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Foreword

t is a pleasure to write this foreword to Karl Polanyi’s classic book

describing the great transformation of European civilization from
the preindustrial world to the era of industrialization, and the shifts in
ideas, ideologies, and social and economic policies accompanying it.
Because the transformation of European civilization is analogous to
the transformation confronting developing countries around the
world today, it often seems as if Polanyi is speaking directly to present-
day issues. His arguments—and his concerns—are consonant with
the issues raised by the rioters and marchers who took to the streets in
Seattle and Prague in 1999 and 2000 to oppose the international fi-
nancial institutions. In his introduction to the 1944 first edition, writ-
ten when the IME, the World Bank, and the United Nations existed
only on paper, R. M. Maclver displayed a similar prescience, noting,
“Of primary importance today is the lesson it carries for the makers of
the coming international organization.” How much better the policies
they advocated might have been had they read, and taken seriously, the
lessons of this book!

It is hard, and probably wrong even to attempt to summarize a
book of such complexity and subtletyin a few lines. While there are as-
pects of the language and economics of a book written a half century
ago that may make it less accessible today, the issues and perspectives
Polanyiraises have not lost their salience. Among his central theses are
the ideas that self-regulating markets never work; their deficiencies,
not only in their internal workings but also in their consequences
(e.g., for the poor), are so great that government intervention becomes
necessary; and that the pace of change is of central importance in de-
termining these consequences. Polanyi’s analysis makes it clear that
populardoctrines of trickle-down economics—that all, including the
poor, benefit from growth—have little historical support. He also

[vii]
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clarifies the interplay between ideologies and particular interests: how
free market ideology was the handmaiden for new industrial interests,
and how those interests used that ideology selectively, calling upon
government intervention when needed to pursue their own interests.

Polanyi wrote The Great Transformation before modern econo-
mists clarified the limitations of self-regulating markets. Today, there
is no respectable intellectual support for the proposition that markets,
by themselves, lead to efficient, let alone equitable outcomes. When-
ever information is imperfect or markets are incomplete—that is, es-
sentially always—interventions exist that in principle could improve
the efficiency of resource allocation. We have moved, by and large, toa
more balanced position, one that recognizes both the power and the
limitations of markets, and the necessity that government play a large
role in theeconomy, though the bounds of that role remain in dispute.
There is general consensus about the importance, for instance, of gov-
ernment regulation of financial markets, but not about the best way
this should be done.

There is also plenty of evidence from the modern era supporting
historical experience: growth may lead to an increase in poverty. But
we also know that growth can bring enormous benefits to most seg-
ments in society, as it has in some of the more enlightened advanced °
industrial countries.

Polanyi stresses the interrelatedness of the doctrines of free labor
markets, free trade, and the self-regulating monetary mechanism of
the gold standard. His work was thus a precursor to today’s dominant
systemic approach (and in turn was foreshadowed by the work of gen-
eral equilibrium economists at the turn of the century). There are still
a few economists who adhere to the doctrines of the gold standard,
and who see the modern economy’s problems as having arisen from a
departure from that system, but this presents advocates of the self-
regulating market mechanism with an even greater challenge. Flexible
exchange rates are the order of the day, and one might argue that this
would strengthen the position of those who believe in self-regulation.
After all, why should foreign exchange markets be governed by prin-
ciples that differ from those that determine any other market? But it
is also here that the weak underbelly of the doctrines of the self-
regulating markets are exposed (at least to those who pay no attention
to the social consequences of the doctrines)! For there is ample evi-
dence that such markets (like many other asset markets) exhibit excess
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volatility, that is, greater volatility than can be explained by changesin
the underlying fundamentals. There is also ample evidence that seem-
ingly excessive changes in these prices, and investor expectations more
broadly, can wreak havoc on an economy. The most recent global fi-
nancial crisis reminded the current generation of the lessons that their
grandparents had learned in the Great Depression: the self-regulating
economy does not always work as well as its proponents would like us
to believe. Not even the U.S. Treasury (under Republican or Demo-
cratic administrations) or the IMF, those institutional bastions of be-
lief in the free market system, believe that governments should not
intervene in the exchange rate, though they have never presented a
coherent and compelling explanation of why this market should be
treated differently from other markets.

The IMPF’s inconsistencies—while professing belief in the free
market system, it is a public organization that regularly intervenes in
exchange rate markets, providing funds to bail out foreign creditors
while pushing for usurious interest rates that bankrupt domestic
firms—were foreshadowed in the ideological debates of the nine-
teenth century. Truly free markets for labor or goods have never ex-
isted. The irony is that today few even advocate the free flow of labor,
and while the advanced industrial countries lecture the less developed
countries on the vices of protectionism and government subsidies,
they have been more adamant in opening up markets in developing
countries than in opening their own markets to the goods and services
that represent the developing world’s comparative advantage.

Today, however, the battle lines are drawn at a far different place
than when Polanyi was writing. As I observed earlier, only diehards
would argue for the self-regulating economy, at the one extreme, or
for a government run economy, at the other. Everyone is aware of the
power of markets, all pay obeisance to its limitations. But with that
said, there are important differences among economists’ views. Some
are easy to dispense with: ideology and special interests masquerading
as economic science and good policy. The recent push for financial and
capital market liberalization in developing countries (spearheaded by
theIMFand the U.S. Treasury) isa case in point. Again, therewas little
disagreement that many countries had regulations that neither
strengthened their financial system nor promoted economic growth,
and it was clear that these should be stripped away. But the “free mar-
keteers” went further, with disastrous consequences for countries that
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followed their advice, as evidenced in the recent global financial crisis.
But even before these most recent episodes there was ample evidence
that such liberalization could impose enormous risks on a country,
and that thoserisks were borne disproportionately by the poor, while
the evidence that such liberalization promoted growth was scanty at
best. But there are other issues where the conclusions are far from
clear. Free international trade allows a country to take advantage of its
comparative advantage, increasing incomes on average, though it may
cost some individuals their jobs. But in developing countries with
high levels of unemployment, the job destruction that results from
trade liberalization may be more evident than the job creation, and
thisisespeciallythecasein IMF “reform” packages thatcombinetrade
liberalization with high interest rates, making job and enterprise cre-
ation virtually impossible. No one should have claimed that moving
workers from low-productivity jobs to unemployment would ei-
ther reduce poverty or increase national incomes. Believers in self-
regulating markets implicitly believed in a kind of Say’s law, that the
supply of labor would create its own demand. For capitalists who
thrive off of low wages, the high unemployment may even be a bene-
fit, as it puts downward pressure on workers’ wage demands. But for
economists, the unemployed workers demonstrate a malfunctioning
economy, and in all too many countries we see overwhelming evi-
dence of this and other malfunctions. Some advocates of the self-
regulating economy put part of the blame for these malfunctions on
government itself; but whether this is true or not, the point is that the
myth of the self-regulating economy is, today, virtually dead.

But Polanyi stresses a particular defect in the self-regulating econ-
omy that only recently has been brought back into discussions. It in-
volves the relationship between the economy and society, with how
economic systems, or reforms, can affect how individuals relate to one
another. Again, as the importance of social relations has increasingly
become recognized, the vocabulary has changed. We now talk, for in-
stance, about social capital. We recognize that the extended periods of
unemployment, thepersistenthighlevels of inequality, and the perva-
sive poverty and squalor in much of Latin America has had a disas-
trous effect on social cohesion, and been a contributing force to the
high and rising levels of violence there. We recognize that the manner
in which and the speed with which reforms were put into placein Rus-
sia eroded social relations, destroyed social capital, and led to the cre-
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ation and perhaps the dominance of the Russian Mafia. We recognize
that the IMF’s elimination of food subsidies in Indonesia, just as wages
were plummeting and unemployment rates were soaring, led to pre-
dictable (and predicted) political and social turmoil, a possibility that
should have been especially apparent given the country’s history. In
each of these cases, not only did economic policies contribute to a
breakdown in long-standing (albeit in some cases, fragile) social rela-
tions: the breakdown in social relations itself had very adverse eco-
nomic effects. Investors were wary about putting their money into
countries where social tensions seemed so high, and many within
those countries took their money out, thereby creating a negative
dynamic.

Most societies have evolved ways of caring for their poor, for their
disadvantaged. The industrial age made it increasingly difficult for in-
dividuals to take full responsibility for themselves. To be sure, a farmer
might lose his crop, and a subsistence farmer has a hard time putting
aside money for arainy day (or more accurately a drought season). But
he never lacks for gainful employment. In the modern industrial age,
individuals are buffeted by forces beyond their control. If unemploy-
ment is high, as it was in the Great Depression, and as it is today in
many developing countries, there is little individuals can do. They
may or may not buy into lectures from free marketeers about the
importance of wage flexibility (code words for accepting being laid
off without compensation, or accepting with alacrity a lowering of
wages), but they themselves can do little to promote such reforms,
even if they had the desired promised effects of full employment. And
itis simply not the case that individuals could, by offering to work for
a lower wage, immediately obtain employment. Efficiency wage theo-
ries, insider-outsider theories, and a host of other theories have pro-
vided cogent explanations of why labor markets do not work in the
manner that advocates of the self-regulating market suggested. But
whatever the explanation, the fact of the matter is that unemployment
is not a phantasm, modern societies need ways of dealing with it, and
the self-regulating market economy has not done so, at least in ways
that are socially acceptable. (There are even explanations for this, but
this would draw me too far away from my main themes.) Rapid trans-
formation destroys old coping mechanisms, old safety nets, while it
creates a new set of demands, before new coping mechanisms are devel-
oped. This lesson from the nineteenth century has, unfortunately, all
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too often been forgotten by the advocates of the Washington consen-
sus, the modern-day version of the liberal orthodoxy.

The failure of these social coping mechanisms has, in turn, con-
tributed to the erosion of what I referred to earlier as social capital. The
last decade has seen two dramatic instances. I already referred to the
disaster in Indonesia, part of the East Asia crisis. During that crisis, the
IME, the U.S. Treasury, and otheradvocates of the neoliberal doctrines
resisted what should have been an important part of the solution: de-
fault. The loans were, for the most part, private sector loans to private
borrowers; there is a standard way of dealing with situations where
borrowers cannot pay what is due: bankruptcy. Bankruptcyisa central
part of modern capitalism. But the IMF said no, that bankruptcy
would be a violation of the sanctity of contracts. But they had no
qualms at all about violating an even more important contract, the so-
cial contract. They preferred to provide funds to governments to bail
out foreign creditors, who had failed to engage in due diligence in
lending. At the same time, the IMF pushed policies with huge costs on
innocent bystanders, the workers and small businesses who had no
role in the advent of the crisis in the firstplace.

Even more dramatic were the failures in Russia. The country that
had already been the victim of one experiment—communism—was
made the subject of a new experiment, that of putting into place the
notion of a self-regulating market economy, before government had
had a chance to put into place the necessary legal and institutional in-
frastructure. Just as some seventy years earlier, the Bolsheviks had
forced a rapid transformation of society, the neoliberals now forced
another rapid transformation, with disastrous results. The people of
the country had been promised that once market forces were un-
leashed, the economy would boom: the inefficient system of central
planning, that distorted resource allocation, with its absence of incen-
tives from social ownership, would be replaced with decentralization,
liberalization, and privatization.

There was no boom. The economy shrank by almost half, and
the fraction of those in poverty (on a four-dollar-a-day standard) in-
creased from 2 percent to close to 50 percent. While privatization led a
few oligarchs to become billionaires, the government did not even
have the money to pay poor pensioners their due—all this in a coun-
try rich with natural resources. Capital market liberalization was sup
posed to signal to the world that this was an attractive place to invest;
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but it was a one-way door. Capital left in droves, and not surprisingly.
Given the illegitimacy of the privatization process, there was no social
consensus behind it. Those who left their money in Russia had every
right to fear that they might lose it once a new government was in-
stalled. Even apart from these political problems, it is obvious why a
rational investor would put his money in the booming U.S. stock mar-
ketinstead of a countryina veritable depression. The doctrines of cap-
ital market liberalization provided an open invitation for the oli-
garchs to take their ill-begotten wealth out of the country. Now, albeit
too late, the consequences of those mistaken policies are being real-
ized; but it will be all but impossible to entice the capital that has fled
back into the country, except by providing assurances that, regardless
of how the wealth is acquired, it can be retained, and doing so would
imply, indeed necessitate, the preservation of the oligarchy itself.
Economic science and economic history have come to recognize
the validity of Polanyi’s key contentions. But public policy—particu-
larly as reflected in the Washington consensus doctrines concerning
how the developing world and the economies in transition should
make their great transformations—seems all too often not to have
done so. As I have already noted, Polanyi exposes the myth of the free
market: there never was a truly free, self-regulating market system.
In their transformations, the governments of today’s industrialized
countries took an active role, not only in protecting their industries
through tariffs, but also in promoting new technologies. In the United
States, the first telegraph line was financed by the federal government
in 1842, and the burst of productivity in agriculture that provided the
basis of industrialization rested on the government’s research, teach-
ing, and extension services. Western Europe maintained capital re-
strictions until quite recently. Even today, protectionism and govern-
ment interventions are alive and well: the U.S. government threatens
Europe with trade sanctions unless it opens up its markets to bananas
owned by American corporations in the Caribbean. While sometimes
these interventions are justified as necessary to countervail other gov-
ernments interventions, there are numerous instances of truly un-
abashed protectionism and subsidization, such as those in agriculture.
While serving as chairman of the Council of Economic Advisers, I saw
case after case—from Mexican tomatoes and avocados to Japanese
film to Ukrainian women’s cloth coats to Russian uranium. Hong
Kong was long held up as the bastion of the free market, but when
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Hong Kong saw New York speculators trying to devastate their econ-
omy by simultaneously speculating on the stock and currency mar-
kets, it intervened massively in both. The American government pro-
tested loudly, saying that this was an abrogation of free market
principles. Yet Hong Kong’s intervention paid off—it managed to sta-
bilize both markets, warding off future threats on its currency, and
making large amounts of money on the deals to boot.

The advocates of the neoliberal Washington consensus emphasize
that it is government interventions that are the source of the problem;
the key to transformation is “getting pricesright” and getting the gov-
ernment out of the economy through privatization and liberalization.
In this view, development is little more than the accumulation of capi-
tal and improvements in the efficiency with which resources are allo-
cated—purely technical matters. This ideology misunderstands the
nature of the transformation itself—a transformation of society, not
just of the economy, and a transformation of the economy that is far
more profound that their simple prescriptions would suggest. Their
perspective represents a misreading of history, as Polanyi effectively
argues.

If he were writing today, additional evidence would have sup-
ported his conclusions. For example, in East Asia, the part of the world
that has had the most successful development, governments took an
unabashedly centralrole, and explicitly and implicitly recognized the
value of preserving social cohesion, and not only protected social and
human capital but enhanced it. Throughout the region, there was not
only rapid economic growth, but also marked reductions in poverty.
Ifthe failure of communism provided dramatic evidence of the supe-
riority of the market system over socialism, the success of East Asia
provided equally dramatic evidence of the superiority of an economy
in which government takes an active role to the self-regulating market.
It was precisely for this reason that market ideologues appeared almost
gleeful during the East Asian crisis, which they felt exposed the active
government model’s fundamental weaknesses. While, to be sure, their
lectures included references to the need for better regulated financial
systems, they took this opportunity to push for more market flexibil-
ity: code words for eliminating the kind of social contracts that pro-
vided an economic security that had enhanced social and political sta-
bility—a stability that was the sine qua non of the East Asian miracle.
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In truth, of course, the East Asian crisis was the most dramaticillustra-
tion of the failure of the self-regulating market: it was the liberaliza-
tion of the short-term capital flows, the billions of dollars sloshing
around the world looking for the highest return, subject to the quick
rational and irrational changes in sentiment, that lay at the root of
the crisis.

Let me conclude this foreword by returning to two of Polanyi’s
central themes. The first concerns the complex intertwining of poli-
tics and economics. Fascism and communism were not only alterna-
tive economic systems; they represented important departures from
liberal political traditions. But as Polanyi notes, “Fascism, like social-
ism, was rooted in a market society that refused to function.” The hey-
day of the neoliberal doctrines was probably 1990—97, after the fall of
the Berlin Wall and before the global financial crisis. Some might ar-
gue that the end of communism marked the triumph of the market
economy, and the belief in the self-regulated market. But that inter-
pretation would, I believe, be wrong. After all, within the developed
countries themselves, this period was marked almost everywhere by
arejection of these doctrines, the Reagan-Thatcher free market doc-
trines, in favor of “New Democrat” or “New Labor” policies. A more
convincing interpretation is that during the Cold War, the advanced
industrialized countries simply could not risk imposing these policies,
which risked hurting the poor so much. These countries had a choice;
they were being wooed by the West and the East, and demonstrated
failures in the West’s prescription risked turning them to the other
side. With the fall of the Berlin Wall, these countries had nowhere to
go. Risky doctrines could be imposed on them with impunity. But this
perspective is not only uncaring; it is also unenlightened: for there are
myriad unsavory forms that the rejection of a market economy that
does not work at least for the majority, or a large minority, can take. A
so-called self-regulating market economy may evolve into Mafia capi-
talism—and a Mafia political system—a concern that has unfortu-
nately become all too real in some parts of the world.

Polanyi saw the market as part of the broader economy, and the
broader economy as part of a still broader society. He saw the market
economy not as an end in itself, but as means to more fundamental
ends. All too often privatization, liberalization, and even macro-
stabilization have been treated as the objectives of reform. Scorecards
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were kept on how fast different countries were privatizing—never
mind that privatization is really easy: all one has to do is give away the
assets to one’s friends, expecting a kickback in return. But all too often
no scorecard was kept on the number of individuals who were pushed
into poverty, or the number of jobs destroyed versus those created, or
on the increase in violence, or onthe increase in the sense of insecurity
or the feeling of powerlessness. Polanyi talked about more basic val-
ues. The disjunction between these more basic values and the ideology
of the self-regulated market is as clear today as it was at the time he
wrote. We tell developing countries about the importance of democ-
racy, but then, when it comes to the issues they are most concerned
with, those that affect their livelihoods, the economy, they are told: the
iron laws of economics give you little or no choice; and since you
(through your democratic political process) are likely to mess things
up, you must cede key economic decisions, say concerning macro-
economic policy, to an independent central bank, almost always dom-
inated by representatives of the financial community; and to ensure
that you act in the interests of the financial community, you are told to
focus exclusively on inflation—never mind jobs or growth; and to
make sure that you do just that, you are told to impose on the central
bank rules, suchas expanding the money supply at a constant rate;and
when one rule fails to work as had been hoped, another rule is brought
out, such asinflation targeting. In short, as we seemingly empower in-
dividuals in the former colonies through democracy with one hand,
we take it away with the other.

Polanyiends his book, quite fittingly, with a discussion of freedom
in a complex society. Franklin Deleano Roosevelt said, in the midst of
the Great Depression, “We have nothing to fear but fear itself” He
talked about the importance not only of the classical freedoms (free
speech, free press, freedom of assemblage, freedom of religion), but
also of freedom from fear and from hunger. Regulations may take
away someone’s freedom, but in doing so they may enhance another’s.
The freedom to move capital in and out of a country at will is a free-
dom that some exercise, at enormous cost to others. (In the econo-
mists’ jargon, there are large externalities.) Unfortunately, the myth of
the self-regulating economy, in either the old guise of laissez-faire or
inthe new clothing of the Washington consensus, does not represent a
balancing of these freedoms, for the poor face a greater sense of inse-
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curity than everyone else, and in some places, such as Russia, the abso-
lute number of those in poverty has soared and living standards have
fallen. For these, there is less freedom, less freedom from hunger, less
freedom from fear. Were he writing today, [ am sure Polanyi would
suggest that the challenge facing the global community today is
whether it can redress these imbalances—before it is too late.
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Introduction

n eminent economic historian, reviewing the reception and in-

fluence over the years of The Great Transformation, remarked
that “some books refuse to go away.” It is an apt statement. Although
written in the early 1940s, the relevance and importance of Karl Pola-
nyi’s work has continued to grow. Although few books these days have
a shelflife of more than a few months or years, after more than a halfa
century The Great Transformation remains fresh in many ways. In-
deed, it is indispensable for understanding the dilemmas facing global
society at the beginning of the twenty-first century.

Thereis a good explanation for this durability. The Great Transfor-
mation provides the most powerful critique yet produced of market
liberalism—the belief that both national societies and the global
economy can and should be organized through self-regulating mar-
kets. Since the 1980s, and particularly with the end of the Cold War in
theearly1990s, this doctrine of market liberalism—under the Jabels of
Thatcherism, Reaganism, neoliberalism, and “the Washington Con-

I have incurred significant debts in preparing this introduction. The grcatest is to
Kari Polanyi Levitt, who provided extensive and detailed comments, both substantive
and editorial, on several drafts of the introduction. It has been a rare privilege to work
with her. Michael Flota, Miriam Joffe-Block, Marguerite Mendell, and Margaret Som
ers also gave me valuable feedback. Margaret Somers has helped me to understand
Polanyi’s thought for close to thirty years; much of what I have written reflects her
thinking. In addition, Michael Flota provided assistance in the preparation of the in-
troduction and in the larger task of preparing this new edition.

I also owe a considerable debt to Kari Polanyi Levitt and Marguerite Mendell in
their roles as the co-directors of the Karl Polanyi Institute of Political Economy, located
at Concordia University in Montreal, Quebec. My understanding of Polanyi’s thought
has been deeply shaped by thcir collegiality and by the archive they maintain of Pola-
nyi’s papers. Readers who want to learn more about Polanyi’s thoughtand the interna-
tional community of scholars working in this tradition should contact the Karl Polanyi
Institutc and consult the important series of books, Critical Perspectives on Historic Is
sues, published with Black Rose Press in Montreal,

[ xviii |
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sensus”—has come to dominate global politics. But shortly after the
work was first published in 1944, the Cold War between the United
States and the Soviet Union intensified, obscuring the importance of
Polanyi’s contribution. In the highly polarized debates between the
defenders of capitalism and the defenders of Soviet-style socialism,
there was little room for Polanyi’s nuanced and complex arguments.
Hence there is a certain justice that with the ending of the Cold War
era, Polanyi’s work is beginning to gain the visibility it deserves.

The core debate of this post—Cold War period has been over global-
ization. Neoliberals have insisted that the new technologies of com-
munications and transportation make it both inevitable and desirable
that the world economy be tightly integrated through expanded trade
and capital flows and the acceptance of the Anglo-American model of
free market capitalism. A variety of movements and theorists around
the world have attacked this vision of globalization from different po-
litical perspectives—some resisting on the basis of ethnic, religious,
national, or regional identities; others upholding alternative visions of
global coordination and cooperation. Those on all sides of the debate
have much to learn from reading The Great Transformation; both neo-
liberals and their critics will obtain a deeper grasp of the history of
market liberalism and an understanding of the tragic consequences of
earlier projects of economic globalization.

Polanyi’s Life and Work

Karl Polanyi (1886-1964) was raised in Budapest, in a family re-
markable for its social engagement and intellectual achievements.'
His brother Michael became an important philosopher of science
whose work is still widely read. Polanyi himself had been an influen-
tial personality in Hungarian student and intellectual circles before
World War I. In Vienna, in the 1920s, Polanyi worked as a senior editor

1. A full biography of Polanyi does not yet exist, but much of the relevant material
is covered in Margueritc Mendell and Kari Polanyi Levitt, “Karl Polanyi  His Life and
Times,” Studies in Political Economy, no. 22 (spring 1987): 7-39. See also Levitt, ed., Life
and Work of Karl Polanyi (Montreal: Black Rose Press, 1990); and her essay, “Karl Pola-
nyi as Socialist,” in Kenneth McRobbic, ed., Humanity, Society, and Commitment: On
Karl Polanyi (Montreal: Black Rose Press, 1994). Extensive biographical material is also
available in Kenneth McRobbie and Kari Polanyi Levitt, eds., Karl Polanyi in Vienna
(Montreal: Black Rose Press, 2000). Peter Drucker, the management theorist who knew
the Polanyi family in Vienna, has written an amusing account in his memoir Adven-
tures of a Bystander (New York: John Wiley, 1994), but many of the specific facts—in
cluding some of the names of Polanyi’s siblings—are inaccurate.
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for the premier economic and financial weekly of Central Europe, Der
Osterreichische Volkswirt, During this time he first encountered the ar-
guments of Ludwig von Mises and Mises’s famous student, Friedrich
Hayek. Mises and Hayek were attempting to restore the intellectual le-
gitimacy of market liberalism, which had been badly shaken by the
First World War, the Russian Revolution, and the appeal of socialism.?
In the short term, Mises and Hayek had little influence. From the mid-
1930s through the 1960s, Keynesian economicideaslegitimatingactive
government management of economies dominated national policies
in the West.” But after the Second World War, Mises and Hayek were
tireless proponents for market liberalism in the United States and the
United Kingdom, and they directlyinspired such influential followers
as Milton Friedman. Hayek lived until 1992, long enough to feel vindi-
cated by the collapse of the Soviet Union. By the time of his death, he
was widely celebrated as the father of neoliberalism—the person who
had inspired both Margaret Thatcher and Ronald Reagan to pursue
policies of deregulation, liberalization, and privatization. As early as
the 1920s, however, Polanyi directly challenged Mises’s arguments,
and the critique of the market liberals continued as his central theoret-
ical concern.

During his tenure at Der Osterreichische Volkswirt, Polanyi wit-
nessed the U.S. stock market crash in 1929, the failure of the Vienna
Kreditanstalt in 1931, which precipitated the Great Depression, and
the rise of fascism. But with Hitler’s ascent to power in 1933, Polanyi’s
socialist views became problematic, and he was asked to resign from
the weekly. He left for England, where he worked as a lecturer for the
Workers’ Educational Association, the extramural outreach arm of
the Universities of Oxford and London.* Developing his courses led

2. For an account of Ludwig von Mises and Friedrich Hayek from the 1920s
through the 1990s, see Richard Cockett, Thinking the Unthinkable: Think Tanks and
the Economic Counter-Revolution, 1931-1983 (London: Fontana Press, 1995). Cockett
stresses the irony that England, who invented market liberalism, had to reimport it
from Vienna.

3. By coincidence, Polanyi’s book was first published in the same year that Hayek
published his most famous book, The Road to Serfdom (Chicago: University of Chicago
Press, 1944). While Polanyi’s work celebrated the New Deal in the United States pre-
cisely because it placed limits on the influence of market forces, Hayek’s book insisted
that the New Deal reforms placed the United States on a slippery slope that would lead
both to economic ruin and a totalitarian regime.

4. Marguerite Mendell, “Karl Polanyi and Socialist Education,” in Kenneth Mc-
Robbie, ed., Humanity, Society, and Commitment: On Karl Polanyi (Montreal: Black
Rose Press, 1994), pp. 25—42.
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Polanyi to immerse himself in the materials of English social and eco-
nomic history. In The Great Transformation, Polanyi fused these his-
torical materials to his critique of Mises and Hayek’s now extraordi-
narily influential views.

The actual writing of the book was done while Polanyi was a vis-
iting scholar at Bennington College in Vermont in the early 1940s.?
With the support of a fellowship, he could devote all of his time to
writing, and the change of surroundings helped Polanyi synthesize the
different strands of his argument. In fact, one of the book’s enduring
contributions—its focus on the institutions that regulate the global
economy—was directly linked to Polanyi’s multiple exiles. His moves
from Budapest to Vienna to England and then to the United States,
combined with a deep sense of moral responsibility, made Polanyi a
kind of world citizen. Toward the end of his life he wrote to an old
friend: “My life was a ‘world’ life—I lived the life of the human
world. . . . My work is for Asia, for Africa, for the new peoples.”® While
he retained a deep attachment to his native Hungary, Polanyi tran-
scended a Eurocentric view and grasped the waysthat aggressive forms
of nationalism had been fostered and supported by a certain set of
global economic arrangements.

In the years after World War II, Polanyi taught at Columbia Uni-
versity in New York City, where he and his students engaged in anthro-
pological research on money, trade, and markets in precapitalist socie-
ties. With Conrad M. Arensberg and Harry W. Pearson, he published
Trade and Market in the Early Empires; later, his students prepared for
publication posthumous volumes based on Polanyi’s work of this pe-
riod. Abraham Rotstein assisted with the publication of Dahomey and
the Slave Trade; George Dalton edited a collection of previously pub-
lished essays, including excerpts from The Great Transformation, in
Primitive, Archaic, and Modern Economies: Essays of Karl Polanyi; and
Pearson also compiled The Livelihood of Man from Polanyi’s Colum-
bia lecture notes.”

5. Polanyi wrote the book in English; he had been fluent in the language since
childhood.

6. Letter to Be de Waard, January 6, 1958, cited by Ilona Duczynska Polanyi, “I First
Met Karl Polanyi in 1920 . . .,” in Kenneth McRobbie and Kari Polanyi Levitt, eds., Karl
Polanyi in Vienna (Montreal: Black Rose Press, 2000), pp. 313, 302 15.

7. Karl Polanyi, Conrad M. Arensberg, and Harry W. Pearson, eds., Trade and Mar-
ket in the Early Empires: Economies in History and Theory (Glencoe, Ill.: Free Press,
1957); Polanyi, Dahomey and the Slave Trade: An Analysis of an Archaic Economy (Seat-
tle: University of Washington, 1966); George Dalton, ed., Primitive, Archaic, and Mod
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Polanyi’s Argument: Structure and Theory

The Great Transformation is organized into three parts. Parts One
and Three focus on the immediate circumstances that produced the
First World War, the Great Depression, the rise of fascism in Conti-
nental Europe, the New Deal in the United States, and the first five-
year plan in the Soviet Union. In these introductory and concluding
chapters, Polanyi sets up a puzzle: Why did a prolonged period of rela-
tive peace and prosperity in Europe, lasting from 1815 to 1914, suddenly
give way to aworld war followed by an economic collapse? Part Two—
the core of the book—provides Polanyi’s solution to the puzzle. Going
back to the English Industrial Revolution, in the first years of the nine-
teenth century, Polanyi shows how English thinkers responded to the
disruptions of early industrialization by developing the theory of
market liberalism, with its core belief that human society should be
subordinated to self-regulating markets. As a result of England’s lead-
ing role as “workshop of the world,” he explains, these beliefs became
the organizing principle for the world economy. In the second half of
Part Two, chapters 11 through 18, Polanyi argues that market liberalism
produced an inevitable response— concerted efforts to protect society
from the market. These efforts meant that market liberalism could not
work as intended, and the institutions governing the global economy
created increasing tensions within and among nations. Polanyi traces
the collapse of peace that led to World War I and shows the collapse of
economic order that led to the Great Depression to be the direct con-
sequence of attempting to organize the global economy on the basis of
market liberalism. The second “great transformation”—the rise of
fascism—is a result of the first one—the rise of market liberalism.

In making his argument, Polanyi draws on his vast reading of his-
tory, anthropology, and social theory.® The Great Transformation has
importantthings to say on historical events from the fifteenth century
to World War II; it also makes original contributions on topics as di-
verse as therole of reciprocity and redistribution in premodern socie-
ties, the limitations of classical economic thought, and the dangers of

ern Economics: Essays of Karl Polyani (1968; reprint, Boston: Beacon Press, 1971); and
Harry W. Pearson, ed., The Livelihood of Man (New York: Academic Press, 1977).

8. For an analysis of some of Polanyi’s key sources, see Margaret Somers, “Karl Po
lanyi’s Intellectual Legacy,” in Kari Polanyi Levitt, ed., Life and Work of Karl Polanyi
(Montreal: Black Rose Press, 1990), pp. 152-58.
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commodifying nature. Many contemporary social scientists—an-
thropologists, political scientists, sociologists, historians, and econo-
mists—have found theoretical inspiration from Polanyi’s arguments.
Today a growing number of books and articles are framed around key
quotations from The Great Transformation.

Because ofthe very richness of this book, itis futile to try to sum-
marize it; the best that can be done here is to elaborate some of the
main strands of Polanyi’s argument. But doing this first requires rec-
ognizing the originality ofhis theoretical position. Polanyi does not fit
easily into standard mappings of the political landscape; although he
agreed with much of Keynes’s critique of market liberalism, he was
hardly a Keynesian. He identified throughout his life as a socialist, but
he had profound differences with economic determinism of all vari-
eties, including mainstream Marxism.” His very definition of capital-
ism and socialism diverges from customary understandings of those
concepts.

POLANYI’S CONCEPT OF EMBEDDEDNESS

The logical starting point for explaining Polany1’s thinking is his
concept of embeddedness. Perhaps his most famous contribution to
social thought, this concept has also been a source of enormous confu-
sion. Polanyistarts by emphasizing thatthe entire tradition of modern
economic thought, continuing up to the present moment, rests on the
concept of the economy as an interlocking system of markets that au-
tomatically adjusts supply and demand through the price mechanism.
Even when economists acknowledge that the market system some-
times need help from government to overcome market failure, they
still rely on this concept of the economy as an equilibrating system of
integrated markets. Polanyi’s intent is to show how sharply this con-
cept differs from the reality of human societies throughout recorded
human history. Before the nineteenth century, he insists, the human
economy was always embedded in society.

The term “embeddedness” expresses the idea that the economy is

9. Polanyi’s relationship to Marxism is one of the most complex and debated issues
in the literature. See Mendell and Polanyi Levitt, “Karl Polanyi—His Life and Times”;
Fred Block and Margaret Somers, “Beyond the Economistic Fallacy: The Holistic So
cial Science of Karl Polanyi,” in Theda Skocpol, ed., Vision and Method in Historical So-
ciology (Cambridge: Cambridge University Press, 1984), pp. 47 84; Rhoda H. Haperin,
Cultural Economies: Past and Present (Austin: University of Texas Press, 1994).
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not autonomous, as it must be in economic theory, but subordinated
to politics, religion, and social relations.’® Polanyi’s use of the term
suggests more than the now familiar idea that market transactions de-
pend on trust, mutual understanding, and legal enforcement of con-
tracts. He uses the concept to highlight how radical a break the classi-
cal economists, especially Malthus and Ricardo, made with previous
thinkers. Instead of the historically normal pattern of subordinating
the economy to society, their system of self-regulating markets re-
quired subordinating society to the logic of the market: He writes in
Part One: “Ultimately that is why the control of the economic system
by the market is of overwhelming consequence to the whole organiza-
tion of society: it means no less than the running of society as an ad-
junct to the market. Instead of economy being embedded in social re-
lations, social relations are embedded in the economic system.” Yet
this and similar passages lend themselves to a misreading of Polanyi’s
argument. Polanyi is often mistakenly understood to be saying that
with the rise of capitalism in the nineteenth century, the economy was
successfully disembedded from society and came to dominate it.!!

This misreading obscures the originality and theoretical richness
of Polanyi’s argument. Polanyi does say that the classical economists
wanted to create a society in which the economy had been effectively
disembedded, and they encouraged politicians to pursue this objec-
tive. Yet healso insists that they did notand could not achieve this goal.
In fact, Polanyi repeatedly says that the goal of a disembedded, fully
self-regulating market economy is a utopian project; it is something
that cannot exist. On the opening page of Part One, for example, he
writes: “Our thesisis that the idea of a self-adjusting market implied a

10. Polanyi’s concept of embeddedness has been borrowed and elaborated on by
important contemporary scholars, including John Ruggie, “International Regimes,
Transactions, and Change: Embedded Liberalism in the Postwar Economic Order,” In-
ternational Organization 36 (spring 1982): 379—415; Mark Granovetter, “Economic Ac-
tion and Social Structure: The Problem of Embeddedness,” Arnerican Journal of Sociol-
ogy 91 (November 1985): 481-510; and Pcter Evans, Embedded Autonomy: States and
Industrial Transformation (Princeton, N.J.: Princeton University Press, 1995). The pre
cise inspiration for the coinage is not known, but it seems plausible that Polanyi drew
the metaphor from coal mining. In researching English economic history, he read ex-
tensively on the history and technologies of the English mining industry that faced the
task of extracting coal that was embedded in the rock walls of the raine.

11. No less afigurethan the great French historian Fernand Braudel reads Polanyi

in this way. See Braudel, Civilization and Capitalism Fifteenth Eighteenth Century, vol.
2, The Wheels of Commerce, trans. Sian Reynolds (Berkeley: University of California

Press, 1992), pp. 225~29.
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stark utopia. Such an institution could not exist for any length of time
without annihilating the human and natural substance of societys; it
would have physcially destroyed man and transformed his surround-
ings into a wilderness.”

WHY DISEMBEDDING CANNOT BE SUCCESSFUL

Polanyi argues that creating a fully self-regulating market econ-
omy requires that human beings and the natural environment be
turned into pure commodities, which assures the destruction of both
society and the natural environment. In his view the theorists of self-
regulating markets and their allies are constantly pushing human so-
cieties to the edge of a precipice. But as the consequences of unre-
strained markets become apparent, people resist; they refuse to act like
lemmings marchingovera cliff to their own destruction. Instead, they
retreat from the tenets of market self-regulation to save society and na-
ture from destruction. In this sense one might say that disembedding
the market is similar to stretching a giant elastic band. Eff orts to bring
about greater autonomy of the market increase the tension level. With
further stretching, either the band will snap—representing social
disintegration—or the economy will revert to a more embedded po-
sition.

The logic underlying this argument rests on Polanyi’s distinction
between real and fictitious commodities. For Polanyi the definition of
a commodity is something that has been produced for sale on a mar-
ket. By this definition land, labor, and money are fictitious commodi-
tiesbecause they were not originally produced to be sold on a market.
Labor is simply the activity of human beings, land is subdivided na-
ture, and the supply of money and credit in modern societies is neces-
sarily shaped by governmental policies. Modern economics starts by
pretending that these fictitious commodities will behave in the same
way as real commodities, but Polanyi insists that this sleight of hand
has fatal consequences. It means that economic theorizingis based on
alie, and this lie places human societyat risk.

There are two levels to Polanyi’s argument. The first is a moral ar-
gument that it is simply wrong to treat nature and human beings as
objects whose price will be determined entirely by the market. Such a
concept violates the principles that have governed societies for centu-
ries: nature and human life have almost always been recognized as
having a sacred dimension. It is impossible to reconcile this sacred
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dimension with the subordination of labor and nature to the market.
In his objection to the treatment of nature as a commodity, Polanyi
anticipates many of the arguments of contemporary environmen-
talists.'?

The second level of Polanyi’s argument centerson the state’s role in
the economy.” Even though the economy is supposed to be self-
regulating, the state must play the ongoing role of adjusting the supply
of money and credit to avoid the twin dangers of inflation and defla-
tion. Similarly, the state has to manage shifting demand for employees
by providing relief in periods of unemployment, by educating and
training future workers, and by seeking to influence migration flows.
In the case of land, governments have sought to maintain continuity
in food production by a variety of devices that insulate farmers from
the pressures of fluctuating harvests and volatile prices. In urban areas
governments manage the use of the existing land through both envi-
ronmental and land-use regulations. In short, the role of managing
fictitious commodities placesthe stateinside three of the most impor-
tant markets; it becomes utterly impossible to sustain market liberal-
ism’s view that the state is “outside” of the economy.'*

The fictitious commodities explain the impossibility of disembed-
ding the economy. Real market societies need the state to play an active
role in managing markets, and that role requires political decision
making; it cannot be reduced to some kind of technical or administra-
tive function.!®* When state policies move in the direction of disem-

12. For an indication of his influence on environmental economics, see Herman E.
Daly and John B. Cobb Jr., For the Common Good: Redirecting the Economy toward
Community, the Environment, and a Sustainable Future (Boston: Beacon Press, 1989).

13. Implicit in Polanyi’s argument is a more specific critique of the market as a self-
regulating mechanism. In the case of manufactured commodities, a falling price for an
abundant commodity restores equilibrium by both encouraging increased consump
tion and by discouraging new production. In the case of fictitious commodities, the
effectiveness of the price mechanism is reduced because automatic increases or de
creases in supply cannot be assumed.

14. For many other commodities as well, government involvement is a precondi
tion for market competition. See the aptly titled book by Steven Vogel, Freer Markets,
More Rules: Regulatory Reform in Advanced Industrial Countries (Tthaca, N.Y.: Cornell
University Press, 1996).

15. Monetarists have tried repeatedly without success to establish a fixed rule for
managing the growth of the money supply that would eliminate the discretion of cen-
tral bankers. In the absence of such a formula, the next recourse is to obscure the politi
cal role of central bankers by attributing to them quasi religious and oracular author-
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bedding through placing greater reliance on market self-regulation,
ordinary people are forced to bear higher costs. Workers and their
families are made more vulnerable to unemployment, farmers are
exposed to greater competition from imports, and both groups are
required to get by with reduced entitlements to assistance. It often
takes greater state efforts to assure that these groups will bear these in-
creased costs without engaging in disruptive political actions. This is
part of what Polanyi means by his claim that “laissez-faire was
planned”; it requires statecraft and repression to impose the logic of
the marketand its attendant risks on ordinary people.'®

THE CONSEQUENCES OF IMPOSSIBILITY

The efforts of free market theorists to disembed the economy from
society are doomed to fail. Butthe very utopianism of market liberal-
ism is a source of its extraordinary intellectual resilience. Because so-
cieties invariably draw back from the brink of full-scale experimenta-
tion with market self-regulation, its theorists can always claim that
any failures were not the result of the design but of a lack of political
will in its implementation. The creed of market self-regulation thus
cannot be discredited by historical experiences; its advocates have an
airtight excuse for its failures. This has occurred most recently in the
effort to impose market capitalism on the former Soviet Union
through “shock therapy.” Although the failure of this effort is obvious
for all to see, defenders of “shock therapy” continue to blame the fail-
ure on politicians who caved too quickly to political pressures; had
theyonly persisted, the promised benefits of arapid shift to the market
would havebeen realized."”

ity. See William Greider, Secrets of the Temple: How the Federal Reserve Runs the
Country (New York: Simon & Schuster, 1987).

16. This is Polanyi’s central point in his account of the New Poor Law in England;
the creation of a labor market required a dramatic increase in the state’s repressive
powers. On this point Polanyi’s interpretation has been supported by later scholars, es
pecially Karel Williams, From Pauperism to Poverty (London: Routledge, 1981). On
Speenhamland, a number of Polanyi’s arguments have been called into question. Two
important but conflicting accounts of the Old Poor Law are provided in K. D. M. Snell,
Annals of the Labouring Poor: Social Change and Agrarian England, 1660~1900 (Cam
bridge: Cambridge University Press, 1985); and George Boyer, An Economic History of
the English Poor Law, 1750 1850 (Cambridge: Cambridge University Press, 1990).

17. For explicitly Polanyian discussions of the transition in Eastern Europe and the
former Soviet Union, see Maurice Glasman, Unnecessary Suffering: Managing Market
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Polanyi’s extreme skepticism about disembedding the economy is
also the source of his powerful argument about the “double move-
ment.” Because eff orts to disembed the economy from society inevita-
bly encounter resistance, Polanyi argues that market societies are con-
stituted by two opposing movements—the laissez-faire movement to
expand the scope of the market, and the protective countermovement
that emerges to resist the disembedding of the economy. Although the
working-class movement has been a key part of the protective coun-
termovement, Polanyi explicitly states that all groups in society have
participated in this project. When periodic economic downturns de-
stroyed the banking system, for example, business groups insisted that
central banking be strengthened to insulate the domestic supply of
credit from the pressures of the global market.'® In a word even capi-
talists periodically resist the uncertainty and fluctuations that market
self-regulation produces and participate in efforts to increase stability
and predictability through forms of protection.

Polanyi is insistent that “laissez-faire was planned; planning was
not.” He explicitly attacks market liberals who blamed a “collectivist
conspiracy” for erecting protective barriers against the working of
global markets. He argues, instead, that this creation of barriers was a
spontaneous and unplanned response by all groups in society against
the impossible pressures of a self-regulating market system. The pro-
tective countermovement had to happen to prevent the disaster of
a disembedded economy. Polanyi suggests that movement toward a
laissez-faire economy needs the countermovement to create stability.
When, for example, the movement for laissez-faire is too powerful, as
in the 1920s (or the 1990s) in the United States, speculative excesses
and growing inequality destroy the foundations for continuing pros-
perity. And although Polanyi’s sympathies are generally with the pro-
tective countermovement, he also recognizes that it can sometimes
create a dangerous political-economic stalemate. His analysis of the
rise of fascism in Europe acknowledges that when neither movement
was able to impose its solution to the crisis, tensions increased until

Utopia (London: Verso, 1996 ); John Gray, False Dawn: T he Delusions of Global Capital-
ism (London: Granta Books, 1998); and David Woodruff, Money Unmade: Barter and
the Fate of Russian Capitalism (Ithaca, N.Y.: Cornell University Press, 1999).

18. Polanyi writes in chapter 16: “Modern central banking, in effect, was essentially
a device developed for the purpose of offering protection without which the market
would have destroyed its own children, the business enterprises of all kinds.”
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fascism gained the strength to seize power and break with both laissez-
faire and democracy.*®

Polanyi’s thesis of the double movement contrasts strongly with
both market liberalism and orthodox Marxism in the range of possi-
bilities that are imagined at any particular moment. Both market lib-
eralism and Marxism argue that societies have only two real choices:
there can be market capitalism or socialism. Although they have op-
posing preferences, the two positions agree in excluding any other al-
ternatives. Polanyi, in contrast, insists that free market capitalism is
not areal choice; it is only a utopian vision. Moreover, in chapter 19 he
defines socialism as “the tendency inherent in an industrial civiliza-
tion to transcend the self-regulating market by consciously subordi-
nating it to a democratic society.” This definition allows for a continu-
ing role for markets within socialist societies. Polanyi suggests that
there are different possibilities available at any historical moment,
since markets can be embedded in many different ways. To be sure,
some of these forms will be more efficient in their ability to expand
output and foster innovation, and some will be more “socialist” in
subordinating the market to democratic direction, but Polanyi im-
plies that alternatives that are both efficient and democratic were
available both in the nineteenth and twentieth centuries.?°

THE CENTRALITY OF THE GLOBAL REGIME

Yet Polanyi is far too sophisticated a thinker to imagine that indi-
vidual countries are free to choose the particular way in which they
want to reconcile the two sides of the double movement. On the con-
trary, Polanyi’s argument is relevant to the current global situation
precisely because he places the rules governing the world economy at
the center of his framework. His argument about the rise of fascism in
the interwar period pivots on the role of the international gold stan-

19. Polanyi addresses fascism in “The Essence of Fascism” in J. Lewis, K. Polanyi,
andD. K. Kitchin, eds., Christianity andtheSocial Revolution (London: Gollanz,1935),
Pp- 359—94-

20. Polanyiinspired a school of thought that flowered in the 1980s and 1990s that
has analyzed the “varieties of capitalism,” showing the very significant differences in
the ways that markets are embedded in the United States as compared with France,
Germany, Japan, and other nations. See Rogers Hollingsworth and Robert Boyer, eds.,
Contemporary Capitalism: The Embeddedness of Institutions (Cambridge: Cambridge
University Press, 1997); and Colin Crouch and Wolfgang Streeck, Political Economy of
Modern Capitalism: Mapping Convergence and Diversity (Thousand Oaks, Calif.: Sage,
1997).
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dardin constraining the political options that were available to actors
within countries. To understand this part of Polanyi’s argument re-
quires a brief excursion into the logic of the gold standard, but this ex-
cursion is hardlya digression, because the underlying purposes of the
gold standard continue to exert a powerful influence on contempo-
rary marketliberals. Polanyi saw the gold standard as an extraordinary
intellectual achievement;? it was an institutional innovation that put
the theory of self-regulating marketsinto practice, and once in place it
had the power to make self-regulating markets appear to be natural.

Marketliberals wanted to create a world with maximal opportuni-
ties to extend the scope of markets internationally, buttheyhad to find
away that peoplein different countries with different currencies could
freely engage in transactions with each other. They reasoned that if
every country conformed to three simple rules, the global economy
would have the perfect mechanism for global self-regulation. First,
each country would set the value of its currency in relation to a fixed
amount of gold and would commit to buying and selling gold at that
price. Second, each country would base its domestic money supply on
the quantity of gold that it held in its reserves, its circulating currency
would be backed by gold. Third, each country would endeavor to give
its residents maximal freedom to engage in international economic
transactions.

The gold standard put a fantastic machinery of global self-
regulation into place. Firms in England were able to export goods and
invest in all parts of the world, confident that the currencies they
earned would be as “good as gold.” In theory, ifa country is in a deficit
position in a given year because its citizens spent more abroad than
they earned, gold flows out of that country’s reserves to clear payments
due to foreigners.?> The domestic supply of money and credit auto-

21. The idea was first elaborated by Isaac Gervaise and David Hume in the cigh
teenth century. Frank Fetter, Development of British Monetary Orihodoxy, 1797-1875
(Cambridge: Harvard University Press, 1965), p. 4.

22. The mechanism by which the gold would flow out is equally ingenious and re
quires nogovernmental action. Because people in the deficit nation are spending more
abroad than they are taking in, their currency  being in greater supply—will fall in
value relative to other currencies. When that value falls below a certain level called the
gold point, it will be profitable for international bankers to trade that currency for gold
and ship the gold abroad where it will bring a higher price. In this way gold will move
from deficit countries to surplus countries.
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matically shrinks, interest rates rise, prices and wages fall, demand for
imports declines, and exports become more competitive. The coun-
try’s deficit would therefore be self-liquidating. Without the heavy
hand of government, each nation’s international accounts would
reach a balance. The globe would be unified into a single market place
without the need for some kind of world government or global fi-
nancial authority; sovereignty would remain divided among many
nation-states whose self-interest would lead them to adopt the gold
standard rules voluntarily.

CONSEQUENCES OF THE GOLD STANDARD

The gold standard was intended to create an integrated global
marketplace that reduced the role of national units and national gov-
ernments, but its consequences were exactly the opposite.”> Polanyi
shows that when it was widely adopted in the 1870s, it had the ironic
effect of intensifying the importance of the nation as a unified entity.
Although market liberals dreamed of a pacified world in which the
only international struggles would be those of individualsand firms to
outperform their competitors, their efforts to realize these dreams
through the gold standard produced two horrific world wars.

The reality was that the simple rules of the gold standard imposed
on people economic costs that were literally unbearable. When a na-
tion’s internal price structurediverged from international price levels,
the only legitimate means for that country to adjust to the drain of
gold reserves was by deflation. This meant allowing its economy to
contract until declining wages reduced consumption enough to re-
store external balance. This implied dramatic declines in wages and
farm income, increases in unemployment, and a sharp rise in business
and bank failures.

It was not just workers and farmers who found the costs of this
type of adjustment to be high. The business community itself could
nottoleratethe resultinguncertainty and instability. Hence, almost as
soon as the gold standard mechanism was in place, entire societies be-
gan te collude in trying to offset its impact. A first recourse was for
countries to increase their use of protective tariffs for both agricul-

23. As Polanyiknew, in practice the operation of the gold standard diverged con
siderably from theory. See Barry Eichengrecen, Globalizing Capital: A History of the In-
ternational Monetary System (Princeton, N.J.: Princeton University Press, 1996).
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tural and manufactured goods.** By making trade flows less sensitive
to price changes, countries could gain some degree of greater predict-
ability in their international transactions and be less vulnerable to
sudden and unanticipated gold outflows.

A further expedient was the rush by the major European powers,
the United States, and Japan to establish formal colonies in the last
quarter of the nineteenth century. The logic of free trade had been
strongly anticolonial, because the costs of empire would not be offset
by corresponding benefits if all traders had access to the same markets
and investment opportunities. But with the rise of protectionism in
international trade, this calculation was reversed. Newly acquired col-
onies would be protected by the imperial powers’ tariffs, and the colo-
nizers' traders would have privileged access to the colonies’ markets
and raw materials. The “rush to empire” of this period intensified the
political, military, and economic rivalry between England and Ger-
many that culminated in the First World War.?

For Polanyi the imperialist impulse cannot be found somewhere
in the genetic code of nations; rather, it materializes as nations strug-
gle to find some way to protect themselves from the relentless pres-
sures of the gold standard system. The flow of resources from a Jucra-
tive colony might save the nation from a wrenching crisis caused by a
sudden outflow of gold, and the exploitation of the overseas popula-
tions might help keep domestic class relations from becoming even
more explosive.

Polanyi argues that the utopianism of the market liberals led them
to invent the gold standard as a mechanism that would bring a bor-
derless world of growing prosperity. Instead, the relentless shocks of
the gold standard forced nations to consolidate themselves around
heightened nationaland then imperial boundaries. The gold standard
continued to exert disciplinary pressure on nations, but its function-
ing was effectively undermined by the rise of various forms of protec-

24. Peter Gourevitch, Politics in Hard Times: Comparative Responses to Interna-
tional Economic Crises (Ithaca, N.Y.: Cornell University Press, 1986), chap. 3; Christo-
pher Chase-Dunn, Yukio Kawano, and Benjamin Brewer, “Trade Globalization since
1795: Waves of Integration in the World System” American Sociological Review 65 (Feb-
ruary 2000): 77—-95.

25. Polanyi’s argument is quite different from Lenin’s thesis that intensifying in
terimperialist conflicts are a product of the growth of finance capital in the final stage
of capitalist development. Polanyi takes pains to argue that financial capitalists can be
amajor force for preventing war.
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tionism, from tariff barriers to empires. And yet even when this entire
contradictory system came crashing down with the First World War,
the gold standard was so taken for granted that statesmen mobilized to
restore it. The whole drama was tragically played outagain in the 1920s
and 1930s, as nations were forced to choose between protecting the ex-
change rate and protecting their citizens. It was out of this stalemate
that fascism emerged. In Polanyi’s view the fascist impulse—to pro-
tect society from the marketby sacrificinghuman freedom—was uni-
versal, but local contingencies determined where fascist regimes were
successful in taking power.

Contemporary Relevance

Polanyi’s arguments are so important for contemporary debates
about globalization because neoliberals embrace the same utopian vi-
sion that inspired the gold standard. Since the end of the Cold War,
they have insisted that the integration of the global economy is mak-
ing national boundaries obsolete and is laying the basis for a new era
of global peace. Once nations recognize the logic of the global market-
place and open their economies to free movement of goods and capi-
tal, international conflict will be replaced by benign competition to
produce ever more exciting goods and services. As did their predeces-
sors, neoliberals insist that all nations have to do is trust in the effec-
tiveness of self-regulating markets.

To be sure, the current global financial system is quite different
from the gold standard. Exchange rates and national currencies are no
longer fixed in relation to gold; most currencies are allowed to fluctu-
ate in value on the foreign exchange markets. There are also powerful
international financial institutions, such as the International Mone-
tary Fund and the World Bank, that play a major rolein managing the
global system. But behind these important differences there lies a fun-
damental commonality—the belief that if individuals and firms are
given maximum freedom to pursue their economic self-interest, the
global marketplace will make everyone better off.

This fundamental belief lies behind the systematic efforts of neo-
liberals to dismantle restraints on trade and capital flows and to re-
duce governmental “interference” in the organization of economic
life. Thomas Friedman, an influential defender of globalization,
writes: “Whenyour countryrecognizes. . . the rules of the free market
in today’s global economy, and decides to abide by them, it puts on
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whatI call ‘the Golden Straitjacket’ The Golden Straitjacket is the de-
fining polical-economic garment of this globalization era. The Cold
War had the Mao suit, the Nehru jacket, the Russian fur. Globalization
has only the Golden Straitjacket. If your country has not been fitted for
one, it will be soon.”?® Friedman goes on to say that the “golden strait-
jacket” requires shrinking the state, removing restrictions on trade
and capital movements, and deregulating capital markets. Moreover,
he cheerfully describe how the constraints of this garment are en-
forced by the “electronic herd” of international traders on foreign ex-
change and financial markets.

Polanyi’s analysis of the three fictitious comrnodltles teaches that
this neoliberal vision of automatic market adjustment at the global
level is a dangerous fantasy. Just as national economies depend on an
active governmental role, so too does the global economyneed strong
regulatory institutions, including alender of last resort. Without such
institutions particular economies—and perhaps the entire global
economy—will suffer crippling economic crises.

But the more fundamental pointlearned from Polanyi is that mar-
ket liberalism makes demands on ordinary people that are simply not
sustainable. Workers, farmers, and small business people will not tol-
erate for any length of time a pattern of economic organization in
which they are subject to periodic dramatic fluctuations in their daily
economic circumstances. In short, the neoliberal utopia of a bor-
derless and peaceful globe requires that millions of ordinary people
throughout the world have the flexibility to tolerate—perhaps as
often as every five or ten years—a prolonged spell in which they must
survive on half or less of what they previously earned. Polanyibelieves
that to expect that kind of flexibility is both morally wrongand deeply
unrealistic. To him it is inevitable that people will mobilize to protect
themselves from these economic shocks.

Moreover, the recent period of ascendant neoliberalism has al-
ready witnessed widespread protests occurring around the world
where people attempt to resist the economic disruptions of globaliza-
tion.?” As such dissatisfactions intensify, social order becomes more
problematic and the danger increases that political leaders will seek to

26. Thomas Friedman, The Lexus and the Olive Tree (New York: Farrar, Strauss,
1999), p- 86.

27. John Walton and David Seddon, Free Markets and Food Riots: The Politics of
Global Adjustment (Cambridge, Mass.: Blackwell, 1994).
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divert discontent by scapegoating internal or external enemies. This is
how the utopian vision of neoliberals leads not to peace but to intensi-
fied conflict. In many parts of Africa, for example, the devastating
effects of structural adjustment policies have disintegrated societies
and produced famine and civil war. Elsewhere, the post—-Cold War
period has seen the emergence of militantly nationalist regimes
with aggressive intentions toward neighbors and their own ethnic
minorities.?® Furthermore, in every corner of the globe militant
movements—often intermixed with religious fundamentalism—are
poised to take advantage of the economic and social shocks of global-
ization. If Polanyi is right, these signs of disorder are harbingers of
even more dangerous circumstances in the future.

Democratic Alternatives

Although he wrote The Great Transformation during World War
11, Polanyi remained optimistic about the future; he thought the cycle
of international conflict could be broken. The key step was to overturn
the belief that social life should be subordinated to the market mecha-
nism. Once free of this “obsolete market mentality,” the path would be
open to subordinate both national economies and the global economy
to democratic politics.”® Polanyi saw Roosevelt’s New Deal as a model
of these future possibilities. Roosevelt's reforms meant that the U.S.
economy continued to be organized around markets and market ac-
tivity, but a new set of regulatory mechanisms now made it possible to
buffer both human beings and nature from the pressures of market
forces.”® Through democratic politics, people decided that the elderly
should be protected from the need to earn income through Social Se-
curity. Similarly, democratic politics expanded the rights of working
people to form effective unions through the National Labor Relations
Act. Polanyi saw these initiatives as the start of a process by which soci-

28. Foran argumentthat many recent examples of global turmoil can be traced to
the international economic regime, see Michel Cossudovsky, The Globalisation of Pov-
erty: Impacts of IMF and World Bunk Reforms (Penang, Malaysia: Third World Net
work, 1997).

29. “Obsolete Market Mentality” is the title that Polanyi gave toan important 1947
essay that is reprinted in Dalton, Primitive, Archaic, and Modern Economies.

30. The New Deal actually did little to protect the environment. Nevertheless,
when environmentalists later gained the political strength to win reforms, agencies
such as the Environmental Protection Agency followed the New Deal’s regulatory
model.
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ety would decide through democratic means to protect individuals
and nature from certain economic dangers.

At the global level Polanyi anticipated an international economic
order with high levels of international trade and cooperation. He did
not lay out a set of blueprints, but he was clear on the principles:

However, with the disappearance of the automatic mechanism of the gold
standard, governments will find it possible to drop the most obstructive
features of absolute sovereignty, the refusal to collaborate in interna-
tional economics. At the same time it will become possible to tolerate
willingly that other nations shape their domestic institutions accord-
ing to their inclinations, thus transcending the pernicious nineteenth-
century dogma of the necessary unif ormity of domestic regimes within
the orbit of world economy.

In other words collaboration among governments would produce a
set of agreements to facilitate high levels of international trade, but
societies would have multiple means to buffer themselves from the
pressures of the global economy. Moreover, with an end to a single
economic model, developing nations would have expanded oppor-
tunities to improve the welfare of their people. This vision also as-
sumes a set of global regulatory structures that would place limits on
the play of market forces.

Polanyi’s vision depends on expanding the role of government
both domestically and internationally. He challenges the now fashion-
able view that more government will inevitably lead to both bad eco-
nomic results and excessive state control of social life. For him a sub-
stantial governmental role is indispensable for managing the fictitious
commodities, so thereis no reason to take seriously the market liberal
axiom that governments are by definition ineffectual. But he also ex-
plicitly refutes the claim that the expansion of government would nec-
essarily take an oppressive form. Polanyi argues instead that “the pass-
ing of market economy can become the beginning of an era of
unprecedented freedom. Juridical and actual freedom can be made
wider and more general than ever before; regulation and control can
achieve freedom not only for the few, but for all” But the concept of
freedom that he outlines goes beyond a reduction of economic and so-

31. For a recent effort to concretize this vision, see John Eatwell and Lance Taylor,
Global Finance at Risk: The Case for International Regulation (New York: New Press,
2000).
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cial injustice; he also calls for an expansion of civil liberties, stressing
that “in an established society, the right to nonconformity must be in-
stitutionally protected. The individual must be free to follow his con-
science without fear of the powers that happen to be entrusted with
administrative tasks in some of the fields of social life.”

Polanyi ends the book with these eloquent words: “As long as
[man)] is true to his task of creating more abundant freedom for all, he
need not fear that either power or planning will turn against him and
destroy the freedom he is building by their instrumentality. This is the
meaning of freedom in a complex society; it gives us all the certainty
that we need.”*? Of course, Polanyi’s optimism about the immediate
post—World War II era was not justified by the actual course of events.
The coming of the Cold War meant that the New Deal was the end of
reform in the United States, not the beginning. Planned global eco-
nomic cooperation gave way relatively quickly to new initiatives to ex-
pand the global role of markets. To be sure, the considerable achieve-
ments of European social democratic governments, particularly in
Scandinavia, from the 1940s through the 1980s provides concrete evi-
dence that Polanyi’s vision was both powerful and realistic. But in the
larger countries, Polanyi’s vision was orphaned, and the opposing
views of market liberals like Hayek steadily gained strength, tri-
umphing in the 1980s and 1990s.

Yet now that the Cold War is history, Polanyi’s initial optimism
might finally be vindicated. There is a possible alternative to the sce-
nario in which the unsustainability of market liberalism produces
economic crises and the reemergence of authoritarian and aggressive
regimes. The alternative is that ordinary people in nations around the
globe engage in a common effort to subordinate the economy to dem-
ocratic politics and rebuild the global economy on the basis of inter-
national cooperation. Indeed, there wereclear signs in the last years of
the 1990s that such a transnational social movement to reshape the
global economy is now more than a theoretical possibility.*® Activists
in both the developed and developing countries have organized mili-

32. Polanyi believes thata complex society requires the state to exercise a monop-
olyon violence: “Power and compulsion are part of thatreality [of human society]; an
ideal that would ban them from society must be invalid.”

33. See Peter Evans, “Fighting Marginalization with Transnational Networks:
Counter Hegemonic Globalization,” Contemporary Sociology 29 (January 2000 ): 230-
41.
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tant protests against the international institutions—the World Trade
Organization, the International Monetary Fund, and the World
Bank—that enforce the rules of neoliberalism. Groups around the
world have begun an intense global dialogue over the reconstruction
of the global financial order.*

This nascent movement faces enormous obstacles; it will not be
easy to forge a durable alliance thatreconciles the often conflicting in-
terests of people in the global South with those in the global North.
Furthermore, the more successful such a movement is, the more for-
midable will be the strategic challenges it faces. It remains highly un-
certain whether the globalorder can be reformed from belowwithout
plunging the world economy into the kind of crisis that occurs when
investors panic. Nevertheless, it is of enormous significance that for
the first time in history, the governance structure of the global econ-
omy has become the central target of transnational social movement
activity.

This transnational movement is an indication of the continuing
vitality and practicality of Polanyi’s vision. For Polanyi the deepest
flaw in market liberalism is that it subordinates human purposes to
the logic of an impersonal market mechanism. He argues instead that
human beings should use the instruments of democratic governance
to control and direct the economy to meet our individual and collec-
tive needs. Polanyi shows that the failure to take up this challenge pro-
duced enormous suffering in the past century. His prophecy for the
new century could not be clearer.

34. For a North American perspective on these discussions and a useful guide to
additional resources, see Sarah Anderson and John Cavanaugh, with Thea Lee, Field
Guide to the Global Economy (New York: New Press, 2000).



Note on the 2001 Edition

q n preparing this revision of Karl Polanyi’s The Great Transforma-
tion, several minor changes have been made to the 1957 edition of
Polanyfi’s text. First, the text incorporates small editing changes that
Polanyi made after the first U.S. edition went to press; these changes
had been introduced when the book was published by Gollancz in the
United Kingdom in 1945. Second, the “additional note” on the Poor
Law that appears at the end of the notes in the 1957 edition has been
moved to the appropriate place in the Notes on Sources. Third, some
proper names have been corrected and spelling and punctuation have
been updated. Finally, the text has been repaginated, so there is no
trace of pages 258A and 258B, which appeared in earlier U.S. editions.

E.B.
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CHAPTER ONE

The Hundred Years’ Peace

(]V ineteenth-century civilization has collapsed. This book is con-
cerned with the political and economic origins of this event, as
well as with the great transformation which it ushered in.

Nineteenth-century civilization rested on four institutions. The
first was the balance-of-power system which for a century prevented
the occurrence of any long and devastating war between the Great
Powers. The second was the international gold standard which sym-
bolized a unique organization of world economy. The third was the
self-regulating market which produced an unheard-of material wel-
fare. The fourth was the liberal state. Classified in one way, two of these
institutions were economic, two political. Classified in another way,
two of them were national, two international. Between them they de-
termined the characteristic outlines of the history of our civilization.

Of these institutions the gold standard proved crucial; its fall was
the proximate cause of the catastrophe. By the time it failed, most of
the other institutions had been sacrificed in a vain effort to save it.

But the fount and matrix of the system was the self-regulating
market. It was this innovation which gaverise to a specific civilization.
The gold standard was merely an attempt to extend the domestic mar-
ket system to the international field; the balance-of-power system was
a superstructure erected upon and, partly, worked through the gold
standard; the liberal state was itself a creation of the self-regulating
market. The key to the institutional system of the nineteenth century
lay in the laws governing market economy.

Our thesis is that the idea of a self-adjusting market implied a stark
utopia. Such an institution could not exist for any length of time with-
out annihilating the human and natural substance of society; it would
have physically destroyed man and transf ormed his surroundings into
a wilderness. Inevitably, society took measures to protect itself, but

(3]
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whatever measures it took impaired the self-regulation of the market,
disorganized industrial life, and thus endangered society in yet an-
other way. It was this dilemma which forced the development of the
market system into a definite groove and finally disrupted the social
organization based upon it.

Such an explanation of one of the deepest crises in man’s history
must appear as all too simple. Nothing could seem more inept than
the attempt to reduce a civilization, its substance and ethos, to a hard-
and-fast number of institutions; to select one of them as fundamental
and proceed to argue the inevitable self-destruction of civilization on
account of some technical quality of its economic organization. Civi-
lizations, like life itself, spring from the interaction of a great number
of independent factors which are not, as a rule, reducible to cir-
cumscribed institutions. To trace the institutional mechanism of the
downfall of a civilization may well appear as a hopeless endeavor.

Yet it is this we are undertaking. In doing so, we are consciously ad-
justing our aim to the extreme singularity of the subject matter. For
the civilization of the nineteenth century was unique precisely in that
it centerd on a definite institutional mechanism.

No explanation can satisfy which does not account for the sudden-
ness of the cataclysm. As if the forces of change had been pent up for a
century, a torrent of events is pouring down on mankind. A social
transformation of planetary range is being topped by wars of an en-
tirely new type in which a score of states have crashed, and the con-
tours of new empires are emerging out of a sea of blood. But this fact
of demoniac violence is merely superimposed on a swift, silent cur-
rent of change which swallowsup the past often without so much as a
ripple on the surface! A reasoned analysis of the catastrophe must ac-
count both for the tempestuous action and the quiet dissolution.

Ours is not a historical work; what we are searching for is not a
convincing sequence of outstanding events, but an explanation of
their trend in terms of human institutions. We shall feel free to dwell
on scenes of the past with the sole object of throwing light on matters
of the present; we shall make detailed analyses of critical periods and
almost completely disregard the connecting stretches of time; we shall
encroach upon the field of several disciplines in the pursuit of a single
aim.

Firstwe shall deal with thecollapse of the international system. We
shall try to show that the balance-of-power system could not ensure
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peace once the world economy on which it rested had failed. This ac-
counts for the abruptness with which the break occurred, the incon-
ceivable rapidity of the dissolution.

But ifthe breakdown of our civilization was timed by the failure of
world economy, it was certainly not caused by it. Its origins lay more
than a hundred years back in that social and technological upheaval
from which the idea of a self-regulating market system sprang in West-
ern Europe. The end of this venture has come in our time; it closes a
distinct stage in the history of industrial civilization.

In the final part of the book we shall deal with the mechanism
which governed social and national change in our time. We shall also
deal with the human situation. Broadly, we believe that the present
condition of man is to be defined in terms of the institutional origins
of the crisis.

The nineteenth century produced a phenomenon unheard of in the
annals of Western civilization, namely, a hundred years’ peace—1815—
1914. Apart from the Crimean War—a more or less colonial event—
England, France, Prussia, Austria, Italy, and Russia were engaged in
war among each other for altogether only eighteen months. A compu-
tation of comparable figures for the two preceding centuries gives an
average of sixty to seventy years of major wars in each. But even the
fiercest of nineteenth-century conflagrations, the Franco-Prussian
War of 187071, ended after less than a year’s duration with the de-
feated nation being able to pay over an unheard-of sum as an indem-
nity withoutany disturbance of the currencies concerned.

This triumph of a pragmatic pacifism was certainly not the result
of an absence of grave causes for conflict. Almost continuous shifts in
the internal and external conditions of powerful nations and great
empires accompanied this irenic pageant. During the first part of the
century civil wars, revolutionary and antirevolutionary interventions,
were the order of the day. In Spain a hundred thousand troops under
the Duc d’Angouléme stormed Cadiz; in Hungary the Magyar revolu-
tion threatened to defeat the emperor himself in pitched battle and
was ultimately suppressed only by a Russian army fighting on Hungar-
ian soil. Armed interventions in the Germanies, in Belgium, Poland,
Switzerland, Denmark, and Venice marked the omnipresence of the
Holy Alliance. During the second half of the century the dynamics of
progress were released; the Ottoman, Egyptian, and the Sheriffian em-
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pires broke up or were dismembered; China was forced by invading
armies to open her door to the foreigner, and in one gigantic haul the
continent of Africa was partitioned. Simultaneously, two Powers rose
toworldimportance: the United Statesand Russia. National unity was
achieved by Germany and Italy; Belgium, Greece, Romania, Bulgaria,
Serbia, and Hungary assumed, or reassumed, their places as sovereign
states on the map of Europe. An almost incessant series of open wars
accompanied the march of industrial civilization into the domains of
outworn cultures or primitive peoples. Russia’s military conquests in
Central Asia, England’s numberless Indian and African wars, France’s
exploits in Egypt, Algiers, Tunis, Syria, Madagascar, Indo-China, and
Siam raised issues between the Powers which, as arule, only force can
arbitrate. Yet every single one of these conflicts was localized, and nu-
merous other occasions for violent changewere either met by joint ac-
tion or smothered into compromise by the Great Powers. Regardless
of how the methods altered, the result was the same. While in the first
part of the century constitutionalism was banned and the Holy Alli-
ance suppressed freedom in the name of peace, during the other
half—and again in the name of peace—constitutions were foisted
upon turbulent despots by business-minded bankers. Thus under
varying forms and ever-shifting ideologies—sometimes in the name
of progress and liberty, sometimes by the authority of the throne and
the altar, sometimes by grace of thestock exchange and the checkbook,
sometimesby corruption and bribery, sometimes by moral argument
and enlightened appeal, sometimes by the broadside and the bayo-
net—one and the same result was attained: peace was preserved.

This almost miraculous performance was due to the working of
the balance of power, which here produced a result that is normally
foreign to it. By its nature that balance effects an entirely different re-
sult, namely, the survival of the power unitsinvolved; in fact, it merely
postulates that three or more units capable of exerting power will al-
ways behave in such a way as to combine the power of the weaker units
against any increase in the power of the strongest. In the realm of uni-
versal history, balance of power was concerned with states whose inde-
pendenceitserved to maintain. Butit attained this end only by contin-
uous wars between changing partners. The practice of the ancient
Greek or the Northern Italian city-states was such an instance; wars
between shifting groups of combatants maintained the independence
ofthose states over long stretches of time. The action of the same prin-
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ciple safeguarded for over two hundred years the sovereignty of the
states forming Europe at the time of the Treaty of Miinster and West-
phalia (1648). When, seventy-five years later, in the Treaty of Utrecht,
the signatories declared their formal adherence to this principle, they
thereby embodied it in a system, and thus established mutual guaran-
tees of survival for the strong and the weak alike through the medium
of war. The fact that in the nineteenth century the same mechanism
resulted in peace rather than war is a problem to challenge the his-
torian.

The entirely new factor, we submit, was the emergence of an acute
peace interest. Traditionally, such an interest was regarded as being
outside the scope of the system. Peace with its corollaries of crafts and
arts ranked among the mere adornments of life. The Church might
pray for peace as for a bountiful harvest, but in the realm of state ac-
tion it would nevertheless advocate armed intervention; governments
subordinated peace to security and sovereignty, that is, to intents that
could not be achieved otherwise than by recourse to the ultimate
means. Few things were regarded as more detrimental to a commu-
nity than the existence of an organized peace interest in its midst. As
late as the second half of the eighteenth century, J.J. Rousseau ar-
raigned tradespeople for their lack of patriotism because they were
suspect of preferring peace to liberty.

After 1815 the change is sudden and complete. The backwash of the
French Revolution reinforced the rising tide of the Industrial Revolu-
tion in establishing peaceful business as a universal interest. Metter-
nich proclaimed that what the people of Europe wanted was not lib-
ertybut peace. Gentz called patriots the new barbarians. Church and
throne started out on the denationalization of Europe. Their argu-
ments found support both in the ferocity of the recent popular forms
of warfare and in the tremendously enhanced value of peace under the
nascent economies.

The bearers of the new “peace interest” were, as usual, those who
chiefly benefited by it, namely, that cartel of dynasts and feudalists
whose patrimonial positions were threatened by the revolutionary
wave of patriotism that was sweeping the Continent. Thus for approx-
imately a third of a century the Holy Alliance provided the coercive
force and the ideological impetus for an active peace policy; its armies
were roaming up and down Europe putting down minorities and re-
pressing majorities. From 1846 to about 1871—“one of the most con-
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fused and crowded quarter centuries of European history”*—peace
was less safely established, as the ebbing strength of reaction met the
growing strength of industrialism. In the quarter century following
the Franco-Prussian War we find the revived peace interest repre-
sented by that new powerful entity, the Concert of Europe.

Interests, however, like intents, remain platonic unless they are
translated into politics by the means of some social instrumentality.
Superficially, such a vehicle of realization was lacking; both the Holy
Alliance and the Concert of Europe were, ultimately, mere groupings
of independent sovereign states, and thus subject to the balance of
power and its mechanism of war. How then was peace maintained?

True, any balance-of-power system will tend to prevent such wars
as spring from one nation’s failure to foresee the realignment of
Powers which will result from its attempt to alter the status quo. Fa-
mous instances were Bismarck’s calling off of the Press campaign
against France, in 1875, on Russian and British intervention (Austria’s
aid to France was taken for granted). This time the Concert of Europe
worked against Germany, who found herself isolated. In 1877—78 Ger-
many was unableto prevent a Russo-Turkish War, but succeeded in lo-
calizing it by backing up England’s jealousy of a Russian move toward
the Dardanelles; Germany and England supported Turkey against
Russia—thus saving the peace. At the Congress of Berlin a long-term
plan for the liquidation of the European possessions of the Ottoman
Empire waslaunched; this resulted in averting wars between the Great
Powers in spite of all subsequent changes in the status quo, as the par-
ties concerned could be practically certain in advance of the forces
they would have to meet in battle. Peace in these instances was a wel-
come by-product of the balance-of -power system.

Also,wars were sometimes avoided by deliberately removing their
causes, if the fate of small Powers only was involved. Small nations
were checked and prevented from disturbing the status quo in anyway
which might precipitate war. The Dutch invasion of Belgium in 1831
eventually led to the neutralization of that country. In 1855 Norway
was neutralized. In 1867 Luxembourg was sold by Holland to France;
Germany protested and Luxembourg was neutralized. In 1856 the in-
tegrity of the Ottoman Empire was declared essential to the equilib-
rium of Europe, and the Concert of Europe endeavored to maintain

* Sontag, R.]., European Diplomatic History, 18711932, 1933.
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that empire; after 1878, when its disintegration was deemed essential
to that equilibrium, its dismemberment was provided for in a simi-
larly orderly manner, though in both cases the decision involved the
existence of several small peoples. Between 1852 and 1863 Denmark,
between 1851 and 1856 the Germanies threatened to disturb the bal-
ance; each time the small states were forced by the Great Powers to
conform. In these instances, the liberty of action offered to them by
the system was used by the Powers to achieve a joint interest—which
happened to be peace.

But it is a far cry from the occasional averting of wars either by a
timely clarification of the powef situation or by the coercing of small
states to the massive fact of the Hundred Years’ Peace. International
disequilibrium may occur for innumerable reasons—from a dynastic
love affair to the silting of an estuary, from a theological controversy to
atechnological invention. The mere growth of wealth and population,
or their decrease, is bound to set political forces in motion; and the ex-
ternal balance will invariably reflect the internal. Yet even an orga-
nized balance-of-power system can ensure peace without the perma-
nent threat of war only if it is able to act upon these internal factors
directly and prevent imbalance in statu nascendi. Once the imbalance
has gathered momentum only force can set it right. It is a common-
place that to ensure peace one must eliminate the causes of war; but it
isnot generally realized thatto do so theflowof life mustbe controlled
atits source.

The Holy Alliance contrivedto achieve this with the help of instru-
ments peculiar to it. The kings and aristocracies of Europe formed an
international of kinship; and the Roman Church provided them with
avoluntary civil service ranging from the highest to the lowest rung of
the social ladder in Southern and Central Europe. The hierarchies of
blood and grace were fused into an instrument oflocally effective rule
which needed only to be supplemented by force to ensure Continen-
tal peace.

But the Concert of Europe, which succeeded it, lacked the feudal as
well as the clerical tentacles; it amounted at the best to a loose federa-
tion not comparable in coherence to Metternich’s masterpiece. Only
on rare occasions could a meeting of the Powers be called, and their
jealousies allowed a wide latitude to intrigue, crosscurrents, and dip-
lomatic sabotage; joint military action became rare. And yet what the
Holy Alliance, with its complete unity of thought and purpose, could
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achieve in Europe only with the help of frequent armed interventions
was here accomplished on a world scale by the shadowy entity called
the Concert of Europe with the help of a very much less frequent and
oppressive use of force. For an explanation of this amazing feat, we
rust seek for some undisclosed powerful social instrumentality at
work in the new setting, which could play the role of dynasties and
cpiscopacies under the old, and make the peace interest effective. This
anonymous factor, we submit, was haute finance.

No all-round inquiryinto the nature of international banking in
the nineteenth century hasyetbeen undertaken; this mysterious insti-
tution has hardly emerged from the chiaroscuro of politico-economic
mythology.* Some contended that it was merely the tool of govern-
ments; others, that the governments were the instruments of its un-
quenchable thirst for gain; some, thatitwas the sower of international
discord; others, that it was the vehicle of an effeminate cosmopoli-
tanism which sapped the strength of virile nations. None was quite
mistaken. Haute finance, an institution sui generis, peculiar to the last
third of the nincteenth and the first third of the twentieth century,
functioned as the main link between the political and the economic
organization of the world. It supplied the instruments for an interna-
tional peace system, which was worked with the help of the Powers,
but which the Powers themselves could neither have established nor
maintained. While the Concert of Europe acted only at intervals,
haute finance functioned as a permanent agency of the most elastic
kind. Independent of single governments, even of the most powerful,
it was in touch with all; independent of the central banks, even of the
Bank of England, it was closely connected with them. There was inti-
mate contact between finance and diplomacy; neither would consider
any long-range plan, whether peaceful or warlike, without making
surc of the other’s goodwill. Yet the secret of the successful mainte-
nance of general peace lay undoubtedly in the position, organization,
and techniques of international finance.

Both the personnel and the motives of this singular body invested
it with a status the roots of which were securely grounded in the pri-
vate sphere of strictly commercial interest. The Rothschilds were sub-
ject to no one government; as a family they embodied the abstract
principle of internationalism; their loyalty was to a firm, the credit of

* Feis, H., Europe, the World’s Banker, 1870—1914, 1930, 2 work we have often textu-
ally followed.
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which had become the only supranational link between political gov-
ernment and industrial effort in a swiftly growing world economy. In
the last resort, their independence sprang from the needs of the time
which demanded a sovereign agent commanding the confidence of
national statesmen and of the international investor alike; it was to
this vital need that the metaphysical extraterritoriality of a Jewish
bankers’ dynasty domiciled in the capitals of Europe provided an al-
most perfect solution. They were anything but pacifists; they had
made their fortune in the financing of wars; they were impervious to
moral consideration; they had no objection to any number of minor,
short, or localized wars. But their business would be impaired if a gen-
eral war between the Great Powers should interfere with the monetary
foundations of the system. By the logic of facts it fell to them to main-
tain the requisites of general peace in the midst of the revolutionary
transformation to which the peoples of the planet were subject.

Organizationally, haute finance was the nucleus of one of the most
complex institutions the history of man has produced. Transitory
though it was, it compared in catholicity, in the profusion of forms
and instruments, only with the whole of human pursuits in industry
and trade of which itbecame in some sort the mirror and counterpart.
Besides the international center, haute finance proper, there were some
half-dozen national centers hiving around their banks of issue and
stock exchanges. Also, international banking was not restricted to the
financing of governments, their adventures in war and peace; it com-
prised foreign investment in industry, public utilities, and banks, as
well as long-termloans to public and private corporations abroad. Na-
tional finance again was a microcosm. England alone counted half a
hundred different types of banks; France’s and Germany’s banking or-
ganization, too, was specific; and in each of these countries the prac-
tices of the Treasury and its relations to private finance varied in the
most striking, and, often, as to detail, most subtle way. The money
market dealt with a multitude of commercial bills, overseas accep-
tances, pure financial bills, as well as call money and other stockbro-
kers’ facilities. The pattern was checkered by an infinite variety of na-
tional groups and personalities, each with its peculiar type of prestige
and standing, authority and loyalty, its assets of money and contact, of
patronage and social aura.

Haute finance was not designed as an instrument of peace; this
function fell to itby accident, as historians would say, while the sociol-
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ogist might prefer to call it the law of availability. The motive of haute
finance was gain; to attain it, it was necessary to keep in with the gov-
ernments whose end was power and conquest. We may safely neglect
at this stage the distinction between political and economic power, be-
tween economic and political purposes on the part of the govern-
ments; in effect, it was the characteristic of the nation-states in this pe-
riod that such a distinction had but little reality, for whatever their
aims, the governments strove to achieve them through the use and in-
crease of national power. The organization and personnel of haute fi-
nance, on the other hand, was international, yet not, on that account,
independent of national organization. For haute finance as an activat-
ing center of bankers’ participation in syndicates and consortia, in-
vestment groups, foreign loans, financial controls, or other transac-
tions of an ambitious scope, was bound to seek the cooperation of
national banking, national capital, national finance. Though national
finance, as arule, wasless subservient to government than nationalin-
dustry, it wasstill sufficiently so to make international finance eager to
keep in touch with the governments themselves. Yet to the degree to
which—in virtue of its position and personnel, its private fortune and
affiliations—it was actually independent of any single government, it
was able to serve a new interest, that had no specific organ of its own,
for the service of which no other institution happened to be available,
and which was nevertheless of vital importance to the community:
namely, peace. Not peace at all cost, not even peace at the price of any
ingredient of independence, sovereignty, vested glory, or future aspi-
rations of the Powers concerned, butnevertheless peace, if it was possi-
ble to attain it without such sacrifice.

Not otherwise. Power had precedence over profit. However closely
their realms interpenetrated, ultimately it was war that laid down the
law to business. Since 1870 France and Germany, for example, were
enemies. This did not exclude noncommittal transactions between
them. Occasional banking syndicates were formed for transitory pur-
poses; there was private participation by German investment banks in
enterprises over the border which did not appear in the balance sheets;
in the short-term loan market there was a discounting of bills of ex-
change and a granting of short-term loans on collateral and commer-
cial papers on the part of French banks; there was direct investment as
in the case of the marriage of iron and coke, or of Thyssen’s plant in
Normandy, but such investments were restricted to definite areas in
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France and were under a permanent fire of criticism from both the na-
tionalists and the socialists; direct investment was more frequent in
the colonies, as exemplified by Germany’s tenacious efforts to secure
high-grade ore in Algeria, or by the involved story of participations in
Morocco. Yet it remains a stern fact that at no time after 1870 was the
official though tacit ban on German securities at the Bourse of Paris
lifted. France simply “chose not to risk having the force of loaned capi-
tal” turned upon herself. Austria also was suspect; in the Moroccan
crisis of 1905—6 the ban was extended to Hungary. Financial circles in
Paris pleaded for the admission of Hungarian securities, but industrial
circles supported the government in its staunch opposition to any
concession to a possible military antagonist. Politico-diplomatic ri-
valry continued unabated. Any move that might increase the pre-
sumptive enemy’s potential was vetoed by the governments. Superfi-
cially, it more than once appeared as if the conflict had been quashed,
but the inside circles were aware that it had been merely shifted to
points even more deeply hidden under the amicable surface.

Or take Germany’s Eastern ambitions. Here also politics and fi-
nance intermingled, yet politics were supreme. After a quarter of a
century of perilous bickering, Germany and England signed a com-
prehensive agreement on the Baghdad Railway, in June 1914—too late
to prevent the Great War, it was often said. Others argued that, on the
contrary, the signing of the agreement proved conclusively that the
war between England and Germany was not caused by a clash of eco-
nomic expansionism. Neither view is borne out by the facts. The
agreement actually left the main issue undecided. The German rail-
way line was still not to be carried on beyond Basra without the con-
sent of the British government, and the economic zones of the treaty
were bound tolead to a head-on collision at a future time. Meanwhile,
the Powers would continue to prepare for The Day, which was even
nearer than they reckoned.

International finance had to cope with the conflicting ambitions
and intrigues of the great and small Powers; its plans were thwarted by
diplomatic maneuvres, its long-term investments jeopardized, its con-
structive efforts hampered by political sabotage and backstairs ob-
struction. The national banking organizations without which it was
helpless often acted as the accomplices of their respective govern-

* Feis, H,, op. cit., p. 201.
1 Cf. Notes on Sources, p. 273.
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ments, and no plan was safe which did not carve out in advance the
booty of each participant. However, power finance just as of ten was not
the victim but the beneficiary of dollar diplomacy which provided the
steel lining to the velvet glove of finance. For business success involved
the ruthless use of force against weaker countries, wholesale bribing of
backward administrations, and the use of all the underhanded means
of gaining ends familiar to the colonial and semicolonial jungle. And
yet by functional determination it fell to haute finance to avert general
wars. The vast majority of the holders of government securities, as well
as other investors and traders, were bound to be the first losers in such
wars, especially if currencies were affected. The influence that haute
finance exerted on the Powers was consistently favorable to European
peace. And this influence was effective to the degree to which the gov-
ernments themselves depended upon its cooperation in more than
one direction. Consequently, there was never a time when the peace
interest was unrepresented in the councils of the Concert of Europe. If
we add to this the growing peace interest inside the nations where the
investment habit had taken root, we shall begin to see why the awful
innovation of an armed peace of dozens of practically mobilized states
could hover over Europe from 1871 to 1914 without bursting forth in a
shattering conflagration.

Finance—this was one of its channels of influence—acted as a
powerful moderator in the councils and policies of a number of
smaller sovereign states. Loans, and therenewal of loans, hinged upon
credit, and credit upon good behavior. Since under constitutional
government (unconstitutional ones were severely frowned upon) be-
havior is reflected in the budget and the external value of the currency
cannot be detached from the appreciation of the budget, debtor gov-
ernments were well advised to watch their exchanges carefully and to
avoid policies which might reflect upon the soundness of the budget-
ary position. This useful maxim became a cogent rule of conduct once
a country had adopted the gold standard, which limited permissible
fluctuations to a minimum. Gold standard and constitutionalism
were the instruments which made the voice of the City of London
heard in manysmaller countries which had adopted these symbols of
adherence to the new international order. The Pax Britannica held its
sway sometimes by the ominous poise of a heavy ship’s cannon, but
more frequently it prevailed by the timely pull of a thread in theinter-
national monetary network.

The influence of haute finance was ensured also through its un-
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official administration of the finances of vast semicolonial regions of
the world, including the decaying empires of Islam in the highly in-
flammable zone of the Near Eastand North Africa. It was here that the
day’s work of financiers touched upon the subtle factors underlying
internal order, and provided a de facto administration for those trou-
bled regions where peace was most vulnerable. That ishow the numer-
ous prerequisites of long-term capital investments in these areas could
often be secured in the face of almost insuperable obstacles. The epic
of the building of railways in the Balkans, in Anatolia, Syria, Persia,
Egypt, Morocco, and China is a story of endurance and of breathtak-
ing turns reminiscent of a similar feat on the North American Conti-
nent. The chief danger, however, which stalked the capitalists of Eu-
rope was not technological or financial failure, but war—not a war
between small countries (which could be easily isolated) nor war upon
asmall country by a Great Power (a frequent and often convenient oc-
currence), buta general war between the Great Powers themselves. Eu-
ropewasnot anempty continent, but the home of teeming millions of
ancient and new peoples; every new railroad had to thread its way
across boundaries of varying solidity, some of which might be fatally
weakened, others vitally reinforced, by the contact. Only theiron grip
of finance on the prostrate governments of backward regions could
avert catastrophe. When Turkey defaulted on its financial obligations
in 1875, military conflagrations immediately broke out, lasting from
1876 to 1878, when the Treaty of Berlin was signed. For thirty-six years
thereafter peace was maintained. That astounding peace was imple-
mented by the Decree of Muharrem of 1881, which set up the Dette Ot-
tomane in Constantinople. The representatives of haute finance were
charged with the administration of the bulk of Turkish finance. In nu-
merous cases they engineered compromises between the Powers; in
others, they prevented Turkey from creating difficulties on her own;
in others again, they acted simply as the political agents of the Powers;
in all, they served the money interests of the creditors, and, if at all
possible, of the capitalists who tried to make profits in that country.
This task was greatly complicated by the fact that the Debt Commis-
sion was not a body representative of the private creditors, but an or-
gan of Europe’s public law on which haute finance was only unoffi-
ciallyrepresented. Butit was precisely in this amphibious capacity that
it was able to bridge the gap between the political and the economic
organization of the age.

Trade had become linked with peace. In the past the organization
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of trade had been military and warlike; it was an adjunct of the pirate,
the rover, the armed caravan, the hunter and trapper, the sword-
bearing merchant, the armed burgesses of the towns, the adventurers
and explorers, the planters and conquistadores, the man-hunters and
slave-traders, the colonial armies of the chartered companies. Now all
this was forgotten. Trade was now dependent upon an international
monetary system which could not function in a general war. It de-
manded peace, and the Great Powers were striving to maintain it. But
the balance-of-power system, as we have seen, could not by itself en-
sure peace. This was done by international finance, the very existence
of which embodied the principle of the new dependence of trade
upon peace.

We have become too much accustomed to think of the spread of
capitalism as a process which is anything but peaceful, and of finance
capital as the chief instigator of innumerable colonial crimes and ex-
pansionist aggressions. Its intimate affiliation with heavy industries
made Lenin assert that finance capital was responsible for imperial-
ism, notably for the struggle for spheres of influence, concessions, ex-
traterritorial rights, and the innumerable forms in which the Western
Powers got a stranglehold on backward regions, in order to invest in
railways, public utilities, ports, and other permanent establishments
on which their heavy industries made profits. Actually, business and
finance were responsible for many colonial wars, but also for the fact
that a general conflagration was avoided. Their affiliations with heavy
industry, though really close only in Germany, accounted for both. Fi-
nance capital as the roof organization of heavy industry was affiliated
with the various branches of industry in too many ways to allow one
group to determine its policy. For every one interest that was fur-
thered by war, there were a dozen that would be adversely affected. In-
ternational capital, of course, wasbound to be the loser in case of war;
but even national finance could gain only exceptionally, though fre-
quently enough to account for dozens of colonial wars, as long as they
remained isolated. Every war, almost, was organized by financiers; but
peace also was organized by them.

The precise nature of this strictly pragmatic system, which
guarded with extreme rigor against a general war while providing for
peaceful business amid an endless sequence of minor ones, is best
demonstrated by the changes it brought about in international law.
While nationalism and industry distinctly tended to make wars more



The Hundred Years’ Peace [17]

ferocious and total, effective safeguards were erected for the continu-
ance of peaceful business in wartime. Frederick the Great is on record
for having “by reprisal” refused, in 1752, to honor the Silesian loan due
to British subjects.* “No attempt of this sort has been made since,” says
Hershey. “The wars of the French Revolution furnish us with the last
important examples of the confiscation of the private property of en-
emy subjects found in belligerent territory upon the outbreak of hos-
tilities.” After the outbreak of the Crimean War, enemy merchantmen
were allowed to leave port, a practice which was adhered to by Prussia,
France, Russia, Turkey, Spain, Japan, and the United States during the
fifty following years. Since the beginning of that war a very large in-
dulgence in commerce between belligerents was allowed. Thus, in the
Spanish-American War, neutral vessels, laden with American-owned
cargoes other than contraband of war, cleared for Spanish ports. The
view that eighteenth-century wars were in all respects less destructive
than nineteenth-century ones is a prejudice. In respect to the status of
enemy aliens, the service of loans held by enemy citizens, enemy prop-
erty, or the right of enemy merchantmen to leave port, the nineteenth
century showed a decisive turn in favor of measures to safeguard the
economic system in wartime. Only the twentieth century reversed
this trend.

Thus the new organization of economic life provided the back-
ground of the Hundred Years’ Peace. In the first period the nascent
middle classes were mainly a revolutionary force endangering peace as
witnessed in the Napoleonic upheaval; it was against this new factor of
national disturbance that the Holy Alliance organized its reactionary
peace. In the second period the new economy was victorious. The
middle classes were now themselves the bearers of a peace interest,
much more powerful than that of their reactionary predecessors had
been, and nurtured by the national-international character of the new
economy. But in both instances the peace interest became effective
only because it was able to make the balance-of-power system serve its
cause by providing that system with social organs capable of dealing
directly with the internal forces activein the area of peace. Under the
Holy Alliance these organs were feudalism and the thrones, supported
by the spiritual and material power of the Church; under the Concert
of Europe they were international finance and the national banking

* Hershey, A. S., Essentials of International Public Law and Organization, 1927, pp.
565-9.
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systems allied to it. There is no need to overdo the distinction. During
the Thirty Years’ Peace, 1816—46, Great Britain was already pressing for
peace and business, nor did the Holy Alliance disdain the help of the
Rothschilds. Under the Concert of Europe, again, international fi-
nance had often torelyon its dynastic and aristocratic afhiliations. But
such facts merely tend to strengthen our argument that in every case
peace was maintained not simply through the chancelleries of the
Great Powers but with the help of concrete organized agencies acting
in the service of general interests. In other words, only on the back-
ground of the new economy could the balance-of-power system make
general conflagrations avoidable. But the achievement of the Concert
of Europe was incomparably greater than that of the Holy Alliance; for
the latter maintained peacein alimited region in an unchanging Con-
tinent, while the former succeeded in the same task on a world scale
while social and economic progress was revolutionizing the map of
the globe. This great political feat was the result of the emergence of a
specific entity, haute finance, which was the given link between the po-
litical and the economic organization of international life.

It must be clear by this time that the peace organization rested
upon economic organization. Yet the two were of very different con-
sistency. Onlyin the widest sense of the term was it possible to speak of
a political peace organization of the world, for the Concert of Europe
was essentially not a system of peace but merely ofindependent sover-
eignties protected by the mechanism of war. The contrary is true of the
economic organization of the world. Unless we defer to the uncritical
practice of restricting the term “organization” to centrally directed
bodies acting through functionaries of their own, we must concede
that nothing could be more definite than the universally accepted
principles upon which this organization rested and nothing more
concrete than its factual elements. Budgets and armaments, foreign
trade and raw material supplies, national independence and sover-
eignty were now the function of currency and credit. By the fourth
quarter of the nineteenth century, world commodity prices were the
central reality in the lives of millions of Continental peasants; the re-
percussions of the London money market were daily noted by busi-
nessmen all over the world; and governments discussed plans for the
future in thelightof the situation on the world capital markets. Only a
madman would have doubted that the international economic system
was the axis of the material existence of the race. Because this system



The Hundred Years’ Peace [19]

needed peace in order to function, the balance of power was made to
serve it. Take this economic system away and the peace interest would
disappear from politics. Apart from it, there was neither sufficient
cause for such an interest, nor a possibility of safeguarding it, insofar
as it existed. The success of the Concert of Europe sprang from the
needs of the new international organization of economy, and would
inevitably end with its dissolution.

The era of Bismarck (1861-90) saw the Concert of Europe at its
best. In two decades immediately following Germany’s rise to the sta-
tus of a Great Power, she was the chief beneficiary of the peace interest.
She had forced her way into the front ranks at the cost of Austria and
France; it was to her advantage to maintain the status quo and to pre-
vent a war which could be only a war of revenge against herself. Bis-
marck deliberately fostered the notion of peace as a common venture
of the Powers, and avoided commitments which might force Germany
out of the position of a peace Power. He opposed expansionist ambi-
tions in the Balkans or overseas; he used the free trade weapon consis-
tently against Austria, and even against France; he thwarted Russia’s
and Austria’s Balkan ambitions with the help of the balance-of-power
game, thus keeping in with potential allies and averting situations
which might involve Germany in war. The scheming aggressor of
1863—70 turned into the honest broker of 1878, and the deprecator of
colonial adventures. He consciously took the lead in what he felt to be
the peaceful trend of the time in order to serve Germany’s national in-
terests. ’

However, by the end of the seventies the free trade episode (1846—
79) was at an end; the actual use of the gold standard by Germany
marked the beginnings of an era of protectionism and colonial expan-
sion.* Germany was now reinforcing her position by making a hard
and fast alliance with Austria-Hungary and Italy; not much later Bis-
marck lost control of Reich policy. From then onward Great Britain
was the leader of the peace interest in a Europe which still remained a
group of independent sovereign states and thus subject to the balance
of power. In the nineties haute finance was at its peak and peace seemed
more secure than ever. British and French interests differed in Africa;
the British and the Russians were competing with one another in Asia;
the Concert, though lamely, continued to function; in spite of the Tri-

* Eulenburg, F, “Aussenhandel und Aussenhandelspolitik,” in Grundrissder Sozia
Iokonomik, Vol. VIII, 1929, p. 209.
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ple Alliance, there were still more than two independent Powers to
watch one another jealously. Not for long. In 1904, Britain made a
sweeping deal with France over Morocco and Egypt; a couple of years
later she compromised with Russia over Persia, and the counteralli-
ance was formed. The Concert of Europe, that loose federation of in-
dependent powers, was finally replaced by two hostile power group-
ings; the balance of power as a system had now come to an end. With
only two competing power groups left, its mechanism ceased to func-
tion. There was no longer a third group whichwould unite with one
of the other two to thwart whichever one sought to increase its power.
About the same time the symptoms of the dissolution of the existing
forms of world economy—colonial rivalry and competition for exotic
markets—became acute. The ability of haute finance to avert the
spread of wars was diminishing rapidly. For another seven years peace
dragged on but it was only a question of time before the dissolution of
nineteenth-century economic organization would bring the Hundred
Years’ Peace to a close.

In the light of this recognition the true nature of the highly artifi-
cial economic organization on which peace rested becomes of utmost
significance to the historian.



CIHAPTER TWO

Conservative Twenties,
Revolutionary Thirties

he breakdown of the international gold standard was the invisi-

ble link between the disintegration of world economy which
started at the turn of the century and the transformation of a whole
civilization in the thirties. Unless the vital importance of this factor is
realized, it is not possible to see rightly either the mechanism which
railroaded Europe to its doom, or the circumstances which accounted
for the astounding fact that the forms and contents of a civilization
should rest on so precarious foundations.

The true nature of the international system under which we were
living was not realized until it failed. Hardly anyone understood the
political function of the international monetary system; the awful
suddenness of the transformation thus took the world completely by
surprise. And yet the gold standard was the only remaining pillar of
the traditional world economy; when it broke, the effect was bound to
be instantaneous. To liberal economists the gold standard was a purely
economic institution; they refused even to consider it as a part of a so-
cial mechanism. Thus it happened that the democratic countries were
the last to realize the true nature of the catastrophe and the slowest to
counter its effects. Not even when the cataclysm was already upon
them did their leaders see that behind the collapse of the international
system there stood a long development within the most advanced
countries which made that system anachronistic; in other words, the
failure of market economy itself still escaped them.

The transformation came on even more abruptly than is usually
realized. World War I and the postwar revolutions still formed part of
the nineteenth century. The conflict of 1914-18 merely precipitated
and immeasurably aggravated a crisis that it had not created. But the
roots of the dilemma could not be discerned at the time; and the hor-
rors and devastations of the Great War seemed to the survivors the ob-
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vious source of the obstacles to international organization thathad so
unexpectedly emerged. For suddenly neither the economic nor the
political system of the world would function, and the terrible injuries
inflicted on the substance of the race by World War I appeared to offer
an explanation. In reality, the postwar obstacles to peace and stability
derived from the same sources from which the Great War itself had
sprung. The dissolution of the system of world economy which had
been in progress since 1900 was responsible for the political tension
that exploded in 1914; the outcome of the War and the Treaties had
eased that tension superficially by eliminating German competition
while aggravating the causes of tension and thereby vastly increasing
the political and economic impediments to peace.

Politically, the Treaties harbored a fatal contradiction. Unilateral
permanent disarmament of the defeated nations forestalledany recon-
struction of the balance-of-power system, since power is an indispens-
ablerequisite of such asystem. In vain did Genevalook toward the res-
toration of such a system in an enlarged and improved Concert of
Europe called the League of Nations; in vain were facilities for consul-
tation and joint action provided in the Covenant of the League, for the
essential precondition of independent power units was now lacking.
The League could never be really established; neither Article 16 on the
enforcement of Treaties, nor Article 19 on their peaceful revision was
ever implemented. The only viable solution of the burning problem of
peace—the restoration of the balance-of-power system was thus
completely out of reach; so much so that the true aim of the most con-
structive statesmen of the twenties was not even understood by the
public, which continued to exist in an almost indescribable state of
confusion. Faced by the appalling fact of the disarmament of one
groupof nations, while the other groupremained armed—a situation
which precluded any constructive step toward the organization of
peace—the emotional attitude prevailed that the League was in some
mysterious way the guarantor of an era of peace which needed only
frequent verbal encouragement to become permanent. In America
there was a widespread idea that if only America had joined the
League, matters would have turned out quite differently. No better
proof than this could be adduced for the lack of understanding of the
organic weaknesses of the so-called postwar system—so-called, be-
cause, if words have a meaning, Europe wasnow without any political
system whatever. A bare status quo such as this can last only as long as
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the physical exhaustion of the parties lasts; no wonder that a return to
the nineteenth-century system appeared as the only way out. In the
meantime the League Council might have atleast functioned as akind
of European directorium, very much as the Concert of Europe did at
its zenith, but for the fatal unanimity rule which set up the obstreper-
ous small state as the arbiter of world peace. The absurd device of the
permanent disarmament of the defeated countries ruled out any con-
structive solution. The only alternative to this disastrous condition of
affairs was the establishment of an international order endowed with
an organized power which would transcend national sovereignty.
Such a course, however, was entirely beyond the horizon of the time.
No country in Europe, not to mention the United States, would have
submitted to such a system.

Economically, the policy of Geneva was much more consistent in
pressing for the restoration of world economy as a second line of
defence for peace. For even a successfully reestablished balance-of-
power system would have worked for peace only if the international
monetary system was restored. In the absence of stable exchanges and
freedom of trade the governments of the various nations, as in the
past, would regard peace as a minor interest, for which they would
strive only as long as it did not interfere with any of their major inter-
ests. First among the statesmen of the time, Woodrow Wilson appears
to have realized the interdependence of peace and trade, not only as a
guarantee of trade, but also of peace. No wonder that the League persis-
tently strove to reconstruct the international currency and credit or-
ganization as the only possible safeguard of peace among sovereign
states, and that the world relied as never before on haute finance, now
represented by J. P. Morgan instead of N. M. Rothschild.

According to the standards of the nineteenth century the first
postwar decade appeared as a revolutionary era; in the light of our
own recent experience it was precisely the opposite. The intent of that
decade was deeply conservative and expressed the almost universal
conviction that only the reestablishment of the pre-1914 system, “this
time on solid foundations,” could restore peace and prosperity. In-
deed, itwasout of the failure of this effort toreturn to the past that the
transformation of the thirties sprang. Spectacular though the revolu-
tions and counterrevolutions of the postwar decade were, they repre-
sented either mere mechanical reactions to military defeat or, at most,
a reenacting of the familiar liberal and constitutionalist drama of
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Western civilization on the Central and Eastern European scene; it was
only in the thirties that entirely new elements entered the pattern of
Western history.

With the exception of Russia, the Central and Eastern European
upheavals of 1917—20 in spite of their scenario were merelyroundabout
ways of recasting the régimes that had succumbed on the battlefields.
When the counterrevolutionary smoke dissolved, the political sys-
tems in Budapest, Vienna, and Berlin were found to be not very dif-
ferent from what they had been before the war. This was true, roughly,
of Finland, the Baltic States, Poland, Austria, Hungary, Bulgaria, and
even Italy and Germany, up to the middle of the twenties. In some
countries a great advance was made in national freedom and land re-
form—achievements which had been common to Western Europe
since 1789. Russia, in this respect, formed no exception. The tendency
of the times was simply to establish (or reestablish) the system com-
monly associated with theideals of the English, the American, and the
French revolutions. Not only Hindenburg and Wilson, but also Lenin
and Trotsky were, in this broad sense, in the line of Western tradition.

In the early thirties, change set in with abruptness. Its landmarks
were the abandonment of the gold standard by Great Britain; the Five-
Year Plans in Russia; the launching of the New Deal; the National So-
cialist Revolution in Germany; the collapse of the League in favor of
autarchist empires. While at the end of the Great War nineteenth-
century ideals were paramount, and their influence dominated the
following decade, by 1940 every vestige of the international system had
disappeared and, apart from a few enclaves, the nations were living in
an entirely new international setting.

The root cause of the crisis, we submit, was the threatening col-
lapse of the international economic system. It had onlyhaltinglyfunc-
tioned since the turn of the century, and the Great War and the Treat-
ies had wrecked it finally. This became apparent in the twenties when
there was hardly an internal crisis in Europe that did not reach its cli-
max on an issue of foreign economy. Students of politics now grouped
the various countries, not according to continents, but according to
the degree of their adherence to a sound currency. Russia had aston-
ished the world by the destruction of the rouble, the value of which
was reduced to nothing by the simple means of inflation. Germany re-
peated this desperate feat in order to give the lie to the Treaty; the ex-
propriation of the rentier class, which followed in its wake, laid the
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foundation for the Nazi revolution. The prestige of Geneva rested on
its success in helping Austria and Hungary to restore their currencies,
and Vienna became the Mecca of liberal economists on account of a
brilliantly successful operation on Austria’s krone which the patient,
unfortunately, did not survive. In Bulgaria, Greece, Finland, Latvia,
Lithuania, Estonia, Poland, and Romania the restoration of the cur-
rency provided counterrevolution with a claim to power. In Belgium,
France, and England the Left was thrown out of office in the name of
sound monetary standards. An almost unbroken sequence of cur-
rency crises linked the indigent Balkans with the affluent United
States through the elastic band of an international credit system,
which transmitted the strain of the imperfectly restored currencies,
first, from Eastern Europe to Western Europe, then from Western Eu-
rope to the United States. Ultimately, the United States itself was en-
gulfed by the effects of the premature stabilization of European cur-
rencies. The final breakdown had begun.

The first shock occurred within the national spheres. Some cur-
rencies, such as the Russian, the German, the Austrian, the Hungarian,
were wiped out within a year. Apart from the unprecedented rate of
change in the value of currencies, there was the circumstance that this
change happened in a completely monetarized economy. A cellular
process was introduced into human society, the effects of which were
outside the range of experience. Internally and externally alike, dwin-
dling currencies spelled disruption. Nations found themselves sepa-
rated from their neighbors, as by a chasm, while at the same time the
variousstrata of the population were affected in entirely different and
of tenopposite ways. The intellectual middle class was literally pauper-
ized; financial sharks heaped up revolting fortunes. A factor of incal-
culable integrating and disintegrating force had entered the scene.

“Flight of capital” was a new thing. Neither in 1848, nor in 1866,
nor even in 1871 was such an event recorded. And yet, its vital role in
the overthrow of the liberal governments of France in 1925, and again
in 1938, as well as in the development of a fascist movement in Ger-
many in 1930, was patent.

Currency had become the pivot of national politics. Under a mod-
ern money economy nobody could fail to experience daily the shrink-
ing or expanding of the financial yardstick; populations became
currency-conscious; the effect of inflation on re_:al income was dis-
counted in advance by the masses; men and women everywhere ap-
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peared to regard stable money as the supreme need of human society.
But such awareness was inseparable from the recognition that the
foundations of the currency might depend upon political factors out-
side the national boundaries. Thus the social bouleversement which
shook confidence in the inherent stability of the monetary medium
shattered also the naive concept offinancial sovereignty in an interde-
pendent economy. Henceforth, internal crises associated with the cur-
rency would tend to raise grave external issues.

Belief in the gold standard was the faith of the age. With some it
was a naive, with some a critical, with others a satanistic creed im-
plying acceptance in the flesh and rejection in the spirit. Yet the belief
itself was the same, namely, that banknotes have value because they
represent gold. Whether the gold itself has value for the reason that it
embodies labor, as the socialists held, or for the reason that it is useful
and scarce, as the orthodox doctrine ran, made for once no difference.
The war between heaven and hell ignored the money issue, leaving
capitalists and socialists miraculously united. Where Ricardo and
Marx were at one, the nineteenth century knew not doubt. Bismarck
and Lassalle, John Stuart Mill and Henry George, Philip Snowden and
Calvin Coolidge, Mises and Trotsky equally accepted the faith. Karl
Marx had gone to great pains to show up Proudhon’s utopian labor
notes (which were to replace currency) asbased on self-delusion; and
Das Kapital implied the commodity theory of money, in its Ricardian
form. The Russian Bolshevik Sokolnikoff was the first postwar states-
man to restore the value of his country’s currency in terms of gold;
the German Social Democrat Hilferding imperilled his party by his
staunch advocacy of sound currency principles; the Austrian Social
Democrat Otto Bauer supported the monetary principles underlying
the restoration of the krone attempted by his bitter opponent, Seipel;
the English Socialist, Philip Snowden, turned against Labour when he
believed the pound sterling not to be safe at their hands; and the Duce
had the gold value of thelira at 9o carved in stone, and pledged himself
to die in its defense. It would be hard to find any divergence between
utterances of Hoover and Lenin, Churchill and Mussolini, on this
point. Indeed, the essentiality of the gold standard to the functioning
of the international economic system of the time was the oneand only
tenet common to men of all nations and all classes, religious denomi-
nations, and social philosophies. It was the invisible reality to which
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the will to live could cling, when mankind braced itself to the task of
restoring its crumbling existence.

The effort, which failed, was the most comprehensive the world
had ever seen. The stabilization of the all-but-destroyed currencies in
Austria, Hungary, Bulgaria, Finland, Romania, or Greece was not only
an act of faith on the part of these small and weak countries, which lit-
erally starved themselves to reach the golden shores, but it also put
their powerful and wealthy sponsors—the Western European vic-
tors—to a severe test. As long as the currencies of the victors fluctu-
ated, the strain did not become apparent; they continued to lend
abroad as before the war and thereby helped to maintain the econo-
mies of the defeated nations. But when Great Britain and France re-
verted to gold, the burden on their stabilized exchanges began to tell.
Eventually, a silent concern for the safety of the pound entered into the
position of the leading gold country, the United States. This preoccu-
pation which spanned the Atlantic brought America unexpectedly
into the danger zone. The point seems technical, but must be clearly
understood. American support of the pound sterling in 1927 implied
low rates of interest in New York in order to avert big movements of
capital from London to New York. The Federal Reserve Board accord-
ingly promised the Bank of England to keep its rate low; but presently
America herself was in need of high rates as her own price system be-
gan to be perilously inflated (this fact was obscured by the existence of
a stable price level, maintained in spite of tremendously diminished
costs). When the usual swing of the pendulum after seven years of
prosperity brought on the long overdue slump in 1929, matters were
immeasurably aggravated by the existing state of cryptoinflation.
Debtors, emaciated by deflation, lived to see the inflated creditor col-
lapse. It was a portent. America, by an instinctive gesture of liberation,
went off gold in 1933, and the last vestige of the traditional world econ-
omy vanished. Although hardly anybody discerned the deeper mean-
ing of the event at the time, history almost at once reversed its trend.

For over a decade the restoration of the gold standard had been the
symbol of world solidarity. Innumerable conferences from Brussels to
Spaand Geneva,from London to Locarno and Lausanne met in order
to achieve the political preconditions of stable currencies. The League
of Nations itself had been supplemented by the International Labour
Office partly in order to equalize conditions of competition among
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the nations so that trade might be liberated without danger to stan-
dards of living. Currency was at the heart of the campaigns launched
by Wall Street to overcome the transfer problem and, first, to commer-
cialize, then to mobilize reparations; Geneva acted as the sponsor of a
process of rehabilitation in which the combined pressure of the City
of London and of the neoclassical monetary purists of Vienna was put
into the service of the gold standard; every international endeavor was
ultimately directed to this end, while national governments, as a rule,
accommodated their policies to the need of safeguarding the currency,
particularly those policies which were concerned with foreign trade,
loans, banking, and exchange. Although everybody agreed that stable
currencies ultimately depended upon the freeing of trade, all except
dogmatic free traders knew that measures had to be taken immedi-
ately which would inevitably restrict foreign trade and foreign pay-
ments. Import quotas, moratoria and standstill agreements, clearing
systems and bilateral trade treaties, barter arrangements, embargoes
on capital exports, foreign trade control, and exchange equalization
funds developed in most countries to meet the same set of circum-
stances. Yet the incubus of self-sufficiency haunted the steps taken in
protection of the currency. While the intent was the freeing of trade,
the effect was its strangulation. Instead of gaining access to the mar-
kets of the world, the governments, by their own acts, were barring
their countries from any international nexus, and ever-increasing sac-
rifices were needed to keep even a trickle of trade flowing. The frantic
efforts to protect the external value of the currency as a medium of
foreign trade drove the peoples, against their will, into an autarchized
economy. The whole arsenal of restrictive measures, which formed a
radical departure from traditional economics, was actually the out-
come of conservative free trade purposes.

This trend wasabruptly reversed with the final fall of the gold stan-
dard. The sacrifices that had been made to restore it had now to be
made over again so that we might live without it. The same institu-
tions which were designed to constrict life and trade in order to main-
tain a system of stable currencies were now used to adjust industrial
life to the permanent absence of such a system. Perhaps that is why the
mechanical and technological structure of modern industry survived
the impact of the collapse of the gold standard. For in the struggle to
retain it, the world had been unconsciously preparing for the kind of
efforts and the type of organizations necessary to adapt itselfto its loss.
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Yet the intent was now the opposite; in the countries that had suffered
most during the long-drawn fight for the unattainable, titanic forces
were released on the rebound. Neither the League of Nations nor in-
ternational haute finance outlasted the gold standard; with its disap-
pearance both the organized peace interest of the League and its chief
instruments of enforcement—the Rothschilds and Morgans—van-
ished from politics. The snapping of the golden thread was the signal
for a world revolution.

But the failure of the gold standard did hardly more than setthe date
of an event which was too big to have been caused by it. No less than
a complete destruction of the national institutions of nineteenth-
century society accompanied the crisisin a great part of the world, and
everywhere these institutions werechanged and re-formed almost out
of recognition. Theliberal state was in many countries replaced by to-
talitarian dictatorships, and the central institution of the century—
production based on free markets—was superseded by new forms of
economy. While great nations recast the very mould of their thought
and hurled themselves into wars to enslave the world in the name of
unheard-of conceptions of the nature of the universe, even greater na-
tions rushed to the defence of freedom which acquired an equally
unheard-of meaning at their hands. The failure of the international
system, though it triggered the transformation, could certainly not
have accounted for its depth and content. Even though we mayknow
why that which happened happened suddenly, we may still be in the
dark about why it happened at all.

It was not by accident that the transf ormation was accompanied by
wars on an unprecedented scale. History was geared to social change;
the fate of nations was linked to their role in an institutional transfor-
mation. Such a symbiosis is in the nature of things; though national
groups and social institutions have origin of their own, they tend to
hitch on to one another in their struggle for survival. A famous in-
stance of such a symbiosis linked capitalism and the seaboard nations
of the Atlantic. The Commercial Revolution, so closely connected
with the rise of capitalism, became the vehicle to power for Portugal,
Spain, Holland, France, England, and the United States, each of them
benefiting from the chances offered by that broad and deep-seated
movement, while, on the other hand, capitalism itself was spreading
over the planet through the instrumentality of these rising Powers.



[30] The Great Transformation

The law applies also in the reverse. A nation may be handicapped
in its struggle for survival by the fact that its institutions, or some of
them, belong to a type that happens to be on the down grade—the
gold standard in World War II was an instance of such an antiquated
outfit. Countries, on the other hand, which, for reasons of their own,
are opposed to the status quo, would be quick to discover the weak-
nesses of the existing institutional order and to anticipate the creation
of institutions better adapted to their interests. Such groups are push-
ing that which is falling and holding on to that which, under its own
steam, is moving their way. It may then seem as if they had originated
the process of social change, while actually they weremerely its bene-
ficiaries and may be even perverting the trend to make it serve their
own aims.

Thus Germany, once defeated, was in the position to recognize the
hidden shortcomings of the nineteenth-century order, and to employ
this knowledge to speed the destruction of that order. A kind of sinis-
ter intellectual superiority accrued to those of her statesmen in the
thirties who turned their minds to this task of disruption, which of ten
extended to the development of new methods of finance, trade, war,
and social organization, in the course of their attempt to force matters
into the trend of their policies. However, these problems themselves
were emphatically not created by the governments which turned
them to their advantage; they were real—objectively given—and will
remain with us whatever be the fate of the individual countries.
Again, the distinction between World Wars I and II is apparent: the
former was still true to nineteenth-century type—a simple conflict of
Powers, released by the lapse of the balance-of -power system; the latter
already formed part of the world upheaval.

This should allow us to detach the poignant national histories of
the period from the social transformation that was in progress. It will
then be easy to see in what manner Germany and Russia, Great Britain
and the United States, as power units, were helped or hampered by
their relation to the underlying social process. But the same is true of
the social process itself: fascism and socialism found a vehicle in the
rise of individual Powers which helped to spread their creed. Germany
and Russia respectively became the representatives of fascism and so-
cialism in theworld atlarge. Thetruescope of these social movements
can be gauged only if, for good or evil, their transcendent character is
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recognized and viewed as detached from the national interests en-
listed in their service.

The roles which Germany or Russia, or for that matter, Italy or Ja-
pan, Great Britain or the United States, are playing in World War II,
though forming part of universal history, are no direct concern of this
book; fascism and socialism, however, were live forces in the institu-
tional transformation which is its subject. The élan vital which pro-
duced the inscrutable urge in the German or Russian or American
people to claim a greater share in the record of the race forms part of
the conditions under which our story unfolds, while the purport of
fascism or socialism or newdeal is part of the story itself.

This leads up to our thesis which still remains to be proven: that
the origins of the cataclysm lay in the utopian endeavor of economic
liberalism to set up a self-regulating market system. Such a thesis
seems to invest that system with almost mythical faculties; it implies
no less than that the balance of power, the gold standard, and the lib-
eral state, these fundamentals of thecivilization of thenineteenth cen-
tury, were, in the last resort, shaped in one common matrix, the self-
regulating market.

The assertion appears extreme if not shocking in its crass material-
ism. But the peculiarity of the civilization the collapse of which we
have witnessed was precisely that it rested on economic foundations.
Other societies and other civilizations, too, were limited by the mate-
rial conditions of their existence—this is a common trait of all human
life, indeed, of all life, whether religious or nonreligious, materialist or
spiritualist. All types of societies are limited by economic factors.
Nineteenth-century civilization alone was economic in a different
and distinctive sense, for it chose to base itself on a motive only rarely
acknowledged as valid in the history of human societies, and certainly
never before raised to the level of a justification of action and behavior
in everyday life, namely, gain. The self-regulating market system was
uniquely derived from this principle. '

The mechanism which the motive of gain set in motion was com-
parable in effectiveness only to the most violent outbursts of religious
fervor in history. Within a generation the whole human world was
subjected to its undiluted influence. As everybody knows, it grew to
maturity in England, in the wake of the Industrial Revolution, during
the first half of the nineteenth century. It reached the Continent and
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America about fifty years later. Eventually in England, on the Conti-
nent, and even in America, similar alternatives shaped daily issues into
a pattern the main traits of which were identical in all countries of
Western civilization. For the origins of the cataclysm we must turn to
the rise and fall of market economy.

Market society was born in England—ryet it was on the Continent
that its weaknesses engendered the most tragic complications. In or-
der to comprehend German fascism, we must revert to Ricardian En-
gland. The nineteenth century, as cannot be overemphasized, was
England’s century. The Industrial Revolution was an English event.
Market economy, free trade, and the gold standard were English in-
ventions. These institutions broke down inthe twenties everywhere—
in Germany, Italy, or Austria the event was merely more political and
more dramatic. But whatever the scenery and the temperature of the
final episodes, the long-run factors which wrecked that civilization
should be studied in the birthplace of the Industrial Revolution,
England.
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CHAPTER THREE

“Habitation versus
Improvement”

ﬂ tthe heart of the Industrial Revolution of the eighteenth century
there was an almost miraculous improvement in the tools of
production, which was accompanied by a catastrophic dislocation of
the lives of the common people.

We will attempt to disentangle the factors that determined the
forms of this dislocation, as it appeared as its worst in England about
a century ago. What “satanic mill” ground men into masses? How
much was caused by the new physical conditions? How much by the
economic dependencies, operating under the new conditions? And
what was the mechanism through which the old social tissue was de-
stroyed and a new integration of man and nature so unsuccessfully at-
tempted?

Nowhere has liberal philosophy failed so conspicuously as in its
understanding of the problem of change. Fired by an emotional faith
in spontaneity, the common-sense attitude toward change was dis-
carded in favor of a mystical readiness to accept the social conse-
quences of economic improvement, whatever they might be. The ele-
mentary truths of political science and statecraft were first discredited
then forgotten. It should need no elaboration that a process of undi-
rected change, the pace of which is deemed too fast, should be slowed
down, if possible, so as to safeguard the welfare of the community.
Such household truths of traditional statesmanship, often merely re-
flecting the teachings of a social philosophy inherited from the an-
cients, were in the nineteenth century erased fromthe thoughts of the
educated by the corrosive of a crude utilitarianism combined with an
uncritical reliance on the alleged self-healing virtues of unconscious
growth.

Economic liberalism misread the history of the Industrial Revolu-
tion because it insisted on judging social events from the economic

[35]
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viewpoint. For an illustration of this we shall turn to what may at first
seem a remote subject: to enclosures of open fields and conversions of
arable land to pasture during the earlier Tudor period in England,
when fields and commons were hedged by the lords, and whole coun-
ties were threatened by depopulation. Our purpose in thus evoking
the plight of the people brought about by enclosures and conversions
will be ontheonehand to demonstrate the parallel between the devas-
tations caused by the ultimately beneficial enclosures and those re-
sulting from the Industrial Revolution, and on the other hand—and
more broadly—to clarify the alternatives facing a community which
is in the throes of unregulated economic improvement.

Enclosures were an obvious improvement if no conversion to pasture
took place. Enclosed land was worth double and treble the unenclosed.
Where tillage was maintained, employment did not fall off, and the
food supply markedly increased. The yield of the land manifestly in-
creased, especially where the land was let.

But even conversion of arable land to sheep runs was not alto-
gether detrimental to the neighborhood in spite of the destruction of
habitations and therestriction of employment itinvolved. Cottage in-
dustry was spreading by the second half of the fifteenth century, and a
century later it began to be a feature of the countryside. The wool pro-
duced on the sheep farm gave employment to the small tenants and
landless cottagers forced out of tillage, and the new centers of the
woollenindustry secured an income to a number of craftsmen.

But—this is the point—only in a market economy can such com-
pensating effects be taken for granted. In the absence of such a system
the highly profitable occupation of raising sheep and selling their
wool might ruin the country. The sheep which “turned sand into
gold” could well have turned the gold into sand as happened ulti-
mately to the wealth of seventeenth-century Spain whose eroded soil
never recovered from the overexpansion of sheep farming.

An official document of 1607, prepared for the use of the Lords of
the Realm, set outthe problem of change in one powerful phrase: “The
poor man shall be satisfied in his end: Habitation; and the gentleman
not hindered in his desire: Improvement.” This formula appears to
take for granted the essence of purely economic progress, which is to
achieve improvement at the price of social dislocation. But it also hints
at the tragic necessity by which the poor man clings to his hovel
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doomed by the rich man’s desire for a public improvement which
profits him privately.

Enclosures have appropriately been called a revolution of the rich
against the poor. The lords and nobles were upsetting the social order,
breaking down ancient law and custom, sometimes by means of vio-
lence, often by pressure and intimidation. They were literally robbing
the poor of their share in the common, tearing down the houses
which, by the hitherto unbreakable force of custom, the poor had long
regarded as theirs and their heirs. The fabric of society was being dis-
rupted; desolate villages and the ruins of human dwellings testified to
the fierceness with which the revolution raged, endangering the de-
fences of the country, wasting its towns, decimating its population,
turningits overburdened soil into dust, harassingits people and turn-
ing themfrom decent husbandmen into a mob of beggars and thieves.
Though this happened only in patches, the black spots threatened to
melt into a uniform catastrophe.* The King and his Council, the
Chancellors, and the Bishops were defending the welfare of the com-
munity and, indeed, the human and natural substance of society
against this scourge. With hardly any intermittence, for a century and
ahalf—from the 1490s, atthe latest, to the 1640s they struggled against
depopulation. Lord Protector Somerset lost his life at the hands of the
counterrevolution which wiped the enclosure laws from the statute
book and established the dictatorship of the grazier lords, after Kett’s
Rebellion was defeated with several thousand peasants slaughtered in
the process. Somerset was accused, and not without truth, of having
given encouragement to the rebellious peasants by his denunciation
of enclosures.

It was almost a hundred years later when a second trial of strength
camebetween the same opponents, but by that time the enclosers were
much more frequently wealthy country gentlemen and merchants
rather than lords and nobles. High politics, lay and ecclesiastical, were
now involved in the Crown’s deliberate use of its prerogative to pre-
vent enclosures and in its no less deliberate use of the enclosure issue
to strengthen its position against the gentry in a constitutional strug-
gle, which brought death to Strafford and Laud at the hands of Parlia-
ment. But their policy was not only industrially but politically re-
actionary; furthermore, enclosures were now much more often than

* Tawney, R. H., The Agrarian Problem in the Sixteenth Century, 1912.
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before intended for tillage, and not for pasture. Presently the tide of
the Civil War engulfed Tudor and early Stuart public policy forever.

Nineteenth-century historians were unanimous in condemning
Tudor and early Stuart policy as demagogic, if not as outright reac-
tionary. Their sympathies lay, naturally, with Parliament, and that
body had been on the side of the enclosers. H. de B. Gibbins, though
an ardent friend of the common people, wrote: “Such protective en-
actments were, however, as protective enactments generally be, utterly
vain.”* Innes was even more definite: “The usual remedies of punish-
ing vagabondage and attempting to force industry into unsuited fields
and to drive capital into less lucrative investments in order to provide
employmentfailed—as usual.”’ Gairdner had no hesitation in appeal-
ing to free trade notions as “economic law”: “Economic laws were, of
course, not understood,” he wrote, “and attempts were made by legis-
lation to prevent husbandmen’s dwellings from being thrown down
by landlords, who found it profitable to devote arable land to pasture
to increase the growth of wool. The frequent repetition of these Acts
only show how ineffective they were in practice.”* Recently an econo-
mist like Heckscher emphasized his conviction that mercantilism
should, in the main, be explained by an insufficient understanding of
the complexities of economic phenomena, a subject which the human
mind obviously needed another few centuries to master.® In effect,
anti-enclosure legislation never seemed to have stopped the course of
the enclosure movement, nor even to have obstructed it seriously.
John Hales, second to none in his fervor for the principles of the Com-
monwealth men, admitted that it proved impossible to collect evi-
dence against the enclosers, who often had their servants sworn upon
the juries, and such was the number “of their retainers and hangers-
on that no jury could be made without them.” Sometimes the simple
expedient of driving a single furrow across the field would save the
offending lord from a penalty.

Such an easy prevailing of private interests over justice is of ten re-
garded as a certain sign of the ineffectiveness of legislation, and the
victory of the vainly obstructed trend is subsequently adduced as con-
clusive evidence of the alleged futility of “a reactionary intervention-

* Gibbins, H. de B., The Industrial History of England, 1895.

t Innes, A. D, England under the Tudors, 1932.

 Gairdner, J., “Henry VIIL,” in Cambridge Modern History, Vol. 11, 1918.
§ Heckscher, E. E,, Mercantilism, 1935, Vol. 11, p. 104.
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ism.” Yet such a view seems to miss the point altogether. Why should
the ultimate victory of atrend betakenasa proof of the ineffectiveness
of the efforts to slow down its progress? And why should the purpose
of these measures not be seen precisely in that which they achieved,
i.e., in the slowing down of the rate of change? That which is ineffec-
tual in stopping a line of development altogether is not, on that ac-
count, altogether ineffectual. The rate of change isof ten of no less im-
portance than the direction of the change itself; but while the latter
frequently does not depend upon our volition, itis the rateat which we
allow change to take place which well may depend upon us.

A belief in spontaneous progress must make us blind to the role of
government in economic life. This role consists often in altering the
rate of change, speeding it up or slowing it down as the case may be; if
we believe that rate to be unalterable—or even worse, if we deem it a
sacrilege to interfere with it—then, of course, no room is left for
intervention. Enclosures offer an example. In retrospect nothing
could be clearer than the Western European trend of economic prog-
ress which aimed at eliminating an artificially maintained uniformity
of agricultural technique, intermixed strips, and the primitive institu-
tion of the common. As to England, it is certain that the development
of the woollen industry was an asset to the country, leading, as it did,
to the establishment of the cotton industry—that vehicle of the In-
dustrial Revolution. Furthermore, it is clear that the increase of do-
mestic weaving depended upon the increase of a home supply of wool.
These facts suffice to identify the change from arable land to pasture
and theaccompanying enclosure movementas the trend of economic
progress. Yet, but for the consistently maintained policy of the Tudor
and early Stuart statesmen, the rate of that progress might have been
ruinous, and have turned the process itself into a degenerative instead
of a constructive event. For upon this rate, mainly, depended whether
the dispossessed could adjust themselves to changed conditions with-
out fatally damaging their substance, human and economic, physical
and moral; whether they would find new employment in the fields of
opportunity indirectly connected with the change; and whether the
effects of increased imports induced by increased exports would en-
able those wholost their employment through the change to find new
sources of sustenance.

The answer depended in every case on the relative rates of change
and adjustment. The usual “Jong run” considerations of economic
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theory are inadmissible; they would prejudge the issue by assuming
that the event took place under a market system. However natural it
may appear to us to make that assumption, it is unjustified: such a sys-
tem is an institutional structure which, as we all too easily forget, has
been present at no time except our own, and even then it was only par-
tially present. Yet apart from this assumption “long-run” considera-
tions are meaningless. If the immediate effect of a change is deleteri-
ous, then, until proof to the contrary, the final effect is deleterious. If
conversion of arable land to pasture involves the destruction of a
definite number of houses, the scrapping of a definite amount of em-
ployment, and the diminution of the supplies of locally available food
provisions, then these effects must be regarded as final, until evidence
to the contraryis produced. This does not exclude the consideration of
the possible effects of increased exports on the income of the landown-
ers; of the possible chances of employment created by an eventual in-
crease in the local wool supply; or of the uses to which the landowners
might put their increased incomes, whether in the way of further in-
vestments or of luxury expenditure. The time-rate of change com-
pared with the time-rate of adjustment will decide what is to be re-
garded as the neteffect of the change. But in no case can we assume the
functioning of marketlaws unless a self-regulating market is shown to
exist. Only in the institutional setting of market economy are market
laws relevant; it was not the statesmen of Tudor England who strayed
from the facts, but the modern economists, whose strictures upon
them implied thie prior existence of a market system.

England withstood without grave damage the calamity of the en-
closures only because the Tudors and the early Stuarts used the power
of the Crown to slow down the process of economic improvement un-
til it became socially bearable—employing the power of the central
government to relieve the victims of the transformation, and at-
tempting to canalize the process of change so as to make its course less
devastating. Their chancelleries and courts of prerogative were any-
thing but conservative in outlook; they represented the scientific spirit
of the new statecraft, favoring the immigration of foreign craftsmen,
eagerly implanting new techniques, adopting statistical methods and
precise habits of reporting, flouting custom and tradition, opposing
prescriptive rights, curtailing ecclesiastical prerogatives, ignoring
Common Law. If innovation makes the revolutionary, they were the
revolutionaries of the age. Their commitment was to the welfare of the
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commonalty, glorified in the power and grandeur of the sovereign; yet
the future belonged to constitutionalism and Parliament. The govern-
ment of the Crown gave place to government by a class—the class
which led in industrial and commercial progress. The great principle
of constitutionalism became wedded to the political revolution that
dispossessed the Crown, which by that time had shed almost all its cre-
ative faculties, while its protective function was no longer vital to a
country that had weathered the storm of transition. The financial pol-
icy of the Crown now restricted the power of the country unduly, and
began to constrain its trade; in order to maintain its prerogatives the
Crown abused them more and more, and thereby harmed the re-
sources of the nation. Its brilliant administration of labor and indus-
try, its circumspect control of the enclosure movement, remained its
last achievement. But it was the more easily forgotten as the capitalists
and employers of the rising middle class were the chief victims of its
protective activities. Not till another two centuries had passed did En-
gland enjoy again a social administration as effective and well ordered
as that which the Commonwealth destroyed. Admittedly, an adminis-
tration of this paternalistic kind was now less needed. But in one re-
spect the break wrought infinite harm, for it helped to obliterate from
the memory of the nation the horrors of the enclosure period and the
achievements of government in overcoming the peril of depopula-
tion. Perhaps this helps to explain why the real nature of the crisis was
not realized when, some 150 years later, a similar catastrophe in the
shape of the Industrial Revolution threatened the life and well-being
of the country.

This time also the event was peculiar to England; this time also sea-
borne trade was the source of a movement which affected the country
as a whole; and this time again it was improvement on the grandest
scale which wrought unprecedented havoc with the habitation of the
common people. Before the process had advanced very far, the la-
boring people had been crowded together in new places of desolation,
the so-called industrial towns of England; the country folk had been
dehumanized into slum dwellers; the family was on the road to perdi-
tion; and large parts of the country were rapidly disappearing under
the slack and scrap heaps vomited forth from the “satanic mills.” Writ-
ers of all views and parties, conservatives and liberals, capitalists and
socialists, invariably referred to social conditions under the Industrial
Revolution as a veritable abyss of human degradation.
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No quite satisfactory explanation of the cvent hasyet been put for-
ward. Contemporaries imagined they had discovered the key to dam-
nation in the iron regularities governing wealth and poverty, which
they called the law of wages and the law of population; they have been
disproved. Exploitation was put forth as another explanation both of
wealth and of poverty; but this was unable to account for the fact that
wages on the whole continued to rise for another century. More often
a convolute of causes was adduced, which again was hardly satis-
factory.

Our own solution is anything but simple; it actually fills the better
part of this book. We submit that an avalanche of social dislocation,
surpassing by far that of the enclosure period, came down upon En-
gland; that this catastrophe was the accompaniment of a vast move-
ment of economic improvement; that an entirely new institutional
mechanism was starting to act on Western society; that its dangers,
which cut to the quick when they first appeared, were never really
overcome; and that the history of nineteenth-century civilization
consisted largely in attempts to protect society against the ravages of
such a mechanism. The Industrial Revolution was merely the begin-
ning ofarevolution asextremeand radical as everinflamed the minds
of sectarians, but the new creed was utterly materialistic and believed
that all human problems could be resolved given an unlimited
amount of material commodities.

The story has been told innumerable times: how the expansion of
markets, the presence of coal and iron aswellas a humid climate favor-
able to the cotton industry, the multitude of people dispossessed by
the new eightcenth-century enclosures, the existence of free institu-
tions, the invention of the machines, and other causes interacted in
sucha manner as to bring aboutthe Industrial Revolution. It has been
shown conclusively that no one single cause deservesto be lifted out of
the chain and set apart as the cause of that sudden and unexpected
event.

But how shall this revolution itself be defined? What was its basic
characteristic? Was it the rise of the factory towns, the emergence of
slums, the long working hours of children, the low wages of certain
categories of workers, therise in the rate of population increase, or the
concentration ofindustries? We submit thatall these were merely inci-
dental to one basic change, the establishment of market economy, and
that the nature of this institution cannot be fully grasped unless the
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impact of the machine on a commercial society is realized. We do not
intend to assert that the machine caused that which happened, but we
insist that once elaborate machines and plant were used for produc-
tion in a commercial society, the idea of a self-regulating market sys-
tem was bound to take shape.

The use of specialized machines in an agrarian and commercial so-
ciety must produce typical effects. Such a society consists of agricul-
turalists and of merchants who buy and sell the produce of the land.
Production with the help of specialized, elaborate, expensive toolsand
plants can be fitted into such a society only by making it incidental to
buying and selling. The merchant is the only person available for the
undertaking of this, and he is fitted to do so as long as this activity will
not involve him in a loss. He will sell the goods in the same manner in
which he would otherwise sell goods to those who demand them; but
he will procure them in a different way, namely, not by buying them
ready-made, but by purchasing the necessary labor and raw material.
The two put together according to the merchant’s instructions, plus
some waiting which he might have to undertake, amount to the new
product. This is not a description of domestic industry or “putting
out” only, but of any kind of industrial capitalism, including that of
our own time. Important consequences for the social system follow.

Since elaborate machines are expensive, they do not pay unless
large amounts of goods are produced.* They can be worked without a
loss only if the vent of the goods is reasonably assured and if produc-
tion need not be interrupted for want of the primary goods necessary
to feed the machines. For the merchant this means that all factors in-
volved must be on sale, that is, they must be available in the needed
quantities to anybody who is prepared to pay for them. Unless this
condition is fulfilled, production with the help of specialized ma-
chines is too risky to be undertaken both from the point of view of the
merchant who stakes his money and of the community as a whole
which comes to depend upon continuous production for incomes,
employment, and provisions.

Now, in an agricultural society such conditions would not natu-
rally be given; they would have to be created. That they would be cre-
ated gradually in no way affects the startling nature of the changes in-
volved. The transformation implies a change in the motive of action

* Clapham, ]. H., Economic History of Modern Britain, Vol. I11.
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on the part of the members of society; for the motive of subsistence
that of gain must be substituted. All transactions are turned into
money transactions, and these in turn require that a medium of ex-
change be introduced into every articulation of industrial life. All in-
comes must derive from the sale of something or other, and whatever
the actual source of a person’s income, it must be regarded as resulting
from sale. No less is implied in the simple term “market system,” by
which we designate the institutional pattern described. But the most
startling peculiarity of the system lies in the fact that, once it is estab-
lished, it must be allowed to function without outside interference.
Profitsare notany more guaranteed, and the merchant must make his
profits on the market. Prices must be allowed to regulate themselves.
Such a self-regulating system of markets is what we mean by a market
economy.

The transformation to this system from the earlier economy is so
complete that it resembles more the metamorphosis of the caterpillar
than any alteration that can be expressed in terms of continuous
growth and development. Contrast, for example, the merchant-
producer’s selling activities with his buying activities; his sales con-
cern only artifacts; whether he succeeds or not in finding purchasers,
the fabric of society need not be affected. But what he buysisraw mate-
rials and labor—nature and man. Machine production in a commer-
cial society involves, in effect, no less a transformation than that of the
natural and human substance of society into commodities. The con-
clusion, though weird, is inevitable; nothing less will serve the pur-
pose: obviously, the dislocation caused by such devices must disjoint
man’s relationships and threaten his natural habitat with annihi-
lation.

Such a danger was, in fact, imminent. We shall perceive its true
character if we examine the laws which govern the mechanism of a
self-regulating market.



CHAPTER FOUR
Societies and
Economic Systems

efore we can proceed to the discussion of the laws governing a

market economy, such as the nineteenth century was trying to
establish, we must first have a firm grip on the extraordinary assump-
tions underlying such a system.

Market economy implies a self-regulating system of markets; in
slightly more technical terms, it is an economy directed by market
prices and nothing but market prices. Such a system capable of orga-
nizing the whole of economic life without outside help or interference
would certainly deserve to be called self-regulating. These rough indi-
cations should suffice to show the entirely unprecedented nature of
such aventurein the history of the race.

Let us make our meaning more precise. No society could, natu-
rally, live for any length of time unless it possessed an economy of
some sort; but previously to our time no economy has ever existed
that, even in principle, was controlled by markets. In spite of the
chorus of academic incantations so persistent in the nineteenth cen-
tury, gain and profit made on exchange never before played an impor-
tant part in human economy. Though the institution of the market
was fairly common since the later Stone Age, its role was no more than
incidental to economic life.

We have good reason to insist on this point with all the emphasis at
our command. No less a thinker than Adam Smith suggested that the
division of labor in society was dependent upon the existence of
markets, or, as he put it, upon man’s “propensity to barter, truck and
exchange one thing for another” This phrase was later to yield the
conceptof the Economic Man. In retrospect it can be said that no mis-
reading of the pastever proved more prophetic of the future. For while
up to Adam Smith’s time that propensity had hardly shown up on a
considerable scale in the life of any observed community, and had re-
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mained, at best, a subordinate feature of economic life, a hundred
years later an industrial system was in full swing over the major part
of the planet which, practically and theoretically, implied that the hu-
man race was swayed in all its economic activities, if not also in its
political, intellectual, and spiritual pursuits, by that one particular
propensity. Herbert Spencer, in the second half of the nineteenth cen-
tury, equated the principle of the division of labor with barter and ex-
change, and another fifty years later, Ludwig von Mises and Walter
Lippmann could repeat this same fallacy. By that time there was no
need for argument. A host of writers on political economy, social his-
tory, political philosophy, and general sociology had followed in
Smith’s wake and established his paradigm of the bartering savage as
an axiom of their respective sciences. In point of fact, Adam Smith’s
suggestions about the economic psychology of early man were as false
as Rousseau’s were on the political psychology of the savage. Division
of labor, a phenomenon as old as society, springs from differences in-
herent in the facts of sex, geography, and individual endowment; and
the alleged propensity of man to barter, truck, and exchange is almost
entirely apocryphal. While history and ethnography know of various
kinds ‘of economies, most of them comprising the institution of mar-
kets, they know of no economy prior to our own, even approximately
controlled and regulated by markets. This will become abundantly
clear from a bird’s-eye view of the history of economic systems and of
markets, presented separately. The role played by markets in the inter-
nal economy of the various countries, it will appear, was insignificant
up to recent times, and the changeover to an economy dominated by
the market pattern will stand out all the more clearly.

To start with, we must discard some nineteenth-century prejudices
that underlay Adam Smith’s hypothesis about primitive man’s alleged
predilection for gainful occupations. Since his axiom was much more
relevant to the immediate future than to the dim past, itinduced in his
followers a strange attitude toward man’s early history. On the face of
it, the evidence seemed to indicate that primitive man, far from hav-
ing a capitalistic psychology, had, in effect, a communistic one (later
this also proved to be mistaken). Consequently, economic historians
tended to confine their interest to that comparatively recent period of
history in which truck and exchange were found on any considerable
scale, and primitive economics was relegated to prehistory. Uncon-
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sciously, this led to a weighting of the scales in favor of a marketing
psychology, for within the relatively short period of the past few cen-
turies everything might be taken to tend toward the establishment of
that which was eventually established, i.e., a market system, irrespec-
tive of other tendencies which were temporarily submerged. The cor-
rective of such a “short-run” perspective would obviously have been
the linking up of economic history with social anthropology, a course
which was consistently avoided.

We cannot continue today on these lines. The habit of looking at
the past ten thousand years as well as at the array of early societies as a
mere prelude to the true history of our civilization which started ap-
proximately with the publication of the Wealth of Nations in 1776, is,
to say the least, out of date. It is this episode which has come to a close
in our days, and in trying to gauge the alternatives of the future, we
should subdue our natural proneness to follow the proclivities of our
fathers. But the same bias which made Adam Smith’s generation view
primeval man as bent on barter and truck induced their successors to
disavow all interest in early man, as he was now known not to have
indulged in those laudable passions. The tradition of the classical
economists, who attempted to base the law of the market on the al-
leged propensities of man in the state of nature, was replaced by an
abandonment of all interest in the cultures of “uncivilized” man as ir-
relevant to an understanding of the problems of our age.

Such an attitude of subjectivism in regard to earlier civilizations
should make no appeal to the scientific mind. The difterences existing
between civilized and “uncivilized” peoples have been vastly exagger-
ated, especially in the economic sphere. According to the historians,
the forms of industrial life in agricultural Europe were, until recently,
not much different from what they had been several thousand years
earlier. Ever since the introduction of the plough—essentially a large
hoe drawn by animals—the methods of agriculture remained sub-
stantially unaltered over the major part of Western and Central Eu-
rope until the beginning of the modern age. Indeed, the progress of
civilization was, in these regions, mainly political, intellectual, and
spiritual; in respect to material conditions, the Western Europe of A.D.
1100 had hardly caught up with the Roman world of a thousand years
before. Even later, change flowed more easily in the channels of state-
craft, literature, and the arts, but particularly in those of religion and
learning, than in those of industry. In its economics, medieval Europe
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was largely on a level with ancient Persia, India, or China, and cer-
tainly could notrival inriches and culture the NewKingdom of Egypt,
two thousand years before. Max Weber was the first among modern
economic historians to protest against the brushingaside of primitive
economics as irrelevant to the question of the motives and mecha-
nisms of civilized societies. The subsequent work of social anthropol-
ogy proved him emphatically right. For if one conclusion stands out
more clearly than another from the recent study of early societies, it is
the changelessness of man as a social being. His natural endowments
reappear with a remarkable constancy in societies of all times and
places; and the necessary preconditions of the survival of human soci-
ety appear to be immutably the same.

The outstanding discovery of recent historical and anthropologi-
calresearch is that man’s economy;, as a rule, is submerged in his social
relationships. He does not act so as to safeguard his individual interest
in the possession of material goods; he acts so as to safeguard his social
standing, his social claims, his social assets. He values material goods
onlyin so far as they serve this end. Neither the process of production
nor that of distribution is linked to specific economic interests
attached to the possession of goods; but every single step in that pro-
cess is geared to a number of social interests which eventually ensure
that the required step be taken. These interests will be very different in
a small hunting or fishing community from those in a vast despotic
society, but in either case the economic system will be run on noneco-
nomic motives.

The explanation, in terms of survival, is simple. Take the case of a
tribal society. The individual’s economic interest is rarely paramount,
for the community keeps all its members from starving unless it is it-
self borne down by catastrophe, in which case interests are again
threatened collectively, not individually. The maintenance of social
ties, on the other hand, is crucial. First, because by disregardingthe ac-
cepted code of honor, or generosity, the individual cuts himself off
from the community and becomes an outcast; second, because, in the
long run, all social obligations are reciprocal, and their fulfillment
serves also the individual’s give-and-take interests best. Such a situa-
tion must exert a continuous pressure on the individual to eliminate
economic self-interest from his consciousness to the point of making
him unable, in many cases (but by no means in all), even to compre-
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hend the implications of his own actions in terms of such an interest.
This attitude is reinforced by the frequency of communal activities
such as partaking of food from the common catch or sharing in the re-
sults of some far-flung and dangerous tribal expedition. The premium
set on generosity is so great when measured in terms of social prestige
as to make any other behavior than that of utter self-forgetfulness sim-
ply not pay. Personal character haslittle to dowith the matter. Man can
be as good or evil, as social or asocial, jealous or generous, in respect to
one set of values as in respect to another. Not to allow anybody reason
for jealousy is, indeed, an accepted principle of ceremonial distribu-
tion, just as publicly bestowed praise is thedue of the industrious, skil-
ful, or otherwise successful gardener (unless he be too successful, in
which case he may deservedly be allowed to wither awayunder the de-
lusion of being the victim of black magic). The human passions, good
or bad, are merely directed toward noneconomic ends. Ceremonial
displayserves to spur emulation to the utmost and the custom of com-
munal labor tends to screw up both quantitative and qualitative stan-
dards to the highest pitch. The performance of acts of exchange byway
of free gifts that are expected to be reciprocated though not necessarily
by the same individuals—a procedure minutely articulated and per-
fectly safeguarded by elaborate methods of publicity, by magic rites,
and by the establishment of “dualities” in which groups are linked in
mutual obligations—should in itself explain the absence of the notion
of gain or even of wealth other than that consisting of objects tradi-
tionally enhancing social prestige.

In this sketch of the general traits characteristic of a Western Mela-
nesian community we took no account of its sexual and territorial or-
ganization, in reference to which custom, law, magic, and religion ex-
ert their influence, as we only intended to show the manner in which
so-called economic motives spring from the context of social life. For
itis on this one negative point that modern ethnographers agree: the
absence of the motive of gain; the absence of the principle of laboring
for remuneration; the absence of the principle of least effort; and, es-
pecially, the absence of any separate and distinct institution based on
economic motives. But how, then, is order in production and distribu-
tion ensured?

The answer is provided in the main by two principles of behavior
not primarily associated with economics: reciprocity and redistribu-
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tion.* With the Trobriand Islanders of Western Malanesia, who serve
as an illustration of this type of economy, reciprocity works mainly in
regard to the sexual organization of society, that is, family and kinship;
redistribution is mainly effective in respect to all thosewho are under
a common chief and is, therefore, of a territorial character. Let us take
these principles separately.

The sustenance of the family the female and the children—is
the obligation of their matrilineal relatives. The male, who provides
for his sister and her family by delivering the finest specimens of his
crop, will mainly earn the credit due to his good behavior, but will
reap little immediate material benefit in exchange; if he is slack, it is
first and foremost his reputation that will suffer. It is for the benefit of
his wife and her children that the principle of reciprocity will work,
and thus compensate him economically for his acts of civic virtue.
Ceremonial display of food both in his own garden and before the re-
cipient’s storehouse will ensure that the high quality of his gardening
be known toall. It is apparent that the economy of garden and house-
hold here forms part of the social relations connected with good hus-
bandry.and fine citizenship. The broad principle of reciprocity helps
to safeguard both production and family sustenance.

The principle of redistribution is no less effective. A substantial
partof all the produce of the island is delivered by the village headmen
to the chief who keeps it in storage. But as all communal activity cen-
ters around the feasts, dances, and other occasions when the islanders
entertain one another as well as their neighbors from other islands (at
which the results of longdistance trading are handed out, gifts are
given and reciprocated according to the rules of etiquette, and the
chief distributes the customary presents to all), the overwhelming im-
portance of the storage system becomes apparent. Economically, it is
an essential part of the existing system of division of labor, of foreign
trading, of taxation for public purposes, of defense provisions. But
these functions of an economic system proper are completely ab-
sorbed by the intensely vivid experiences which offer superabundant
noneconomic motivation for every act performed in the frame of the
social system as a whole.

However, principles of behavior such as these cannot become
effective unless existing institutional patterns lend themselves to their

* Cf. Notes on Sources, p. 277. The works of Malinowski and Thurawald have been
extensively used in this chapter.
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application. Reciprocity and redistribution are able to ensure the
working of an economic system without the help of written records
and elaborate administration only because the organization of the so-
cieties in question meets the requirements of such a solution with the
help of patterns such as symmetry and centricity.

Reciprocity is enormously facilitated by the institutional pattern
of symmetry, a frequent feature of social organization among nonlit-
erate peoples. The striking “duality” which we find in tribal subdivi-
sions lends itself to the pairing out of individual relations and thereby
assists the give-and-take of goods and services in the absence of per-
manent records. The moieties of savage society which tend to create a
“pendant” to each subdivision, turned out to result from, as well as
help to perform, the acts of reciprocity on which the system rests. Lit-
tle is known of the origin of “duality”; but each coastal village on the
Trobriand Islands appears to haveits counterpart in an inland village,
so that the important exchange of breadfruits and fish, though dis-
guised as a reciprocal distribution of gifts, and actually disjoint in
time, can be organized smoothly. In the Kula trade, too, each individ-
ual has his partner on another isle, thus personalizing to a remarkable
extent the relationship of reciprocity. But for the frequency of the
symmetrical pattern in the subdivisions of the tribe, in the location of
settlements, as well as in intertribal relations, a broad reciprocity rely-
ing on the long-run working of separated acts of give-and-take would
be impracticable.

The institutional pattern of centricity, again, which is present to
some extent in all human groups, provide a track for the collection,
storage, and redistribution of goods and services. The members of a
hunting tribe usually deliver the game to the headman for redistribu-
tion. It is in the nature of hunting that the output of game is irregular,
besides being the result of a collective input. Under conditions such as
these no other method of sharing is practicable if the group is not to
break up after every hunt. Yet in all economies of kind a similar need
exists, be the group ever so numerous. And the larger the territory and
the more varied the produce, the more will redistribution result in an
effective division of labor, since it must help to link up geographically
differentiated groups of producers.

Symmetry and centricity will meet halfway the needs of reciproc-
ity and redistribution; institutional patterns and principles of behav-
ior are mutually adjusted. As long as social organization runs in its
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ruts, no individual economic motives need come into play; no shirk-
ing of personal effort need be feared; division of labor will automati-
cally be ensured; economic obligations will be duly discharged; and,
above all, the material meansfor an exuberant display ofabundance at
all public festivals will be provided. In such a community the idea of
profit is barred; higgling and haggling is decried; giving freely is ac-
claimed as a virtue; the supposed propensity to barter, truck, and ex-
change does not appear. The economic system is, in effect, a mere
function of social organization.

It should by no meansbe inferred that socioeconomic principles of
this typearerestricted to primitive procedures or small communities;
that a gainless and marketless economy must necessarily be simple.
The Kula ring, in western Melanesia, based on the principle of reci-
procity, is one of the most elaborate trading transactions known to
man; and redistribution was present on a gigantic scale in the civiliza-
tion of the Pyramids.

The Trobriand Islands belong to an archipelago forming roughly a
circle, and an important part of the population of this archipelago
spends a considerable proportion of its time in activities of the Kula
trade. We describe it as trade though no profit is involved, either in
money or in kind; no goods are hoarded or even possessed perma-
nently; the goods received are enjoyed by giving them away; no hig-
gling and haggling, no truck, barter, or exchange enters; and the whole
proceedings are entirely regulated by etiquette and magic. Still, it is
trade, and large expeditions are undertaken periodically by natives of
this approximately ring-shaped archipelago in order to carry one kind
of valuable object to peoples living on distant islands situated clock-
wise, while other expeditions are arranged carrying another kind of
valuable object to the islands of the archipelago lying counterclock-
wise. In the long run, both sets of objects—white-shell arm bands and
red-shell necklaces of traditional make—will move round the archi-
pelago, a traject which may take them up to ten years to complete.
Moreover, thereare, as arule, individual partners in Kula who recipro-
cate one another’s Kula gifts with equally valuable armbands and
necklaces, preferably such as have previously belonged to distin-
guished persons. Now, a systematic and organized give-and-take of
valuable objects transported over long distances is justly described as
trade. Yet this complex whole is exclusively run on the lines of reci-
procity. An intricate time-space-person system covering hundreds of
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miles and several decades, linking many hundreds of people in respect
to thousands of strictly individual objects, is being handled here with-
outanyrecords orad ministration, butalso withoutany motive of gain
or truck. Not the propensity to barter, but reciprocity in social behav-
ior dominates. Nevertheless, the result is a stupendous organizational
achievement in the economic field. Indeed, it would be interesting to
consider whether even the most advanced modern market organiza-
tion, based on exact accountancy, would be able to cope with such
a task, should it care to undertake it. It is to be feared that the unfor-
tunate dealers, faced with innumerable monopolists buying and sell-
ing individual objects with extravagant restrictions attached to each
transaction, would fail to make a standard profit and might prefer to
go out of business.

Redistribution also has its long and variegated history which leads
up almost to modern times. The Bergdama returning from his hunt-
ing excursion, the woman coming back from her search for roots,
fruit, or leaves are expected to offer the greater part of their spoil for
the benefit of the community. In practice, this means that the produce
of their activityis shared with the other persons who happen to be liv-
ing with them. Up to this point theidea of reciprocity prevails: today’s
giving will be recompensed by tomorrow’s taking. Among some
tribes, however, thereis an intermediary in the person of the headman
orother prominent member of the group; it is he who receives and dis-
tributes the supplies, especially if they need to be stored. This s redis-
tribution proper. Obviously, the social consequences of sucha method
of distribution may be far-reaching, since not all societies are as demo-
cratic as the primitive hunters. Whether the redistributing is per-
formed byan influential family or an outstanding individual, a ruling
aristocracy or a group of bureaucrats, they will of ten attempt to in-
crease their political power by the manner in which they redistribute
thegoods. In the potlatch of the Kwakiutl itisa point ofhonor with the
chief to display hiswealth of hides and to distribute them; buthe does
this also in order to place the recipients under an obligation, to make
them his debtors, and ultimately, his retainers.

All large-scale economies in kind were run with the help of the
principle of redistribution. Thekingdom of Himmurabiin Babylonia
and, in particular, the New Kingdom of Egypt were centralized despo-
tisms of a bureaucratic type founded on such an economy. The house-
hold of the patriarchal family was reproduced here on an enormously
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enlarged scale, while its “communistic” distribution was graded, in-
volving sharply differentiated rations. A vast number of storehouses
was ready to receive the produce of the peasant’s activity, whether he
was cattle-breeder, hunter, baker, brewer, potter, weaver, or whatever
else. The produce was minutely registered and, insofar as it was not
consumed locally, transferred from smaller to larger storehouses until
it reached the central administration situated at the court of the Pha-
raoh. There were separate treasure houses for cloth, works of art, orna-
mental objects, cosmetics, silverware, the royal wardrobe; there were
huge grain stores, arsenals, and wine cellars. '

But redistribution on the scale practiced by the pyramid builders
was not restricted to economies which knew not money. Indeed, all ar-
chaic kingdoms made use of metal currencies for the payment of taxes
and salaries, but relied for the rest on payments in kind from granaries
and warehouses of every description, from which they distributed the
most varied goods for use and consumption mainly to the nonpro-
ducing part of the population, that is, to the officials, the military, and
the leisure class; This was the system practiced inancient China, in the
empire of the Incas, in the kingdoms of India, and also in Babylonia.
In these,and many other civilizations of high economic achievement,
an elaborate division of labor was worked by the mechanism of redis-
tribution.

Under feudal conditions also this principle held. In the ethnically
stratified societies of Africa it sometimes happens that the superior
stratum consist of herdsmen settled among agriculturalists who are
still using the digging stick or the hoe. The gifts collected by the herds-
men are mainly agricultural—such as cereals and beer—while the
gifts distributed by them may be animals, especially sheep or goats. In
these cases there is division of labor, though usually an unequal one,
between the various strata of society: distribution may often cover up
ameasure of exploitation, while at the same time the symbiosis bene-
fits the standards of both strata owing to the advantages of an im-
proved division of labor. Politically, such societies live under a regime
of feudalism, whether cattle or land be the privileged value. There are
“regular cattle fiefs in East Africa.” Thurnwald, whom we follow
closely on the subject of redistribution, could therefore say that feu-
dalism implied everywhere a system of redistribution. Only under
very advanced conditions and exceptional circumstances does this
system become predominantly political, as happened in Western Eu-
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rope, where the change arose out of the vassal’s need for protection,
and gifts were converted into feudal tributes.

These instances show that redistribution also tends to enmesh the
economic system proper in social relationships. We find, as a rule, the
process of redistribution forming part of the prevailing political re-
gime, whether it be that of tribe, city-state, despotism, or feudalism of
cattle or land. The production and distribution of goods is organized
in the main through collection, storage, and redistribution, the pat-
tern being focused on the chief, the temple, the despot, or the lord.
Since the relations of the leading group to the led are different ac-
cording to the foundation on which political power rests, the principle
of redistribution will involve individual motives as different as the
voluntary sharing of the game by hunters and the dread of punish-
ment which urges the fellaheen to deliver their taxes in kind.

We deliberately disregarded in this presentation the vital distinc-
tion between homogeneous and stratified societies, i.e., societies
which are on the whole socially unified, and as such are split into rul-
ersand ruled. Though the relative status of slaves and masters may be
worlds apart from that of the freeand equal members of some hunting
tribes, and, consequently, motives in the two societies will differ
widely, the organization of the economic system may still be based on
the same principles, though accompanied by very different culture
traits, according to the very different human relations with which the
economic system is intertwined.

Thethird principle, which was destined to play a big role in history
and which we will call the principle of householding, consists in pro-
duction for one’s own use. The Greeks called it czconomia, the etymon
of the word “economy.” As far as ethnographical records are con-
cerned, we should not assume that production for a person’s or
group’s own sake is more ancient than reciprocity or redistribution.
On the contrary, orthodox tradition as well as some more recent theo-
ries on the subject have been emphatically disproved. The individual-
istic savage collecting food and hunting on his own or for his family
has never existed. Indeed, the practice of catering for the needs of one’s
household becomes a feature of economic life only on a more ad-
vanced level of agriculture; however, even then it has nothing in com-
mon either with the motive of gain or with the institution of markets.
Its pattern is the closed group. Whether the very different entities of
the family or the settlement or the manor formed the self-sufficient
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unit, the principle was invariably the same, namely, that of producing
and storing for the satisfaction of the wants of the members of the
group. The principle is as broad in its application as either reciprocity
or redistribution. The nature of the institutional nucleus is indiffer-
ent: it may be sex as with the patriarchal family, locality as with the vil-
lage settlement, or political power as with the seigneurial manor. Nor
does the internal organization of the group matter. It may be as des-
potic as the Roman familia or as democratic as the South Slav zadruga;
as large as the great domains of the Carolingian magnates or as small
as the average peasant holding of Western Europe. The need for trade
or markets is no greater than in the case of reciprocity or redistri-
bution.

Itis such a condition of affairs which Aristotle tried to establish as
a norm more than two thousand years ago. Looking back from the
rapidly declining heights of a worldwide market economy, we must
concede that his famous distinction of householding proper and
money-making, in the introductory chapter of his Politics, was proba-
bly the most prophetic pointer ever made in the realm of the social sci-
ences; it is certainly still the best analysis of the subject we possess. Ar-
istotle insists on production for use as against production for gain as
the essence of householding proper; yet accessory production for the
market need not, he argues, destroy the self-sufficiency of the house-
hold as long as the cash crop would also otherwise be raised on the
farm for sustenance, as cattle or grain; the sale of the surpluses need
not destroy the basis of householding. Only a genius of common sense
could have maintained, as he did, that gain was a motive peculiar to
production for the market, and that the money factor introduced a
new element into the situation, yet nevertheless, as long as markets
and money were mere accessories to an otherwise self-sufficient
household, the principle of production for use could operate. Un-
doubtedly, in this he was right, though he failed to see how impractica-
bleitwastoignorethe existence of markets ata time when Greek econ-
omy had made itself dependent upon wholesale trading and loaned
capital. For this was the century when Delos and Rhodes were devel-
oping into emporia of freight insurance, sea-loans, and giro-banking,
compared with which the Western Europe of a thousand years later
was the very picture of primitivity. Yet Jowett, Master of Balliol, was
grievously mistaken when he took it for granted that his Victorian En-
gland had a fairer grasp than Aristotle of the nature of the difference



Societies and Economic Systems [57]

between householding and money-making. He excused Aristotle by
conceding that the “subjects of knowledge that are concerned with
man run into one another; and in the age of Aristotle were not easily
distinguished.” Aristotle, it is true, did not recognize clearly the impli-
cations of the division of labor and its connection with markets and
money; nor did he realize the uses of money as credit and capital. So
far Jowett’s strictures were justified. But it was the Master of Balliol,
not Aristotle, who was impervious to the human implications of
money-making. He failed to see that thedistinction between the prin-
cipleof use and thatof gainwas the key to the utterly diff erent civiliza-
tion the outlines of which Aristotle accurately forecast two thousand
years before its advent out of the bare rudiments of amarket economy
available to him, while Jowett, with the full-grown specimen before
him, overlooked its existence. In denouncing the principle of produc-
tion for gain as boundless and limitless, “asnot natural to man,” Aris-
totle was, in effect, aiming at the crucial point, namely, the divorce of
the economic motive from all concrete social relationships which
would by their very nature set a limit to that motive.

Broadly, the proposition holds that all economic systems known
to us up to the end of feudalism in Western Europe were organized
either on the principle of reciprocity or redistribution, or house-
holding, or some combination of the three. These principles were in-
stitutionalized with the help of a social organization which, inter alia,
made use of the patterns of symmetry, centricity, and autarchy. In this
framework, the orderly production and distribution of goods was se-
cured through a great variety of individual motives disciplined by
general principles of behavior. Among these motives gain was not
prominent. Custom and law, magicand religion cooperated in induc-
ing the individual to complywith rules of behavior which, eventually,
ensured his functioning in the economic system.

The Greco-Roman period, in spite of its highly developed trade,
represented no break in this respect; it was characterized by the grand
scale on which redistribution of grain was practiced by the Roman ad-
ministration in an otherwise householding economy, and it formed
no exception to the rule that up to the end of the Middle Ages, markets
played no important part in the economic system; other institutional
patterns prevailed.

From the sixteenth century onward markets were both numerous
and important. Under the mercantile system they became, in effect, a
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main concern of government; yet there was still no sign of the coming
control of markets over human society. On the contrary. Regulation
and regimentation were stricter than ever; the very idea of a self-
regulating market was absent. To comprehend the sudden changeover
to an utterly new type of economy in the nineteenth century, we must
now turn to the history of the market, an institution we were able
practically to neglect in our review of the economic systems of the
past.



Evolution of
the Market Pattern

he dominating part played by markets in capitalist economy to-

getherwith the basic significance of the principle of barter or ex-
change in this economy calls for a careful inquiry into the nature and
origin of markets, if the economic superstitions of the nineteenth cen-
tury are to be discarded.*

Barter, truck, and exchange is a principle of economic behavior de-
pendent for its effectiveness upon the market pattern. A market is a
meeting place for the purpose of barter or buying and selling. Unless
such a pattern is present, at least in patches, the propensity to barter
will find but insufficient scope: it cannot produce prices.” For just as
reciprocity is aided by a symmetrical pattern of organization, as re-
distribution is made easier by some measure of centralization, and
householding must be based on autarchy, so also the principle of bar-
ter depends for its effectiveness on the market pattern. Butin the same
manner in which either reciprocity, redistribution, or householding
may occur in a society without being prevalent in it, the principle of
barter also may take a subordinate place in a society in which other
principles are in the ascendant.

However, in some other respects the principle of barter is not on a
strict parity with the three other principles. The market pattern, with
which it is associated, is more specific than either symmetry, centric-
ity, or autarchy—which, in contrast to the market pattern, are mere
“traits,” and do not create institutions designed for one function only.
Symmetry is no more than a sociological arrangement, which gives

* Cf. Notes on Sources, p. 280.

t Hawtrey, G. R., The Economic Problem, 1925, p. 13. “The practical application of
the principle of individualism is entirely dependent on the practice of exchange.” Haw
trey, however, was mistaken in assuming that the cxistence of markets simply followed
from the practice of exchange.

[59]
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rise to no separate institutions, but merely patterns out existing ones
(whether atribe or a village is symmetrically patterned or not involves
no distinctive institution). Centricity, though frequently creating
distinctive institutions, implies no motive that would single out the
resulting institution for a single specific function (the headman of a
village or another central official might assume, for instance, a variety
of political, military, religious, or economic functions, indiscrimi-
nately). Economic autarchy, finally, is only an accessory trait of an ex-
isting closed group.

The market pattern, on the other hand, being related to a peculiar
motive of its own, the motive of truck or barter, is capable of creating
a specific institution, namely, the market. Ultimately, that is why the
control of the economic system by the market is of overwhelming con-
sequence to the whole organization of society: it means no less than
the running of society as an adjunct to themarket. Instead of economy
being embedded in social relations, social relations are embedded in
the economic system. The vital importance of the economic factor to
the existence of society precludes any other result. For once the eco-
nomic system is organized in separate institutions, based on specific
motives and conferring a special status, society must be shaped in such
amanner as to allowthat system to function according to itsown laws.
This is the meaning of the familiar assertion that a market economy
can function only in a market society.

The step which makes isolated markets into a market economy,
regulated markets into a self-regulating market, is indeed crucial. The
nineteenth century—whether hailing the fact as the apex of civiliza-
tion or deploring it as a cancerous growth—naively imagined that
such a development was the natural outcome of the spreading of
markets. It was not realized that the gearing of markets into a self-
regulating system of tremendous power was not the result of any in-
herent tendency of markets toward excrescence, but rather the effect of
highly artificial stimulants administered to the body social in order to
meet a situation which was created by the no less artificial phenome-
non of the machine. Thelimited and unexpanding nature of the mar-
ket pattern, as such, was not recognized; and yet it is this fact which
emerges with convincing clarity from modern research.

“Markets are not found everywhere; their absence, while indi-
catinga certain isolation and a tendency to seclusion, is not associated
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with any particular development any more than can be inferred from
their presence.” This colorless sentence from Thurnwald’s Economics
in Primitive Communities sums up the significant results of modern
research on the subject. Another author repeats in respect to money
what Thurnwald says of markets: “The mere fact, that a tribe used
money differentiated it very little economically from other tribes on
the same cultural level, who did not.” We need hardly do more than
point to some of the more startling implications of these statements.

The presence or absence of markets or money does not necessarily
affect the economic system of a primitive society—this refutes the
nineteenth-century myth that money was an invention the appear-
ance of which inevitably transformed a society by creating markets,
forcing the pace of the division of labor, and releasing man’s natural
propensity to barter, truck, and exchange. Orthodox economic his-
tory, in effect, was based on an immensely exaggerated view of the sig-
nificance of markets as such. A “certain isolation,” or, perhaps,a “ten-
dency to seclusion” is the only economic trait that can be correctly
inferred from their absence; in respect to the internal organization of
an economy, their presence or absence need make no difference.

The reasons are simple. Markets are not institutions functioning
mainly within an economy, but without. They are meeting place of
long-distance trade. Local markets proper are of little consequence.
Moreover, neither long-distance nor local markets are essentially
competitive, and consequently there is, in either case, but little pres-
sure to create territorial trade, a so-called internal or national market.
Every one of these assertions strikes at some axiomatically held as-
sumption of the classical economists, yet they follow closely from the
facts as they appear in thelight of modern research.

The logic of the case is, indeed, almost the opposite of that under-
lying the classical doctrine. The orthodox teaching started from the
individual’s propensity to barter; deduced from it the necessity of lo-
cal markets, as well as of division of labor; and inferred, finally, the ne-
cessity of trade, eventually of foreign trade, including even long-
distance trade. In the light of our present knowledge we should almost
reverse the sequence of the argument: the true starting point is long-
distance trade, a result of the geographical location of goods, and of
the “division of labor” given by location. Long-distance trade often
engenders markets, an institution which involves acts of barter, and, if
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money is used, of buying and selling, thus, eventually, but by no means
necessarily, offering to some individuals an occasion to indulge in
their propensity for bargaining and haggling.

The dominating feature of this doctrine is the origin of trade in an
external sphere unrelated to the internal organization of economy:
“The application of the principles observed in hunting to the ob-
taining of goods found outside the limits of the district, led to certain
forms of exchange which appear to us later as trade.” In looking for
the origins of trade, our starting point should be the obtaining of
goods from a distance, as in a hunt. “The Central Australian Dieri
every year, in July or August, make an expedition to the south to ob-
tain the red ochre used by them for painting their bodies. . . . Their
neighbours, the Yantruwunta, organize similar enterprises for fetch-
ing red ochre and sandstone slabs for crushing grass seed, from the
Flinders Hills, 800 kilometres distant. In both cases it might be neces-
sary to fight for the articles wanted, if the local people off er resistance
to their removal” This kind of requisitioning or treasure-hunting is
clearly as much akin to robbery and piracy as to what we are used to
regard as trade; basically, it is a one-sided affair. It becomes two-sided,
i.e., “a certain form of exchange” often only through blackmail prac-
tised by the powers on the site; or through reciprocity arrangements,
as in the Kula ring, as with visiting parties of the Pengwe of West Af-
rica, or with the Kpelle, where the chief monopolizes foreign trade by
insisting on entertaining all the guests. True, such visits are not acci-
dental, but—in our terms, not theirs—genuine trading journeys; the
exchange of goods, however, is always conducted under the guise of re-
ciprocal presents and usually by way of return visits.

We reach the conclusion that while human communities never
seem to have forgone external trade entirely, such trade did not neces-
sarily involve markets. External trade is, originally, more in the nature
of adventure, exploration, hunting, piracy, and war than of barter. It
may as little imply peace as two-sidedness, and even when it implies
both it is usually organized on the principle of reciprocity, not that of
barter.

The transition to peaceful barter can be traced in two directions,
namely, in that of barter and in that of peace. A tribal expedition may
have to comply, as indicated above, with the conditions set by the

* Thurnwald, R. C,, Economics in Primitive Communities, 1932, p. 147.
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powers on the spot, who may exact some kind of counterpart from the
strangers; this type of relationship, though not entirely peaceful, may
give rise to barter—one-sided carrying will be transformed into two-
sided carrying. The other line of development is that of “silent trad-
ing” as in the African bush, where the risk of combat is avoided
through an organized truce, and the element of peace, trust, and con-
fidence is introduced into trade with due circumspection.

At a later stage, as we all know, markets become predominant in
the organization of external trade. But from the economic point of
view external markets are an entirely different matter from either local
markets or internal markets. They differ not only in size; they are insti-
tutions of different function and origin. External trade is carrying; the
point is the absence of some types of goods in the region; the exchange
of English woollens against Portuguese wine was an instance. Local
trade is limited to the goods of the region, which do not bear carrying
because they are too heavy, bulky, or perishable. Thus both external
trade and local trade are relative to geographical distance, the one be-
ing confined to the goods which cannot overcome it, the other to such
only as can. Trade of this type is rightly described as complementary.
Local exchange between town and countryside, foreign trade between
different climatic zones are based on this principle. Such trade need
not involve competition, and if competition would tend to disorga-
nize trade, there is no contradiction in eliminating it. In contrast to
both external and local trade, internal trade, on the other hand, is es-
sentially competitive; apart from complementary exchanges it in-
cludesaverymuch larger number of exchanges in which similar goods
from different sources are offered in competition with one another.
Accordingly, only with the emergence of internal or national trade
does competition tend to beaccepted as a general principle of trading.

These three types of trade which differ sharply in their economic
function are also distinct in their origin. We have dealt with the begin-
nings of external trade. Markets developed naturally out of it where
the carriers had to halt as at fords, seaports, riverheads, or where the
routes of two land expeditions met. “Ports” developed at the places of
transshipment.* The short flowering of the famous fairs of Europe was
another instance in which long-distance trade produced a definite
type of market; England’s staples were another example. But while

* Pirenne, H.,, Medieval Cities, 1925, p. 148 (footnote 12).
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fairs and staples disappeared again with an abruptness disconcerting
to the dogmatic evolutionist, the portus was destined to play an enor-
mous role in the settling of Western Europe with towns. Yet even
where the towns were founded on the sites of external markets, the lo-
cal markets often remained separate in respect not only to function
but also to organization. Neither the port nor the fair nor the staple
was the parent of internal or national markets. Where, then, should we
seek for their origin?

It might seem natural to assume that, given individual acts of bar-
ter, these would in the course of time lead to the development of local
markets, and that such markets, once in existence, would just as natu-
rally lead to the establishment of internal or national markets. How-
ever, neither the one nor the other is the case. Individual acts of barter
or exchange—this is the bare fact—do not, as a rule, lead to the estab-
lishment of markets in societies where other principles of economic
behavior prevail. Such acts are common in almost all types of primi-
tive society, but they are considered as incidental since they do not
provide for the necessaries of life. In the vast ancient systems of redis-
tribution, acts of barter as well as local markets were a usual, but no
more than a subordinate trait. The same is true where reciprocity
rules; acts of barter are here usually embedded in long-range relations
implying trust and confidence, a situation which tends to obliterate
the bilateral character of the transaction. The limiting factors arise
from all points of the sociological compass: custom and law, religion
and magic equally contribute to the result, which is to restrict acts of
exchange in respect to persons and objects, time and occasion. As a
rule, he who barters merely enters into a ready-made type of transac-
tion inwhichboth the objects and their equivalent amountsare given.
Utu in the language of the Tikopia* denotes such a traditional equiva-
lent as part of reciprocal exchange. That which appeared as the essen-
tial feature of exchange to eighteenth-century thought, the volunta-
risticelement of bargain, and the higgling so expressive of the assumed
motive of truck, finds but little scope in the actual transaction; insofar
as this motive underlies the procedure, it is seldom allowed to rise to
the surface.

The customaryway to behave is, rather, to give vent to the opposite
motivation. The giver may simply drop the object on the ground and

* Firth, R., Primitive Polynesian Economics, 1939, p. 347.
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the receiver will pretend to pick it up accidentally, or even leave it to
one of his hangers-on to do so for him. Nothing could be more con-
trary to accepted behavior than to have a good look at the counterpart
received. As we have everyreason to believe that this sophisticated atti-
tude is not the outcome of a genuine lack of interest in the material
side of the transaction, we might describe the etiquette of barter as a
counteracting development designed to limit the scope of the trait.

Indeed, on the evidence available it would be rash to assert that lo-
cal markets ever developed from individual acts of barter. Obscure as
the beginnings of local markets are, this much can be asserted: that
from the start this institution was surrounded by a number of safe-
guards designed to protect the prevailing economic organization of
society from interference on the part of market practices. The peace of
the market was secured at the price of rituals and ceremonies which
restricted its scope while ensuring its ability to function within the
given narrow limits. The most significant result of markets—the birth
of towns and urban civilization—was, in effect, the outcome of a par-
adoxical development. Towns, insofar as they sprang from markets,
were not only the protectors of those markets, but also the means of
preventing them from expanding into the countryside and thus en-
croaching on the prevailing economic organization of society. The
two meanings of the word “contain” express perhaps best this double
function of the towns, in respect to the markets which theyboth envel-
oped and prevented from developing.

Ifbarter was surrounded by taboos devised to keep this type of hu-
man relationship from abusing the functions of the economic organi-
zation proper, the discipline of the market was evenstricter. Here is an
example from the Chaga country: “The market must be regularly vis-
ited on market days. If any occurrence should prevent the holding of
the market on one or more days, business cannot be resumed until the
market-place has been purified. ... Every injury occurring on the
market-place and involving the shedding of blood necessitated imme-
diate expiation. From that moment no woman was allowed to leave
the market-place and no goods might be touched; they had to be
cleansed before they could be carried away and used for food. At the
very least a goat had to be sacrificed at once. A more expensive and
more serious expiation was necessary if awoman bore a child or had a
miscarriage on the market-place. In that case a milch animal was nec-
essary. In addition to this, the homestead of the chief had to be puri-
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fied by means of sacrificial blood of a milch-cow. All thewomen in the
country were thus sprinkled, district by district.”* Rules such as these
would not make the spreading of markets easier.

The typical local market on which housewives depend for some of
their needs, and growers of grain or vegetables as well as local crafts-
men off er their wares for sale, shows as to its form indifference to time
and place. Gatherings of thiskind are not only fairly general in primi-
tive societies, but remain almost unchanged right up to the middle of
the eighteenth centuryin the most advanced countries of Western Eu-
rope. They are an adjunct of local existence and differ but little
whether they form part of Central African tribal life, or a cité of Mero-
vingian France, or a Scottish village of Adam Smith’s time. But what is
true of the village is also true of the town. Local markets are, essen-
tially, neighborhood markets, and, though important to the life of the
community, they nowhere show any sign of reducing the prevailing
economic system to their pattern. They are not starting points of in-
ternal or national trade.

Internal trade in Western Europe was actually created by the inter-
vention of the state. Right up to the time of the Commercial Revolu-
tion what may appear to us as national trade was not national, but mu-
nicipal. The Hanse were not German merchants; they were a
corporation of trading oligarchs, hailing from a number of North Sea
and Baltic towns. Far from “nationalizing” German economic life, the
Hanse deliberately cut off the hinterland from trade. The trade of Ant-
werp or Hamburg, Venice or Lyons, was in no way Dutch or German,
Italian or French. London was no exception: it was as little “English”
as Luebeck was “German.” The trade map of Europe in this period
should rightly show only towns, and leave blank the countryside—it
might as well have not existed asfar as organized trade was concerned.
So-called nations were merely political units, and very loose ones at
that, consisting economically of innumerable smaller and bigger self-
sufficing households and insignificant local markets in the villages.
Trade was limited to organized townships which carried it on either
locally, as neighborhood trade, or as long-distance trade—the two
were strictly separated, and neither was allowed to infiltrate into the
countryside indiscriminately.

Such a permanent severance oflocal trade and long-distance trade

* Thurnwald, R. C., op. cit., pp. 162—64.
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within the organization of the town must come as another shock to
the evolutionist, with whom things always seem so easily to grow into
one another. And yet this peculiar fact forms the key to the social his-
tory of urban life in Western Europe. It strongly tends to support our
assertion in respect to the origin of markets which we inferred from
conditions in primitive economies. The sharp distinction drawn be-
tween local and long-distance trade might have seemed too rigid, es-
peciallyasitled us to the somewhat surprising conclusion that neither
long-distance trade nor local trade was the parent of the internal trade
of modern times—thus apparently leaving no alternative but to turn
for an explanation to the deus ex machina of state intervention. We
will see presently that in thisrespect also recent investigations bear out
our conclusions. But let us first give a bare outline of the history of ur-
ban civilization as it was shaped by the peculiar severance oflocal and
long-distance trade within the confines of the medieval town.

This severance was, indeed, at the heart of the institution of medi-
eval urban centres.* The town was an organization of the burgesses.
They alone had right of citizenship and on the distinction between the
burgess and the non-burgess the system rested. Neither the peasants of
the countryside nor the merchants from other towns were, of course,
burgesses. But while the military and political influence of the town
made it possible to deal with the peasants of the surroundings, in re-
spect to the foreign merchant such authority could not be exerted.
Consequently, the burgesses found themselves in an entirely different
position in respect to local trade and long-distance trade.

As to food supplies, regulation involved the application of such
methods as enforced publicity of transactions and exclusion of mid-
dlemen, in order to control trade and provide against high prices. But
such regulation was effective only in respect to trade carried on be-
tween the town and its immediate surroundings. In respect to long-
distance trade the position was entirely different. Spices, salted fish, or
‘wine had to be transported from a long distance and were thus the do-
main of the foreign merchant and his capitalistic wholesale trade
methods. This type of trade escaped local regulation and all that could
be done was to exclude it as far as possible from the local market. The
complete prohibition of retail sale by foreign merchants was designed
to achieve this end. The more the volume of capitalistic wholesale

)

* Our presentation follows H. Pirenne’s well-known works.
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trade grew, the more strictly was its exclusion from the local markets
enforced as far as imports were concerned.

In respect to industrial wares, the separation of local and long-
distance trade cut even deeper, as in this case the whole organization
of production for export was affected. The reason for thislayin the na-
ture of the craft guilds, in which industrial production was organized.
On the local market, production was regulated according to the needs
of the producers, thus restricting production to a remunerative level.
This principle would naturally not apply to exports, where the inter-
ests of the producers set no limits to production. Consequently, while
local trade was strictly regulated, production for export was only for-
mally controlled by corporations of crafts. The dominating export in-
dustry of the age, the cloth trade, was actually organized on the capi-
talistic basis of wage labor.

An increasingly strict separation of local trade from export trade
was the reaction of urban life to the threat of mobile capital to disinte-
grate the institutions of the town. The typical medieval town did not
try to avoid the danger by bridging the gap between the controllable
local market and the vagaries of an uncontrollable long-distance
trade, but, on the contrary, met the peril squarely by enforcing with
the utmost rigor that policy of exclusion and protection which was the
rationale of its existence.

In practice this meant that the towns raised every possible obstacle
to the formation of that national or internal market for which the cap-
italist wholesaler was pressing. By maintaining the principle of a non-
competitive local trade and an equally noncompetitive long-distance
trade carried on from town to town, the burgesses hampered by all
means at their disposal the inclusion of the countryside into the com-
pass of trade and the opening up of indiscriminate trade between the
towns of the country. It was this development which forced the terri-
torial state to the fore as the instrument of the “nationalization” of the
market and the creator of internal commerce.

Deliberate action of the state in the fifteenth and sixteenth centu-
ries foisted the mercantile system on the fiercely protectionist towns
and principalities. Mercantilism destroyed the outworn particularism
of local and intermunicipal trading by breaking down the barriers
separating these two types of noncompetitive commerce and thus
clearing the way for a national market which increasingly ignored the
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distinction between town and countryside as well as that between the
various towns and provinces.

The mercantile system was, in effect, a response to many chal-
lenges. Politically, the centralized state was anew creation called forth
by the Commercial Revolution which had shifted the center of gravity
of the Western world from the Mediterranean to the Atlantic seaboard
and thus compelled the backward peoples of larger agrarian countries
to organize for commerce and trade. In external politics the setting up
of sovereign power was the need of the day; accordingly, mercantilist
statecraft involved the marshalling of the resources of the whole na-
tional territory to the purposes of power in foreign affairs. In internal
politics, unification of the countries atomized by feudal and munici-
pal particularism was the necessary by-product of such an endeavour.
Economically, the instrument of unification was capital, i.e., private
resources available in form of money hoards and thus peculiarly suit-
able for the development of commerce. Finally the administrative
technique underlying the economic policy of the central government
was supplied by the extension of the traditional municipal system to
the larger territory of the state. In France, where the craft guilds
tended to become state organs, the guild system was uniformly ex-
tended over the whole territory of the country; in England, where the
decay of the walled towns had weakened that system fatally, the coun-
tryside wasindustrialized without the supervision of the guilds, while
inboth countries trade and commerce spread over the whole territory
of the nation and became the dominating form of economic activity.
This also accounts for the often puzzling domestic trade policy of
mercantilism.

State intervention, which had freed trade from the confines of the
privileged town, was now called to deal with two closely connected
dangers which the town had successfully met, namely, monopoly and
competition. That competition must ultimately lead to monopoly was
a truth well understood at the time, while monopoly was feared even
more than later as it often concerned the necessaries of life and thus
easily waxed into a peril to the community. All-round regulation of
economic life, only this time on a national, no more on a merely mu-
nicipal, scale was the given remedy. What to the modern mind may
easily appear as a shortsighted exclusion of competition was in reality
the means of safeguarding thg functioning of markets under the given



[70] The Great Transformation

conditions. For any temporary intrusion of buyers or sellers in the
market mustdestroythebalanceand disappointregularbuyers or sell-
ers, with the result that the market will cease to function. The former
purveyors will cease to offer their goods as they cannot be sure that
their goods will fetch a price, and the market left without sufficient
supply will become a prey to the monopolist. To a lesser degree, the
same dangers were present on the demand side, where a rapid falling
off might be followed by a monopoly of demand. With every step that
the state took to rid the market of particularist restrictions, of tolls and
prohibitions, itimperiled the organized system of production and dis-
tribution which was now threatened by unregulated competition and
the intrusion of the interloper who “scooped” the market but offered
no guarantee of permanency. Thus it came that although the new na-
tional markets were, inevitably, to some degree competitive, it was the
traditional feature of regulation, not the new element of competition,
which prevailed.* The self-sufficing household of the peasantlaboring
for his subsistence remained the broad basis of the economic system,
which was being integrated into large national units through the for-
mation of theinternal market. This national market now tookits place
alongside, and partly overlapping, the local and foreign markets. Agri-
culture was now being supplemented by internal commerce—a sys-
tem of relatively isolated markets, which was entirely compatible with
the principle of householding still dominant in the countryside.

This concludes our synopsis of the history of the market up to the
time of the Industrial Revolution. The next stage in mankind’s history
brought, as we know, an attempt to set up one big self-regulating
market. There was nothing in mercantilism, this distinctive policy of
the Western nation-state, to presage such a unique development. The
“freeing” of trade performed by mercantilism merely liberated trade
from particularism, but at the same time extended the scope of regula-
tion. The economic system was submerged in general social relations;
markets were merely an accessory feature of an institutional setting
controlled and regulated more than ever by social authority.

* Montesquieu, L'Esprit des lois, 1748. “The English constrain thc merchant, butitis
in favour of commerce.”



CHAPTER S1X

The Self-Regulating Market and
the Fictitious Commodities:
Labor, Land, and Money

his cursory outline of the economic system and markets, taken

separately, shows that never before our own time were markets
more than accessories of economic life. As arule, the economic system
was absorbed in the social system, and whatever principle of behavior
predominated in the economy, the presence of the market pattern was
found to be compatible with it. The principle of barter or exchange,
which underlies this pattern, revealed no tendency to expand at the
expense of the rest. Where markets were most highly developed, as un-
der the mercantile system, they throve under the control of a central-
ized administration which fostered autarchy both in the household of
the peasantry and in respect to national life. Regulation and markets,
in effect, grew up together. The self-regulating market was unknown;
indeed the emergence of the idea of self-regulation was a complete re-
versal of the trend of development. It is in the light of these facts that
the extraordinary assumptions underlying a market economy can
alone be fully comprehended.

A market economy is an economic system controlled, regulated,
and directed by market prices; order in the production and distribu-
tion of goods is entrusted to this self-regulating mechanism. An econ-
omy of thiskind derives from the expectation that human beings be-

‘have in such a way as to achieve maximum money gains. It assumes
markets in which the supply of goods (including services) available at
a definite price will equal the demand at that price. It assumes the
presence of money, which functions as purchasing power in the hands
of its owners. Production will then be controlled by prices, for the
profits of those who direct production will depend upon them; the
distribution of the goods also will depend upon prices, for prices form
incomes, and it is with the help of these incomes that the goods pro-
duced are distributed amongst the members of society. Under these

[71]
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assumptions order in the production and distribution of goods is en
sured by prices alone.

Self-regulation implies thatall production is for sale on the market
and that all incomes derive from such sales. Accordingly, there are
markets for all elements of industry, not only for goods (always in-
cluding services) but also for labor, land, and money, their prices be-
ing called respectively commodity prices, wages, rent, and interest.
The very terms indicate that prices form incomes: interest is the price
for the use of money and forms the income of those who are in the po-
sition to provide it; rent is the price for the use of land and forms the
income of those who supply it; wages are the price for the use of labor
power and form the income of those who sell it; commodity prices,
finally, contribute to the incomes of those who sell their entrepreneur-
ial services, the income called profit being actually the difference be-
tween two sets of prices, the price of the goods produced and their
cost, i.e., the price of the goods necessary to produce them. If these
conditions are fulfilled, all incomes derive from sales on the market,
and incomes will be just sufficient to buy all the goods produced.

A further group of assumptions follows in respect to the state and
its policy. Nothing must be allowed to inhibit the formation of mar-
kets, nor must incomes be permitted to be formed otherwise than
through sales. Neither must there be any interference with the adjust-
ment of prices to changed market conditions—whether the prices are
those of goods, labor, land, or money. Hence there must not only be
markets for all elements of industry, but no measure or policy must be
countenanced that would influence the action of these markets. Nei-
ther price, nor supply, nor demand must be fixed or regulated; only
such policies and measures are in order which help to ensure the self-
regulation of the market by creating conditions which make the mar-
ketthe only organizing power in the economic sphere.*

To realize fully what this means, let us return for a moment to the
mercantile system and the national markets which it did so much to
develop. Under feudalism and the guild system land and labor formed
part of the social organization itself (money had yet hardly developed
into a major element of industry). Land, the pivotal element in the
feudal order, wasthebasis of the military, judicial, administrative,and

* Henderson, H. D., Supply and Demand, 1922. The function of the market is two-
fold: the apportionment of factors between different uses and the organizing of the
forces influencing aggregate supplies of factors.
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political system; its status and function were determined by legal and
customary rules. Whether its possession was transferable or not, and
if so, towhomand under what restrictions; what therights of property
entailed; to what uses some types of land might be put—all these
questions were removed from the organization of buying and selling,
and subjected to an entirely different set of institutional regulations.

The same was true of the organization of labor. Under the guild
system, as underevery other economic system in previous history, the
motives and circumstances of productive activities wereembedded in
the general organization of society. The relations of master, journey-
man, and apprentice; the terms of the craft; the number of appren-
tices; the wages of the workers were all regulated by the custom and
rule of the guild and the town. What the mercantile system did was
merely to unify these conditions either through statute as in England,
or through the “nationalization” of the guilds as in France. As to land,
its feudal status was abolished only insofar as it was linked with pro-
vincial privileges; for the rest, land remained extra commercium, in
England as in France. Up to the time of the Great Revolution of 1789,
landed estate remained the source of social privilege in France, and
even after that time in England Common Law on land was essentially
medieval. Mercantilism, with all its tendency toward commercializa-
tion, never attacked the safeguards which protected these two basic el-
ements of production—Ilabor and land—from becoming the objects
of commerce. In England the “nationalization” of labor legislation
through the Statute of Artificers (1563) and the Poor Law (1601) re-
moved labor from the danger zone, and the anti-enclosure policy of
the Tudors and early Stuarts was one consistent protest against the
principle of the gainful use of landed property.

That mercantilism, however emphatically it insisted on commer-
cialization as a national policy, thought of markets in a way exactly
contrary to market economy, is best shown by its vast extension of
stdte intervention in industry. On this point there was no difference
between mercantilists and feudalists, between crowned planners and
vested interests, between centralizing bureaucrats and conservative
particularists. They disagreed only on the methods of regulation:
guilds, towns, and provinces appealed to the force of custom and tra-
dition, while the new state authority favored statute and ordinance.
But they were all equally averse to the idea of commercializing labor
and land—the precondition of market economy. Craft guilds and feu-
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dal privileges were abolished in France only in 1790; in England the
Statute of Artificers was repealed only in 1813—14, the Elizabethan Poor
Law in 1834. Not before the lastdecade of the eighteenth century was,
in either country, the establishment of a free labor market even dis-
cussed; and the idea of the self-regulation of economic life was utterly
beyond the horizon of the age. The mercantilist was concerned with
the development of the resources of the country, including full em-
ployment, through trade and commerce; the traditional organization
of land and labor he took for granted. He was in this respect as far re-
moved from modern conceptsas he was in the realm of politics, where
his belief in the absolute powers of an enlightened despot was tem-
pered by no intimations of democracy. And just as the transition to a
democratic system and representative politics involved a complete re-
versal of the trend of the age, the change from regulated to self-
regulating markets at the end of the eighteenth century represented a
complete transformation in the structure of society.

A self-regulating market demands nothing less than the institu-
tional separation of society into an economic and a political sphere.
Such a dichotomy is, in effect, merely the restatement, from the point
of view of society as a whole, of the existence of a self-regulating mar-
ket. It might be argued that the separateness of the two spheres obtains
in every type of society at all times. Such an inference, however, would
be based on a fallacy. True, no society can exist without a system of
some kind which ensures order in the production and distribution of
goods. But that does not imply the existence of separate economic in-
stitutions; normally, the economic order is merely a function of the
social order. Neither under tribal nor under feudal nor under mercan-
tile conditions was there, as we saw, a separate economic system in so-
ciety. Nineteenth-century society, in which economic activity wasiso-
lated and imputed to a distinctive economic motive, was a singular
departure.

Such an institutional pattern could not have functioned unless so-
ciety was somehow subordinated to its requirements. A market econ-
omy can exist only in a market society. We reached this conclusion on
general grounds in our analysis of the market pattern. We can now
specify the reasons for this assertion. A market economy must com-
prise all elements of industry, including labor, land, and money. (In a
market economy money also is an essential element of industrial life
and its inclusion in the market mechanism has, as we will see, far-



The Self-Regulating Market and the Fictitious Commodities [ 75 |

reaching institutional consequences.) But labor and land are no other
than the human beings themselves of which every society consists and
the natural surroundings in which it exists. To include them in the
market mechanism means to subordinate the substance of society it-
selfto the laws of the market.

We are now in the position to develop in a more concrete form the
institutional nature of a market economy, and the perils to society
which it involves. We will, first, describe the methods by which the
market mechanism is enabled to control and direct the actual ele-
ments of industrial life; secondly, we will try to gauge the nature of the
effects of such a mechanism on the society which is subjected to its
action.

It iswith the help of the commodity concept that the mechanism
of the market is geared to the various elements of industrial life. Com-
modities are here empirically defined as objects produced for sale on
the market; markets, again, are empirically defined as actual contacts
between buyers and sellers. Accordingly, every element of industry is
regarded as having been produced for sale, as then and then only will
it be subject to the supply-and-demand mechanism interacting with
price. In practice this means that there must be markets for every ele-
ment of industry; that in these markets each of these elements is orga-
nized into a supply and a demand group; and that each element has a
price which interacts with demand and supply. These markets—and
they are numberless—are interconnected and form One Big Market.*

The crucial point is this: labor, land, and money are essential ele-
ments of industry; they also must be organized in markets; in fact,
these markets form an absolutely vital part of the economic system.
But labor, land, and money are obviously not commodities; the postu-
latethat anything that is bought and sold must have been produced for
sale is emphatically untrue in regard to them. In other words, ac-
cording to the empirical definition of a commodity they are not com-
modities. Labor is only another name for a human activity which goes
withlife itself, which in its turn is not produced for sale but for entirely
different reasons, nor can thatactivity be detached from the rest oflife,
be stored or mobilized; land is only another name for nature, which is
not produced by man; actual money, finally, is merely a token of pur-
chasing power which, as a rule, is not produced at all, but comes into

* Hawtrey, G. R, op. cit. Its function is seen by Hawtrey in making “the relative

market values of all commodities mutually consistent.”
.
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being through the mechanism of banking or state finance. None of
them is produced for sale. The commodity description of labor, land,
and money is entirely fictitious.

Nevertheless, it is with the help of this fiction that the actual mar-
kets for labor, land, and money are organized®; theseare being actually
bought and sold on the market; their demand and supply are real mag-
nitudes; and any measures or policies that would inhibit the forma-
tion of such markets would ipso facto endanger the self-regulation of
the system. The commodity fiction, therefore, supplies a vital orga-
nizing principle in regard to the whole of society affecting almost all
itsinstitutions in the most varied way, namely, the principle according
to which no arrangement or behavior should be allowed to exist that
might prevent the actual functioning of the market mechanism on the
lines of the commodity fiction.

Now, in regard to labor, land, and money such a postulate cannot
be upheld. To allow the market mechanism to be sole director of the
fate of human beings and their natural environment indeed, even of
the amount and use of purchasing power, would result in the demoli-
tion of society. For the alleged commodity “labor power” cannot be
shoved about, used indiscriminately, or even left unused, without
affecting also the human individual who happens to be the bearer of
this peculiar commodity. In disposing of a man’s labor power the sys-
tem would, incidentally, dispose of the physical, psychological, and
moral entity “man” attached to that tag. Robbed of the protective
covering of cultural institutions, human beings would perish from the
effects of social exposure; they would die as the victims of acute social
dislocation through vice, perversion, crime, and starvation. Nature
would be reduced to its elements, neighborhoods and landscapes de-
filed, rivers polluted, military safety jeopardized, the power to pro-
duce food and raw materials destroyed. Finally, the market adminis-
tration of purchasing power would periodically liquidate business
enterprise, for shortages and surfeits of money would prove as disas-
trous to business as floods and droughts in primitive society. Un-
doubtedly, labor, land, and money markets are essential to a market
economy. But no society could stand the effects of such a system of
crude fictions even for the shortest stretch of time unless its human

* Marx’s assertion of the fetish character of the value of commoditics refers to the
exchange value of genuine commodities and has nothing in common with the ficti
tious commodities mentioned in the text.
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and natural substance as well as its business organization was pro-
tected against the ravages of this satanic mill.

The extreme artificiality of market economy is rooted in the fact
that the process of production itself is here organized in the form of
buying and selling. No other way of organizing production for the
market is possible in a commercial society.* During the late Middle
Agesindustrial production for export was organized by wealthy bur-
gesses, and carried on under their direct supervision in the home
town. Later, in the mercantile society, production was organized by
merchants and was not restricted any more to the towns; this was the
age of “putting out” when domestic industry was provided with raw
materials by the merchant capitalist, who controlled the process of
production as a purely commercial enterprise. It was then that indus-
trial production was definitely and on a large scale put under the orga-
nizingleadership of the merchant. He knew the market, the volume as
well as the quality of the demand; and he could vouch also for the sup-
plies which, incidentally, consisted merely of wool, woad, and, some-
times, thelooms or the knitting frames used by the cottage industry. If
supplies failed it was the cottager who was worst hit, for his employ-
ment was gone for the time; but no expensive plant was involved and
the merchant incurred no serious risk in shouldering the responsibil-
ity for production. For centuries this system grew in power and scope
until in a country like England the wool industry, the national staple,
covered large sectors of the country where production was organized
by the clothier. He who bought and sold, incidentally, provided for
production—no separate motive was required. The creation of goods
involved neither the reciprocating attitudes of mutual aid; nor the
concern of the householder for those whose needs are left to his care;
nor the craftsman’s pride in the exercise of his trade; nor the satisfac-
tion of public praise—nothing but the plain motive of gain so familiar
tothe manwhoseprofessionisbuying and selling. Up to the end of the
eighteenth century, industrial production in Western Europe was a
mere accessory to commerce.

As long as the machine was an inexpensive and unspecific tool
there was no change in this position. The mere fact that the cottager
could produce larger amounts than before within the same time
might induce him to use machines to increase earnings, but this fact

* Cunningham, W., “Economic Change,” in Cambridge Modern History, Vol. 1.
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in itself did not necessarily affect the organization of production.
Whether the cheap machinery was owned by the worker or by the
merchant made some difference in the social position of the parties
and almost certainly made a difference in the earnings of the worker,
who was better off as long as he owned his tools; but it did not force the
merchant to become an industrial capitalist, or to restrict himself to
lending his money to such persons as were. The vent of goods rarely
gave out; the greater difficulty continued to be on the side of supply of
raw materials, which was sometimes unavoidably interrupted. But,
even in such cases, the loss to the merchant who owned the machines
was not substantial. It was not the coming of the machine as such but
the invention of elaborate and therefore specific machinery and plant
which completely changed the relationship of the merchant to pro-
duction. Although the new productive organization was introduced
by the merchant—a fact which determined the whole course of the
transformation—the use of elaborate machinery and plant involved
the development of the factory system and therewith a decisive shift in
the relative importance of commerce and industry in favor of the lat-
ter. Industrial production ceased to be an accessory of commerce or-
ganized by the merchant as a buying and selling proposition; it now
involved long-term investment with corresponding risks. Unless the,
continuance of production was reasonably assured, such a risk was
not bearable.

But the more complicated industrial production became, the
more numerouswere theelements of industry the supply of whichhad
to be safeguarded. Three of these, of course, were of outstanding im-
portance: labor,land, and money. In a commercial society their supply
could be organized in one way only: by being made available for pur-
chase. Hence, they would have to be organized for sale on the mar-
ket—in other words, as commodities. The extension of the market
mechanism to the elements of industry—Ilabor, land, and money—
was the inevitable consequence of the introduction of the factory sys-
tem in a commercial society. The elements of industry had to be on
sale.

This was synonymous with the demand for a market system. We
know that profits are ensured under such a system only if self-
regulation is safeguarded through interdependent competitive mar-
kets. As the development of the factory system had been organized as



The Self-Regulating Market and the Fictitious Commodities [ 79 |

part of a process of buying and selling, therefore labor, land, and
money had to be transformed into commodities in order to keep pro-
duction going. They could, of course, not be really transformed into
commodities, as actually they were not produced for sale on the mar-
ket. But the fiction of their being so produced became the organizing
principle of society. Of the three, one stands out: labor is the technical
term used for human beings, insofar as they are notemployersbut em-
ployed; it follows that henceforth the organization of labor would
change concurrently with the organization of the market system. But
as the organization of labor is only another word for the forms of life
of the common people, this means that the development of the market
system would be accompanied by a change in the organization of soci-
ety itself. Allalong the line, human society had become an accessory of
the economic system.

We recall our paralle] between the ravages of the enclosures in En-
glish history and the social catastrophe which followed the Industrial
Revolution. Improvements, we said, are, as a rule, bought at the price
of social dislocation. If the rate of dislocation is too great, the commu-
nity must succumb in the process. The Tudors and early Stuarts saved
England from the fate of Spain by regulating the course of change so
that it became bearable and its effects could be canalized into less de-
structive avenues. But nothing saved the common people of England
from the impact of the Industrial Revolution. A blind faith in sponta-
neous progress had taken hold of people’s minds, and with the fanati-
cism of sectarians the most enlightened pressed forward for boundless
and unregulated change in society. The effects on the lives of the peo-
ple were awful beyond description. Indeed, human society would have
been annihilated but for protective counter-moves which blunted the
action of this self-destructive mechanism.

Social history in the nineteenth century was thus the result of a
double movement: the extension of the market organization in respect
to genuine commodities was accompanied by its restriction in respect
to fictitious ones. While on the one hand markets spread all over the
face of the globe and the amount of goods involved grew to unbeliev-
able dimensions, on the other hand a network of measures and poli-
cies was integrated into powerful institutions designed to check the
action of the market relative to labor, land, and money. While the or-
ganization of world commodity markets, world capital markets, and
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world currency markets under the aegis of the gold standard gave an
unparalleled momentum to the mechanism of markets, a deep-seated
movement sprang into being to resist the pernicious effects of a
market-controlled economy. Society protected itself against the perils
inherent in a self-regulating market system—this was the one com-
prehensive feature in the history of the age.



CHAPTER SEVEN

Speenhamland, 1795

ighteenth-century society unconsciously resisted any attempt at

being made into a mere appendage of the market. No market econ-
omy was conceivable that did not include a market for labor; but to es-
tablish such a market, especially in England’s rural civilization, im-
plied no less than the wholesale destruction of the traditional fabric of
society. During the most active period of the Industrial Revolution,
from 1795 to 1834, the creating of a labor market in England was pre-
vented through the Speenhamland Law.

The market for labor was, in effect, the last of the markets to be or-
ganized under the newindustrial system, and this final step was taken
only when market economy was set to start, and when the absence of a
market for labor was proving a greater evil even to the common people
themselves than the calamities that were to accompany its introduc-
tion. In the end the free labor market, in spite of theinhuman methods
employed in creating it, proved financially beneficial to all concerned.

Yet it was only now that the crucial problem appeared. The eco-
nomic advantages of a free labor market could not make up for the so-
cial destruction wrought by it. Regulation of a new type had to be in-
troduced under which labor was again protected, only this time from
the working of the market mechanism itself. Though the new protec-
tive institutions, such as trade unions and factory laws, were adapted,
as far as possible, to the requirements of the economic mechanism,
they nevertheless interfered with its self-regulation and, ultimately,
destroyed the system.

In the broad logic of this development the Speenhamland Law oc-
cupied a strategic position.

In England both land and money were mobilized before labor was.
The latter was prevented from forming a national market by strict le-
[81]
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gal restrictions on its physical mobility, since the laborer was practi-
cally bound to his parish. The Act of Settlement of 1662, which laid
down the rules of so-called parish serf dom, was loosened only in 1795.
This step would have made possible the setting up of a national labor
market had not in the very same year the Speenhamland Law or “al-
lowance system” been introduced. The tendency of this law was to the
opposite; namely, toward a powerful reinforcement of the paternalis-
ticsystemof labor organization asinherited from the Tudors and Stu-
arts. The justices of Berkshire, meeting at the Pelican Inn, in Speen-
hamland, near Newbury, on May 6, 1795, in a time of great distress,
decided thatsubsidiesin aid of wages should be granted in accordance
with a scale dependent upon the price of bread, so thata minimum in-
come should be assured to the poor irrespective of their earnings. The
magistrates’ famous recommendation ran: When the gallon loaf of
bread of a definite quality “shall cost 1 shilling, then every poor and in-
dustrious person shall have for his support 3 shillings weekly, either
procured by his own or his family’s labour, or an allowance from the
poor rates, and for the support of his wife and every other of his family,
1 shilling 6 pence; when the gallon loaf shall cost 1/6, then 4 shillings
weekly, plus 1/10; on every pence which the bread price raises above 1
shilling he shall have 3 pence for himself and 1 pence for the others.”
The figures varied somewhat in various counties, but in most cases the
Speenhamland scale was adopted. This was meant as an emergency
measure and was informally introduced. Although commonly called
alaw, the scaleitself was never enacted. Yet it became the law of the land
over most of the countryside, and even, in a much diluted form, in a
number of factory towns; actually it introduced no less a social and
economic innovation than the “right to live;” and until abolished in
1834, it effectively prevented the establishment of a competitive labor
market. Two years earlier, in 1832, the middle class had forced its way
to power, partly in order to remove this obstacle to the new capitalistic
economy. Indeed, nothing could be more obvious than that the wage
system imperatively demanded the withdrawal of the “right to live” as
proclaimed in Speenhamland—under the new regime of the eco-
nomic man, nobody would work for a wage if he could make a living
by doing nothing (or not much more than nothing).

Another feature of the reversal of the Speenhamland method was
less obvious to most nineteenth-century writers, namely, that the
wage system had to be made universal in the interest also of the wage-
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earners themselves, even though this meant depriving them of their
legal claim to subsistence. The “right to live” had proved a death trap
to them.

The paradox was merely apparent. Allegedly, Speenhamland
meant that the Poor Law was to be administered liberally—actually, it
was turned into the opposite of its original intent. Under Elizabethan
Law the poor were forced to work at whatever wages they could get and
only those who could obtain no work were entitled to relief; relief in
aid of wages was neitherintended nor given. Under the Speenhamland
Law a man was relieved even if he was in employment, as long as his
wages amounted to less than the family income granted to him by the
scale. Hence, no laborer had any financial interest in satisf ying his em-
ployer, his income being the same whatever wages he earned; this was
different only in case standard wages, i.e., the wages actually paid, ex-
ceeded the scale, an occurrence which was not the rule in the country-
side since the employer could obtain labor at almost any wages; how-
ever little he paid, the subsidy from the rates brought the workers’
income up to scale. Within a few years the productivity of labor began
to sink to that of pauper labor, thus providing an added reason for em-
ployers not to raise wages above the scale. For once theintensity of la-
bor, the care and efficiency with which it was performed, dropped be-
low a definite level, it became indistinguishable from “boondoggling”
or the semblance of work maintained for the sake of appearances.
Though in principleworkwas still enforced, in practice outdoor relief
became general and even when relief was administered in the poor-
house, the enforced occupation of the inmates now hardly deserved
the name of work. This amounted to the abandonment of Tudor legis-
lation not for the sake of less but of more paternalism. The extension
of outdoor relief, the introduction of aid-in-wages supplemented by
separate allowances for wife and children, each item rising and falling
with the bread price, meant a dramatic reentry in regard to labor of
that same regulative principle that was being rapidly eliminated in re-
gard to industrial life as a whole.

No measure was ever more universally popular.* Parents were free
of the care of their children, and children were no more dependent
upon parents; employers could reduce wages at will and laborers were
safe from hunger whether they were busy or slack; humanitarians ap-

* Meredith, H. O., Outlines of the Economic History of England, 1908.
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plauded the measureasan act of mercy even though not of justice, and
the selfish gladly consoled themselves with the thought that though it
was merciful atleast it was not liberal; and even ratepayers were slow
to realize what would happen to the rates under a system which pro-
claimed the “right to live” whether a man earned a living wage or not.

In the long run the resultwas ghastly. Although it took some time
till the self-respect of the common man sank to thelow point wherehe
preferred poor relief to wages, his wages which were subsidized from
public funds were bound eventually to be bottomless, and to force
him upon the rates. Little by little the people of the countryside were
pauperized; the adage “once on the rates, always on the rates” was a
true saying. But for the protracted effects of the allowance system, it
would be impossible to explain the human and social degradation of
early capitalism.

The Speenhamland episode revealed to the people of the leading
country of the century the true nature of the social adventure on
which they were embarking. Neither the rulers nor the ruled ever for-
got thelessonsofthat fool’s paradise; if the Reform Bill of 1832and the
Poor Law Amendment of 1834 were commonly regarded as the start-
ing point of modern capitalism, it was because they put an end to the
rule of the benevolent landlord and his allowance system. The attempt
to create a capitalistic order without a labor market had failed disas-
trously. The laws governingsuch an order had asserted themselves and
manifested theix radical antagonism to the principle of paternalism.
The rigor of these laws had become apparent and their violation had
been cruellyvisited upon those who had disobeyed them.

Under Speenhamland, society was rent by two opposing influ-
ences: the one emanating from paternalism and protecting labor from
the dangers of the market system; the other organizing the elements of
production, including land, under a market system, and thus divest-
ing the common people of their former status, compelling them to
gain a living by offering their labor for sale, while at the same time de-
priving their labor of its market value. A new class of employers was
being created, but no corresponding class of employees could consti-
tute itself. A new gigantic wave of enclosures was mobilizing the land
and producing a rural proletariat, while the “maladministration of
the Poor Law” precluded them from gaininga living by their labor. No
wonder that the contemporaries were appalled at the seeming contra-
diction ofan almost miraculous increase in production accompanied



Speenhamland, 1795 [85]

by a near starvation of the masses. By 1834 there was a general convic-
tion—with many thinking people a passionately held conviction—
that anything was preferable to the continuance of Speenhamland.
Either machines had to be demolished, as the Luddites had tried to do,
or aregular labor market had to be created. Thus was mankind forced
into the paths of a utopian experiment.

This is not the place to expatiate upon the economics of Speenham-
land; there will be occasion for that later on. On the face of it the “right
to live” should have stopped wage labor altogether. Standard wages
should have gradually dropped to zero, thus putting the actual wage
bill wholly on the parish, a procedure which would have made the ab-
surdity of the arrangement manifest. But this was an essentially pre-
capitalistic age, when the common people were still traditionally
minded, and far from being directed in their behavior by monetary
motives alone. The majority of the countryfolk, whether lifeholders
or simple laborers, preferred any kind of existence to the status of a
pauper, even if it was not deliberately burdened by irksome or igno-
minious disabilities, as subsequently happened. If laborers had been
free to combine for the furtherance of their interests, the allowance
system might, of course, have had a contrary effect on standard wages:
for trade union action would have been greatly helped by the relief of
the unemployed implied in so liberal an administration of the Poor
Law. It might be inferred that the paternalistic intervention of Speen-
hamland called forth the Anti-Combination Laws, a further interven-
tion, but for which Speenhamland might have had the effect of raising
wages instead of depressing them as it actually did. In conjunction
with the Anti-Combination Laws, which were not revoked for another
quarter century, Speenhamland led to the ironic resultthat the finan-
cially implemented “right to live” eventually ruined the people whom
itwas ostensibly designed to succor.

To later generations nothing could have been more patent than the
mutual incompatibility of institutions like the wage systemn and the
“right tolive,” or, in other words, than the impossibility of a function-
ing capitalistic order as long as wages were from public funds. But the
contemporaries did not comprehend the order for which they were
preparing the way. Only when a grave deterioration of the productive
capacity of the masses resulted—a veritable national calamity which
was obstructing the progress of machine civilization did the neces-
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sity of abolishing the unconditional right of the poor to relief impose
itself upon the consciousness of the community. The complicated eco-
nomics of Speenhamland transcended the comprehension of even the
most expert observers of the time; but the conclusion appeared only
the more compelling that aid-in-wages must be inherently vicious,
since it miraculously injured even those who received it.

The pitfalls of the market system were not readily apparent. To re-
alize this clearly we must distinguish between the various vicissitudes
to which the laboring people were exposed in England since the com-
ing of the machine: first, those of the Speenhamland period, 1795 to
1834; second, the hardships caused by the Poor Law Reform, in the de-
cade following 1834; third, the deleterious effects of a competitive la-
bor market after 1834, until in the 1870s the recognition of the trade
unions offered sufficient protection. Chronologically, Speenhamland
antedated market economy; the decade of the Poor Law Reform Act
was a transition to that economy. The last period—overlapping the
former—was that of market economy proper.

The three periods differed sharply. Speenhamland was designed to
prevent the proletarianization of the common people, or at least to
slow it down. The outcome was 