuing to operate. We live in a world captured, uprooted and transformed by the titanic economic and techno-scientific process of the development of capitalism … We know, or at least it is reasonable to suppose, that it cannot go on ad infinitum…. There are signs … that we have reached a point of historic crisis. The forces generated by the techno-scientific economy are now great enough to destroy … the material foundations of human life. The structures of human societies themselves … are on the point of being destroyed … Our world risks both explosion and implosion…. The alternative to a changed society is darkness.14



It is hard not to be reminded of the Beyond the Fringe sketch in which Peter Cooke and his followers vainly brace themselves for the end of the world, week after week.

THE NEW DETERMINISM

Yet the conspicuous failure of Marx’s prophecies to come true need not discredit the fundamental notion that it is money – economics – that makes the world go round. All that is needed is to jettison the biblical assumption of an impending apocalypse, and to recast modern economic history as a tale of capitalist triumph.

In his forthcoming history of the twentieth century, the eminent American economist Bradford DeLong is writing what may prove to be a defining text of the new economic determinism. It is certainly an antidote to the Age of Extremes. DeLong’s twentieth century is fundamentally ‘the story of liberty and prosperity’, in which the extremes of totalitarianism appear as a massive historical wrong-turning between two eras of benign global growth.15 Yet the fundamental assumption – that economic change is the motor of history – is not so different from Hobsbawm’s. According to DeLong:


the history of the twentieth century was overwhelmingly economic history: the economy was the dominant arena of events and change, and economic changes were the driving force behind changes in other areas of life … The pace of economic change was so great as to the shake the rest of history to its foundation. For perhaps the first time, the making and using the necessities of and conveniences of daily life – and how production, consumption and distribution changed – was the driving force behind a single century’s history.16



Even the mid-century dictatorships ‘had their origins in economic discontents and found their expressions in economic ideologies. People killed each other in their millions over how economic life should be organised.’17 DeLong goes so far as to explain even the Second World War in economic terms: ‘It is hard to see World War II in the absence of Adolf Hitler’s insane idée fixe that the Germans needed a better land–labour ratio – more “living space” – if they were to be a strong nation.’18 However, these were erroneous ideologies, the malformed offspring of the catastrophic mismanagement of economic policy during the Great Depression. Only in the final decade of the twentieth century, with the collapse of Communism and the global acceptance of liberalized markets, could history resume the upward trajectory of the pre-1914 period.

DeLong’s claim that the principal political events of modern history can be explained in economic terms has a distinguished pedigree. It will also find widespread public assent, particularly in the United States, where this kind of economic determinism is close to being conventional wisdom. In what follows, I will deal in detail with a number of different versions of this idea; at this stage it will suffice to sketch three typical hypotheses:



	Economic growth promotes democratization (and economic crises have the opposite effect). This idea can be traced back to the work of the social scientist Seymour Martin Lipset since the late 1950s,19 and has found widespread endorsement in numerous recent studies by political scientists and economists such as Robert Barro, who detects ‘a strong positive linkage from prosperity to the propensity to experience democracy’.20 In the words of another eminent American economist, Benjamin Friedman, ‘a society is more likely to become more open and tolerant and democratic when its citizens’ standard of living is rising, and to move in the opposite direction when living standards stagnate’.21 The most obvious example which most readers will think of is a negative one: the causal link – which can be found in innumerable textbooks – between the Great Depression, the rise of Hitler and fascism generally and the origins of the Second World War. Here is a classic example of the argument: 

The immediate effect of the economic crisis in Europe was to increase domestic political and social tensions, to bring Hitler to power in Germany and to encourage the development of fascist movements elsewhere…. But the economic crisis was also a world crisis … In particular the disastrous results for the Japanese economy of the loss of her silk exports, and the undoubted hardship caused to Japanese peasants and small farmers, contributed to a new expansionist policy on the part of the Japanese army.22

	Economic success ensures re-election (and poor economic performance leads to election defeat). According to one school of political science, voters are primarily motivated by their economic experience or prospects in making their choices at elections. In the words of Helmut Norpoth, ‘Economic voting … is hard-wired into the brain of citizens in democracies.’23 This has encouraged many politicians to pin their hopes of re-election on the ‘feelgood factor’: the belief that the popularity of a government is a function of the performance of the economy. A widely held version of this theory explained President Clinton’s survival of the 1999 impeachment process with reference to the sustained rise of the US stock market. The 1992 Clinton campaign watchword – ‘It’s the Economy, Stupid’ – has become a kind of shorthand for this theory.

	Economic growth is the key to international power (but too much power can lead to economic decline). In The Rise and Fall of the Great Powers, Paul Kennedy argued that economics provided the key to the history of international relations: ‘all of the major shifts in the world’s military-power balance have followed alterations in the productive balances … where victory has always gone to the side with the greatest material resources.’24 Given the overwhelming superiority of the victorious coalitions in both world wars, this is at first sight a persuasive hypothesis. Even Kennedy’s rider – that all great powers eventually succumb to ‘overstretch’ because their growing military commitments start to undermine their economic strength – is less easily challenged than is sometimes assumed.25 While it has been tempting to deride his warning about American overstretch in the wake of the collapse of the Soviet Union and the acceleration of American economic growth, Kennedy could legitimately argue that the United States has followed his advice by making deep cuts in defence expenditure since the mid-1980s. Nor did his analysis ever rule out the possibility that the USSR might succumb to overstretch first; on the contrary, a careful reader of The Great Powers when it first appeared would have inferred that it was the Soviets who were closest to decline. In other words, while Marxism may have suffered a setback in 1989, economic determinism did not. All that has happened is that the signs have been reversed: it was the stagnation of the planned economy that doomed the Soviet system, whereas the success of the capitalist economy ensured the triumph of democracy.26 For Gorbachev’s failure, as for Clinton’s success, it was the economy, stupid.




THE CASH NEXUS UNTIED

But was it the economy? In the chapters that follow, I have set out to re-examine the link – the nexus, in Carlyle’s phrase – between economics and politics, in the aftermath not only of the failure of socialism but also the apparent triumph of the Anglo-American model of capitalism. In his latest book, Francis Fukuyama confidently declares that ‘in the political and economic sphere’ history has turned out to be ‘progressive and directional’; what he calls ‘liberal democracy’ has emerged as ‘the only viable alternative for technologically advanced societies’.27 Are capitalism and democracy – to borrow an analogy from the field of genetics – the ‘double helix’ of the modern world? Or might there be sources of friction between the two which we ignore at our peril?

But first a caveat. The allusion to DNA prompts a simple but important reminder about human nature. As evolutionary biologists have demonstrated, Homo sapiens is not Homo economicus. Human beings – as Carlyle knew – are motivated by much more than profit maximization: ‘Cash is a great miracle; yet it has not all power in Heaven, nor even on Earth … Cash-payment is not the sole relation of human beings.’

Within economic theory, there are in any case quite different assumptions about individual behaviour. Some neo-classical models assume that individuals’ expectations are rational, that is, they draw economically optimal conclusions from available information. In other models, expectations are more slowly ‘adaptive’, or there is uncertainty about the future. Yet experimental research shows that most people are remarkably bad at assessing their own economic best interest, even when they are given clear information and time to learn. Faced with a simple economic dilemma, people are quite likely to make the wrong decision because of ‘bounded rationality’ (the effect of misleading preconceptions or emotions) or basic computational mistakes (the inability to calculate probabilities and discount rates).28 Psychologists have also identified the phenomenon of ‘myopic discounting’: our tendency to prefer a large reward later to a small reward soon – a preference we then switch as the small reward becomes irresistibly imminent.29 Prospect theorists have shown that people are risk-averse when choosing between a certain gain and a possible bigger gain – they will choose the certain but smaller gain – but not when offered a choice between a certain loss and a possible bigger loss.30

Most economic institutions, if they depend on credit, also depend in some measure on credibility. But credibility can be based on credulity. In late nineteenth-century France, Thérèse Humbert enjoyed a glittering career on the basis of a chest supposedly containing a hundred million francs in bearer bonds, which it was claimed she had inherited from her natural father, a mysterious Portuguese (later American) millionaire named Crawford. Borrowing against these securities, she and her husband were able to buy a luxurious hôtel in the avenue de la Grande Armée, to gain a controlling interest in a Parisian newspaper and to engineer his election as a socialist deputy. Ten thousand people gathered outside the house when the box was finally opened in May 1902. It was found to contain ‘nothing but an old newspaper, an Italian coin and a trouser button’.31

Even when we are not miscalculating – as the Humberts’ creditors plainly did – our economic calculations are often subordinated to our biological impulses: the desire to reproduce, rooted (according to neo-Darwinian theories) in our ‘selfish genes’,32 the capacity for violence against rivals for mates and sustenance – to say nothing of the erotic or morbid forms of behaviour analysed by Freud, which cannot always by explained by evolutionary biology.33 Man is a social animal whose motivations are inseparable from his cultural milieu. As Max Weber argued, even the profit motive has its roots in a not wholly rational asceticism, a desire to work for its own sake which is as much religious as economic.34 Under different cultural conditions, human beings may prefer leisure to toil. Or they may win the esteem of their fellows by economically ‘irrational’ behaviour; for social status is seldom the same as mere purchasing power.35

And man is also a political animal. The groups into which human beings divide themselves – kinship groups, tribes, faiths, nations, classes and parties (not forgetting firms) – satisfy two fundamental needs: the desire for security (safety, both physical and psychological, in numbers) and what Nietzsche called the will to power: the satisfaction that comes from dominating other weaker groups. No theory has adequately described this phenomenon, not least because individuals are plainly capable of sustaining multiple, overlapping identities; and of tolerating the proximity of quite different groups, and indeed co-operating with them. Only occasionally, and for reasons which seem historically specific, are people willing to accept an exclusive group identity. Only sometimes – but often enough – does the competition between groups descend into violence.

The guiding assumption of The Cash Nexus is that these conflicting impulses – call them, for the sake of simplicity, sex, violence and power – are individually or together capable of over-riding money, the economic motive. In particular, political events and institutions have often dominated economic development – and indeed explain its far from even trend. (Note that I say ‘often’: sometimes the economic motive does prevail, or complements rather than conflicts with the other motives.) Economists know this, but naturally shy away from it. Often they use the generic term ‘shock’ to describe events that are ‘exogenous’ to their carefully constructed models. Yet the notion that a war is comparable with a meteorological disaster is hardly satisfactory to the historian, who has the daunting task of trying to explain shocks as well as market equilibria.36

Political scientists, it is true, have sought to construct models of political change. And this book owes almost as much to their work as to the work of economists. In the historian’s mind, however, the attempt to construct and test equations to explain (for example) the incidence of war, the spread of democracy or the outcomes of elections inspires almost as much scepticism as admiration. Nothing can be said against the method which constructs formal hypotheses and then tests them against empirical evidence; it is the best way of debunking would-be ‘laws’ of human behaviour. But we must be deeply suspicious of any equation that seems to pass the empirical test. For human beings are not atoms. They have consciousness, and that consciousness is not always rational. In his Notes from Underground, Dostoevsky derides the economists’ assumption that man acts out of self-interest, and satirizes the notion of a deterministic theory of human behaviour:


You seem certain that man himself will give up erring of his own free will… that … there are natural laws in the universe, and whatever happens to him happens outside his will … All human acts will be listed in something like logarithm tables, say up to the number 108,000, and transferred to a timetable … They will carry detailed calculations and exact forecasts of everything to come … But then, one might do anything out of boredom … because man … prefers to act in the way he feels like acting and not in the way his reason and interest tell him … One’s own free, unrestrained choice, one’s own whim, be it the wildest, one’s own fancy, sometimes worked up to a frenzy – that is the most advantageous advantage that cannot be fitted into any table … A man can wish upon himself, in full awareness, something harmful, stupid and even completely idiotic … in order to establish his right to wish for the most idiotic things.



History may be ‘grand’ and ‘colourful’, but for Dostoevsky its defining characteristic is irrational violence: ‘They fight and fight and fight; they are fighting now, they fought before, and they’ll fight in the future…. Soyou see, you can say anything about world history…. Except one thing, that is. It cannot be said that world history is reasonable.’37

This book’s central conclusion is that money does not make the world go round, any more than the characters in Crime and Punishment act according to logarithm tables. Rather, it has been political events – above all, wars – that have shaped the institutions of modern economic life: tax-collecting bureaucracies, central banks, bond markets, stock exchanges. Moreover, it has been domestic political conflicts – not only over expenditure, taxation and borrowing, but also over non-economic issues like religion and national identity – that have driven the evolution of modern political institutions: above all, parliaments and parties. Though economic growth may promote the spread of democratic institutions, there is ample historical evidence that democracy is capable of generating economically perverse policies; and that times of economic crisis (such as those caused by war) may be equally conducive to democratization.

The book is divided into fourteen chapters, each of which deals with a specific aspect of the relationship between economics and politics. It falls into four sections: ‘Spending and Taxing’, ‘Promises to Pay’, ‘Economic Politics’ and ‘Global Power’. The first three chapters are concerned with the political origins of the basic fiscal institutions associated with expenditure and revenue. Chapter 1 shows how the main impetus for the development of the state as a fiscal institution has come – until very recently – from war. Though the chapter challenges the widely held notion that the cost of war has tended to rise over the long run, it emphasizes that military expenditures have been the principal cause of fiscal innovation for most of history. Chapter 2 traces the development of taxation and other forms of revenue in response to the costs of warfare, showing how the proportions of indirect and direct taxation have varied over time and from country to country. The third chapter explores the relationship between direct taxation and political representation. Although rising taxation has been associated in some contexts with parliamentarization and democratization, the exigencies of revenue-raising have also tended to increase the scale of bureaucracy. The first section concludes with an explanatory sketch of the evolution of the welfare state – in which redistribution rather than defence becomes the prime function of government.

The second section is concerned with the evolution of the institution of the public debt. Chapter 4 considers the theoretical and empirical significance of national debts. The next chapter then considers the various ways in which crises of excessive indebtedness have been dealt with, concentrating principally on default and inflation, and describing the evolution of the central bank as an institution of debt and monetary management. Chapter 6 brings interest rates – and particularly bond yields – into the argument, and offers an explanation for the fluctuations and differentials between the interest rates paid by states on their debts.

My intellectual debt to the theoretical work of Douglass North and others on the relationship between institutions and economics will by now be obvious to students of economics.38 The basic institutional framework I have in mind may be thought of as a square. To put it simply, the exigencies of war finance had led by the eighteenth century to the evolution of an optimal combination of four institutions. First, as illustrated in the top left-hand corner of Figure 1, there was a professional tax-gathering bureaucracy. Salaried officials proved to be better at revenue raising than local property owners or private tax ‘farmers’, who tended to retain a larger proportion of tax revenue for themselves. Second, parliamentary institutions in which taxpayers were granted a measure of political representation tended to enhance the amount of revenue a state could raise, in that taxation could be ‘traded’ for other legislation and the entire budgetary process legitimated. Third, a system of national debt allowed a state to anticipate tax revenues in the event of a sudden increase in expenditure, such as that caused by a war. The benefit of borrowing was that it allowed the costs of wars to be spread over time, thus ‘smoothing’ the necessary taxation. Finally, a central bank was required not only to manage debt issuance but also to exact seigniorage from the issuance of paper money, which the bank monopolized.

Though each of these four institutions had deep historical roots, it was in Britain after the Glorious Revolution that their potential in combination was realized – though it should be made clear at once that Hanoverian reality fell some way short of the ideal type I have just described. The Excise, Parliament, the National Debt and the Bank of England nevertheless formed a kind of institutional ‘square of power’ which was superior to any alternative arrangement – notably the French system of privatized tax collection based on sales of office and tax ‘farming’, minimal representation in the form of the parlements, a fragmented and expensive system of borrowing and no central monetary authority.
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Figure 1. The ‘square of power’

It was not just its revenue-raising property that made the British ‘square’ superior to rival systems. It was also the more or less unintended side-effects it had on the private sector of the economy. To speak in general terms, the need for an efficient tax-gathering bureaucracy implied a need for a system of formal education, to ensure an adequate supply of civil servants who were both literate and numerate. Secondly, the existence of a parliament almost certainly enhanced the quality of legislation in the sphere of private property rights. Thirdly, the development of a sophisticated system of government borrowing through a funded national debt encouraged financial innovation in the private sector. Far from ‘crowding out’ private investment, high levels of government bond issuance widened and deepened the capital market, creating new opportunities for the issuance and trading of corporate bonds and equities, especially in peacetime when the state no longer needed to borrow. Finally, a central bank with a monopoly over note-issue and the government’s current account was also capable of developing functions – such as manager of the exchange rate or lender of last resort – which tended to stabilize the credit system as a whole by reducing the risk of financial crises or banking panics. In these ways, institutions that initially existed to serve the state by financing war also fostered the development of the economy as a whole. Better secondary and higher education, the rule of law (especially with respect to property), the expansion of financial markets and the stabilization of the credit system: these were vital institutional preconditions for the industrial revolution.

The third section of the book explores three hypotheses which relate the fiscal institutions already described in the previous sections to politics. The first is the argument of the early classical economists and the Marxists that the fundamental social conflict within modern societies was between landowners, capitalists and workers (the earners respectively of rents, profits and wages). Chapter 7 suggests two alternative models of social conflict, one based on strictly fiscal categories (state employees, taxpayers, bondholders and welfare-recipients), the other based on generations. An obvious source of weakness for the ideal state depicted above arises from conflicts between such groups. A state which accumulates a large national debt and then services that debt out of revenue derived mainly from indirect taxation may face political opposition from poorer consumers because of the regressive distributional consequences of its fiscal policy. On the other hand, a state which effectively defaults on its debt or inflates it away may precipitate an equally formidable reaction if the bondholders are numerous enough.

Chapter 8 concentrates on a second source of weakness: the temptation all governments feel to manipulate fiscal and (if they control it) monetary policy to enhance their own power. How far does the popularity of democratic governments depend on economic success; and can governments really manipulate the business cycle to promote their own chances of re-election? Here it is possible to show with much more precision the relationship between political popularity and the management of fiscal and monetary policy, and to question the simplistic notion that re-election is a function of economic success. It is equally obvious, however, that politicians continue to believe in this notion.

Turning from public finance to the finances of political parties themselves, Chapter 9 considers the consequences of the rising cost of election campaigns. Does it matter that the key institutions of the democratic process can no longer rely on the revenue generated by mass memberships, and are therefore increasingly dependent on donations from wealthy individuals or taxpayers? And is the phenomenon of corruption – ‘sleaze’ – explicable in economic rather than moral terms? Here again I am concerned to show how the ‘square of power’ can be undermined from within – in this case by the decrepitude of those peripheral but still vital institutions, the political parties, which compete for control of the legislature and thereby make democratic choice a reality.

Thus far the argument has largely been confined to the development of institutions within states. The fourth and final section of the book extends the analysis to the international level. Chapter 10 considers the extent of financial globalization in historical perspective, and in particular asks how the development of an international bond market served to export the ‘square of power’ model to other countries. In theory, the liberalization of the capital market, if it is accompanied by a comparable liberalization of the international markets for goods and labour, should increase aggregate growth. However, past experience of globalization suggests that free flows of capital are liable to substantial fluctuations in response to international political events, while free flows of goods and people can generate domestic political reactions.

Chapter 11 considers two ways of limiting the volatility of international financial markets: through systems of fixed exchange rates or international monetary unions. In particular the chapter asks how long such ‘financial architecture’ can endure when nation states remain more or less free to determine their own fiscal policies.

Chapter 12 then turns to consider the globalization of democracy: specifically, the relationship between economic growth and the spread of democratic institutions. As we have seen, it is often assumed that growth and democratization are mutually reinforcing. But is their relationship more tangential than the ‘double helix’ model implies? Or to put it in institutional terms: how far does the democratization of the parliamentary corner of the ‘square of power’ create problems for the other institutions and the model as a whole?

Chapter 13 explores the relationship between ethnicity and economics, and asks whether the world is destined to be ‘united’ by supra-national institutions or ‘untied’ by national self-determination.

The last chapter in the book brings the argument back to where it began – with war – by relating military power to financial power. Here a distinction is drawn between economic resources and the fiscal institutions needed to harness those resources for political ends. Their more sophisticated financial institutions – particularly the four corners of the square – do appear to give parliamentary regimes greater potential strength than dictatorships. However, democratic states have generally tended to lack the political will to make full use of their strength. In the absence of an urgent external threat, democratic regimes prefer to shift their resources away from their military forces, using the fiscal system increasingly to achieve domestic redistribution (the welfare state, rather than the warfare state). This tendency of democracies to demilitarize lays them open to challenges from productively inferior but, in the short run, destructively superior autocracies. In this sense, the decline of British power – and the present fragility of American power – may have more to do with ‘understretch’ than ‘overstretch’.

Let me try to simplify my argument by suggesting that each of the chapters offers an answer to an examination-style question:


	How far are modern states the products of war?

	Is there an optimal ‘mix’ of taxation?

	What is the relationship between parliamentarization and bureaucratization?

	Are government debts a source of weakness or strength?

	Why have large government debts so often led to defaults and inflations?

	What determines the interest rates governments pay when they borrow?

	Are distributional conflicts best understood in terms of class or generations?

	Does economic prosperity lead to government popularity?

	How should political parties be funded?

	What are the implications of the globalization of finance?

	How far can exchange rate systems or monetary unions increase international financial stability?

	Does economic growth lead to democratization and/or vice versa?

	Is the world becoming more politically fragmented or more integrated?

	Are democratic powers vulnerable to military understretch?



Another way of putting this last question might be: Why can’t the United States today be more like the United Kingdom a hundred years ago? For one of the central conclusions of the book is that allowing economic globalization to proceed in the absence of a guiding imperial hand is risky, and may one day be judged a foolish abdication of responsibility.

In answering all these questions, The Cash Nexus seeks to challenge the economic determinist models of history, both old and new. The nexus between economics and politics is the key to understanding the modern world. But the idea that there is a simple causal link from one to the other – in particular, from capitalism to democracy – is mistaken. One version of the relationship does indeed produce the happy outcome of the capitalist democracy: the double helix of Western development. But like DNA, the cash nexus is capable of mutation. Sometimes democracy can stifle economic growth. Sometimes an economic crisis can undermine a dictatorship. Sometimes democracy can prosper even as the economy flounders. Sometimes growth can strengthen an authoritarian ruler.

The biological analogy should not be pursued too far. Unlike the natural world – because of the complication of human consciousness – the human world we know as history has hardly any linear causal relationships. As Carlyle said: ‘Acted history … is an ever-living, ever-working Chaos of Being, wherein shape after shape bodies itself forth from innumerable elements. And this Chaos … is what the historian will depict, and scientifically gauge!’39 I remain persuaded that history is a chaotic process, in the scientists’ sense of ‘stochastic behaviour in a deterministic system’.40 The causal connections between the economic and political world do exist; but they are so complex and so numerous that any attempt to reduce them to a model with reliable predictive power seems doomed to fail. I should emphasize that the ‘square of power’ introduced in Figure 1 is not a model in this sense. It offers no predictions, merely a simplified version of the institutional structures described in the book, within which all modern history has been made, but made by individuals with free will and bloody-mindedness. It was in the eighteenth century that the British state developed the peculiar institutional combination of bureaucracy, parliament, debt and bank that enabled Britain at once to empire-build and to industrialize. But the extent and duration of British power depended on how these institutions were used or abused by fallible men and, latterly, women. As so often, Samuel Johnson put it nicely when he warned against the


almost … universal error of historians to suppose it politically, as it is physically true, that every effect has a proportionate cause. In the inanimate action of matter upon matter, the motion produced can be but equal to the force of the moving power; but the operations of life, whether private or publick admit no such laws. The caprices of voluntary agents laugh at calculation.41



The word ‘nexus’ derives from the Latin nectere, to bind. It seemed an ideal title for this book, which originated, strange to say, as a study of the history of the international bond market. I came to realize in the course of my research, however, that the bond between creditor and debtor was only one of many bonds I needed to consider; and that in many ways the bond market was interesting precisely because it concerned itself with these other bonds as well: above all, the usually implicit contractual bonds between ruler and ruled, the elected and the electors, but also the bonds – more often (though not always) contractual – between states. A weakening of those bonds has almost always manifested itself in a weakening of the bond market, because political uncertainty loosens the bond of confidence between creditor and debtor.

If the reader takes only one thing from this book, then I hope it is the realization that, even in such dry-as-dust entities as bond yields, Carlyle’s ‘ever-working Chaos of Being’ may be discerned.







 


In these complicated times … Cash Payment is the sole nexus between man and man … Cash Payment the sole nexus; and there are so many things which cash will not pay! Cash is a great miracle; yet it has not all power in Heaven, nor even on Earth….

THOMAS CARLYLE, Chartism (1840)




The Gospel of Mammonism … has also its corresponding Heaven. For there is one Reality among so many Phantasms; about one thing we are entirely in earnest: The making of money…. We have profoundly forgotten everywhere that Cash-payment is not the sole relation of human beings.

THOMAS CARLYLE, Past and Present (1843)




The bourgeoisie … has left remaining no other nexus between man and man than naked self-interest, than callous ‘cash payment’.

MARX AND ENGELS, The Communist Manifesto (1848)




We are told by men of science that all the venture of mariners on the sea, all that counter-marching of tribes and races that confounds all history with its dust and rumour, sprang from nothing more abstruse than the laws of supply and demand, and a certain natural instinct for cheap rations. To any one thinking deeply, this will seem a dull and pitiful explanation.

ROBERT LOUIS STEVENSON, ‘Will o’ the Mill’ (1878)











SECTION ONE

SPENDING AND TAXING












1

The Rise and Fall of the Warfare State


Ring out the narrowing lust of gold;
Ring out the thousand wars of old.

TENNYSON, In Memoriam A.H.H.




In the beginning was war. From the very earliest days of recorded history until the very recent past, war has been the motor of financial change.1 ‘War is the father of all things,’ as Herodotus said; and among those things during the Peloponnesian War was an increase in Athenian expenditure, and consequently a need for higher taxes and other sources of revenue. It was war which, with a powerful symbolism, caused the golden statue of Athena to be melted down and coined.2

It is a truth – almost – universally acknowledged. ‘Nervos belli, pecuniam infinitam’: ‘The sinews of war [are] unlimited money,’ declared Cicero in his Fifth Philippic, a view echoed by Rabelais in Gargantua: ‘The strength of a war waged without monetary reserves is as fleeting as a breath.’ ‘What Your Majesty needs’, Marshal Tribulzio told Louis XII before his invasion of Italy in 1499, ‘is money, more money, money all the time.’3 The early sixteenth-century writer Robert de Balsac agreed: ‘Most important of all, success in war depends on having enough money to provide whatever the enterprise needs.’4 ‘Your majesty is the greatest prince in Christendom,’ the Emperor Charles V was told by his sister Mary, ‘but you cannot undertake a war in the name of all Christendom until you have the means to carry it through to certain victory.’5 Writing a century later, Cardinal Richelieu echoed her words: ‘Gold and money are among the chief and most necessary sources of the state’s power … a poor prince would not be able to undertake glorious action.’6

It goes without saying that money at the immediate disposal of the state treasury is usually more limited than the costs of war; and the history of finance is largely the history of attempts to close that gap. Only in the recent past has this relationship between war and finance grown weak. After many centuries during which the cost of warfare was the biggest influence on state budgets, that role was usurped in the second half of the twentieth century by the cost of welfare. No doubt this is a great change for the better: though idleness is no virtue, it is morally preferable to pay men for doing nothing than to pay them for killing one another. But the remarkable extent and novelty of this change are not well understood. It is no exaggeration to speak today of the demilitarization of the West – and, indeed, of large areas of the rest of the world.

[image: image]

A common error is to suppose that, over the long run, there has been a linear or exponential upward trend in the cost of war.7 In absolute terms, of course, the price of military hardware and the level of defence budgets have risen more or less inexorably since the beginning of written records. In relative terms, however, the patterns are more complicated. We need to relate military expenditure to the scale and frequency of war; to the size of armies in relation to total populations; to the destructiveness of military technology (‘bangs per buck’); and above all to total economic output. Allowing for changes in population, technology, prices and output, the costs of war have in fact fluctuated quite widely throughout history. These fluctuations have been the driving force of financial innovation.

THE INTENSITY OF WAR

It is no part of this chapter to explain why wars happen, though the question will be returned to later. Let us for the moment simply acknowledge that they do, and often. How often is a matter for debate.

There have been several attempts to quantify the frequency of military conflict, each based on a somewhat different definition of war and covering periods of varying lengths. P. A. Sorokin counted 97 wars in the period 1819–1925,8 compared with Quincy Wright’s total of 112 between 1800 and 1945.9 Wright confined himself to what he called ‘wars of modern civilization … involving members of the family of nations … which were recognized as states of war in the legal sense or which involved over 50,000 troops’; whereas L. F. Richardson, counting all the ‘deadly quarrels’ he could find, arrived at the much higher figure of 289 for the period 1819–1949.10 Luard’s survey of all ‘organized large-scale fighting sustained over a significant period and involving at least one sovereign state’ arrives at an even higher total of 410 for the period 1815–1984.11 However, the ‘Correlates of War’ project based at the University of Michigan adopts a narrower definition which excludes most minor colonial wars, as well as wars involving countries with populations of less than 500,000, and wars in which total battle-deaths were less than 1,000 per annum. For the period 1816 to 1992, their database lists 210 interstate wars and 151 civil wars.12 The lowest figure of all for the modern period is Levy’s – 31 – but his survey considers only wars that involved one or more of the great powers.13

It is possible to take an even longer view, though for extra-European conflicts the evidence becomes more patchy the further back one goes, and even the most ambitious attempts avoid the ancient and medieval periods. On the basis of his relatively broad definition of what constitutes a war, Luard arrives at a total of over 1,000 for the period 1400 to 1984.14 Levy, by contrast, counts just 119 great-power wars in the period 1495 to 1975. Even on the basis of the latter’s narrower definition, the perennial nature of war is striking:


The Great Powers have been involved in interstate wars for nearly 75 per cent of the 481 years [from 1495 to 1975]… On average a new war begins every four years and a Great Power war [i.e. a war involving more than one great power] every seven or eight years…. In the typical [median] year … slightly over one war involving the Great Powers … is under way …15



No twenty-five-year period since 1495 has been entirely without war.

It is possible to bring this audit of war up to the present. The Stockholm International Peace Research Institute (SIPRI) estimates that there were 103 ‘armed conflicts’ between
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THE ABOLITION OF DISTANCE
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THE ‘DEMILITARIZATION’ OF THE WEST
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He just wanted a decent book to read …

Not too much to ask, is it? It was in 1935 when Allen Lane, Managing Director of Bodley Head Publishers, stood on a platform at Exeter railway station looking for something good to read on his journey back to London. His choice was limited to popular magazines and poor-quality paperbacks – the same choice faced every day by the vast majority of readers, few of whom could afford hardbacks. Lane’s disappointment and subsequent anger at the range of books generally available led him to found a company – and change the world.
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