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INTRODUCTION
Fiscal and Monetary Counterrevolution



Could things have turned out differently? Looking back on the free market counterrevolution of the last half century, it is hard to avoid a sense of historical fatalism. There can be little doubt that Keynesian capitalism in the 1970s was overwhelmed by a series of problems that eluded its usual methods of crisis management. With increasing strain on its fiscal and monetary limits, the Keynesian welfare state was forced to fight on all fronts against a perfect storm of threats, from foreign trade competition to third-world nationalism, oil price shocks, and rising wage and social demands at home. To observers on both the left and right, it seemed obvious that the fiscal and monetary crisis of the postwar state could not be resolved without a self-administered euthanasia of Keynesianism itself.1 But what was to follow?

The shock therapy unleashed by Ronald Reagan and Margaret Thatcher in the early 1980s followed the hardline script of market deregulation, welfare retrenchment, and monetary deflation advocated by neoliberal thinkers of the Mont Pelerin Society. Yet social democratic governments around the world, from Australia to France, pursued their own softer versions of neoliberal transition and thus paved the way to a new consensus. By the 1990s the debate was seemingly over. While the political right and left fought over the precise form of free market transition, the neoliberal solution to the crisis of Keynesianism was embraced by all. With the collapse of the Soviet Union, only the most utopian of leftists would cling to the belief that things could have turned out otherwise.

This sense of inevitability has become so engrained on both the left and right that it comes as a shock to realize that the neoliberal resolution to the capitalist crisis of the 1970s was by no means self-evident to those we now consider the victors. For many of the major characters in this book, the real story of the 1970s was a fight to the death between labor and capital, the outcome of which was far from preordained. As much as they steeled themselves for battle, their overwhelming mood was melancholic—even apocalyptic—rather than triumphant.

The Virginia school economist James M. Buchanan blamed the fiscal and monetary pathologies of the decade on a wider “behavioral revolution.”2 The same zeitgeist that had produced runaway inflation was also responsible, he thought, for a “generalized erosion in public and private manners, increasingly liberalized attitudes toward sexual activities, a declining vitality of the Puritan work ethic, deterioration in product quality, explosion of the welfare rolls, widespread corruption in both the private and the governmental sector, and, finally, observed increases in the alienation of voters from the political process.”3 Buchanan had witnessed the first stirrings of this revolution on campus, when student activists and Black militants took aim at the nexus between the university, the petrochemical industry, and U.S. imperialism. He “had sensed an urge to stand and fight, to do battle in the quads,” as he “saw rules and conventions that embodied capital value fall undefended before the new barbarians.”4 Instead, he purchased a farmhouse in the Appalachian foothills, where he could retreat whenever the “wider disruption of social order”5 became too much.

For Arthur Laffer, the Chicago school economics graduate who was then working in Gerald Ford’s Department of Treasury, the parlous state of financial markets at mid-decade evoked the doomsday prophecies of the first millennium, when traders in church indulgences came face to face with the prospect of eternal damnation. “As we stand poised on the verge of the dawning of the third millennium after the birth of Christ,” he told a gathering of financial analysts in New York, “I feel it is far more than just interesting—perhaps even imperative—to analyze the behavior of our current markets in the perspective of the historical precedents set during the twilight of the first millennium.”6 Dwindling returns on financial assets and ever-expanding social budgets convinced Laffer that the future of capitalism was relentlessly bleak. The expansion of social insurance programs buffering wage earners from the market had destroyed the work ethic and would soon condemn financial asset holders to an eternity of extortionate taxes, interest rates, and inflation. There was, he thought, no easy way out. “Perhaps the solution to our doomsday problem is the exact opposite of the solution found at the end of the first millennium,” Laffer concluded; “We need the appearance of God.”

For all their hyperbole, these dispatches from the 1970s are a helpful reminder of the despair that gripped right-wing economists at the time. In their eyes, at least, the battle was still in progress and victory by no means assured.

On the left, by contrast, we are just as likely to find a guarded sense of optimism. The Marxist economist James O’Connor fully appreciated the promise and perils of the moment. Writing at the beginning of the decade, O’Connor understood that the burgeoning “fiscal crisis of the state” reflected an intensified struggle between wage workers, industrialists, and asset holders on the one hand and different sectors of the working and “surplus” classes on the other.7 The struggle resulted from the fact that growing portions of the private industrial sector had been de facto socialized as a result of permanent government contracts and soaring public investment, while the corporations that benefited from this arrangement jealously guarded their profits from social redistribution. The conflict had been containable as long as the New Deal social compact was reserved for the white, male, industrial worker. But the expanding welfare state had itself created new classes of public-sector workers (disproportionately female and African American) and state dependents (students, welfare recipients, patients, and detainees) who no longer accepted their status as social surplus. The resulting conflict pitted not only private-sector workers against industrialists but also public-sector workers and state dependents against the paternalist administration of social services by the state.8 Yet the fiscal and monetary methods of the Keynesian social consensus were premised on the fact that redistribution was limited to a small portion of the wage-earning class. Any challenge to these limits would result in a fiscal (and monetary) crisis of the Keynesian state. Without in any way downplaying the internal divisions of the left, O’Connor saw a very different future from the one that history has bequeathed us. The conflict, he claimed, could be resolved only by socialism, that is, by the suppression of private profit, the full redistribution of social wealth, and a participatory administration of welfare, health care, and education by its beneficiaries.9

With this provocation, O’Connor was popping a thought bubble first blown by the Austrian economist Joseph Alois Schumpeter at a time when welfare state capitalism was still in its infancy. In an essay published in 1918, Schumpeter suggested that the rising importance of the fiscal state—a state armed with historically unprecedented powers to tax, spend, create money, and issue debt—had fundamentally shifted the terrain on which class struggle was played out.10 Written in response to postwar fears of overhanging debt and rising tax burdens, the essay offered a novel perspective on the question of fiscal crisis. While others warned of intractable budgetary problems thrown up by the costs of war, Schumpeter dismissed the idea that the state was in any real danger of becoming insolvent or going bankrupt. Much more ominous than the economic burden of rising war debt, he countered, was the political threat of “rising social expenditures”—for it was “from that side” that the capitalist state might “be conquered.”11

In other words, what the capitalist state had run up against were political limits to its own modus operandi, not absolute economic limits to fiscal and monetary policy. The rise of the modern fiscal state—by which Schumpeter meant the nascent social state of the early twentieth century—placed elected legislators in a quandary when it came to the management of private wealth. Capitalist states had long resorted to debt finance and taxation to fund their imperial and commercial pursuits. But the expansion of the democratic franchise had placed qualitatively new demands on the state that threatened its capacity to maintain social order. The growing portion of spending, actuarial, and redistributive functions foisted on government by an increasingly enfranchised polity had brought class struggle into the heart of the state and turned its budget into a ledger of conflict. As advocates of the gold standard well knew, working-class insurgency could be defeated from above by the imposition of sound finance and balanced budgets. But fiscal crisis could also be resolved in another fashion. If the poor continued to extract resources from the state, then the private economy might eventually be overwhelmed from below by the clamor of democratic demands.12 At some point, Schumpeter warned, fiscal and monetary redistribution would tilt into fiscal and monetary revolution—a complete takeover of the state’s powers to create money, issue debt, and distribute wealth.

What Schumpeter was contemplating here was a very different style of revolution to the one we commonly associate with classical Marxism.13 Yet it was Schumpeter who correctly foresaw the kinds of struggle that would emerge in the 1960s and 1970s as welfare state capitalism entered another period of fiscal and monetary crisis. The “hour has not yet struck” for fiscal revolt, he wrote in the conclusion to his 1918 essay.14 Yet the hour would come some five decades later. And when it did, Schumpeter’s articulation of elite fears proved uncannily clairvoyant.

For much of the twentieth century, the Keynesian consensus between labor unions, industrialists, and the state provided an answer to Schumpeter’s fears. As political theorist Geoff Mann has argued, Keynesianism is best understood as a project of Hegelian mediation applied to the social sphere and enacted as a bulwark against communism.15 By fostering a constant growth in national income, welfare-state capitalism found a way to divide the spoils between capitalists and workers while containing redistribution within tolerable limits. Yet while this may have forestalled the danger of fiscal and monetary revolution, it did not eliminate it. The Polish economist Michał Kalecki was one of the first to offer an unflinching appraisal of the political limits of Keynesianism as a project of mediation. As early as the 1940s, at a time when large corporations were settling into a working relationship with organized labor and the big spending state, Kalecki sought to understand why business leaders were still so suspicious of the prospect of full employment.16 If the activist use of the deficit and monetary policy could deliver a reliable workforce and steadily rising profits while simultaneously tempering the volatilities of the business cycle, why were so many corporate leaders still so loath to see a full implementation of the Keynesian social state?

Like Schumpeter, Kalecki understood that the limits of the Keynesian consensus were political, not technical. Efforts by government to subsidize public services, welfare, and the wage might be beneficial in stimulating profits in the short term. But by releasing workers from the fear of unemployment and welfare dependents from poverty, they threatened the raison d’être of capitalism itself. Absent the discipline of the market, there was nothing to stop workers from pushing up wages or politicians from redistributing wealth to win their votes. If pushed too far, it was possible that the institutions of the social state—from public schools and hospitals to health care, old age, and unemployment insurance—would be seized from below, turning state dependents into agents of a new kind of social revolution. It was for this reason, Kalecki foresaw, that business elites would allow only limited and temporary implementation of Keynesian policies: spending on physical infrastructure or defense would be favored over long-term investments in education, health care, and welfare, while boom-bust cycles would be tolerated as an economically disruptive but politically safe alternative to permanent deficit spending. Instinctively, industrialists and asset holders understood that labor discipline was more important to the survival of capitalism than nominal profit rates or the stability of economic growth. After all, any sustained rollout of Keynesian social investment policies would inevitably lead to chronic wage and consumer price inflation—with a corresponding erosion of real profits and the ever-present risk of a wage-price spiral. As soon as asset holders in particular were threatened by rising wages and prices, Kalecki warned, a “powerful block is likely to be formed between big business and the rentier interests, and they would probably find more than one economist to declare that the situation was manifestly unsound.”17

This was a remarkably prescient account of the political turmoil of the 1970s, when wages effectively outran the power of corporations to collect profits and the resulting consumer price inflation eroded the wealth of financial asset holders. Even Kalecki, however, did not envisage the full scope of the social revolt of the 1970s, which brought into question the racial and gendered foundations of the Keynesian social contract as much as its class order. The era’s spirit of insurgency extended well beyond the ranks of unionized, industrial workers. It also mobilized those who had been excluded from the New Deal contract: African American factory and domestic workers, public-sector employees, migrant farm laborers, welfare mothers, students, and dependents of the family wage. A resurgent feminism challenged the very structure of the male breadwinner family that undergirded the Keynesian social order and thus provoked the ire of social conservatives as much as free market liberals. If this was not quite a revolution, it came close enough to trigger a monumental backlash.

What we have experienced since then is one long counterrevolution.


EXTRAVAGANCE AND AUSTERITY

By counterrevolution, I do not mean a return to the world of honest money and limited government dreamed of by the purest of free market radicals. The libertarian credo that calls for the abolition of the Federal Reserve, an end to fiat money, and the repeal of the income tax continues to play an important role in U.S. politics, but it has had little impact on the reshaping of institutions. Indeed, as libertarians themselves lament, state budgets are bigger than ever, public debt grows beyond all measure, and the Federal Reserve has assumed powers of money creation unimaginable in earlier decades.18 If institutional size and firepower are anything to go by, we are very far from the reign of sound finance that libertarian gold bugs would like to see. Why then do so many of us live in a world of unremitting fiscal and monetary austerity, as if ruled over by the hard money constraint of gold?

To make sense of this paradox, we need to understand how the neoliberal counterrevolution assigned an unofficial dual mandate to fiscal and monetary authorities, on the one hand setting them free from the traditional constraints on public money and debt creation while on the other instructing them to use these powers for the narrowest of ends.19 We do not lack the means to collectivize public debt issuance, to monetize that debt, to channel that money into collective spending on education, health care, welfare, and the transition to renewable energy, or to redistribute the ensuing social wealth. What we lack is the political will. The challenge for neoliberal technocrats has been to turn these institutional possibilities into political dead ends while doing all in their power to accommodate the interests of private asset holders.

The challenge first presented itself in 1971, when President Nixon made the fateful decision to close the gold window that allowed currency traders to exchange their U.S. dollars for hard money. The decision bought precious time. Its immediate effect was to release the United States from the blackmail of foreign trade partners, who could always force the country to put its fiscal and monetary house in order by threatening to withdraw their dollars for gold. As non-fiat money in limited supply, gold was an enforcer of monetary and fiscal austerity. It was the hard monetary medium that limited the ability of the United States to run budget deficits or lower interest rates. The suspension of the gold window released the U.S. government from this discipline, allowing it to deal with its growing trade deficit and rising domestic inflation on its own terms.20 But in so doing, it also removed a convenient external constraint on U.S. domestic politics. In the absence of a hard technical limit to budget deficits and inflation, could elected legislators be trusted to enforce social spending austerity of their own accord?

To business leaders and financial investors alike, the transition to floating exchange rates appeared like a mixed blessing that could ease balance-of-payment pressures in the short term while throwing up worse problems down the road. Uppermost in their mind was the growing power of trade unions, which in the early 1970s were regularly winning wage settlements in excess of the consumer price level. The specter of “wage push inflation”—a general inflation of consumer prices that was catalyzed by oil price shocks but driven forward by the bargaining power of organized labor—haunted the business and political elites of the period.21 Economists invoked the threat of “hyperinflation”: without the discipline of fixed exchange rates, they warned, there was a real danger that weak-willed legislators would keep expanding the social budget and prevail on the Federal Reserve to accommodate their spending with wanton “money printing.” For many, the fact that the Federal Reserve had the power to directly purchase Treasury debt (a process known variously as debt monetization, monetary finance, or more pejoratively “money printing”) and thus allow the government to spend at zero or low cost was a fatal institutional weakness. Because of this they thought that any solution to the conundrum of floating exchange rates would have to include a radical overhaul of the central bank’s charter and sphere of influence.

The scope of the problem was clearly appreciated by Chicago school neoliberal Milton Friedman, who repeated Irving Fisher’s warning that “irredeemable money had almost invariably proved a curse to the country employing it.”22 While Friedman was personally in favor of floating exchange rates, the success of the regime, he averred, would depend on whether “we find a substitute for convertibility into specie that will serve the same function: maintaining pressure on the government to refrain from its resort to inflation as a source of revenue.”23 The Federal Reserve could not be allowed to accommodate rising wage settlements and social demands by monetizing (and thus inflating away) government debt. It was imperative that it “find a nominal anchor for the price level to replace the physical limit on a monetary commodity.”24 In the absence of gold, an alternative form of monetary discipline would have to be found.

While Friedman had set out the terms of the challenge, it fell to Paul Volcker, President Carter’s appointee as chair of the Federal Reserve in 1979, to find a workable solution. By refusing to accommodate incoming President Reagan’s big-spending military and tax cut budget of 1981 and letting interest rates soar, Volcker established the new expectation of central bank impassivity in the face of government desperation. The stance—soon to be formalized in the norm of “central bank independence”—established a strict institutional separation between the Treasury and the central bank and forbade the latter from accommodating government spending by resorting to “money printing.”25 Between 1980 and 2008 central banks around the world massively offloaded their public bond holdings, determined to wean governments off the drug of cheap money and rein in their spending.26 Henceforth, treasuries would be forced to issue tradable securities and finance their spending in the bond markets, where they would be subject to the unsentimental appraisal of bond vigilantes. Bruised by the trauma of the 1970s, bond traders were phobic of any form of government spending that might empower labor or push up the social wage: as such, they could be expected to punish weak-willed governments with exorbitant interest rates.

By the early 1980s, then, the U.S. government’s release from the monetary discipline of gold was replaced by a new kind of institutional constraint. In the words of his biographer William Silber, Volcker showed that a “determined central banker could act like a surrogate for gold” and thus “rescued the experiment in fiat currency from failure.”27 Neoliberal monetary orthodoxy would transmute Volcker’s personal determination into a steely institutional animus against (wage-push) inflation. The U.S., and world, economy would henceforth operate on an institutional ersatz for gold—“a gold standard without gold.”28

The advantage of this arrangement was that it allowed the Federal Reserve to deploy monetary austerity in the most targeted of ways, while at the same time holding all its powers of monetary accommodation in reserve for special occasions. There was good reason why a youthful gold bug such as Alan Greenspan did not hesitate to enter the temple of fiat money in the wake of Paul Volcker.29 Greenspan understood much earlier than most that if the Federal Reserve could be disciplined to suppress the slightest hint of wage inflation, its powers of money creation could nevertheless be selectively unleashed to foster the inflation of asset-based wealth.30 Neoliberal monetary orthodoxy could do everything that gold was meant to do—and more. The key variable here was government fiscal policy, which had to be austere enough to keep the (social) wage in check yet simultaneously generous enough to reward investment in financial assets.

The most obvious feature of neoliberal fiscal policy has been its fierce will to retrenchment. With the neoliberal turn of the 1980s, the fiscal crisis of the state was resolved in favor of social spending cuts as opposed to tax increases (at least of the visible or direct kind), and welfare states since then have operated under a regime of permanent fiscal austerity.31 Social spending decisions, we are told, must bend to the constraints of demographic aging, declining growth rates, and the international bond market. There is only so much money to go around, and since almost everyone agrees that defense outlays are off the table, what we are left with is a competition between different items in the social welfare budget.

We should not underestimate the political endgame here: Republicans have never hidden their desire to fully privatize Social Security and Medicare. In the meantime, however, the timeline of retrenchment has followed the reverse order of priorities laid out in the New Deal welfare state, winning its first outright victories with stigmatized public assistance programs associated with impoverished African American and Latina women, and proceeding from here to the more secure entitlement programs that were designed to protect the male breadwinner wage.

The will to retrenchment, moreover, goes far beyond the sphere of social insurance to encompass the whole gamut of social spending programs associated with the postwar emancipation of women and racial minorities. Just as decisive as the fiscal conservative rationale behind these attacks was the social conservative agenda to “defund the left.”32 Following the student revolts of the 1960s and 1970s, higher education was a prime target for retrenchment: the slow attrition of federal funding from the Reagan administration onward shifted its fortunes to the states, where it had to compete with a rapidly growing prison and corrections budget.33 Public schools too came under fire in the 1970s not only as hotbeds of left-wing teacher unionism but also as purveyors of state-subsidized sex education and racial tolerance. They remain on the front line of the culture wars to this day, as conservatives call for a reassertion of parental rights in the face of rampant gender and racial indoctrination.34 Perhaps the most enduring alliance between fiscal and religious conservatives, however, was the long campaign to defund Planned Parenthood, to introduce religious exemptions in public hospital settings, and to make abortion unaffordable to poor women. Long before the judicial counterrevolution of the Trump era made it possible to overturn Roe v. Wade outright, the religious right did all in its power to outlaw abortion by fiscal means. In this and other cases, fiscal austerity and moral discipline went hand in hand.

Yet we misunderstand the scope of neoliberal fiscal policy if we assume austerity to be its sole setting. Beyond the zero-sum game of competing claims on direct expenditure lies a whole realm of indirect government spending that escapes the naked eye. To grasp the complexity of neoliberal fiscalism fully, we need to look at the large and growing portion of government outlays that takes the paradoxical form of indirect spending through the tax code.35 Tax deductions, exclusions, preferences, exemptions, deferrals, and credits are all deliberate departures from a baseline rate of income taxation that are designed to facilitate certain kinds of investment choice in the private economy. There is general recognition among public finance economists that tax provisions of this kind are functionally equivalent to traditional public spending. For this reason, they are referred to as “tax expenditures” and counted as such in annual reports issued by the Treasury Department and Joint Committee on Taxation.36

As functional subtractions from the federal budget, tax expenditures have the same effect on Treasury accounts as direct government spending. Yet they are commonly perceived as both tax and spending cuts by the public and are rarely singled out as contributions to the budget deficit.37 Social tax expenditures such as the Earned Income Tax Credit (EITC) have proven useful to New Democrats, who want to pursue a minimal social spending agenda while avoiding the charge of fiscal profligacy. But it is Republicans who have made the most extravagant use of the tax expenditure option to enact massive spending programs on behalf of the well-off, in the process creating a shadow welfare state that should be unaffordable by their own metrics.38 Tax expenditures are one reason why Republicans in power regularly leave massive budget deficits and debt burdens in their wake while seemingly pursuing the most austere of social spending agendas.

As a ratio of government spending, tax expenditures have grown dramatically over the past four decades. At last estimate, the U.S. Treasury currently foregoes $1.5 trillion in annual revenue through its income-related tax expenditures—higher than the Social Security budget or more than one-third of direct government spending.39 Their overall impact is highly regressive. At the same time that Republican legislators in particular resist any increase in direct social spending, they actively reward citizens for channeling their savings into “private” alternatives to “public” welfare, thus offering a permanent subsidy to asset-based wealth accumulation.40 This is most obviously the case when it comes to the suite of tax expenditures relating to dividends and capital gains, which overwhelmingly benefit households in the top 1 percent of the income distribution. But it also applies to tax expenditures on private housing, which in a low-interest-rate environment have contributed to the transformation of the home into a financial asset and sharpened the class divisions between the homeowner and the renter. As tax expenditures have grown with respect to direct social spending, the United States is left with a divided welfare state of threadbare income transfers and outrageously generous subsidies to private wealth. Fiscal austerity, then, is only one side of the neoliberal tax and spending agenda.

The same dynamic is at work in industrial and urban policy, which relies increasingly on tax incentives to would-be private investors rather than direct public investment.41 The dwindling of federal support for lower levels of government has forced cash-strapped state and local governments to lavish resources on private investors, corporations, and real estate developers in the hope that some of the resulting gains will come trickling back down at some point in the future. The municipal debt market that holds legislators in its grip demands that public outlays reward private investors before all others.42 Thus, while cities and states outdo each other in indirect spending on private asset holders, their direct commitment to public services grows hopelessly thin.

The increasingly regressive profile of fiscal policy explains why the inveterate monetary hawk Alan Greenspan turned dovish in the late 1990s and why his Federal Reserve successors felt free to break that last taboo of central bank independence—the prohibition against monetizing the federal debt—in the wake of two global financial crises. It helps us to understand, also, why the massive exercise in debt monetization pursued under the guise of quantitative easing (QE) led to asset price (not wage) inflation, in apparent defiance of orthodox monetary logic.43 It turns out that monetary and fiscal policy cannot be understood independently: one monetary action can produce vastly different effects depending on the fiscal environment it is operating in. Thus, while central bank “money printing” may have looked like a slippery slope to the hyperinflation of wages in the early 1970s, at a time when a Republican President Nixon was expanding the social budget and the trade union movement still had clout, it no longer presented the same threat in the 2000s, when so much of government social spending was sustaining the wealth of private asset holders. During the past four decades, the steady buildup of tax expenditures serving to subsidize the value of financial assets—from capital gains preferences to estate tax deductions—has created a situation in which low interest rates and cheap debt will automatically feed into asset price inflation and a further concentration of wealth in the hands of the already rich. These fiscal buffers work on the downside as well as the upside, helping to explain why at least some asset classes remain surprisingly resilient to any reversal in the Federal Reserve’s low-interest-rate policy. When financial asset holders begin to suffer real losses, they have recourse to special tax provisions not available to the average wage earner that allow them to write off income taxes into the far future. For those with enough money to qualify, failure is never absolute.

At this point it should be clear why “neofeudalism” is not an adequate descriptor of our current conjuncture.44 What we have witnessed during the last four decades of counterrevolution is not a dismantling of the modern Treasury or central bank much less the self-abolition of capitalism, but an extraordinary intensification of fiscal and monetary capacities in the service of a dual mandate. For all its airs of haughty asceticism, the Federal Reserve has relinquished none of its powers to create money or sustain wealth. Indeed, in the last few decades, it has acquired extraordinary new powers to deal with the threat of asset price deflation, extending its lender-of-last-resort function from government-chartered to shadow banks and from U.S. to world capital markets.45 Yet it has jealously guarded these powers from democratic or redistributive intent, deploying them only when it was sure that financial asset holders would be the primary beneficiaries. The fiscal state, too, has lost none of its powers of debt issuance and redistribution, despite the oft-repeated diagnoses of terminal impotence. Even while it vaunts its commitment to spending restraint, the neoliberal state indulges in orgies of tax expenditure that reliably violate its own rules of budget balance. The combined effect has been to re-create the austere conditions of classical sound finance for mere wage earners and welfare beneficiaries while furnishing a world of unimaginable abundance for asset holders.



PUBLIC CHOICE AUSTERITY AND SUPPLY-SIDE EXTRAVAGANCE

This book investigates the key moments and actors in this long counterrevolution, focusing in particular on the role of Virginia school public choice theory and supply-side economics in reshaping the budgetary politics of American government. As members of the wider “neoliberal thought collective,” these movements produced distinct but ultimately complementary responses to the capitalist crisis of the 1970s.46

With its intellectual roots in the conservative southern Democratic tradition, Virginia school public choice theory calls for constitutional limits to the tax and spending powers of the state at every level of government. Its policy agenda of tax cuts and balanced budgets is a recipe for austerity, much more severe than the balanced budget regime of the postwar Republican mainstream. This agenda originated in the Solid South of one-party Democratic states, which practiced an extreme form of public spending austerity as a way of disciplining Black agricultural and domestic workers and the poorest of whites. It was upheld as budgetary gospel by the conservative southern Democrats who ruled the Senate until the civil rights era and was subsequently transmuted into an elaborate philosophy of constitutional economics by the father of Virginia school neoliberalism, James M. Buchanan. As southern Democrats passed the baton of budget austerity to Sunbelt Republicans in the 1970s, Buchanan’s prescriptions for budgetary restraint would be embraced wholesale by the ascendant right wing of the Republican Party.

With its blueprints for tax and spending limits, supermajority voting rules, and a federal balanced budget amendment, the political legacy of Virginia school neoliberalism is much more significant than is commonly assumed. It was the intellectual driving force behind the long wave of tax and expenditure limitations that forced austerity on state and local government in the late 1970s and 1980s. It continues to fuel the interminable campaign for a federal balanced budget amendment. And it has left its imprint in the now familiar spectacles of Republican debt ceiling showdowns, the routine abuse of the Senate filibuster, and threatened defaults on U.S. sovereign debt. The Virginia school style of zealous austerity has become so entrenched in Republican Party politics that it is difficult to appreciate how drastically it departed from the Republican mainstream of the postwar period. The so-called Eisenhower Republicans of this era were certainly committed to the principle of balanced budgets. Yet they had also made their peace with the expanded government budget bequeathed by the New Deal, World War II, and America’s role as an emerging imperial power. Hence, they were prepared to increase taxes if extra revenue was needed to cover public spending. As children of the anti-New Deal South, Virginia school neoliberals espoused a much bleaker fiscal politics that insisted on balanced budgets while ruling out the possibility of direct tax increases. With all other options off the table, the tightening of the fiscal screw could only ever lead to spending cuts.

The supply-side movement, by contrast, advocated tax cuts without spending restraint or debt limits, in an apparent repudiation of fiscal austerity. With their close ties to the U.S. Treasury Department, itself intimately enmeshed in the world of Wall Street bond traders, supply-side economists had a more sophisticated analysis of the realities of government finance. In the immediate aftermath of Nixon’s floating of the dollar, they were quick to recognize the newly pivotal role played by U.S. Treasury debt in global financial markets and sought to consolidate its hegemony to the advantage of U.S. asset holders. The Columbia University economist and future Nobel Prize winner Robert Mundell was among the first to understand how the United States, in a new environment of floating exchange rates, could leverage its position as issuer of the world’s reserve currency to escape the zero-sum constraints binding other economies. As long as the government maintained the right domestic budgetary priorities, he argued, the global demand for U.S. Treasury debt and other dollar-denominated assets would ensure a constant inflow of cheap credit to the United States, thus freeing its government from spending constraints and allowing it to finance an extravaganza of tax cuts.47

At first blush, supply-side economists seemed to be preaching the exact opposite to public choice theory. Tax cuts need not be balanced by spending restraint, they counseled, as long as investors could be found to purchase the resulting government debt at low cost. Where Virginia school economists intoned the mantra of balanced budgets and fiscal austerity, supply-side economists celebrated a non-Keynesian version of the “free lunch.” They, too, proclaimed their difference from Eisenhower Republicans. But where Virginia school neoliberals wanted to salvage balanced budgets with spending cuts, supply-siders at their most populist dismissed the logic of austerity altogether. In their frequent media tirades, prominent movement figures such as Jude Wanniski lambasted public choice theorists for their outdated allegiance to the “household budget” theory of public finance, with its phobia of government deficits and naive perspective on the workings of public debt.48 The GOP, they argued, could reinvent itself as the party of abundance.49

Yet the supply-siders, too, recognized that fiscal and monetary abundance had its own constraints. It was obvious, for example, that U.S. Treasury debt would remain attractive to investors only as long as the dollar’s value was protected from the threat of (wage and consumer price) inflation. The 1978 flight from the dollar demonstrated how easily the United States could lose its newly hegemonic position if the government failed to rein in the power of trade unions and radical social movements. For supply-siders, fiscal extravagance was possible then, but only in one direction. Tax incentives to private wealth creation could be pushed without remorse because they posed no risk of inflating wages or consumer prices. By contrast, any public spending that might empower labor or lift the social wage would repel global investors and thus compromise the hegemonic role of the dollar. The upshot was that the United States could free itself from the normal constraints of balanced budgets only if it enacted a selective form of austerity.

Thus, public choice and supply-side economists found an uneasy point of convergence around the need to contain certain kinds of public spending. While they might never agree on the fundamentals, representatives of both schools found common ground in a shared animosity toward Eisenhower Republicanism. As is so often the case, moreover, political actors barely paused to contemplate the logical conflict. Thus, Newt Gingrich and almost all his followers on the insurgent Republican right embraced a syncretic faith of balanced budget piousness and supply-side indulgence. At the same time that Virginia school balanced budget rules demanded continuous assaults on “unaffordable” social services, supply-side tax expenditures (dubbed “incentives”) authorized a guilt-free transfer of public money into the coffers of personal wealth holders, real estate developers, and corporations. The logical contradictions could never be perfectly resolved, of course, since supply-side tax expenditures would always violate the Virginia school prohibition against budget deficits. Yet this itself imparted a self-reinforcing momentum to the whole cycle, allowing legislators to invoke the soaring federal debt as proof of fiscal sinfulness each time they inflicted a new round of cutbacks.

What we are left with is the paradox of increasingly austere social spending budgets alongside ever-expanding volumes of federal debt. As public finance economists have long noted, even when constitutionally enforced, tax and spending limits or balanced budget rules rarely if ever end up reducing the volume of public debt issuance. Instead, as the recent history of state and local government has made clear, they remove public-debt finance from the realm of democratic decision making and revenue collection from the general tax fund, favoring the use of so-called revenue bonds that support private infrastructure investment and nakedly regressive types of collateral such as user fees. At the federal level, it hardly needs pointing out that the national debt has surpassed the worst fears of debt millenarians, even while the profile of public spending and taxation has grown increasingly mean and regressive. The combined message of public choice and supply-side fiscalism was clear. Public debt (municipal, state, and federal) could be issued ad infinitum, as long as it channeled most of its benefits toward the private accumulation of wealth. The government spending spigot could keep flowing, as long as the resulting social wealth was distributed upward. What the alliance between supply-side and public choice economics delivered in practice was the precise mixture of fiscal austerity and extravagance demanded by neoliberal monetary orthodoxy.



DYNASTIC CAPITALISM

The counterrevolution in public finance has brought with it levels of wealth concentration not seen since the Gilded Age and has profoundly reshaped the organizational form of capitalism itself. The publicly traded, vertically integrated corporation that dominated the landscape of mid-twentieth-century capitalism and drew ever greater numbers of workers into its orbit of long-term secure employment is no longer the institution it once was.50 Private, family-owned corporations have assumed a new prominence in American and global capitalism. New businesses are avoiding the lure of public markets for as long as they can, growing to massive size before they launch an IPO. And even when they go public, they are finding ingenious ways to install new forms of elite, patrimonial control behind the façade of the shareholder-owned corporations. The organizational priorities of corporations are increasingly dictated by private, unincorporated entities such as private equity firms, hedge funds, and venture capitalists, with their ruthless disregard for anything but capital gains in share prices. These alternative investment funds are playing an ever more important role in the direct provision of finance to new companies that wish to avoid the public share markets for as long as possible. Among the most aggressive of the new alternative investment funds are so-called family offices—kin-based wealth investment funds that have multiplied as a result of the decade-long surge in wealth concentration.

As historian Steve Fraser observes, “family capitalism has experienced a renaissance.”51 Few would have predicted this outcome in the 1970s heyday of business revanchism. The tax and regulatory reforms that were meant to revive investment in fixed capital assets, expand employment, and reinvigorate industrial profits instead incentivized firms to divest from their internal workforces and to outsource fixed capital costs. The governance reforms that were meant to realign the incentives of the corporation in favor of the mass shareholder public simply exchanged the old managerial elite for a new owner-investor elite that ruthlessly concentrated power in its own hands. And instead of reviving the profit and growth rates of Fordism’s glory days, the shareholder revolution changed the profit form itself, reorienting corporations away from industrial profits (derived from retained earnings) toward capital gains (asset price appreciation) and dividends (income from assets).52

While it would be easy to conclude that we have regressed to a state of feudalism, the fact is that the family dynasts of our time enjoy a level of organized public support that medieval lords could only dream of. We live in an age of paradoxes where nominally private, non-state-chartered (or shadow) money is permanently backstopped by the world’s most powerful central bank and private family wealth soars in value with the full collusion of fiscal and monetary authorities. In the meantime, the same state institutions see wage inflation as a mortal threat to the value of financial assets and demand that consumers pay for nominally public services in the form of crippling personal debt.

It might be objected of course that private wealth has always been subsidized to some degree by the modern fiscal state. The distributive remit of central banks and treasuries has been a matter of fierce contestation since at least the early twentieth century. But while there have been moments when fiscal and monetary policy shifted in favor of wage workers (during the New Deal and more ambiguously, in the late 1960s and early 1970s) and others where it flipped back in favor of asset holders (the 1980s and beyond), what we have experienced since the Global Financial Crisis of 2008 is without precedent. By taking whole chunks of the private and public debt market onto its books and assuming a preemptive role in the defense of asset prices, the Federal Reserve has socialized the risks of private wealth as never before, while exposing mere wage earners to the full violence of the free market. It is significant, in this regard, that the only situation in which the Federal Reserve is prepared to change course is when it believes (wrongly or rightly) that its asset-stimulating policies may have inadvertently triggered an inflation in wages. It was the fear of wage rises among the lowest-paid service workers, not the vertiginous wealth gains of the 1 percent or coordinated profit hikes by large corporations, that prompted Fed chairman Jerome Powell to begin unwinding QE in mid-2022.53 Yet even for would-be monetary hawks, there can be no easy exit from the central bank regime of asset price accommodation. As long as fiscal incentives continue to channel wealth into financial assets, and as long as capital gains outperform industrial profits as a return on investment, the Federal Reserve appears locked into a pledge of permanent crisis response, where it has little choice but to come to the rescue when asset markets fail. Interest rate rises create policy space for central banks to act in the future, but by themselves they cannot release it from its role in validating a fiscal regime that overwhelmingly promotes the value of financial assets.

If there is any virtue in this regime, it lies in the fact that the powers of public finance to create wealth and socialize risk are visible as never before, even as they are deployed in the most unequal of ways. We know that fiscal and monetary extravagance is technically possible. We have yet to fully embrace this knowledge as the starting point for a more expansive vision of revolutionary change. If pseudoscientific laws of price stability and balanced budgets can be transgressed at will to socialize the risks of the wealthiest asset holders, why would we not deploy the same powers in service of the many? If wage inflation is the biggest threat to asset price and profit-driven inflation, why would we not pursue this insight as a pathway to radical wealth redistribution from below? To be sure, such propositions are bound to appear utopian in a context where the left is very far from possessing the organizational power to act on them in any systematic way. Yet merely to articulate them as the horizon of communist politics can concentrate the mind and clarify strategic priorities. The notion that social redistribution might be pursued beyond the limits tolerable to the capitalist state has long haunted the most perceptive observers of capitalist class politics. During the 1970s, the strategy was embraced by elements of the anarcho-communist left who consciously worked “in and against the state” to release the social wage from the conditionalities of the Keynesian welfare apparatus.54 Today, left-wing Keynesians (or so-called post-Keynesians) are the most lucid analysts of the hidden possibilities of public finance and central bank money creation.55 Yet as advocates of class consensus, exponents of Modern Monetary Theory (MMT) are duty bound to pull back from the edge when redistribution is pushed too far.

Are we prepared to go over the edge in pursuit of revolutionary extravagance?






CHAPTER ONE
Capital Gains: Supply-Side Economics and the Return of Dynastic Capitalism



How do we explain the election of Donald Trump, the Republican outsider whose fortunes were built on the vertiginous appreciation of asset prices and esoteric tax dodges? Why did so many small business owners choose to vote for a candidate who consolidated his inherited wealth with the help of tax-free capital gains while systematically defrauding his many business partners and contractors? And lest we focus too exclusively on Trump’s populist appeal, why have so many in the financial and political world bailed him out each time he spectacularly failed? Trump played to multiple audiences during his presidential campaign, sometimes presenting as a champion of the blue-collar worker and drainer of swamps, other times as the consummate dealmaker. Yet any doubts about his real political colors were dispelled upon his arrival in office, where one of his first moves was to push through a shamelessly plutocratic tax cut.

The 2017 Tax Cuts and Jobs Act was designed by five veteran supply-siders, all fellow travelers of the Tea Party movement and alumni of the Reagan administration.1 Their names were Arthur Laffer, for many the mascot of supply-side economics; Stephen Moore, Heritage Foundation fellow and founding president of the Club for Growth; Steve Forbes, editor-in-chief of Forbes business magazine and board member of FreedomWorks; Lawrence Kudlow, financial news services host at CNBC and Fox; and David Malpass, former chief economist at Bear Stearns in the years leading up to its collapse. This close-knit group of advisors enjoyed remarkable staying power within the president’s high-turnover inner circle, outlasting many of his more celebrated mentors, despite their continuing reservations with regard to his trade protectionist tendencies. In the last year of Trump’s tenure, they were still there, urging the president to avoid lockdowns in the face of the coronavirus pandemic.2 They had been by Trump’s side from the earliest days of his presidential campaign, when he first invited them to devise a tax plan that was “bigger and more beautiful” than Reagan’s supply-side tax cuts of 1981.3

Trump’s nostalgia for Reagan’s Economic Recovery Tax Act (ERTA) of 1981 makes sense when we look back at his early career. Drafted by a group of supply-side economists installed in the Department of Treasury, Reagan’s first-year tax cuts set commercial real estate values on fire for much of the decade, luring investor funds into newly tax-protected assets in midtown New York and business districts across the country. As a young real estate developer, Trump had been among the chief beneficiaries of these cuts. Now that he was installed in the Oval Office, he had good reason to expect “bigger and more beautiful” rewards from the same school of economists who had served him so well in the past.

As it turns out, Trump’s supply-side advisors delivered him a $1.5 trillion tax cut that was outrageously advantageous to the joint family interests of the clans of Trump and his son-in-law Jared Kushner. The 2017 Tax Cuts and Jobs Act doubled the individual estate tax exemption to $11.2 million and introduced a record-breaking cut to the marginal corporate tax rate, triggering another of the many rounds of share buybacks, stock price surges, and windfall capital gains that have followed the Global Financial Crisis.4 But while most businesses had to give up industry-specific breaks in exchange for these cuts, the commercial real estate sector received fortified protections for its existing tax shelters, including more generous depreciation allowances and a reduction in the tax rate on rental and mortgage-interest income.5 Shareholders in real estate investment trusts, or REITs—among them Trump and Kushner—were granted a further reduction in the marginal tax rate owed on their income. Trump’s tax reform also revived the old idea of the enterprise zone—once championed by the supply-side populist Jack Kemp—to incentivize private capital investment in impoverished communities. A forerunner to the cross-sector tax cut on capital gains that Trump postponed until his hoped-for second term, the rebaptized “opportunity zone” program allowed real estate developers to defer and potentially avoid the capital gains tax altogether, as long as they invested their money in designated census tracts. Among its first beneficiaries were several Trump family members and associates.

The supply-side movement in economics was (and continues to be) a powerful player in the reshaping of American and global capitalism. It counts among the several currents of neoliberal economics that came into their own in the 1970s, as a self-conscious weaponization of classical free market ideals against the big spending liberal state.6 The widespread use of the term “supply-side economics” to refer to this specific current in anti-Keynesian thought is somewhat misleading. It sets up a false dichotomy between supply-side interventions focused on investment and production and demand-side policies focused on consumption, as if neoliberals favored the former and Keynesians the latter. Keynes was always attentive to both: what distinguishes the supply-side movement from Keynesian or supply-side liberalism is its foundational opposition to progressive taxation.7 Tax incentives are an instrument utilized by Keynesians and neoliberals alike. Yet only neoliberal supply-siders see the progressive tax system as an outright disincentive to growth.

Roused into action by the crisis conditions of the 1970s, a first generation of supply-siders identified inflation and an increasingly progressive tax system as twin threats to the interests of capital. As industrialists fought to protect their profit margins and investors struggled to make good on flagging financial assets, the supply-side movement called for the reduction of taxes on capital gains, preferential treatment for investor income, and the introduction of accelerated depreciation allowances on fixed capital assets. At a time when most assumed that monetary restraint implied a scarcity of credit, the supply-side economist Robert Mundell correctly predicted that the suppression of wage and price inflation would pivot investors back into U.S. financial markets, freeing up an abundance of credit for leveraged investment in dollar-denominated assets.8 The supply-siders never abandoned their dream of a pure gold standard but settled for the anti-inflationary activism introduced by Federal Reserve Chairman Paul Volcker in the late 1970s.9 When brought into force by President Reagan’s first-year tax legislation, the supply-side formula for economic recovery oversaw the precipitous rise of an urban real estate sector joined at the hip with Wall Street and built on the back of increasingly precarious construction labor. Donald Trump was truly a child of the supply-side revolution.

Yet supply-siders themselves have often misunderstood (or misrepresented) the nature of their project. Tracing a direct line of descent from President Kennedy, who advocated tax cuts as an instrument of economic stimulus during the 1960s recession, supply-siders sometimes present themselves as non-Keynesian growth economists, intent on expanding the pie by pressing on the supply-side levers of production and investment rather than the demand side of consumption.10 With each round of tax cuts they have promised a return to the elusive growth rates of the Fordist era, where workers and owners could share in an expanding national product without setting off inflation. Except for a brief period during the Clinton administration, none of this has materialized.11

But if the supply-siders have failed by their own account, by another set of metrics they have been singularly triumphant. With the help of an ever-vigilant Federal Reserve, always ready to pounce on the slightest sign of wage and consumer price inflation, the supply-siders who populated the Reagan administration helped usher in a new organization of economic life in which asset price appreciation through debt leverage came to replace growth in the national product as the catalyst of wealth creation. Although this is sometimes adduced as evidence of a long slowdown (a thesis advanced most famously by Robert Brenner), it would be better understood as a shift in the operational logic of capitalism, rendering growth rates and industrial profits a weak measure of dominant economic trends.12

In confirmation of this thesis, the economist Jacob A. Robbins observes that since the 1980s, the bulk of wealth creation has arisen from appreciating asset prices rather than investment from savings.13 Working with a comprehensive measure of income, which includes both realized (hence, taxed) and unrealized returns on investment, Robbins calculates that between 1980 and 2017 capital gains comprised a third of total capital income, even when volatility across specific asset classes was taken into account.14 This stands in stark contrast to the period between the end of World War II and 1980, when asset price fluctuations were relatively subdued and capital gains represented a negligible component of capital income. As Greta Krippner has shown, the historical shift that occurred around 1981 saw returns on financial investment—in the form of rents, interest, yield, royalties, and capital gains—overtake profits, defined as retained earnings from investment in capital stock. Crucially, this shift was not confined to the financial services, insurance, and real estate sectors but extended to manufacturing too, where financial returns for the first time became more important than industrial profits.15 The transition that is perhaps too crudely referred to as “financialization” is one that turned asset price movements into the chief determinant of income and wealth shares across the economy.

Yet this shift in the operating logic of capital remains stubbornly illegible to our current system of national accounts, which focuses on income deriving from the production of goods and services to the exclusion of capital gains. The mid-twentieth-century econometrician Simon Kuznets, perhaps the foremost influence on our current system of accounts, saw asset price movements as peripheral to the real work of economic production. Capital gains and losses, he reasoned, “are not increments to or drafts upon the heap of good produced by the economic system for consumption or for stock destined for future use,” and for this reason they should be “excluded from measures of real income and output.”16 While this made a certain sense within the regulatory structure of New Deal capitalism, which was designed to rein in the stock market excesses of the 1920s, the continuing exclusion of capital gains renders us blind to the most consequential economic trends of our times. In the absence of a more comprehensive set of indicators, statisticians can only tell us how woefully our current economic outcomes fall short by the standards of mid-twentieth-century econometrics. Average rates of growth, capital stock investment, and industrial profits have all performed dismally since 1973, as Robert Brenner reminds us.17 But what if the real action were happening elsewhere, invisible to these metrics?

Perhaps the best illustration of this dilemma can be found in Thomas Piketty’s landmark Capital in the Twenty-First Century, which ultimately attributes increasing wealth concentration to a declining growth rate combined with the tendency of inherited wealth to accumulate value over time.18 But even in those studies where Piketty and his colleagues do measure the effect of asset prices, the tax records they rely upon only register the capital gains that are made when an asset is sold or realized—an always limited segment of overall gains, much of which is never realized within the lifetime of the asset holder.19 This is no small oversight, since appreciating asset prices, even if never realized or subject to sale, add value to collateral and can therefore be used to leverage greater volumes of credit at lower interest rates than would otherwise be possible. If sustained by the right combination of tax shelters and accommodative monetary policy, the wealth generated through asset price appreciation is liable to become self-reinforcing, all the while remaining completely invisible to the IRS and national income accounts. Drawing on a much wider array of sources than those available in the tax records, Jacob Robbins comes to the sobering conclusion that Piketty and his colleagues have in fact underestimated the true extent of inequality in our times, by overlooking the place of unrealized capital gains in the wealth portfolios of the ultrarich.20

With prevailing economic winds pointing to asset price inflation, on the one hand, and wage disinflation, on the other, it was inexorable that the family would acquire a new and formidable salience in the reproduction of elite power. It has always been the case, of course, that financial assets and their associated income flows can be transmitted from generation to generation in a way that a stream of wages cannot.21 But when income from financial assets is climbing much faster than income from labor, the family becomes an all-important conduit in the process of class stratification, ensuring as it does that wealth is reserved for kin into the foreseeable future. Both tax and inheritance law consolidate this role, endowing the legal institution of the family with unique powers to shield capital gains from taxation. It is no coincidence that supply-side economists have always seen estate tax reform and cuts to the capital gains tax as working hand in hand toward the revival of entrepreneurial spirits. There is no better instrument for the long-term hoarding of wealth than the legal haven of the family.

Four decades of supply-side common sense have created the conditions under which dynastic wealth has flourished. With the Trump presidency behind us, we now know what this means for the American political system. As the son of a real estate developer with close ties to the New York Democratic machine, Donald Trump always moved in a world where the boundaries between business, family, and political patronage were difficult to discern. The supply-side revolution of the 1970s elevated the Trump family business model to a new level, allowing the young Donald Trump to transcend his provincial origins in Queens and emerge as a global real estate impresario. If Trump’s father was his first enabler, supply-side economics was his second and more enduring one. Few, however, could have imagined that several decades after his New York debut, Trump as president would end up annexing the supply-side movement within his own family retinue, forcing it to serve his interests in particular. In a supremely ironic turn of events, the movement that did so much to elevate dynastic wealth became a servant to one of its more monstrous creations.


SUPPLY-SIDE ECONOMICS, ELITE AND POPULAR

Few of the anti-Keynesian movements spawned in the 1970s have exerted a more enduring influence on American political life than supply-side economics. Embraced by Republican presidents from Ronald Reagan to Donald Trump, with ever-diminishing resistance from party moderates, the supply-side prescription of marginal tax cuts on everything from corporate profits to personal and investment income has established itself as the party’s default economic doctrine. It is now axiomatic among Republicans that the road to economic prosperity is paved with tax cuts. Yet the critical literature rarely accords supply-side economics the same intellectual coherence as the other economic movements that evolved alongside it. As if still bearing the taint of “voodoo economics”—a charge laid by George H. W. Bush—supply-side economics is typically dismissed as a media-created movement whose fortunes petered out some time in the late 1980s.22 According to this narrative, the key players in the supply-side movement were Arthur Laffer, author of the infamous “Laffer Curve” predicting ever-increasing budget receipts from ever-decreasing taxes; Robert Bartley, the Wall Street Journal editor who turned the paper into a tabloid for this message; Jude Wanniski, the journal’s associate editor; the Republican congressman Jack Kemp; the economist Paul Craig Roberts, who advised Jack Kemp on his first tax cut bills and succeeded Wanniski as associate editor at the Journal; and Bruce Bartlett, another staff economist to Jack Kemp. Robert Mundell, a professor in economics at Columbia University and future recipient of the Nobel Memorial Prize, was the one respectable academic among them.

The durability of this popular image owes everything to the representations of the actors involved.23 Under the editorial influence of Robert Bartley, the Wall Street Journal of the late 1970s became the unlikely venue for a brand of tax cut populism designed to lure working-class Democrats into the arms of the Republican Party. Muting any reference to public spending austerity, estate tax repeal, and upward redistribution, populist supply-siders such as Jude Wanniski, Jack Kemp, and Arthur Laffer peddled across-the-board cuts to personal income as a Republican riposte to the Democrats’ promises of full employment. The idea that tax cuts would “pay for themselves” was an essential ingredient in their message. All too conscious of the Republican Party’s reputation as bearer of economic pain, the Lafferite supply-siders of the Wall Street Journal needed to assure the public that tax cuts could be enacted without any corresponding loss in popular social programs. It is these actors who have most openly claimed the “supply-side” appellation as their own. Accordingly, it is their very partial account of the movement that has come to serve as official history.

Yet it is unlikely that the populist supply-side movement would have made much legislative headway had it not shared key assumptions with a handful of elite economists closely associated with the Treasury Department under Presidents Nixon and Ford. More cautious in their rhetoric than Laffer and friends, this group of political insiders worried that American “capital formation” was coming under threat from the inflationary wage demands of organized labor and openly advocated the use of regressive tax cuts to counteract this trend.24 The elite supply-siders—among them the economists Martin Feldstein and Michael J. Boskin, the tax consultant Norman B. Ture, and Treasury official William E. Simon—enjoyed a level of insider credibility that was never extended to the likes of Arthur Laffer.25

In a candid reflection on his relationship to the wider movement, published in the wake of the Reagan experiment, Martin Feldstein made a point of distinguishing between “traditional supply-siders” such as himself and the “new supply-siders” with their “extravagant claims.”26 Although he was clearly at pains to distance himself from less respectable economists such as Arthur Laffer, Feldstein nevertheless observed that what differentiated the “new from the traditional supply-siders” was not the economic assumptions they mobilized nor the policy changes they advocated “but the claims that they made” on their behalf. All exponents of supply-side economics subscribed to the view that progressive taxation was a drag on investment and marginal tax cuts a necessary spur to economic renewal. Feldstein, however, did not believe that supply-side prescriptions could be enacted without fiscal pain. Nor did he anticipate that supply-side tax cuts would pay for themselves. Elite supply-siders such as Feldstein were not afraid to preach spending restraint alongside tax cuts and openly defended inherited wealth as an incentive to “capital formation” (taboo admissions in Laffer’s circles). Yet what they sacrificed in terms of populist appeal, they more than offset with insider access, thereby ensuring the wider supply-side movement its long-term stranglehold over Republican Party politics.



SUPPLY-SIDE ECONOMICS AND THE BUSINESS REVOLT

With their unparalleled access to the nerve centers of political and academic power, the elite supply-siders played an all-important role in legitimating the grievances of American business during the 1970s. As corporate managers woke to the multiple threats of oil embargoes, rising inflation, and wave upon wave of strike action, they developed a new esprit de corps. Trade associations that may have acted alone or in competition with one another in earlier decades now coalesced around the idea that their collective survival required a much more assertive posture on the part of business elites and a much more deliberate attitude toward the work of policy formation.27 Even among former business partners of the New Deal state, the idea was taking hold that foreign competition and a more militant third world were not the only factors threatening their profit rates. For many, it seemed that business was under attack from the state itself, which had become much too responsive to the demands of public interest organizations and labor unions. In the space of a decade, the number of corporate public relations offices in Washington, DC, increased fivefold, while the scale and professionalism of these operations changed beyond recognition.28

If wage-push inflation was a challenge for industrial capitalists, the latter’s efforts to retain their profit margins by pushing up consumer prices was equally devastating to financial asset holders. Inflating consumer prices seriously eroded the wealth of the top decile and centile of households—those whose wealth was invested in financial assets such as stocks, bonds, or Treasury bills, and whose income derived primarily from interests, dividends, rents, and capital gains rather than wages. As prices roared upward, wealth holders struggled to find avenues of investment that could protect their assets from long-term depreciation. Wage and consumer price inflation translated into financial asset disinflation and therefore posed an ongoing challenge to the wealth-building strategies of the rich.31 “If times [had] been bad for investors generally,” warned one legal scholar, they had “been worse for trust beneficiaries” who saw their once secure trust funds whittled away by a combination of the estate tax and rising prices.32

The problem was compounded by the dearth of diversification options that might allow investors to offset losses in one asset class with gains in another. The stock market performed so poorly throughout the decade that Business-Week published a feature issue on the “death of equities.”33 An investor who had purchased a portfolio of Dow Jones industrial stocks in 1968 would have seen its value appreciate by an annual rate of about 3 percent—and would have lost twice as much through the effects of inflation. Yet little relief was to be found in the normally safe bond market, where investors were collecting low and intermittently negative returns despite steadily rising coupon rates.34 As inflation reached a crescendo in the closing years of the decade, it seemed that no interest rate premium was high enough to protect investors from losses. Traditionally considered the safest of assets, Treasury bonds were now dismissed as “certificates of confiscation.”35

These conditions created a new, if fleeting sense of class unity among different sectors of the business world. The large industrial corporations that had sealed an uneasy truce with unionized labor under the New Deal consensus now joined forces with the small business associations that had long opposed the expansion of labor rights.36 Ironically, the success of public interest organizations in implementing cross-sector legislation now turned back to bite, as all firms, big and small, came under the purview of the same consumer and environmental protections.37 Perhaps most decisive in the formation of the business revolt was the cross-section of interests affected by the wage demands of the late 1960s. As explained by Gerald Epstein, the rise of wage-push inflation afflicted the industrial and financial sectors in different but ultimately galvanizing ways. Unable to stem the rising wage demands of workers through direct confrontation, manufacturers tried to retain their profit margins by ratcheting up consumer prices, but this only transferred the problem to financial asset holders, who were now faced with diminishing returns on securities and shares. Instead of turning against each other, financial and industrial capitalists joined forces in a generalized war against unionized labor.38

This new unity of purpose was reflected in the broad cross-section of business associations that stepped up their political presence during this period. The business revolt included the venerable U.S. Chamber of Commerce and the National Association of Manufacturers, which had long fought against the New Deal consensus from the hard Republican right, as well as the newly formed Business Roundtable, a close relative to the moderate Business Council that had once served as a broker between large corporations, labor unions, and the state. It also extended to wholly new ventures such as the American Council for Capital Formation, a brain trust of former Treasury Department officials who lobbied Congress on behalf of corporate clients.39 Tensions remained just beneath the surface, but business interests were learning to work together as never before.

As spokesmen for the business revolt, the elite supply-siders were especially concerned that recent moves to enhance the progressivity of the tax code were interacting in perverse ways with inflation to completely extinguish the gains from investment. What motivated their concern, they insisted, was not the plight of the wealth holder as such but the generalized malaise of the U.S. economy, which they saw as sacrificing its capacity to save, invest, and produce in exchange for a surfeit of consumption. With dwindling returns on investment, business was saving and spending less on new capital stock; without the spur of new investment, labor productivity was bound to slow down too. For these business world Cassandras, the root cause of economic distress was wage (and thus consumer price) inflation, which worked against investment by rewarding the immediate pleasures of consumption and penalizing the deferred use of money. But government fiscal policy deserved its share of the blame, too: after all, at a time when inflation demanded urgent action, the state was actively worsening things by pursuing ever higher rates of taxation.

The push for progressive tax reform had been gaining momentum since the late 1960s, when President Johnson belatedly increased the marginal rates on long-term capital gains and curtailed the use of accelerated depreciation schedules for aging assets. Hoping to push things further, the left-wing Democratic candidate George McGovern campaigned against Nixon by promising a radical redistribution of wealth, with significant increases to the capital gains and estate taxes.40 McGovern lost disastrously to Nixon in the 1972 elections. But as conservative commentators were quick to note, many of the same ideas were taken up by the centrist Jimmy Carter later in the decade, when inflation was much more of a threat.41 During his 1976 campaign for the presidential elections, Carter promised to eliminate tax preferences for asset holders by bringing depreciation schedules “more closely into line with … actual economic decline” and equalizing the taxation of capital gains and ordinary income.42 The overarching objective of these reforms was to shift the tax burden from low-and middle-income earners, who received few of the advantages of such tax shelters, to high-income earners, who were the overwhelming beneficiaries of asset price gains.

Supply-side economists met this challenge head on. Arrayed across the most powerful institutions of academia, business, and government, they spent the decade of the 1970s building up a formidable case against progressive tax reform. Often working in concert with elite trade associations such as the Business Roundtable, they testified before countless congressional hearings and wrote dozens of academic articles and reports, all driving home the point that American “capital formation” could not withstand any further increase in marginal rates of taxation.

The tax specialist Norman B. Ture was ubiquitous in the congressional debates around capital formation during the 1970s. Having pursued his graduate studies under Milton Friedman, Ture went on to work for Wilbur Mills at the House Ways and Means Committee, where he helped shape the Kennedy/Johnson tax cut of 1964.43 This interlude earned Ture a name as the key mediator between the Kennedy and Reagan tax cuts, but by all accounts, at this time Ture belonged very much within the mainstream liberal tax reform tradition. Later in the 1960s, Ture joined the National Bureau of Economic Research (NBER), where he wrote what came to be recognized as the definitive study on tax depreciation—a specialty that would hold him in good stead in the years ahead, when depreciation allowances would become an all-important tax write-off for real estate developers such as Donald Trump.44 By this time, Ture’s politics had moved sufficiently to the right that he was invited to sit on a Nixon-appointed task force on business taxes. In 1971, Ture set up a private consulting firm and sold his research services to the many newly militant business associations now fighting on the front line of the tax war. In a series of widely disseminated reports commissioned by the National Association of Manufacturers and the U.S. Chamber of Commerce throughout the 1970s, Ture catalogued the travails of the manufacturing sector in the face of inflation. It was not simply the case that businesses were making less profits than before, Ture charged; in many industries, business owners could now expect zero or negative returns on investment as a progressive tax code compounded the corrosive effects of inflation.45

Ture was particularly nonplussed by the impact of ungenerous depreciation schedules and the capital gains tax on would-be investors. Under a so-called straight line depreciation system, for instance, a new auto plant with an estimated useful life of ten years could take one-tenth of its original value in tax deductions every year. But under the impact of inflation, the market value of the plant was rising every year, such that any deduction calculated on the original price was soon rendered worthless. The same distortionary effect could be imputed to the capital gains tax, when the bookkeeping value of an asset was recorded in nominal as opposed to real (inflation-adjusted) terms and thus assigned to a higher tax bracket. The problem might have been solved through the simple mechanism of adjusting prices for inflation. But Ture was convinced that part of the blame resided in the progressivity of the tax code itself, which he saw as actively discouraging investment and savings in favor of consumption. The point, he insisted, was not to reverse these incentives but to “neutralize” a tax system that was now openly biased against the investor. Thus, Ture framed his case against tax progressivity as a move toward “neutral” treatment of consumers and producers. To establish this purportedly “neutral” baseline, he called for cuts to the capital gains tax and accelerated depreciation schedules, allowing investors to claim tax write-offs up front and thus reinvest their money as quickly as possible.

According to the progressive tax specialist Stanley S. Surrey, who had worked alongside Norman B. Ture during the Kennedy years, supply-side tax incentives such as these were the functional equivalents of direct government spending.46 What supply-side economists defined as tax cuts and neutral prompts to market freedom, Stanley Surrey repositioned as tax expenditures. Although he was not opposed to the use of such expenditures as instruments of industrial or social policy, he thought it important to recognize their inherently regressive nature and their potential misuse as tax shelters for the wealthy. Surrey’s theory of tax expenditures was based on a pragmatic interpretation of the so-called Haig-Simons concept of income, developed by economists Robert Murray Haig and Henry C. Simons, which recognized that the changing market value of an asset could confer real economic power and should therefore be included within the tax base.47

In fact, Surrey’s 1973 primer on tax expenditures had singled out Ture’s favorite methods—accelerated depreciation and the preferential treatment of capital gains—as especially prone to abuse by investors in real estate and other financial assets.48 Not surprisingly, Ture was a vociferous opponent of the tax expenditure concept.49 His own views were influenced by the economist Irving Fisher, who argued, contra Haig and Simons, that asset appreciation did not count as income and should therefore remain immune from taxation. Like Fisher, Ture believed that income should only be taxed at the point of consumption. In this view, any levy on nonconsumed income was a disincentive to savings and investment: far from privileging the already wealthy, so-called tax expenditures merely restored a little balance to a tax code that relentlessly punished the would-be investor.50

The up-and-coming Harvard economist Martin Feldstein lent scholarly gravitas to such arguments. In the early 1970s, Feldstein was the youngest-ever professor in the history of Harvard University and a rising star in academic economics. His work on the “perverse incentives” of social insurance had already attracted interest from the political right: after a postdoctoral stint in Britain, where he studied the alleged failures of the National Health Service, Feldstein would go on to critique the U.S. system of unemployment insurance as a disincentive to work and Social Security as a fatal diversion of national savings from private investment toward consumption.51 Elected president of the National Bureau for Economic Research in 1977, Feldstein relocated the organization from New York to Cambridge, Massachusetts, and turned it into the most powerful source of economic scholarship in the nation. Under Feldstein’s celebrated direction, observes Robert Collins, the NBER served as an effective “outpost of supply-side emphasis, if not doctrine.”52

Feldstein’s own studies on economic incentives were eloquent testimonials to the business-led tax revolt of the period. While most of Ture’s consulting work at this time was concerned with incentives to tangible investment in the manufacturing sector, Feldstein offered a parallel set of arguments with respect to financial assets. In a series of studies published throughout the 1970s, Feldstein sought to demonstrate how the capital gains tax stifled new business investment, diminished government revenues, and froze up asset markets by locking investors into existing positions.53 In other articles, he attributed a similar depressive effect to the whole range of taxes on capital income: dividends, rents, interest, and yields.54 The most urgent problem to be addressed was the corrosive effect of (wage and consumer) price inflation on the value of financial assets: in a context of generally rising prices, Feldstein observed, the nominal value of assets was just as likely to reflect the phantasmatic gains of inflation as any real capital gains, yet investors were taxed as if there were no difference. As inflation soared into the double digits, investors would end up paying taxes on capital losses rather than gains.55 It was no wonder that Americans saved too little and consumed too much, Feldstein concluded: an overly generous Social Security system and high taxes on capital income reduced the rewards that savers received for postponing consumption. To remedy this situation, he recommended reducing (if not eliminating) taxes on capital gains and dividends and making up the difference with sales taxes that would fall on citizens at the moment of consumption.56 That such a proposal amounted to the most regressive of taxation systems was dismissed as the price to pay for greater savings and investment.

While populist supply-siders such as Arthur Laffer avoided direct references to inherited wealth, their elite counterparts did not hesitate to identify the bequest motive as the most primordial of economic incentives. In an article spelling out this logic, Michael J. Boskin argued that by penalizing the transfer of wealth from one generation to the next, the taxation of estates, gifts, and capital gains ultimately disincentivized capital formation itself.57 As the marginal cost of leaving assets to one’s children rose, so too did the propensity to consume wealth during one’s lifetime—to the detriment of the nation’s capital stock. Just as an “increase in the price of beer will lead to an increase in the amount of wine consumed,” explained Boskin, “so will the estate-tax induced increase in the price of bequests lead to an increase in lifetime consumption by the wealthy.”58 Although Boskin conceded that “the estate tax probably partially accomplishes the goal of limiting intergenerational transfers of extremely large fortunes,” he downplayed its potential to equalize the broader distribution of wealth.59 Ultimately, he claimed, it was workers who lost out from the taxation of bequests, since any diminution of the incentive to invest would lessen the productivity of labor and hence wages (at least if one accepted the neoclassical theory of marginal productivity).

Throughout the Ford years, the elite supply-siders could count on the good will of Treasury Secretary William E. Simon, who never lost an opportunity to lament the parlous state of U.S. capital formation.60 In the depths of the 1975 recession, with unemployment nearing 10 percent, Simon argued in the face of a chastened but still conventional economic wisdom that the problem was not flagging demand but a failure of the work ethic and entrepreneurial drive. What the economy needed was a permanent tax cut to incentivize savings and investment, not more public spending on the unemployed.61 Simon was favorable to permanent cuts on all sources of income taxation—whether that income was personal, corporate, or investment-based—and saw flat-rate consumption taxes as a congenial alternative. Like Feldstein and Ture, however, he was particularly concerned that a punitive capital gains tax had fatally discouraged risk-taking and so condemned the U.S. economy to a seemingly permanent state of low growth.62

For much of the 1970s, a Republican-controlled Department of Treasury served as the incubator of supply-side ideas and personnel. As treasury secretary during the Ford administration, Simon was single-handedly responsible for forcing the theme of “capital formation” onto the legislative agenda.63 Simon’s immediate predecessor as deputy secretary of the treasury under Nixon was Texan business consultant Charls E. Walker, who soon distinguished himself as the most ruthless one-person lobbying machine in Washington. During his time at the Treasury Department, Walker had urged the largest U.S. corporations to set up the Business Roundtable and then went on to serve as tax consultant and congressional lobbyist for the same organization.64 In 1975, Walker was nominated chairman of the newly formed American Council for Capital Formation (ACCF), an outfit that would help curate President Reagan’s tax cuts of 1981.65 By the time Norman B. Ture joined its Board of Directors in 1977, the ACCF’s legislative program already reflected his influence: accelerated depreciation schedules, cuts to the capital gains tax, and generous estate tax exemptions were all on the agenda.66

In spite of Simon’s best efforts at the Department of Treasury, however, the elite supply-siders faced a Democratic majority in Congress and could make no significant headway during the Ford administration. Instead, their first federal legislative breakthrough arrived during the Carter years, when businesses reformers rode the wave of popular tax revolts across the country to push through an astonishingly regressive change to the capital gains tax. Charls E. Walker of the American Council for Capital Formation led the charge on this campaign, springing into action as soon as Carter expressed his desire to enact a more progressive tax code.67 When a growing number of Democrats started parroting the capital formation argument, it seemed that the battle was half won. This at any rate was what Carter appeared to acknowledge when in January 1978 he delivered a considerably diluted draft bill.68 Yet instead of backing off, the American Council for Capital Formation upped the ante, prevailing on Republican Representative William Steiger to introduce an alternative bill that would roll back the maximum capital gains rate to 28 percent. The so-called Steiger Amendment—otherwise known as the Revenue Act of 1978—was blatantly regressive. But the legislation received a popular sanction of sorts from middle-income homeowners in California who were busy fighting their own battle against the taxation of their rising housing wealth. Tax revolt was in the air, and although the driving forces behind the elite and popular revolt were very different, congressional Democrats were reluctant to be cast as enemies of the white homeowner.69 Thus, they turned against Carter en masse and helped inaugurate a new era of supply-side ascendancy in federal tax legislation.



NEW YORK CITY—SUPPLY-SIDE GROUND ZERO

The last federal tax bill of the decade, the Steiger Amendment is widely held up as the first milestone in the supply-side crusade against progressive taxation.70 But before they claimed ascendance on the federal stage, the supply-siders achieved a less celebrated but no less significant breakthrough at the city and state government level, when near-bankrupt New York City came begging for a federal bailout in 1975 and was condemned to a brutal restructuring program by Treasury Secretary William Simon.71 By the end of the decade, New York’s Democratic leaders would be convinced that supply-side prescriptions offered the only way out of enduring austerity and set about implementing them on their own initiative.72 By accident rather than design, New York City turned out to be the supply-siders’ first urban laboratory—all the more important because its agents were not card-carrying supply-siders but pragmatic, sometimes historically liberal public officials.

New York City’s fiscal crisis announced itself to the world in early 1975, when the city found it could no rely on long-standing banking partners to roll over its short-term debt and finance its current expenditure.73 The city’s exclusion from the municipal bond markets was sudden and brutal. But New York City’s fiscal predicament was far from unique. Most of the old industrial cities of the Northeast and Midwest were feeling the pinch during this period, as a decade-long loss of tax revenue was compounded by the gradual tapering off of federal antipoverty dollars under Nixon and the exodus of investment funds out of American bond markets. But for several reasons New York City was exceptional: its position as the financial and banking capital of the United States, consolidated after World War II, made it uniquely vulnerable to the vicissitudes of the global economy, increasingly so as investors found novel ways to circumvent New Deal banking regulations and world financial markets became more integrated during the 1970s.74 At the same time, the city’s long history of social and labor activism, nourished by generations of political refugees, an enduring commitment to rent control, its unique network of local hospitals, its City University offering free tuition to residents, and an initially militant public sector singled it out for a special kind of venom on the part of business reformers.75 When the city was forced to the brink of default in the spring of 1975, President Ford and his advisors (among them, Alan Greenspan, Donald Rumsfeld, and William Simon) were determined to make an example of it. Treasury Secretary William Simon, who had previously headed the municipal bond desk at Salomon Brothers New York, proved especially intransigent when it came to meting out punishment. The city, he wrote, was a victim of a fiscal Ponzi scheme that had relied on the taxes of its productive, private-sector workers to subsidize the salaries of municipal workers and their welfare clientele—eventually driving the productive out of town. “Liberal politics, endlessly glorifying its own ‘humanism,’ has, in fact, been annihilating the very conditions for human survival.”76

The business revolt of the 1970s left more than ideological debris in its wake. Its material aftermath was everywhere to be seen in the deserted central cities of the industrial Northeast and Midwest, which for over a decade now had been losing manufacturing capacity to the outer boroughs and Sunbelt cities, where land, tax, and often labor came cheaper.77 In the 1960s, New York City was in a state of transition: breweries, garment makers, and food processors were moving out, taking with them their contingent of skilled workers and draining the city of its solid revenue base of income and sales taxes.78 New York was to remain an export city, but the kinds of commodities it traded were changing: white-collar services were overtaking processed food and garments as the city’s major export, and utilities were gradually replacing the docks as the city’s infrastructural nerve center. The mostly white workers who held professional and management positions within the new office sector were now more likely to live in the suburbs, where they had been lured by federal mortgage subsidies. As they moved out, they also took the bulk of the city’s income tax revenue with them, leaving behind the many African Americans and Latinos who had migrated to the city in search of better work opportunities.

Many of these urban migrants did find new employment in an expanding and newly militant public sector, albeit at the lower rungs of the wage scale.79 But many were also dependent on the welfare and free public services that central cities were now struggling to finance out of their existing revenue base. For a time, Johnson’s War on Poverty made up the shortfall, injecting much-needed public service funds into the central cities, and crucially also acting as a stimulus to public-sector employment for racial minorities. But the problem of catering to the welfare needs of these low-wage residents became acute when Nixon began restricting the flow of funds to local government.80 Again, New York City’s social democratic history exacerbated its fiscal woes. By the 1970s, New York was not the only city to be financing a growing portion of its current expenditure with short-term debt, but relative to cities of comparable size, New York had assumed an unusually large share of welfare costs, and for this reason it was particularly hard hit by the simultaneous withdrawal of federal funds and an industrial tax base.81

But it was not only industrial capital that had fled the city in search of cheaper factors of production. Inspired by the example of the offshore Eurodollar market, New York bankers who had for many years been willing partners in the city’s bond issues were now beginning to explore more lucrative investment options elsewhere. Markets in all kinds of fixed-income securities—corporate bonds, U.S. Treasury debt, and municipal paper—were in trouble at the beginning of the 1970s as price inflation cast a long shadow over future yields.82 Relative to corporate paper, municipal bonds had long been considered a particularly safe and lucrative investment: the interest they earned was tax exempt, and the credibility of city governments was considered practically unassailable after World War II, based as it was on the power to tax a growing manufacturing base. But as the high inflation rates of the 1970s eroded the real return on city bonds, the investors who had once earned a reliable income from underwriting and trading them became fickle, demanding shorter maturities and higher interest rates to recoup their losses.

William Simon proposed the concept of a “capital shortage” to account for problems in the bond market: the core issue, he thought, was voracious overspending on the part of the federal government, which was simply eating up all the available credit and crowding out both private borrowers and smaller units of government.83 But as a former specialist in municipal bonds, Simon would have known that if anything New York banks were facing the very different conundrum of overabundance at that time.84 Flush with liquidity after the oil price hikes of the early 1970s, Arab oil producers had deposited the bulk of their surplus petroleum dollars in New York banks, who were then entrusted with finding the best investment opportunities for their clients. New York bankers feared that the U.S. inflation rate would compromise returns on investment and so redirected the bulk of these funds to capital-hungry developing nations.85 Bankers’ newfound ability to pick and choose between domestic and offshore investment opportunities gave them enormous bargaining power over municipal governments at a time when many among the business elite were beginning to look askance at the alleged excesses of the public sector. Objectively speaking, capital was not scarce; it had simply found a way to make itself scarce. Having pressed home the point that they could always find better opportunities elsewhere, bond investors were now in a position to bring cities to their knees and dictate the terms on which they would lend.

In the first phase of the crisis, city and state leaders sought to prove their fiscal bona fides by following the traditional script of balanced budget conservatism: spending cuts combined with selective tax increases. New York City mayors had been steadily pushing up the property tax since the late 1960s to pay off the interest on their short-term debt.86 In the summer of 1975, Mayor Abraham Beame raised it by a further 11.3 percent, the highest annual hike ever.87 Meanwhile, the city enacted a brutal program of public service cutbacks, first under the tutelage of the Municipal Assistance Corporation, then under the enhanced powers of the Emergency Finance Control Board: public-sector wages were frozen; local hospitals, fire stations, and public library branches were closed; 400,000 permanent city workers were laid off, some of them then hired back as trainees under the federal Comprehensive Employment and Training Act (CETA); promised wage increases were abandoned, and labor unions were persuaded to allocate much of their pension savings to the purchase of municipal bonds, making their future retirement security dependent on the health of the bond markets.88 Treasury Secretary William Simon urged the city to increase its sales tax and extend it to food and medicine.89 The city didn’t follow this advice to the letter, but it did introduce an alternative set of regressive consumption taxes. Transit fees were hiked, and new tuition charges were introduced at the City University of New York—regressive levies in everything but name.90

By the mayoral elections of 1977, however, Treasury was pushing the city to wean itself of federal loans, and city officials now turned their attention to the project of restructuring the city’s finances on a long-term basis.91 Mass layoffs and public service cuts may have averted the immediate danger of default, but an entire new model of public finances was needed if the city was to reenter the private credit markets. One document in particular proved decisive in reshaping policy aspirations. Released in June 1977, the final report of the Temporary Commission on City Finances, a team of advisors appointed under Mayor Abraham Beame, reflected an emerging consensus among public officials that urban recovery would come from the supply side.92 Written under the research direction of Raymond Horton, a public finance economist at the Columbia Graduate School of Business, the report urged the city to awaken its wealth of dormant investment opportunities through an onslaught of targeted tax incentives. Continuing austerity was necessary (the report called for an immediate end to rent control) but cutbacks alone would never rouse the city out of its current state of stagnation unless a new engine of prosperity were found. If tax cuts were the obvious answer, the report emphasized that it was not the breadth but the choice and durability of such incentives that made all the difference. Wherever possible, long-term selective tax incentives, targeted at the most productive forms of investment, were to be favored over short-term across-the-board tax cuts.93

Unclear as to the source of urban renewal, the report identified everything from the corporate income tax, incentives to manufacturing investment, the sales tax, and the assessment of commercial real estate values as ripe for relief, but the overall message was clear: New York City’s recovery would come from public incentives to private investment in the form of sustained tax expenditures rather than continuing concessions to the public service sector.94 Unless the city acted now to moderate its overly progressive tax structure, productive capital would continue to flee in search of lower-tax environments in neighboring counties and states.95 Although the lead author of the report, Raymond Horton, described himself as a “social democrat,” he conceded that the solution expressed a “classic, trickle down” approach.96

Other public agencies followed suit. Around the same time that the Temporary Commission published its final report, the General Accounting Office released its own assessment of the city’s long-term financial outlook: adopting the counterfactual method typical of supply-side fiscalism, it warned that the city could not continue to raise taxes on investment without actively undermining its future tax base. In case the supply-side provenance of this public finance paradox wasn’t clear enough, GAO rammed home the argument with a characteristic supply-side flourish: misaligned incentives might actually lead to weaker revenues than would otherwise be the case.97 In the meantime, the Special Task Force on Taxation, appointed by Governor Hugh Carey in 1976, was concerned that the tax burden on middle and upper management was encouraging businesses to move to the South and paradoxically increasing the burden on the low-wage workers who were left behind in the city.98 A less progressive income tax structure, it was implied, would be good not only for managers but also for the lower-income workers who relied on them for creating new employment opportunities.

Few of these policy advisors considered themselves to be supply-siders. Indeed, most thought that some kind of public investment was needed to revive New York City’s finances. Yet finding themselves with a hopelessly narrow menu of public financing options, they independently reached the conclusion that liberal objectives required supply-side methods. With the city still in a state of fiscal tutelage, it was clear that a return to the social spending priorities of the past was off the table. In the midterm, the city could only really spend in the deferred form of the so-called tax expenditure, that is, by selectively forgoing future tax revenues. Moreover, it could only wean itself off federal loans and return to the commercial credit market if it allocated these tax exemptions in a way that was congenial to bond traders. Accordingly, the Temporary Commission on City Finances advised the city to increase its public spending commitments on transport and communications infrastructure, that is, the kind of project that would best prop up commercial investment.99 If the city’s leaders wanted to pursue other, more redistributive projects such as renewed spending on health, education, and affordable housing, this could best be accomplished by recapturing a small portion of the capital gains accruing to private interests. The model was one that would come to dominate urban planning in the years ahead, as municipal and state governments came to accept the premise that social services could only be maintained by collecting the “trickle down” benefits of publicly subsidized private investment.

The Temporary Commission was agnostic about which forms of investment to target. Indeed, it still clung to the idea that New York City’s manufacturing could be revived via the targeted use of tax breaks. But as Mayor Ed Koch took up his position in City Hall, it rapidly became clear that one sector in particular—Manhattan real estate—was set to gain most from the new supply-side agenda.100 This was something of a foregone conclusion. Manufacturers had been steadily departing the city for several decades now, sometimes with the help of city incentives. Supply-side prescriptions for urban renewal gave the impression that incentives to industrial and real estate investment were interchangeable, but this was far from the case. The Fordist model of accumulation treated land as a so-called factor of production—a necessary component in the production of commodities and accumulation of surplus value, land was not supposed to generate profits in and of itself. According to this model, the value of industrial real estate, like that of machinery, was expected to depreciate with time—hence the kernel of common sense in the accounting norm that taxes on investment must make allowance for depreciation or wear and tear. As Samuel Stein observes, the status of land as a “sunk cost” for industrial production created at least one point of commonality among urban wage workers and manufacturers during the Fordist era: both had a vested interest in low land values.101 But as soon as tax incentives are directed toward the value of land as such, the whole point of investment is to bid up the locational value of real estate, thereby pricing out both manufacturers and wage workers. In the long run, incentives to manufacturing and real estate investment cannot coexist in peace, given the very different value they impart to land.

Released in the midst of the mayoral election campaign of 1977, the final report of the Temporary Commission on City Finances served as a kind of blueprint for Koch’s urban development agenda.102 In his first term alone, Koch presided over a cornucopia of special tax abatements for high-rent real estate investment. The Industrial and Commercial Incentive Board, or ICIB, was established in 1977 with a mandate to revive New York’s manufacturing base through the discretionary use of tax incentives. Under Koch, it ended up bestowing most of its largesse on midtown office construction.103 Koch also expanded on incentives to residential real estate: chief among these were the J-51 program, which rewarded landlords with generous property tax exemptions for renovations, and the 421-a-421b, which encouraged developers to build new market-rate residential housing on vacant or abandoned land.104 Neither of these programs included any provision for affordable housing. Indeed, most of the conversions carried out under the J-51 program came at the cost of SRO hotels for low-income single residents in midtown and downtown Manhattan. Even landlords who were still nominally subject to the full property tax saw the relative burden of that tax dwindle as property assessors regularly underestimated the market value of real estate. By the end of Koch’s first term, the effects of these multiple tax abatements were obvious—the value of Manhattan real estate, which had plummeted in 1975, was now climbing higher by the year, as developers rushed to capitalize on vacant land and the prospect of tax write-offs stretching into the distant future.105

The person who has profited more than any other from New York City’s tax incentive program is Donald Trump. Astonishingly, the young Trump’s first tax abatement was brokered in the depths of the fiscal crisis of 1975.106 At forty years in duration, it remains the longest-lasting in the city’s history. The tax write-off allowed Trump to turn the dilapidated Commodore Hotel on Forty-Second Street and Lexington Ave into the luxury Grand Hyatt. Since Donald Trump, at twenty-nine years old, was still an unknown quantity, negotiations were overseen by his father, Fred, whose history of lucrative government housing contracts afforded him a direct line to city officials. In addition to the hundreds of millions of dollars in gifts he received from his father, much of it artfully protected from the estate tax, a young Donald Trump also inherited the trust fund of political favors in waiting that his father had built up over many years as one of the biggest donors to the New York Democratic Party.107 New York Democrats were so beholden to the family that they granted the young Trump an extraordinary number of concessions and were prepared to overlook his already negligent, if not fraudulent, business practices to expedite his first major real estate deal. Today, the city’s finance department calculates that the annual loss in tax revenues from the Grand Hyatt deal alone has been colossal, rising from $6.3 million in 1983 to $17.8 million in 2016.108 But the Grand Hyatt was only the first of the fifteen Manhattan construction projects that Trump would pursue over the following years, each time exploiting the full range of tax exemptions on offer and never hesitating to turn to hardball litigation when the city tried to thwart him. Trump’s appetite for tax-abated real estate investment was so voracious that even pro-development Mayor Ed Koch took exception to his methods.109 All up, city tax records indicate that Trump has reaped at least $885 million in tax breaks to construct his real estate empire of luxury apartments, hotels, and office buildings.110

By the end of the 1970s, the Wall Street Journal was jubilant. As incoming president Ronald Reagan prepared to unveil the first comprehensive tax bill openly inspired by supply-side economics, the Journal’s opinion page advised naysayers to look to the wonders achieved in New York City. The anonymous op-ed congratulated Mayor Koch, Governor Carey, and their many advisors for setting aside ideological force of habit to pursue what was a de facto supply-side politics. “None of these men are supply-side theorists,” it noted, “but they all had the common sense to see that taxes were killing their people.”111

Between them, Koch and Carey had indeed carried out an impressive program of supply-side tax reform. Aside from his orgy of real estate tax cuts, exemptions, and assessment holidays, Koch also lowered the local corporate income tax and halted the annual rise in the personal income tax—all within his first term.112 Such actions were hardly surprising coming from Koch, who had won the city election with a pledge to bring revenue producers back to the city.113 What was more surprising was the apparent supply-side conversion of Governor Carey, visible to even his closest advisors.114 By 1977, Governor Carey’s formula for economic revival consisted of continuing rollbacks to welfare and Medicaid coupled with business-friendly tax cuts. It was, he said, the “year of the taxpayer.”115 Working in concert with the state legislature, Governor Carey eliminated the three highest brackets of the personal income tax, bringing the top marginal rate down to 10 percent by 1982.116 He also let the corporation and bank tax surcharge expire and bowed to the wishes of bankers by phasing out the stock transfer tax.117 The last move demonstrated just how constrained the state’s fiscal choices had become: the stock transfer tax had been in place since 1903 and had been commandeered to back up state emergency bonds in the first years of the crisis regime, yet Wall Street firms now threatened to decamp to New Jersey unless the tax was revoked, and Carey succumbed to their blackmail.

But the “real ace in the hole,” according to the Wall Street Journal, was New York real estate.118 The op-ed noted approvingly that despite the rapid appreciation in New York property values and an absolute rise in city tax revenues, the relative burden of property taxes on landlords had actually plunged since Koch was in power.119 The newly buoyant state of New York City finances was held up as proof that declining per-unit taxes on real estate investment could coexist with and even lead to a bonanza in public revenues as long as prices kept going up.120 Nowhere was it mentioned that soaring real estate values were steadily pricing low-income renters out of the city and pushing tens of thousands of residents onto the streets.

This was just a foretaste of the commercial real estate boom that would grip New York City in the 1980s, when Reagan’s federal tax cuts, high interest rates, and low inflation would bring global investment funds back to the United States. But to those who had long championed the idea that economic prosperity could be engineered through tax cuts, New York’s soaring real estate values were proof enough that supply-side urbanism could offer an enduring alternative to New York’s much-maligned social democratic polity. Even with the limited fiscal levers available to them as leaders of state and local government, Koch and Carey had succeeded in depreciating public-sector wages and appreciating asset values—a model that would redefine federal spending priorities in the years ahead.



MICROCOSM AND MACROCOSM

In A Time for Truth, the free market manifesto which he published at the end of the decade, William Simon reflected back on his role in the New York City crisis and sounded a warning: if Americans didn’t draw the right lessons from New York, “then New York’s present must inevitably become America’s future.”121 Like New York at the municipal level, the United States was sinking into an “abyss of debt piled on debt,” inflicting “arbitrary assaults” on business and steadily growing the tax burden so as to redistribute wealth “to a combined clientele of the acutely needy and a growing portion of the middle class.”122 Admittedly, the federal government had unique monetary and fiscal instruments at its disposal that could delay the moment of reckoning. While “New York [could] not print and inflate money to escape, deceptively, from its debts; the federal government can.”123 Investors and producers could “flee from New York; they cannot flee from the United States.” Nevertheless, the “national Ponzi game” could not go on forever. New York was the United States in microcosm—a warning of what was to come.

By the end of the decade, New York’s fiscal crisis did indeed seem to be playing itself out on a grand scale, although in both cases the crisis was less a spontaneous correction to monetary and fiscal hubris than a deliberately concocted solution to plummeting asset values. The first signs of trouble appeared in late 1977, when the value of the dollar began to slide against other major currencies. It soon became clear that investors were dumping their dollar-denominated assets in expectation of growing inflation, thereby driving down the value of the dollar in international markets.124 What began as an orderly exit in 1977 turned into a stampede the following year, as the dollar fell to around half its value against the West German mark, the Swiss franc, and the Japanese yen. The flight from the dollar was widely interpreted as a vote of no confidence in the Carter administration, which had entered office hoping to lead a joint reflationary effort with its major trading partners, Germany and Japan, but ended up going it alone when Japan refused to cooperate.125

As Carter’s advisors no doubt recognized, a depreciated dollar was not without its benefits. If left to run its course, dollar depreciation would shrink the enormous U.S. trade deficit; by making U.S. exports cheaper and more attractive to overseas consumers, it could serve as a much-needed stimulus to manufacturing and agriculture. A cheaper dollar also offered a welcome reprieve to U.S. households and third world countries whose dollar-denominated debts were becoming easier to pay off by the day.126 But if dollar depreciation was good news for some, it was a serious threat to the domestic and international banks who were heavily exposed to dollar-denominated assets and could only watch in horror as inflation wore down their value. Even as they rushed to offload their assets as quickly as they could, financial institutions quietly urged the U.S. government to protect the “integrity” of the dollar or risk sacrificing its role as reserve currency in international trade.127

Carter’s irresolution reflected the difficulty of governing from the center at a time when the partners of the New Deal consensus were no longer walking in lockstep. He had entered office intent on powering the United States out of its mid-decade recession with a mixture of fiscal and monetary stimulus. What he had not bargained for was the new belligerence of financial asset holders in the face of inflation. Carter finally chose his side in August of 1979, when he nominated the staunchly anti-inflationary Paul Volcker as chair of the Federal Reserve. Testifying before Congress, Volcker made it clear that his tenure would mark a radical departure from the postwar norm of (relatively) accommodative monetary policy. “The traditional response throughout the postwar period to any prospect of declining production and rising unemployment has been a sharp shift in monetary and fiscal policy toward expansion and the enhancement of aggregate demand—even at the risk of adding to inflation,” he observed. “A decade or two ago, with prices historically fairly stable, that risk was discounted. But now we have to face squarely the adverse consequences of prematurely or unduly large moves to stimulate the economy.… Ultimately, the perceived trade-off between unemployment and inflation would only be worsened. That is the lesson of the 1970s, not just in the United States but elsewhere.”128

In his efforts to reverse the upward trajectory of inflation, Volcker eschewed the conventional central bank method of tinkering with the federal funds rate (the rate at which banks lend to each other overnight) and instead chose to limit new money creation via the direct control of bank reserves. The choice of targets was a nod to Milton Friedman’s monetarism, although in private Volcker confessed that he was never a true believer.129 The important thing was not the instrument but the outcome: the deliberate creation of a recession that would throw hundreds of thousands of workers into unemployment and lastingly quash the power of labor. If Carter and Volcker were secretly united in this aim, they were both attempting to deflect the blame onto others. Ultimately, it was Carter who paid the price when in 1980 he lost the presidency by a landslide.

For all his rhetorical deference to the ideas of Milton Friedman, who argued that inflation was always and everywhere a monetary phenomenon, Volcker shared the conventional view among Federal Open Market Committee members that rising prices were a result of excessive union power and overly generous wages. In a speech before the Committee on Banking, Finance and Urban Affairs delivered in July 1981, Volcker explained that “wages respond to higher prices” but “in the economy as a whole, labor accounts for the bulk of all costs, and those rising costs in turn maintain the momentum of the inflationary process.” With unemployment now in the double digits, Volcker nevertheless complained that “only small and inconclusive signs of a moderation in wage pressures have appeared.”130 In January the following year, he told the Joint Economic Committee of the U.S. Congress that the “general indexes in worker compensation still show relatively little improvement.” Although consumer price inflation had been dropping steadily since 1980, “growth in nominal wages” would need to be stopped in its tracks before victory could be declared.131

Whatever their other reservations about Volcker’s ruthlessness, both Carter and Reagan were more than willing to help out when it came to thwarting unions. It was Carter who first signaled the change in tone with regard to labor negotiations: the federal bailout of Chrysler in 1979 came at the price of serious wage and benefit concessions for unionized workers. With the Volcker recession in full swing, the task of disciplining labor was much easier for Reagan, who had double-digit unemployment to back him up when he sacked public-sector air-traffic controllers in 1981. By 1982, union membership was in precipitous decline and wage negotiations were more likely than ever to result in worker concessions.132 The White House and Federal Reserve were now acting in unison to crush the power of labor.

Such cooperation notwithstanding, fiscal and monetary authorities were at loggerheads on the question of the deficit. Many, including Volcker, thought that Reagan’s extravagant tax and spending decisions risked squandering the Federal Reserve’s efforts at monetary austerity. Reagan’s determination to enact supply-side tax cuts as a matter of priority, along with his lavish military spending, led to record deficits within his first year of government. Ironically, also, Volcker’s success in stabilizing the price level added to the scale of Reagan’s budgetary woes: the Federal Reserve–induced recession had cost the government dearly in terms of unemployment benefits, yet thanks to Volcker the resulting debt could no longer be conveniently inflated away.133

Reagan’s fiscal indiscipline was a source of tension in his early administration: it pitted fiscal conservatives against supply-side tax cutters and opened up a rift within the supply-side movement itself, as former sympathizers balked at the impending costs of excessive government deficits.134 The voice of elite supply-side economics, William E. Simon turned to a time-honored axiom of sound finance doctrine—which held that excessive government debt “crowded out” private borrowers—to denounce Reagan’s economic policy.135 As would-be public and private investors competed against each other for scarce resources, Simon warned, interest rates would keep climbing upward until they completely starved the private economy of all funding.

The argument was inconvenient to the more populist supply-siders within the early Reagan administration (among them Arthur Laffer, Jack Kemp, Paul Craig Roberts, and Norman B. Ture), who thought that tax cuts should always be prioritized over compensatory spending cuts.136 In public, Arthur Laffer and friends had made a name for themselves by blithely insisting that tax cuts would pay for themselves, thanks to the expected increase in economic activity. Although often interpreted as a mark of extraordinary recklessness or naivety, there was method to the madness. As Jude Wanniski explained in a 1976 article, fiscal conservatism had turned Republicans into the dupes of big-spending Democrats, forcing them to hike taxes every time their opponents overindulged in public spending.137 Democrats were thus able to present themselves as the bearers of free gifts while Republicans had to clean up after the party. To break out of this role once and for all, Wanniski urged Republicans to abandon their respect for balanced budgets and embrace the idea that tax cuts should come first, whatever the immediate damage in terms of budget deficits. This way, Democrats would be forced to clean up after them.

Others developed a more sophisticated explanation as to why supply-side deficits didn’t matter. As early as 1972, Robert Mundell argued that the crowding-out thesis made little sense in a world where private asset holders could cross borders in search of the most lucrative investment opportunities. As long as the United States was prepared to follow the right “policy mix” of high interest rates, low inflation, and marginal tax cuts, however, international capital flows could be expected to gravitate back into dollar-denominated assets.138 Mundell’s analysis suggested that the so-called shortage of capital experienced by New York city in 1975 and U.S. borrowers as a whole in the late 1970s had little to do with public deficit spending per se: rather, it reflected investors’ aversion to high inflation and high taxes on capital income. This meant that the political meaning of “the deficit” needed to be nuanced as a function of the fiscal decisions it reflected. The kind of public borrowing induced by supply-side tax cuts was unlikely to lead to wage and consumer price inflation, since most of its benefits went to financial asset holders. As long as the Federal Reserve kept a lid on inflation, Mundell reassured his followers, foreign investors would be more than willing to finance Reagan’s deficits. The problem was not the deficit per se, explained Paul Craig Roberts, but the kind of spending that generated it: Keynesian or non-Keynesian, inflationary or noninflationary.139 Investors hated the former and loved the latter.

To the surprise of many in the Reagan administration, Mundell’s reassuring forecasts turned out to be prescient. With consumer price inflation down to 2.5 percent in mid-1983, investors who had dumped their dollar-denominated assets in the 1970s now couldn’t get enough of them. The capital outflow of the Carter years reversed direction as investors rushed back into U.S. financial instruments, and the price of the dollar surged back upward.140 The process was accentuated by the fact that countries like Japan were simultaneously deregulating their financial markets such that investors were now free to roam the world in search of the safest, inflation-proof assets. As the U.S. Treasury slowly became accustomed to the idea that “crowding out” was not a law of nature, it too took deliberate steps to make U.S. financial markets more welcoming to foreign investors.141

In a statement delivered before Congress in October 1983, Treasury Undersecretary Beryl Sprinkel took stock of the new economic environment in which the United States found itself. Sprinkel credited the Federal Reserve’s “resolute determination to control inflation” with restoring the financial fortunes of the United States.142 By signaling his resolve to suppress wage and consumer price inflation at any cost, Volcker had restored the reputation of the dollar as a “safe haven” for financial asset holders worldwide.143 Admittedly, the high dollar had dealt a serious blow to commodity producers, who now found themselves competing against cheap imported products from Japan. But this, to Sprinkel’s mind, was more than offset by the phenomenal rise in foreign direct investment flows, which for the first time in U.S. postwar history now exceeded outflows.144 The turnaround was already visible in financial asset markets, which embarked on a secular price surge at precisely the point when wage and consumer price inflation were coming to a standstill. Importantly, Sprinkel recognized that the Federal Reserve’s anti-inflation agenda was not the sole factor involved in restoring the fortunes of asset holders: Reagan’s tax legislation of 1981, with its sweeping enactment of supply-side tax cuts, also deserved credit. Supply-side tax cuts played the all-important role of channeling investment funds into specific tax-preferred asset classes: in this way, they guided and protected the process of asset price inflation that had first been enabled by the Federal Reserve’s monetary policy and the deregulation of financial markets.



REAGAN’S SUPPLY-SIDE REVOLUTION

In August 1981, Reagan signed into law the Economic Recovery Tax Act (ERTA), a triumph of supply-side doctrine that catered to both the elitist and populist factions of the tax-cut movement.145 This was the first major legislative breakthrough of the Reagan administration and the largest cut to the corporate and personal income tax in U.S. history. The bill met with surprisingly little resistance from Democrats, who, despite their control of the House of Representatives, were reluctant to oppose tax cuts that would ease the pocketbooks of workers also.146 Reagan’s messaging was pitch perfect when he reassured the public that this newfangled thing called “supply-side economics” was simple “common sense.”147 The 1981 tax cuts were, in his words, “the greatest political win in half a century.”148

Driving the ERTA’s investment tax cuts was the same coalition of business interests that had ushered in the Steiger Amendment.149 Once elected, Reagan convened a transition team of specialist advisors and chose Charls E. Walker, chairman of the American Council for Capital Formation, as head of his tax policy taskforce.150 Another alumnus of the ACCF, Norman B. Ture, was appointed undersecretary for tax and economic affairs in the Treasury Department.151 Here he was joined by Paul Craig Roberts, with whom he had worked at Jack Kemp’s congressional office.152 Together, the two men bridged the elitist and populist divide within the tax-cut movement: with his legacy of specialist consulting work on business tax cuts, Ture was the perfect advocate for accelerated depreciation schedules, capital gains cuts, and estate tax exemptions; Roberts too had always championed tax cuts for business, but as advisor to Kemp, he had also drafted the Kemp-Roth bill of across-the-board tax cuts for individuals (about which we will hear more in the following chapter). At last, the supply-siders had established a Treasury Department stronghold under a president who was passionately committed to their cause.

The passage of the ERTA of 1981 was a stunning vindication of the supply-side credo. In addition to the across-the-board income tax cuts that Jack Kemp and his populist associates had called for, the act also implemented the precise agenda of investment incentives laid out by Feldstein, Ture, and Walker in the previous decade. By themselves, the personal tax cuts were more regressive than most members of the public would have realized: when introduced into a progressive tax code, across-the-board tax cuts automatically deliver their greatest benefits to those in the highest brackets. It was Reagan’s business tax cuts, however, that truly skewed the benefits in favor of the highest income earners.153 At the same time that it raised the estate tax exemption, allowing wealthy households to bequeath a larger proportion of their fortunes to their heirs, the ERTA lowered the capital gains tax once again, from 28 to 20 percent, and implemented a strikingly generous version of Ture’s long-wished-for accelerated depreciation schedule.154 For those who had spent the 1970s lamenting the demise of American “capital formation,” the legislation was a cornucopia of gifts.

The passage of the ERTA in the first six months of Reagan’s presidency ensured that when the Volcker shock started to show results, investors in financial assets were rewarded with a combination of low inflation and lavish tax incentives. The Federal Reserve and the White House were far from united in their views on the deficit, but they accomplished what was essential in the eyes of business elites, enduringly reversing the relationship between wage and asset prices in favor of financial investors. The wages of all but the highest income earners now entered a long period of stagnation, while financial asset prices surged upward, fueled by the expectation of low inflation, supply-side tax expenditures, and, as the decade progressed, declining real interest rates. The immediate trigger to the market turnaround came from the notoriously pessimistic Henry Kaufman, chief economist at Salomon Brothers, who in his morning memo of August 17, 1982, predicted that inflation expectations would “erode gradually” over the following year.155 The surprise announcement from such a respected prophet of gloom was enough to push up the Dow Jones Industrial Average by a record 38.81 points in one day. Throughout the rest of the decade, the Standard and Poor’s index of five hundred stocks would continue to outperform its historical average, posting annual increases of 17.4 percent versus the 9.7 percent annual average of the past.156 The bond market too awoke from the slumber of the 1970s, as fixed-income investors were rewarded with historically exceptional returns (comparable to stocks). With interest rates falling, bond traders who had purchased long-term treasuries with sky-high coupon rates in the early 1980s earned an annualized total return (comprising interest plus appreciation) of more than 14 percent.157 “The ascendancy of financial assets in the 1980s has been dramatic and unassailable,” observed a Salomon Brothers investment report at decade’s end.158

The low inflation environment of the 1980s allowed the federal government to sustain record levels of public debt and opened up hitherto unimaginable borrowing opportunities for households and corporations, which now found ready access to credit whatever their current or projected savings. Helped along by the Reagan administration’s lax enforcement of antitrust rules and cuts to the capital gains tax in 1978 and 1981, a new kind of business strategy—the so-called leveraged buyout, or LBO—exploded onto the scene with the end of the Volcker recession, just as the stock market took off and credit started flowing.159 The buyout pioneers of the 1970s—veteran practitioners such as Kohlberg, Kravis, and Roberts—had started out acquiring private companies in their sunset years and the smaller subdivisions of large corporations.160 In 1979, they made their first acquisition of an entire publicly traded corporation, Houdaille, for what in retrospect would look like the paltry sum of $370 million.161 The new credit conditions of the 1980s turned buyouts into a decidedly more grandiose affair. Would-be corporate raiders soon learned they did not need to rely on ever-vigilant investment banks and insurance companies to fund their deals: instead, they could finance things “in house” by borrowing against the assets of the target company and selling on these high-risk high-yield securities in the newly liquid junk bond market. The leveraged buyout, or LBO, worked as follows. A small group of activist investors would buy out the existing shareholders of a public corporation with the help of high-powered debt, using the company’s own assets as collateral. This debt would then be transferred onto the books of the target company, whose cash flows for the next few years would be diverted to the task of paying back the money owed.162 The sponsors of leveraged buyouts sought out established companies with steady cash flows, low initial debt levels, and little need for long-term capital investment. Uneventful and stolid companies like these were least likely to interrupt the real purpose of the buyout: the rebirth of the corporation as a tax-protected vehicle for generating capital gains.

If corporate raiders and junk bond dealers were depicted as folk devils in the popular business literature, the apostles of “shareholder value” welcomed them as the harbingers of a new, investor-oriented style of business. In their 1976 article “Theory of the Firm,” the Chicago-trained economists Michael C. Jensen and William H. Meckling advanced the idea that the primary objective of the public corporation should be to maximize shareholder value by distributing all available cash flows to public owners (in the form of dividends or appreciated stock prices).163 The messianic role of the leveraged buyout was to force all corporations to recognize this truth—or risk a hostile takeover.

Jensen saw all this organizational change as the natural consequence of a “third industrial revolution” in which digital innovation played a commanding role.164 But if shareholder value ideology entailed innovation, it was above all in the arena of tax accounting. By taking a company private and loading it up with debt, the buyout sponsors exempted the company from the corporate income tax for the duration of the agreement and simultaneously made it eligible for tax deductions on interest.165 While a solvent publicly traded company was expected to pay the corporate income tax on its annual earnings and dole out regular dividends to its shareholders, the debt-laden private company had no such obligations and could also claim back its interest payments as tax write-offs.166 Another tax workaround was offered by the accelerated depreciation rules in Reagan’s 1981 tax cuts, which covered used as well as new assets: under these rules, investors were able to “step up” the tax value of the company’s assets to the price they had acquired them for, so they could now claim correspondingly higher deductions for depreciation.167 If all went well, the debt would be paid down within a few years and the corporation sold back to a bull market, where investors could expect to reap phenomenal gains on their shares. As capital gains, these returns would be taxed at much lower rates than ordinary income, if they were taxed at all (buyout firms often used shell companies known as “mirror subsidiaries” to avoid capital gains taxes altogether).168

The first buyout deal to attract widespread public attention was one engineered by none other than former treasury secretary William E. Simon and his business partner, the tax specialist Raymond Chambers. In January 1982, Simon and Chambers (operating under the business name of Wesray) had acquired the Gibson Greeting Card Company from a larger conglomerate at a purchase price of $81 million, investing roughly $330,000 each of their own money and making up the rest with bank loans and real estate leasebacks.169 A mere eighteen months later, with the stock market in full swing, they sold the company back to the public, who were prepared to fork out $27 each for shares originally purchased at 14 cents. All told, the exit deal had generated $75 million worth of capital gains for each of the two general partners—a two-hundredfold return on the money they had invested. Observers were astonished that Simon and Chambers had accomplished this feat “without really doing much but buy and sell.”170 In the years ahead, corporate raiders would have to wreak considerably more havoc to merit such spectacular capital gains, as shareholders demanded brutal restructurings and mass layoffs as proof that a company’s asset values had been truly enhanced. In 1983, however, there was enough of a margin between the depressed asset valuations of the 1970s and the hyperbolic expectations of a newly buoyant stock market to ensure that corporate raiders merely had to wait a little while to reap the rewards from appreciating asset prices.

If this is what Simon had meant all along by “capital formation,” then it was something very different from the investment in fixed and human capital stock that had generated rising profits and wages during the heyday of postwar Fordism. Leveraged buyouts paved the way for corporate restructurings which treated internal labor forces—especially when unionized—and in-house R&D units as wasteful excess. For all the talk of business-led innovation, the period from 1980 onward saw a steep decline in business investment in employment-generating assets such as plant, equipment, and software, and a steady divestiture from internal R&D.171 And despite supply-siders’ conviction that vigorous “capital formation” could only flow from retained earnings, savings reached a thirty-year low during the Reagan years and continued to trend downward over the following decades.172

The influx of foreign investors into U.S. financial markets, along with fierce competition among newly deregulated banking institutions, had unleashed a new style of investment in which collateralized debt took precedence over savings and debt was collateralized by the expectation of market-based price gains in financial asset values (stocks, bonds, real estate, or intellectual property). If the Fordist model of accumulation was mediated by production (making the ratio between fixed and variable capital, automation, and human labor a central point of conflict), this new model of investment treated the production process as an outsourceable component and focused all its energies on the appreciation of stock prices. Managers and workers alike were ruthlessly subject to this one overriding objective.

There was nothing that predestined one particular commodity class or capital stock to assume a new life as a financial asset. Nor was it a case of intangible assets taking the place of tangible commodities, as some have suggested.173 Rather, one and the same “substance” could acquire vastly different mathematical powers of self-appreciation by virtue of the market- and tax-based valuation process it was caught up in. Whether one looked to the merger and acquisition market or commercial real estate, the same logic of debt-leveraged asset price appreciation was at work. The component assets of a corporation that had delivered dwindling productivity and lackluster profits during the high inflation years of the 1970s could now inspire the wildest of shareholder expectations. Real estate that had served as a simple “factor of production,” peripheral to the accumulation process, at the height of Fordist industrialism, could be resuscitated as a source of appreciating value in and of itself (hence the sudden “gentrification” of old industrial tracts and the rehabilitation of the warehouse as luxury dwelling). The economic indicators that had defined and measured output since midcentury could not make sense of this alternative cycle of capital and so gave the impression that investment and savings were at historic lows. But while it is certainly true that savings rates had plummeted, another kind of investment—one fueled by debt leverage and the expectation of future price appreciation—was rampant.174 Its dynamics could only have been revealed by a system of national accounts that measured capital gains.

To understand why the fortunes of wage earners and financial asset holders diverged so radically during this period, there was no better object lesson than the hostile takeover, which offered a firm-level diorama of the wider macroeconomic trends of the decade. The disciplinarians of “shareholder value” saw internal workforces as disposable assets and punished any board of managers that wasted their earnings on them. Activist investors resented even the limited public-private welfare state that had been created by the largest public corporations during the postwar era and blackmailed managers into shedding or reclassifying long-term employees. It was ironic, then, that some of the earliest (and it turns out some of the longest-lasting) institutional investors in leveraged buyout pools were employee pension funds.175 The fact that pension fund managers were investing in the stock market was not in itself new: U.S. pension funds had diversified from government bonds into corporate stocks as early as the 1950s.176 But during this time, the public corporation operated within the framework of managerial capitalism, which privileged the long-term expansion of the firm (and hence, the long-term growth prospects of employment) over the demands of stock price appreciation. In the 1980s, by contrast, pension fund managers were investing in a business form—the leveraged buyout—that called for the slashing of workforces and the active suppression of wages. Thus, while pension fund lobbying groups such as the Council of Institutional Investors made real strides in amplifying the voice of worker shareholders in the 1990s, their complicity with the ideology of shareholder value could only work against them in the long run, since it leveraged workers’ savings to finance their own obsolescence.177

It was during this period, also, that the professional manager assumed the new identity of the financial asset holder. In 1981, Reagan resuscitated the stock option as an attractive form of executive compensation by restoring its tax status as investor income (hence liable to the preferential capital gains tax).178 As share prices took off at the end of 1983, so too did the proportion of manager pay composed of stock options: between 1980 and 1994, the mean value of stock options granted to the chief executives of the top corporations increased by 683 percent while their salary and bonus income rose by 95 percent—spectacular gains in a period when the wages of most workers were barely holding their own.179 During the high-tech boom of the late 1990s, the use of stock options would be extended to scientist entrepreneurs (in exchange for patented innovations) and high-tech employees in Silicon Valley.180 The move was applauded by Michael C.
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