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To Brother Robert Wilsbach, f.s.c.


pro Deo et Patria











Against all this, Youth,…


Youth with its insupportable sweetness,


Its fierce necessity,


Its sharp desire….


—WILLA CATHER, O Pioneers!













PART I “A RECONSIDERATION OF THE TWENTIETH CENTURY”











1THAT ’70S FUNK



Two-thirds into the 1964 movie Goldfinger, in a scene set at a Kentucky stud farm, James Bond and the archvillain Auric Goldfinger discuss, as they sip mint juleps, Goldfinger’s plan to invade Fort Knox. Bond, Goldfinger’s prisoner at the moment, cannot see how the plan will succeed. “I’ve worked out a few statistics,” he chides Goldfinger:




Fifteen billion dollars in gold bullion weighs ten thousand, five hundred tons. Sixty men would take twelve days to load it onto two hundred trucks. Now, at the most, you’re going to have two hours before the army, navy, air force, marines move in and make you put it back.


GOLDFINGER: Who mentioned anything about removing it? (Bond stops drinking….)


GOLDFINGER: Is the julep tart enough for you?


BOND: (thinking) You plan to break into the world’s largest bank, but not to steal anything. Why?


GOLDFINGER: Go on, Mister Bond.


BOND: Mister Ling, the Red Chinese agent at the factory. He’s a specialist in nuclear fission.—But of course! (Goldfinger smiles back at him.)


BOND: His government’s given you a bomb!


GOLDFINGER: I prefer to call it an atomic device. It’s small, but particularly dirty.


BOND: Cobalt and iodine?


GOLDFINGER: Precisely.


BOND: Well, if you explode it in Fort Knox, the entire gold supply of the United States will be radioactive for… fifty-seven years!


GOLDFINGER: Fifty-eight, to be exact.


BOND: I apologize, Goldfinger. It’s an inspired deal. They get what they want—economic chaos in the West—and the value of your gold increases many times.


GOLDFINGER: I conservatively estimate ten times.1





In the movie, the flaw in the plan is that Bond is able to woo Goldfinger’s paramour, Pussy Galore, and with her help thwart the explosion—when there are 007 seconds left on the timer, of course.


In real life, the flaw would have been to suppose there was a need for it in the first place. In 1964, there would have been no reason whatsoever for a master criminal with a gold hoard to irradiate Fort Knox. One needed only a little foresight. For in due time, the desired effects would come about of their own accord.


Goldfinger wanted the value of his personal gold hoard to increase, “conservatively,” by ten times. The price of gold was $35 per ounce in 1964. If Goldfinger had been able to wait ten years, he would have found gold at $175 per ounce. Had he sat tight for fifteen years, until 1979, he would have hit his target of $350 per ounce. Yet that ten-bagger of a price was a mere breather. Over the next year, 1979–80, gold more than doubled again, hitting the stratospheric mark of $800 per ounce. Goldfinger’s estimate had been conservative, indeed. And no nuclear explosions needed.


Goldfinger’s “Red Chinese” co-conspirators had wanted their bomb to cause economic chaos in the West. And that, too, came about in short order, especially in the United States.


From 1968 to 1982, the American stock market nearly collapsed, with the Dow Jones Industrial Average losing 70 percent of its real value. The “misery index,” whereby the inflation and unemployment percentages are represented as real numbers and summed, blew through the historical trend of 6 to 8 early in the 1970s, plateaued in the double digits, then hit unlucky 21 in 1980. Interest rates also hit 21—no misprint, a 21 percent prime rate—in 1980. Big things that never were supposed to go bust declared default: New York City, most famously, and Chrysler, too.2


Those who tried to wait out the chaos by saving money were brutally punished. The greatest inflation since the Revolutionary War destroyed the value of funds in bank accounts, the stock market was in free fall, and municipal-bond issuers missed payments. The only thing to do was to stash cash in commodities. Because commodities originated in the geologic history of the planet, commodities had a guaranteed delimitation of supply and therefore could hold their value against inflation. Gold, oil, gas, land—everything in the commodities universe went up in the 1970s, as if everything in the earth had suddenly become impossibly scarce.


Internationally, a new, odd order dawned. Not only was the United States going through a time of troubles. So were its allies, the entire capitalist First World. The economies of Western Europe and Japan, which had expanded at high rates in the quarter century after World War II and owed so much of their success to trade with the United States, slowed down in the 1970s and began to approximate the grim conditions of the leading nation: minimal growth, inflation, unemployment. It was verification of the old saw: When the United States sneezes, the rest of the world catches a cold.


Yet the Soviet Union saw itself aggrandized as never before. This came as a shock, even to the Soviets. Before the 1970s, the USSR had had insuperable difficulties creating things of economic value, especially products for export. The Soviet economy was a few years from certain collapse when suddenly, in the 1970s, it was handed a new lease on life.3


The Soviet Union, by dint of its landmass, happened to harbor an inordinate stock of commodities. In the 1970s, because of the chaos in their own economies, the capitalist nations hauled all sorts of mining, drilling, and piping equipment into the USSR. This enabled the great commodity patrimony of North Asia—oil, gas, gold, metals—to be sold to external markets. People in the capitalist world were thereby unburdened of holding their own, rapidly devaluing currencies.4


The Soviets raked in a lot of cash—mainly dollars, for what that was worth. This allowed them to generously support Marxist movements in Latin America, Africa, Southeast Asia, and Afghanistan. Arab oil sheiks, too, saw their fortunes awake from the sleep of centuries; the price of petroleum followed gold in lockstep from 1973 to 1982.


It was a weird time, to say the least. It was particularly puzzling and dispiriting to Americans. The halcyon “postwar prosperity” that had characterized the years after 1945 seemed to be in terminal decline, a brilliant flash that had lasted for an unusually long spell and had given the illusion of permanence. It was hard to put a finger on what was going on. Sometime around 1970, everything started getting worse, economically, with every passing year.


Inflation had hitherto been rather unheard of. Now it reliably hit double-digit rates. Unemployment, theoretically a converse of inflation, and low since World War II, went up, too. Unemployment in tandem with inflation led to the popularization of a new word, “stagflation” (from stagnation plus inflation), which was on everyone’s lips by the last days of disco. Entrepreneurial startups, the very stuff of the “American dream,” passed from the scene; venture capital was waiting things out in commodities.


Then there was the government. Throughout the long 1970s, the federal government of the United States preoccupied itself with such things as fixing prices, pressuring labor unions not to take wage increases, begging shoppers to rein in their spending, mistaking nominal for real income in the tax code, adding regulations, running deficits, reneging on the pledge to exchange dollars for gold, and gobbling up an ever-increasing share of the gross national product (GNP). This was no ordinary downturn. It was not exactly the Great Depression, either. And it was hard to pin the blame on “business” for what was going on.


What was going on? Unsure, President Gerald Ford asked the nation in 1974 to “Whip Inflation Now.” He also asked people to sign a pledge saying that they would refrain from new purchases, in the interest of holding down inflation. Five years later, with the same problems still raging, a memo to President Jimmy Carter proposed that America had gotten caught up in a “malaise,” whatever that meant. In other words, leadership was befuddled. It had no answers.5




What Happened?


The most important fact about the economic funk of the 1970s, the stagflation decade, was that it stopped. For ten long years and then some, as stocks plummeted, inflation roared, unemployment climbed, municipalities defaulted, capital fled, and devalued dollars were shoved into the hands of Marxist despots and playboy oil sheiks, it was not necessarily reasonable to suppose that the new confounding reality would ever come to an end. After all, the last time the United States had experienced a protracted economic mess, the Great Depression, it had taken the titanic event of World War II to bring about something like a reversion to the old status quo. Without some such unwanted catastrophe, would not the economic misfortunes of the 1970s endure forever?


It was only natural, therefore, that the battle cry that emerged was that of the 1976 movie Network: “I’m mad as hell, and I’m not going to take it anymore.” Remarkably, a few people listened and took action. For come a certain juncture, and to virtually everyone’s astonishment and pleasure, stagflation up and vanished from the scene.6


The economic history of the United States since World War II is one of the most stunning chapters in the modern history of nations. Easily the largest economy in the world in 1945—in that year accounting for fully half of world output—the United States, over the following sixty-two years, sustained a rate of growth unmatched in the annals of developed countries. The trend of United States growth from 1945 to 2007 was 3.3 percent per year. Developing countries—including Japan and those of Western Europe that had to climb out of the postwar rubble—exceeded this rate, often by large margins. But once the rapidly developing countries neared the output level, per capita, enjoyed in the United States, they could not sustain what the United States could. The U.S. rate of 3.3 percent per year is one and a half times the growth rate Japan and Western Europe have registered since 1982. This means that over the quarter century beginning in that year, America became fully one-third richer than the next richest economies, whereas a generation ago, these economies were at parity.7


This is a profoundly important fact. The unique ability of the United States to maintain a historic rate of economic growth over the long term is what has rendered this nation the world’s lone “hyperpower,” as the French are sometimes wont to say. The only other realistic aspirants to that status—China and India—will not see economic maturity for decades to come.


The exception to this trend was the stagflation decade: 1973–82. That was the only period since 1945 when the United States did not sustain a 3.3 percent rate of growth. Before and after this interregnum, there was the odd, mild recession or boom year, but the growth trend remained at that steady, historically high rate. Growth was 3.3 percent from 1945 to 1973, and it was 3.3 percent from 1982 to 2007. From 1973 to 1982, however, growth averaged 1.8 percent, essentially the rate that prevailed in the long semi-stasis that gripped Japan and Western Europe in the 1990s and the first decade of the twenty-first century.8


That the 1973–82 period proved to be an interregnum—as opposed to an augury of a new trend—is the most significant fact in the postwar economic history of the United States. It is also, from a geostrategic perspective, one of the most significant facts in the postwar history of world power relations.


Two pertinent questions immediately arise: What caused the stagflation decade, and what stopped it? The many florid answers to and contentious debates about these questions are too extensive to summarize. But one thing can be said for certain. Supply-side economics, which came into being in the midst of this period, made its raison d’être these two tasks: determining why the slowdown was occurring, and devising ways to stop it. As fortune—or was it ambition, shrewdness, and determination?—had it, the movement came to power and implemented policy immediately prior to the end of the interregnum.


Supply-side economics was the centerpiece of the most consequential revolution in economic policy since the New Deal: “Reaganomics,” as it was for a brief period of time derisively known. Its policy prescription was to undertake tax cuts and to stabilize the means of exchange, that is to say, the dollar. The prima facie case that supply-side economics, implemented as it was in the early Reagan years, played a causative role in the most significant development in American—arguably world—economic history of recent times is so strong that if we were not curious about it, we would be intellectually negligent.


Our curiosity will be met by curiosities. For supply-side economics was by all accounts a renegade, maverick movement driven largely by figures removed from or hostile to the economic establishments in academia, Washington, journalism, and business. In the early 1970s, all of two academic economists could be counted in the movement. The rest of the first “supply-siders” comprised a subterranean crew of journalists, congressional staffers, and business forecasters, many of whom were unknown to the others, and virtually all of whom were under forty years of age. That these people assigned themselves the task of solving the nation’s economic problems, seized the policy initiative, and were present at the reestablishment of postwar prosperity is a fascinating story. And it is almost completely unknown.


It is a story that we must know, however, if we are to understand the foundation of the summit of prosperity and geopolitical significance that America has occupied until very recently, and from which America appears to be stepping away in the current financial crisis. It is a story that has inspired a great many places around the globe to emulation, as countries yearning for First World development, from China to Lithuania, have shown by enlisting those who were the young supply-side heroes of the 1970s and 1980s as policy advisors. And it is a story that has not been properly told, because supply-side economics has attracted a philistine opposition jealous of its accomplishments and bent on misrepresenting its record.







Wall Street Journeys


That ’70s Show nostalgia aside, the 1970s were failing years, years of the worst long-term economic performance in all of American history exclusive of the Great Depression. This funk had commensurate effects on the nation’s psyche. It was no accident that during this time Bill Gates could get his company out of the garage only by signing a contract with IBM. If you did not have a lifeline to the biggest, richest, most established companies, like IBM, you could forget about raising capital. With marginal income-tax rates upwards of 70 percent, there was no such thing as venture capital. And then, despite this advantage, the IBMs of the world engaged in mass layoffs. Was America facing an apocalypse?


Books said yes. Paul Ehrlich’s Population Bomb (1968) and William and Paul Paddock’s Famine 1975! (1967) initiated one of the trendiest genres of the stagflation era’s nonfiction: the economic alarm. Both of these books (which were discussed incessantly in the 1970s) predicted worldwide famine, including in the United States, within a few years. A more understated entry in the genre became the decade’s alarmist book par excellence: Limits to Growth (1972), the report of a concerned group of academics and businesspeople who called themselves “The Club of Rome.” Limits contended that resources were running out as population expanded, that the abundant postwar prosperity was proving to be a mirage, and that the world would have to get used to dramatically lower living standards.9


Scholars validated the basic points. Christopher Lasch, in The Culture of Narcissism (1979), made the eminently reasonable observation that high and certain inflation was causing harm to the psyche and habits of Americans. Inflation made people spend now, forgo saving, and despair about preparing for the future. For Lasch, inflation prompted a new kind of inwardness, a “narcissism,” about getting one’s due now—essentially the same conclusion that prompted Tom Wolfe to call the 1970s the “Me Decade.” Lester Thurow, in an immensely discussed book of 1980, The Zero-Sum Society, made a similar point in arguing that the nation now felt that no solution to stagflation could be concocted without some constituency in the nation losing in a very big way.


The 1970s are also justly known for end-of-all-things movies: Airport, The Swarm, Soylent Green, King Kong, and Network. Yet Americans are a plucky people, and they are particularly fond of their prosperity. They were not going to be led like lambs to the slaughter into impoverishment, idleness, and mediocrity, no matter the economic conditions and the counsel from intellectuals. So in the 1970s, there were also David-versus-Goliath cultural megahits that brought emotional sustenance and a new reservoir of resolve to the nation, above all the movie Star Wars (1977) and the book Watership Down (1972).


On Wall Street, the 1970s began with misplaced enthusiasm. The market went up 50 percent from 1970 to 1972, with the Dow peaking over 1,000 in early 1973, a level not breached again for a decade. It was the era of the “Nifty Fifty” stocks, of big companies—especially McDonald’s and Polaroid—that seemed able to predict the next consumer fad. The surge in the market attracted new, young investment talent to Wall Street. Soon, however, stocks went into their long hibernation, even declining once inflation was accounted for. Many of the young traders and brokers who had come to Wall Street in the heady days of the late 1960s and early 1970s drifted away to other pursuits (including a successful stockbroker named Martha Stewart).


The people who remained on Wall Street after 1973 necessarily were determined to stick things out. It was much harder for the young than for the old. Wall Streeters who had begun their careers in the 1940s, ’50s, or even ’60s had already piled up fortunes and could satisfy themselves with hedging in the 1970s. Aspiring traders and brokers, in contrast, had no fortunes to hedge. They had come to Wall Street to make money, and now the economic horizon seemed to be permanently bleak. However much profit could conceivably be made playing gold, oil, commodities, currencies, and short sales, it paled in comparison to how much could be made in the context of a general economic boom, the kind that the nation had enjoyed for a full generation after World War II.


This particular condition gave rise to the first supply-side activists. It was not accidental that the torchbearers of the supply-side revolution would, almost to a person, be young and under forty (and sometimes under thirty). The prospect of permanent stagflation greatly frustrated the young and ambitious. It was one thing for the representatives of “old money” to intone about the necessity of adjusting to “diminished expectations,” a standard 1970s catchphrase. It was quite another for an unmade young person impatient for worldly success to concede to that adjustment.


The venue where supply-side economics first took shape, where gathered the first revolutionaries who would stage the quixotic and ultimately successful quest against stagflation, was a restaurant in lower Manhattan in the shadow of the American Stock Exchange. The Amex was New York’s junior stock exchange, and in 1974, Michael 1 was a rookery for Wall Street’s junior varsity. The restaurant (now gone) drew a crowd of “Wall Street wannabes,” the “financial world’s young and maybe rising.” Young brokers and traders would congregate there, settle into “tufted leather armchairs [and] lean back with a drink or pitch forward into a porterhouse,” fire up their imaginations, and “virtually see the deals of future years”—all this in the words of supply-side economics’ first impresario, Robert L. Bartley, the editorial-page editor of the Wall Street Journal. In 1974, he turned thirty-seven.10


Bartley, who had taken an executive post at the Journal two years earlier, began to notice that a number of young people on Wall Street, as well as a few people in the academic and governmental economics establishments, were impatient with the new talk about “diminished expectations.” The new idiom seemed to be a rationalization for not diagnosing and solving problems and getting on with the business of success. Curious, Bartley started to corral some of these skeptics for discussions, and they held their gatherings over martinis and steaks at Michael 1.


The Wall Streeters came and talked, but soon everyone kept quiet and listened to two surpassingly interesting men, both academics. Robert A. Mundell, forty-two, was an economics professor who had just come to Columbia; he was accompanied by his friend from his days at the University of Chicago, the thirty-four-year-old Arthur B. Laffer. Mundell was something to behold. He had long hair worn below his shoulders, yet he was half again the age of any living hippie. Not only was he curious to look at; he was also hard to listen to. One of the reasons silence fell when Mundell spoke at Michael 1 was that you could barely tell what he was saying. He talked in a low slur, glided over syllables, sprinkled in wry remarks, and had a Canadian accent to boot. Future opponents of supply-side economics would say that these characteristics merely testified to Mundell’s rumored alcoholism.11


Laffer was clean-cut, a little pudgy, and had the wide smile and flair of a showman. After he became famous during the 1978 California tax revolt, reporters would interview him at his spread near Los Angeles while exotic birds came and perched on his shoulder. In 1985, Peggy Noonan, a doe-eyed presidential speechwriter, met Laffer at the White House as he was telling a dirty joke. She supposed he was “an advance man.”12


At Michael 1, the good buddies Mundell and Laffer were prodded to share their ideas by the man who had brought them there—not Bartley, but Bartley’s employee at the Journal editorial page, Jude Wanniski. In 1972, Bartley had tried to make his first hire a young George Will, but Will had turned him down. So Bartley had taken a flier on another green Washington reporter, Wanniski, who was then thirty-six. Wanniski had come from Las Vegas, and he looked it, with his hot rods, black shirts with white ties, and showgirl wife. Wanniski loved books, big ideas, and interviewing people. He knew nothing about economics. In 1971, while working for a political circular in Washington, he got to know Laffer, who was serving on President Nixon’s budget staff while completing his Ph.D. Laffer told Wanniski about his Chicago friend Mundell, and in the midst of the 1974 stagflation, Wanniski often connected with the pair in New York. The gatherings at Michael 1 began.


When Wanniski began prompting Mundell and Laffer, this is what they said. They said that the stagflation crisis was certainly not the fault of business, capitalism, or “the system,” as many supposed. Rather, the stagflation crisis had originated with government. Stagflation had come about because of two large governmental intrusions into the economy. First, the government had taken to destabilizing the means of exchange—the dollar—by printing it with abandon. This was the origin of inflation. Second, the government had jacked up tax rates, particularly on income that people earned as they got richer. This brought about disincentives to work and poisoned the well of capital formation. Unemployment was the necessary result.


The solution to the problem was clear: stabilize the dollar and cut taxes. Instantly—and Mundell felt it would be instantly—inflation would disappear and productive employment would soar. The diagnosis and solution were both clear and simple. The logic, evidence, and proof that underlay them were complex and the product of intensive research and reflection. Mundell and Laffer held sway at Michael 1 for good reason: what they had to say was penetrating and impressive, the stuff of experts.


Mundell was already an imposing figure in academic economics. He had written papers in the early 1960s, before he was thirty, about currencies and exchange rates that charted entirely new ground. Everyone soon realized that this work would one day win him the Nobel Prize (and it did, in 1999). Laffer was his most dedicated, brilliant, and opportunistic pupil. Together, they offered a plan for escaping the stagflation crisis for good. Nobody called it “supply-side economics” at the time. The best Wanniski could do for a name was “The Mundell-Laffer Hypothesis.”13


Despite Mundell’s scholarly eminence, and despite Laffer’s high position in the federal government, the two found it rough going whenever they tried to convince the lions of economics of their views on stagflation. Beginning in the years of the Kennedy administration, Mundell found his advice to the Federal Reserve—keep it simple and stabilize the price level—attacked by high-ranking insiders at the Fed and at the International Monetary Fund. When in 1971 he gave a lecture in Italy that fully predicted the economic woes of the coming decade and offered a clear path of escape, the lecture and its offprint went uncited and ignored by everyone except those in the nascent supply-side demimonde.14


As for Laffer, he had been sucker-punched by the dean of American economics, Paul Samuelson of MIT, in a blow that might have ruined other careers. Laffer (working for Nixon) made some bold Mundellian predictions in 1971 about the American economy that in due time were borne out perfectly. But before Laffer could be vindicated by history, Samuelson took to the rostrum at the University of Chicago economics department to give a talk that ridiculed Laffer’s forecast and mocked the man’s name: “Why They Are Laughing at Laffer” was the title of the talk. As Martin Anderson, a former Samuelson student, observed years later:




Samuelson’s lecture, especially its title, was cruel and reckless, and could cripple and destroy the intellectual reputation of a young scholar. And it was an uneven match…. Samuelson’s brilliant mind and knack for razor sharp analysis was hidden behind a homely face. His small, pointed ears gave him an extraterrestrial look…. He was small, and he was mean. But what he did to Laffer that day in Chicago, even by academic standards of morality, was an extraordinary example of intellectual bullying.15





Merciless criticism followed supply-side economics wherever it went. This was so not only in its years of ascendancy during the Reagan administration, when such criticism could be laughed off, but from the very beginning, when the embryo of supply-side economics could have been snuffed out of existence once and for all. It is not difficult to imagine why those who occupied prominent establishment positions were quick to ignore Mundell’s insights or to try to sabotage Laffer’s career. Mundell and Laffer were telling the state’s paladins of economics to stop doing what they were doing—indeed, to stop doing things in general. Mundell’s advice to the Federal Reserve was to abandon its misconception that the bank could do anything useful in the economy outside of maintaining a stable price level. If it felt it could help out the employment situation, smooth out booms and busts, or provide “fairness” lacking in the private banking sector, it was wrong on all counts. Any deviation from maintaining stable prices would cause problems (specifically inflation and an international currency crisis) of the greatest magnitude. Mundell’s advice to the Fed was to aspire to be as good as the gold standard of yore, when the fixed price of the yellow metal kept consumer prices steady (and when growth boomed). Fed policy should be so transparent in this regard that one should say of it what Mundell once said of the gold standard: “So simple a monkey could run it.”16


The problem, by the 1960s and 1970s, was that central banking had attracted not low-wattage brains, not humanoids or monkeys, but some of the most credentialed and proud economics Ph.D.s in the world. It was hard for such men to believe that monetary policy should be so transparent and simple that anyone could supervise it, that it only required watching the most obvious statistic—the price index—and increasing the dollar supply when it went down and doing the reverse when it went up. Central banking had become one of the highest callings in the economics universe, the top of the heap, with Fed chairmen in particular “elevated in prestige beyond all reason,” as Robert D. Novak once lamented.17


John F. Kennedy disliked his own Fed, but he did plenty to encourage the idea that top government servants were incredible intellects, people whose rare and special talents were needed in order for the country to function at a sophisticated, late-industrial level. On his death, his wife, Jacqueline, only magnified this impression by referring to the departed administration as “Camelot.” Mundell rejected such romanticism when he informed the Federal Reserve that its mission was workmanlike, the stuff of technicians. That the Federal Reserve was in no position to take Mundell’s advice became clear in 1978, when Congress passed the Humphrey-Hawkins Act. The new law implied that the Federal Reserve had the responsibility of seeing to it that the nation had full employment.18


As for the government’s masters of taxation, Mundell and Laffer essentially told them, too, to simplify in the extreme. Taxes, high and complicated in the stagflation era, should be low and simple, and they should stay that way. As Laffer never tired of repeating, “The more you tax something, the less you get of it.” In the 1970s, income derived from work was being taxed at a particularly acute rate. So was entrepreneurialism (in the form of a capital-gains tax that in many cases, incredibly, exceeded 100 percent). The inevitable result was that fewer people chose to work, or to undertake new ventures that would create jobs—a perfect recipe for unemployment.


Mundell and Laffer knew that taxation was a political issue, the knottiest perhaps there was. In the 1960s and 1970s, academic economists had been dignifying progressively high taxes, calling them “stabilizing” and such, but the Michael 1 contingent knew that the problem lay with Congress. The tax code was a series of unrelated, unrecognizable addenda that was primarily the result of decades of deal-cutting. The code had not swallowed the economy whole before the 1970s only because inflation had been low. Once inflation hit, new statutes were required for taxes not to be raised automatically and stratospherically.19


Here the culprit was “bracket creep.” The brutal logic is as follows. If the federal tax rate at $10,000 of income rises from 33 percent to 50 percent, everyone making $10,000 whose income keeps up with inflation will see his tax rates rise accordingly. If there is 100 percent inflation over a decade, and one’s salary increases from $10,000 to $20,000, one has seen no real gain in income. But there is a shocking change in the tax bill. Instead of paying a third of the same real income in taxes, one pays a third on the first half of income, and half on the next. Bracket creep thus became the great scourge of the taxpayer in the stagflation years. As Mundell once observed, “No wonder the stock market hated inflation!”20


In order for taxes not automatically to be raised in the inflationary 1970s (as they were in point of fact), statutes had to be changed. Academic suasion and the counsel of experts, even if forthcoming, were likely to have little effect in this regard. True Washington operators, acting in the innards of Congress, were needed in order to push through tax-reform legislation. Fortuitously, just as the Michael 1 dinners were becoming regular in the mid-1970s, a group of tenacious congressional staffers dedicated to bringing about major tax reductions was independently congealing in Washington.


The main figure in this group was Norman B. Ture, an old Washington hand who had served on the staff of the Joint Economic Committee of Congress (JEC) and worked on the huge JFK tax-cut bills of the 1960s. In the late 1960s and early 1970s, Ture had continued to preach the necessity of cutting taxes and arresting bracket creep. His message finally gained some traction in 1974, when a young congressman named Jack Kemp, only recently retired from a rather distinguished career in professional football, introduced a bill calling for tax cuts. The bill was reworked by staffers, particularly Paul Craig Roberts (then thirty-five), who would in time become as synonymous with supply-side economics as Mundell and Laffer.


Initially, the fight for tax reduction and against bracket creep was made only by members of Congress at a far remove from leadership—Kemp, of Buffalo, New York; Marjorie Holt of Maryland; John Rousselot of California; William A. Steiger of Wisconsin; and Senators Orrin Hatch (class of 1977) of Utah and William Roth of Delaware. There was scant support from the White House. At no moment in the 1970s did a president propose a real lowering of tax rates. The only genuine tax cut presidentially signed into law during the decade was the capital-gains reduction portion of the Revenue Act of 1978, and President Carter hated having to sign that bill.


Nonetheless, the backbenchers, their staffs, and a large contingent from the JEC soldiered away at tax-cut bills. In time, powerful members became converts to the cause. The crucial moment came in early 1980, when Lloyd Bentsen, the Democratic senator from Texas who was widely regarded as a leading presidential or vice-presidential candidate, made himself the lead signatory on a JEC report urging tax cuts.


Even so, President Carter fatefully refused to call for tax cuts as part of his reelection campaign, even with both the misery index and the prime lending rate heading toward 21. This left the tax-cut cause, championed by a senior Senate Democrat, to be taken up by Carter’s Republican challenger. Ronald Reagan endorsed the revised form of Kemp’s 1974 bill (now called Kemp-Roth) and won the election resoundingly. The supply-side 1980s were soon under way. Reagan cut taxes, the Fed tightened money, and the quarter century after 1982 saw growth back on the high line that had held before the ’70s. Postwar prosperity had not been a mirage after all.







Paradigm Shift


The term “supply-side economics” originally was a term of mild derision. It was coined by an opponent, economist Herbert Stein, father of the comic actor Ben Stein (who makes fun of supply-side economics in Ferris Bueller’s Day Off). An advisor to Presidents Nixon and Ford, and a Republican worried about budget deficits, Herbert Stein was the first to speak of “supply-side fiscalists.” He did so in a 1976 remark to a group of established Washington economists in which he referred, bemusedly, to the upstart staffers behind the Kemp bill. Word about the remark got to Wanniski, and he liked it. He tweaked the term, making “supply-side fiscalists” “supply-side economics,” and by 1980 everyone in the movement was using the latter term to describe their views. In the meantime, the New York and Washington supply-siders had discovered each other and begun coordinating strategy. The Wall Street Journal popularized the movement’s ideas, and in 1978 Paul Craig Roberts replaced Wanniski at the Journal.21


“Supply-side economics” was an apt term. It captured the essence of the Mundell-Laffer hypothesis as well as of the congressional tax-cut movement. Both sought to make it easier to work and produce and thereby end stagflation.


Inflation was by its very nature an inducement not to work and produce, but to consume and demand, to spend one’s dollars before they devalued. By the late 1970s, this truth had become obvious to many observers, including noneconomists such as Christopher Lasch. If inflation were conquered, people would once again seek to gain income through work and investment, because in the context of stable prices, income holds its value. Yet this work and investment would be for naught if new income were then confiscated by taxes. Hence, a monetary policy aimed at maintaining stable prices, coupled with a tax policy aimed at stimulating personal initiative, was necessary in order to cure stagflation. Together, such policies would increase what was produced—that is, “supply”—in the economy.


The term “supply-side economics” implies an obverse, “demand-side economics.” And this label, too, was apt. Demand-side economics, or “Keynesianism” (after the British economist John Maynard Keynes, in his Great Depression phase), holds that modern economic problems stem from people not spending enough money. In consumerist America, this always has been a bizarre premise. Nonetheless, Keynesianism dominated American economic thought in the 1960s and 1970s. In the Keynesian teaching, inflation is tolerable because it means that people are out there spending money vigorously, demanding, pushing up prices in the name of growth. Taxes, in turn, take money from people who might save it rather than spend it, and then give that money to the one entity that will assuredly spend it: government.


Oddly enough, the greatest Keynesian of the postwar era was Richard Nixon. “I am now a Keynesian in economics,” he told the New York Times in 1971 as he prepared to devalue the dollar. Stagflation had been gathering implicitly in the demand-side policies of the late 1960s, but it was Nixon who charged ahead with the finishing touches. When he devalued the dollar (that is, when he removed its link to gold in August 1971), Nixon knew that inflation would likely ensue. But inflation can be a good thing, under Keynesian logic, because it solves unemployment, and unemployment had been creeping upward since the late 1960s. Moreover, Nixon had a trick that would keep inflation bottled up: price controls. He saw before him the best of both worlds. He would have low unemployment as a result of inflationary pressures, and low inflation because of price controls.22


Nixon’s wild Keynesian gambit gave the nation exactly what one of Nixon’s own budget lieutenants, Laffer, had predicted: “runaway inflation in the United States.” The price controls were a failure. They discouraged businesses from supplying and hence employing workers, and prices eluded the controls anyway, shooting up significantly. Stagflation soon arrived. Nixon’s successors, Ford and Carter, failed to grasp what was going on. Both tried to salvage the hopeless system of price controls, both refused to address bracket creep in the tax code, and both were helpless in the face of the falling dollar.23


There will be much to say about the justice of using the term “Keynesianism” as a proxy for the policy mind-set that became discredited with the great stagflation. Surely, Keynes (who died in 1946) would have been appalled at a great many things undertaken in his name in the 1970s. Keynes was a great changer of his own mind, ready to admit mistakes and reformulate his own theories from scratch if they proved faulty in practice. In this regard, Keynes compares favorably with Einstein. As Keynes famously once said after an opponent accused him of equivocation: “When the facts change, I change my mind. What do you do, sir?”24


Moreover, Keynes loved to solve problems. Over his long career, the Western economies provided plenty of them—the currency and supply crises of the Great War, the roaring chaos of the 1920s, the Great Depression, the domestic penury (in Britain) that accompanied World War II. At every great economic juncture, Keynes modified his previous views to account for changed conditions. This is one reason that his collected writings run for thirty volumes. It is fanciful to imagine that Keynes would have tolerated the “Keynesian” lassitude toward stagflation that formed the inertia against which supply-side economics strove mightily to apply momentum.


A question that has long dogged the economics profession, stocked as it has always been with big brains, is why in heaven’s name it could not heal itself in the 1970s and cure stagflation forthwith. Why was it necessary for a crew of subterranean revolutionaries, the supply-siders, some of whom lacked rudimentary economics credentials, to come on the scene, fight all sorts of intransigence, and capture a rising political figure’s imagination for the health of the American economy to be restored? Could not mainstream economics have righted the ship?


Academic economics, for its part, fully realized in the 1970s that it bore responsibility both for creating stagflation and for being slow with a solution. During the stagflation years, academic economics said, in effect, that it would figure out a solution, but it needed time—a lot of time. There were new, un-Keynesian paradigm shifts under way in the universities, including monetarism and “rational choice theory,” but it remained unclear precisely how these innovations should influence policy. Economics, like most academic disciplines, is a deliberative thing, its intellectual revolutions passing through stages of theory, proof, recommendations, implementations, and reflections, with years of real experience gobbled up in the meantime. If a pressing problem requires a new kind of solution, academic economics by nature will not be able immediately to furnish it.25


The dean of the profession, the man universally regarded as the voice of academic economics in the 1970s, Robert E. Lucas of the University of Chicago, confided all this to his colleagues in a remarkable statement in 1978:




In the present decade, the U.S. economy has undergone its first major depression since the 1930s, to the accompaniment of inflation rates in excess of 10 percent per annum…. These events did not arise from a reactionary reversion to “classical” principles of tight money and balanced budgets. On the contrary, they were accompanied by massive government budget deficits and high rates of monetary expansion, policies which, although bearing an admitted risk of inflation, promised according to modern Keynesian doctrine rapid real growth and low rates of unemployment.


That these predictions were wildly incorrect and that the doctrine on which they were based is fundamentally flawed are now simple matters of fact, involving no novelties in economic theory. The task now facing contemporary students of the business cycle is to sort through the wreckage, determining which features of that remarkable intellectual event called the Keynesian Revolution can be salvaged and put to good use and which others must be discarded. Though it is far from clear what the outcome of this process will be, it is already evident that it will necessarily involve the reopening of basic issues in monetary economics which have been viewed since the thirties as “closed” and the reevaluation of every aspect of the institutional framework within which monetary and fiscal policy is formulated in the advanced countries.





In other words, academic economics had enabled stagflation. Everything must now be rethought—the discipline needed a revolution.26


Unfortunately, by 1978 the nation’s patience was already wearing thin. Prices had increased 87 percent in a decade, the misery index was pushing 15, savings in bank accounts and the stock market were being viciously denuded by inflation, and the tax code remained oblivious to all that was going on. The nation had no time to wait for the definitive solutions of economic scholarship, which might not come until Keynes’s famous long term, the one in which “we are all dead.”


In the Great Depression the nation had endured its one extended bout with penury. From 1933 on, however, President Franklin D. Roosevelt gave the inescapable impression that he was trying with the utmost strenuousness to solve the problem. Though unemployment never went below 14 percent in the 1930s, the nation was confident that under FDR serious things were being done to get the nation moving again. During the great stagflation of the 1970s, leadership responded in a very different manner. Economists pleaded guilty and asked for more time. Politicians, including three presidents, either offered discredited solutions or suggested that the nation get used to the new reality. Thus, it was only natural that America responded enthusiastically to the supply-side renegades who exuded confidence and regarded the problem as eminently solvable.27


Today, at a generation’s remove from the implementation of supply-side policy in the early Reagan years, one thing is certain: The economic results that supply-side economics foresaw at the time did in fact come to pass. From 1982 until 2007, growth was at exactly the mark set in the halcyon post–World War II period. The Big Five of macroeconomic statistics—gross domestic product (GDP), GDP per capita, inflation, unemployment, and interest rates—were on the same, prosperous level between 1982 and 2007 as they had been in the pre-stagflation postwar period. This is not to say that supply-side economics was solely responsible for the restoration of the American economy to its historical (and historic) trend. Supply-siders did not start the businesses, introduce the technologies, or develop the markets that impelled the post-1982 boom. What they did do, however, was to instruct the government precisely how to get out of the way of an economy full of potential.







The Toreador and the Bull


In academic economics today, the causes of the second postwar boom have become a hot topic. If one historical explanation has gained precedence in the academic domain, it is that deriving from the “New Growth Theory” of Stanford economic theorist Paul Romer. Romer has argued, convincingly, that the remarkable technological advances of the past generation, coupled with equally remarkable ideas about how to make use of these advances in products and the marketplace, are responsible for the new long boom. The New Growth Theory does not give primacy of place to changes in macroeconomic management, and for good reason: the revolution in technology, products, and markets of the last quarter century occurred because of the economic activity of millions of creative persons—not because of the actions of officials at the Federal Reserve or Treasury. Microsoft, Apple, Intel, Dell, Google, Wal-Mart, Home Depot, McCaw Cellular, Starbucks, Goldman Sachs, Federal Express—such corporate big dogs of the 1980s, 1990s, and 2000s have compelling, even epic, success stories.28


The impact of supply-side economics remains somewhat unrecognized for another reason, too. Supply-side economics was never meant to be a sustained policy requiring annual recalibration and reapplication. In this it differed markedly from Keynesianism. Rather, the purpose of supply-side economics was to solve one problem: the great stagflation. Establishing a high trend line of American growth was the furthest thing from the supply-siders’ minds in the 1970s, because that trend line already had been definitively established by history. The matter at hand was reestablishing the trend line. Once that discrete matter was dealt with, the supply-siders would allow the economy to achieve its healthy potential.


A metaphor from Spanish bullfighting can perhaps illustrate the point. A toreador can bring a muscular, energetic bull to a full stop simply by lowering a sash in front of its face. With the lifting of the sash, the bull surges forward for as long as it desires. So it was with the American economy. Bursting with potential in the 1970s, a potential inherent in the nation’s inherited entrepreneurial knack and enhanced by a technological revolution of historic dimensions, the American economy found itself held in place by a master wielding a sash. The master was the government, the sash a destabilized means of exchange and a punitive tax system. Come a certain juncture, the sash was lifted, the bull surged, and the lore since has been of the energy, dynamism, and insatiability of the bull.


Such is as it should be, perhaps. But the story of how the prodigious American economy was once shackled and then became free is of renewed and crucial importance in the context of the contemporary global financial crisis. As a new presidential administration implements demand-side policies discredited only a little more than a generation ago, the insights of supply-side economics take on fresh significance. Fortunately, on the one hand, supply-side doctrines are now to be found scattered throughout the toolbox of present-day economics. As Bruce Bartlett, one of the supply-side congressional staffers in the 1970s, has successfully argued, supply-side economics has deeply affected standard economic teachings about incentives, taxes, monetary policy, and growth. Furthermore, five figures associated with supply-side economics have become Nobel laureates. (The academic prince of supply-side economics, Mundell, won the prize in 1999. The other laureates are Robert Lucas, whose respect for supply-side economics intensified greatly after the nation’s economic performance in the 1980s; Lucas’s student Edward Prescott; the pioneer of the “public choice” school of economics, James Buchanan; and Milton Friedman, who endorsed supply-side economics heartily as a Reagan advisor in the 1980s.)29


On the other hand, there remains the strange matter of supply-side economics’ opposition. Originally, in the 1970s, such opposition as there was tended to be Olympian and condescending. With the passing of the decades, which seemed to vindicate so comprehensively everything the supply-siders had argued for, the opposition has become lowbrow, vengeful, and desperate.


The first sharp jab at supply-side economics, once it became a serious political force, came from George H. W. Bush, who notoriously commented on the 1980 campaign trail that his rival Ronald Reagan endorsed “voodoo economics.” The implication was that the numbers did not add up. The “voodoo economics” charge was a political loser for Bush, but the epithet lived on. During the Reagan presidency (1981–89) it was constantly invoked in discussions of “Reaganomics.” More recently, the tone of anti-supply-side economics invective has come to make Bush’s attack seem positively genteel. Here is a sampling of the ire recently leveled against supply-side economics:




PAUL KRUGMAN: “Biologist Richard Dawkins has argued famously that ideas spread from mind to mind much as viruses spread from host to host…. Supply-side economics, then, is like one of those African viruses that, however often it may be eradicated from the settled areas, is always out there in the bush, waiting for new victims.”


JONATHAN CHAIT, of the new republic: “The [Wall Street] Journal is perhaps most famous for helping to transform supply-side economics from a crank doctrine ridiculed by mainstream economists and rejected by Washington policymakers into a crank doctrine ridiculed by mainstream economists yet embraced by Washington policymakers.”


MICHAEL KINSLEY, of Slate: “The classic Republican phony theory is, of course, supply-side economics…, based more on theory than evidence.”


DAILY KOS: “The Greatest Lie ever told the last thirty some odd years is the theory of supply-side economics.”





From various blogs:




“Supply-side economics has become the triumph of faith over evidence.”


“When you think Supply-Side Economists you need to think Mob Lawyers and not honest participants in an economic debate.”


“Long-term fiscal responsibility does not reduce long-term growth even if the Laugher [sic] Curve nitwits… keep saying it does.”


“Isn’t Prescott an actual supply-side economist? This is like being an Intelligent Design biologist. It can’t be ignorance; it’s got to be dishonesty.”





The Prescott referred to in the last comment is Edward Prescott, the 2004 economics Nobelist.30


At least until the economic crisis of 2008–9, such mean-spirited opposition to supply-side economics, which is almost solely a product of the punditry and blogosphere, had not had a great deal of practical effect. Reagan’s tax and monetary revolution was the consensus on which the nation predicated its long prosperous march for a quarter century. Internationally, supply-side economics became tremendously popular and successful. Perhaps the greatest effect the criticism had was in the realm of recollection. The history of supply-side economics is generally misunderstood when not unknown, and not only in blogs, but within journalism and scholarship as well. It certainly has never been told with the weight of archival sources brought to bear; hence the present book.


Academic historians harbor a mistaken assumption that they have actually performed scholarship on supply-side economics. As a current textbook written by college professors and covering American history since 1945 puts it:




Although historians’ evaluations of Reagan… have softened over time,… their views of Reaganomics have remained almost uniformly unfavorable…. Where disagreements have emerged, they have been modest, ranging from how great a drag on the economy the Reagan deficits and accumulating debt were, to how much Reagan’s tax cuts contributed to the growth in inequality…. Few of the countless fond recollections of Reagan’s presidency after his death in 2004 even mentioned the supply-side economics with which Reagan was so closely associated, so overwhelming is the evidence for this doctrine’s failure to achieve the goals its advocates proclaimed.





We should not be misled by such comments. For historians, as historians, have said approximately nothing about the history of supply-side economics.31


History distinguishes itself from the other disciplines by its special method, pioneered by Herodotus: it reads the sources that are contemporaneous and pertinent to the event in question. There are primary sources, those left by witnesses that testify to the event in question; secondary sources, or “secondary literature,” works of historical narrative and analysis that historians compose on the basis of primary sources; and tertiary sources, summaries of the secondary literature. It is debatable whether there is even one single work of secondary literature in academic history concerning supply-side economics. There does not appear to be one scholarly book or article, in the discipline of history, on the topic of supply-side economics that has called on and analyzed the relevant complement of primary sources. Not one.32


This is not to say that historians have refrained from making remarks and passing judgment on supply-side economics. The tertiary literature is full of such stuff. As in the above excerpt, textbooks written by historians have all sorts of things to say about supply-side economics. So too do the essayistic monographs (a subset of tertiary literature), which historians write as they strive to give impressions of an era on the basis of selective, largely nonarchival evidence.33


The very existence of all the tertiary literature on the subject of supply-side economics does not accord with the usual practice of the discipline of history. According to the usual practice, historians first endeavor to command the source base as they struggle to compose works of secondary literature. Once a significant complement of secondary literature is produced, tertiary literature arises to synthesize it. In the case of supply-side economics, there is tertiary literature in the absence of secondary literature. This means that there are historians who speak and write, at times volubly, about supply-side economics despite the nonexistence of scholarship founded on primary sources.34


What, then, is the basis of historians’ commentaries on supply-side economics? Opinion, mostly. Historians may have interesting opinions about many things—particularly things having to do with history—but until they practice their disciplinary specialty and read the pertinent sources, their opinions are not informed as historians’ opinions can and should be. The great Swiss historian Jacob Burckhardt put it this way to his students: “You must know how to read”—sources, that is. We may have to offer a prefatory emendation to Burckhardt in the case of historians and supply-side economics: “The first task of historians is to recognize that they are obliged to read sources.”35


Perhaps these points would be not so piquant if the sources pertaining to the history of supply-side economics in archives and libraries were not so vast and rich. Arthur Laffer’s curriculum vitae runs for forty-four pages. Robert Mundell’s includes hundreds of entries. Yet virtually none of the written work of these two founders of supply-side economics has appeared as evidence in historical scholarship. Historians have left undisturbed the publicly available archival collections of Robert Bartley, Jude Wanniski, Jack Kemp, William A. Steiger, and Reagan’s Treasury Department. Historians have left largely unconsulted the incredibly detailed and revelatory memoirs of Bartley and Paul Craig Roberts, as well as the run of Wall Street Journal editorials from the 1970s through the Reagan years. The early history of supply-side economics is now half a century into the past. It is high time for history to be true to its responsibilities and to consider in a methodologically serious way the momentous phenomenon that was supply-side economics.


Another reason that supply-side economics is important is that it proved one of the most consequential political forces in the United States’ third century. Not only did the implementation of supply-side economics under Reagan coincide with a restoration of America’s prosperity and premier geopolitical position. It also attended the greatest domestic political realignment of recent history: the reestablishment of the Republican Party as a national, indeed populist, political force in all branches and levels of government. It did not have to be that way. Democrats advocated supply-side economics until Reagan endorsed it. Had they stuck to their original position, perhaps the realignment would not have occurred.


Finally, there are practical consequences to letting supply-side economics go unchronicled and thereby misunderstood. The financial and economic crisis that has gripped the country in 2008 and 2009 happened after half a decade’s worth of loose money from the Federal Reserve and under the prospect of a tax increase. Public officials (and others) have been quick to compare the crisis with that of the 1930s. Strangely, they have not thought to make comparisons closer in time: to the colossal 1974–75 or 1980–81 stagflation recessions, for example. But then, there are no histories of these latter crises, and in particular no histories of what solved them.


The nasty swoon of the financial markets and the hesitation of the economy as a whole during this crisis mean that economic actors are looking to the political process for clues about what the future holds. That future may well be determined by how well we understand the supply-side attainments of three decades ago.
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The founders [of the Federal Reserve] did not intend to create either a central bank or a powerful institution; had they been able to foresee the future accurately, they might not have acted.


—ALLAN H. MELTZER, A History of the Federal Reserve, Vol. 1:1913–1951


One of Professor Mundell’s most outstanding qualities is his ability to delve into the past to foretell the future.


—BERNARDO PAÚL, foreword to Robert Mundell’s “International Monetary Dilemma,” 1979





At one point during the December 1999 Nobel Prize award banquet in Stockholm, Robert Mundell was asked to say a few words. He obliged, but he could not resist also bursting into song. He was the award banquet honoree, and he had given a stunning formal address two days before. Enough of the monotone of the spoken lecture; it was time to belt out “My Way,” as made famous by Frank Sinatra. There was no karaoke machine, let alone a band, to make straight the irregularities of the singer. And while drink had served wondrously to lubricate the voice of the Chairman of the Board, the same could not be said for Mundell.1


Those attending the award banquet who knew him—Robert Bartley, for example—were aware that Mundell liked to cut loose. What were those 1970s dinners at Michael 1, after all, but a series of very nice nights out on the town? As for academic conferences, Mundell had long before grown tired of the tedious things; so he had decided to host them himself, and in a way that would ensure swell times. In 1969, as a hedge against inflation, Mundell had bought an old palazzo in Siena. There people would come and talk economics, while taking care to eat, drink, and be merry in ways that Italian Renaissance men and women would have approved.2


But Mundell was belting out “My Way” that Nobel night in Stockholm not only because he liked to cut loose, or because he patronized all things Canadian, the lyricist of “My Way” being Ontario’s own Paul Anka. Mundell was singing an ode to his own career.


What Mundell had done his way, of course, was to champion supply-side economics. The static he had received from his fellow professors had been easy enough to take—Mundell had been first among these equals since the 1960s. When he had first fully elaborated the supply-side solution of tax cuts coupled with stable money—at a 1971 talk in Italy—he was about to win a Guggenheim, the fellowship reserved for the fixed stars of the intellectual firmament. As for the pundits, when they belittled supply-side economics in their increasingly trashy way, they always seemed to make sure to avoid casting much criticism in Mundell’s direction. The scribbling opponents of supply-side economics viscerally understood that Mundell was too formidable an intellect to take on directly. Better to go after the lesser figures.3


In any case, Mundell was determined to keep swimming against the current. In his formal Nobel address, he had revealed that he was striving to do more than merely revolutionize economics. He was now interested in revolutionizing history as well.


Mundell gave his address the rather immodest title of “A Reconsideration of the Twentieth Century.” The title was apposite. For Mundell proposed to be the first to identify certain things that had given the century its distinctiveness—a distinctiveness that had taken the form of depression, totalitarianism, war, and genocide on the one hand, and bouts of freedom and prosperity on the other. Few outside of Mundell’s own circle, including professional historians, had encountered such an interpretation before. The address would prove daring, original, ambitious—and plausible. “I will argue,” said Mundell, “that many of the political changes in the century have been caused by little-understood perturbations in the international monetary system, while these in turn have been a consequence of the rise of the United States and mistakes of its financial arm, the Federal Reserve System.” “Had the price of gold been raised in the late 1920s,” Mundell continued with characteristic boldness, “or, alternatively, had the major central banks pursued policies of price stability instead of adhering to the gold standard, there would have been no Great Depression, no Nazi revolution, and no World War II.”4


The first step in determining what supply-side economics was is to comprehend its perspective on history. As its opponents never recognized, supply-side economics was not merely a reassertion of classical economics; it was also, self-consciously, a response to the changed conditions of the twentieth century. Supply-side economics had a theory of history as much as it had a theory of money and economic behavior. Indeed, supply-side economics had a theory of why it itself was necessary to prosperity in the twentieth century, whereas before it had not been.


Mundell’s Nobel address is the greatest statement of supply-side economics’ historical vision. The address must be the first source consulted in any attempt to chronicle the history of supply-side economics and account for its existence. This source, moreover, helps to reveal the way that, over the years, Mundell inspired others in the supply-side movement. These other thinkers developed variations on his historical themes and fleshed out explanations of why the twentieth century had developed as it did. And the greatest of Mundell’s historical themes—the central point of his address—was that the twentieth century had begun in 1913.




A Dubious Debut


For all one hears about, say, 1914, 1929, 1945, 1968, 1989, and 2001, 1913 may well be the most important year in modern American—if not modern world—history. In 1913, the last three major reforms of the Progressive era were enacted: the direct election of senators; the federal income tax (both of these by constitutional amendment); and the Federal Reserve System of central banking. Today, the direct election of senators is a footnote to history. The income tax and the Federal Reserve, however, have shaped life as we have known it in the century since 1913. One thing is certain: there would have been no supply-side economics without the changes of 1913. For restraining the institutions created that year—the income tax and the Federal Reserve—is the essence of supply-side thinking.


“The international gold standard at the beginning of the twentieth century operated smoothly to facilitate trade, payments, and capital movements,” recalled Mundell in his Nobel address.




Balance of payments were kept in equilibrium at fixed exchange rates by an adjustment mechanism that had a high degree of automaticity. The world price level may have been subject to long-term trends but annual inflation or deflation rates were low, tended to cancel out, and preserve the value of money in the long run. The system gave the world a high degree of monetary integration and stability.


International monetary systems, however, are not static. They have to be consistent and evolve with the power configuration of the world economy. Gold, silver, and bimetallic monetary standards had prospered best in a decentralized world where adjustment policies were automatic. But in the decades leading up to World War I, the central banks of the great powers had emerged as oligopolists in the system. The efficiency and stability of the gold standard came to be increasingly dependent on the discretionary policies of a few significant central banks. This tendency was magnified by an order of magnitude with the creation of the Federal Reserve System in the United States in 1913. The Federal Reserve Board, which ran the system, centralized the money power of an economy that had become three times larger than either of its nearest rivals, Britain and Germany. The story of the gold standard therefore became increasingly the story of the Federal Reserve System.5





Mundell’s argument here and elsewhere in “A Reconsideration of the Twentieth Century” will require a good deal of explication. In preparing to embark upon this task, it is useful to review the rather innocuous history of the creation of the Federal Reserve and the income tax.


The Federal Reserve System and the income tax would never have come into existence had America not prospered so expansively in the years preceding 1913. From 1870 to 1913, the American economy grew at the breakneck rate of 3.9 percent yearly. This rate of growth attracted and was in part propelled by tens of millions of immigrants, made the United States the richest country in the world by any measure, and resulted in there being quite a few very rich people—including billionaires J. P. Morgan and John D. Rockefeller.6


The latter portion of this period, the fifteen years or so before 1913, was the Progressive era, when legislators, journalists, and activists often going by the name of “muckrakers” strove to temper the “excesses” of the dazzling industrial age through law and moral suasion. The legislative successes of the Progressives include the establishment of national parks, food safety standards, and antitrust regulation.


These reforms sought to restrain the activities of large businesses—businesses that might over-log the West, or pass off bad food as good, or overcharge for goods and services because they had a monopoly. These reforms did not target rich individuals per se. That would be the task of the 1913 reforms. What might their unhelpful habits be? Sitting on one’s money, not putting it to productive use, blowing it on finery, manipulating the markets.


Theodore Roosevelt addressed this topic in his “Man in the Arena” speech of 1910. Given at the Sorbonne in Paris, it is perhaps the most famous speech ever made by a former president. Roosevelt acknowledged that civilization generally benefited from its rich inhabitants. Among the rich were to be found those, as Roosevelt put it, with the “money touch,” people whose knack for monetary matters was so great that they were indispensable not only to business, but also to government, as it sought to fulfill its role of economic supervisor. And yet there were also the idle, spendthrift, and avaricious rich. As Roosevelt said:




But the man who, having far surpassed the limit of providing for the wants, both of body and mind, of himself and of those depending on him, then piles up a great fortune, for the acquisition or retention of which he returns no corresponding benefit to the nation as a whole, should himself be made to feel that, so far from being desirable, he is an unworthy, citizen of the community; that he is neither admired nor envied; that his right-thinking fellow countrymen put him low in the scale of citizenship, and leave him to be consoled by the admiration of those whose level of purpose is even lower than his own.7





Something had to be done, Roosevelt argued, to get all the rich to fulfill their noblesse oblige. He suggested that suasion and shame might be sufficient. The acts on the table for 1913 would take things a step further by enshrining the allegedly needed correctives in law.


Given the incredibly consequential effects of the Federal Reserve and the income tax, one can be forgiven for supposing that there was drama associated with their birth. There was little. Many among the American rich had themselves militated for the income tax (previously adopted temporarily, such as during the Civil War), just to get the muckrakers off their backs. It was widely held at the time that the tax would compel the rich to “give back” (today’s catchphrase) to the society that had rewarded them so much. Nevertheless, the original income tax was tiny. It did not begin until income hit around $60,000 in today’s dollars, and the maximum rate was all of 7 percent. It traveled the arduous route of the constitutional amendment process with only token opposition.8


Somewhat more controversy was associated with the creation of the Federal Reserve, but this had all occurred back in 1907. In that year, one of the serial stock market panics that happened every ten years or so once again required that J. P. Morgan be called on to bail the markets out. Morgan was disinclined to do so. Nonetheless, in October 1907, as the crash deepened, Morgan found himself beseeched at every turn by failing competitors. One of them, on being brushed off by Morgan, shot himself in despair. Morgan finally relented and decided to assure the markets that he would start lending and buying.9


As Ron Chernow deliciously narrates in his incomparable House of Morgan, once Morgan started his interventions in October 1907, he also started dropping hints that he wanted to be rewarded for his white knight’s role. To be specific, Morgan wanted the depressed stock of a company named Tennessee Coal & Iron. This company’s market value, in the crash conditions of October 1907, was $45 million. John Moody, of bond-rating fame, calculated the stake to have an economic value in the neighborhood of $1 billion. That is to say, Morgan, aside from pumping money into the markets generally, also wished to be allowed to buy a company at no premium to its crash price—a price that would skyrocket once Morgan resettled the markets. It amounted to his exorbitant fee for services rendered.


Morgan got Tennessee Coal & Iron, and the episode left observers wondering if there could not be some other, less expensive and less groveling way to guarantee market credit during crashes. Could not the government be authorized to perform the role of white knight, and for free? A bill was introduced in Congress that became the seed of the Federal Reserve Act of 1913. Morgan, for his part, was behind the reform. He had tired of his visible role as financial market savior. He wished to make money as privately as possible, and he thought a Federal Reserve System that could supply the markets with money on demand could both be controlled by the House of Morgan and provide public relations cover for it. By 1913, there was nary opposition to the creation of the Fed. Its supporters included all constituents of the ideological rainbow: Morgan, Wall Street, the Progressives, the Populists (who had been hammering away at the “New York money trust” for decades), the Congress, and President Woodrow Wilson.


Naturally, no one knew that the greatest monetary crisis of modern history—dating back at least to the sixteenth century—would occur within the year. When World War I broke out in 1914 (with the United States neutral), the role of the Federal Reserve was suddenly transmogrified into something entirely different from—indeed, entirely alien to—the quaint, domestic, savior-of-the-markets-and-the-farmers role that had been imagined by its Progressive creators. Huge new responsibilities in the realm of international monetary affairs fell to it. It is hard to imagine that had the Federal Reserve Act been delayed by even one year, until December 1914, it would have passed without dedicated attention to the role thrust upon any large neutral nation’s central bank by a world war. The Federal Reserve created in 1913 came upon the world scene in 1914 as a rookie, as, in Mundell’s words, “the new boy on the block.”


The overriding new responsibility that came to the Federal Reserve with the advent of the war was management of the international gold standard. Here it is necessary to offer a small tutorial on the gold standard—the “barbarous relic,” as Keynes said of it in 1923, and on which Mundell has long been economics’ greatest expert.10


During the high period of the “second industrial revolution,” as it is known in economic history, 1873–1914, many countries throughout the world at most times guaranteed their paper currencies in specific quantities of gold. The economics behind this system, rather fully elaborated by David Hume in the eighteenth century, were formidable. If a country produced more currency than it could back up in gold, its prices would rise; people would perceive what was going on and redeem their devaluing paper currency for gold. The gold would still have exchange value, because it could be redeemed for any number of other paper currencies that were still solid. Therefore, countries issuing currency took extra care to maintain gold reserves appropriate to their currency float. If they did not, their currencies would be vacated and it would become impossible to participate in international commerce.


This was one aspect of one of the central characteristics of the gold standard—its “automaticity,” the economics parlance that Mundell used in the Nobel address. It was virtually automatic that a currency issuer would be immediately punished for overprinting. Because of this automaticity, such practices rarely occurred.


Automaticity also refers to another aspect of the gold standard, its capacity to manage the ebbs and flows of imports, exports, and exchange and interest rates. Under a gold standard, when countries run trade deficits, with imports exceeding exports, net exporting countries will naturally receive more of net importers’ currencies than importers will receive of exporters’ currencies. Exporting countries will redeem the extra currency in importers’ gold and convert the gold into their own currencies. “Automatically,” an importer’s currency becomes an exporter’s, with the importers keeping the goods. So exporters trade, knowing that the foreign paper money they get is good paper money, as good as their own.


Importers will in turn find themselves with less gold and thus will have to cut paper supply. There will be a scarcity of money in importing countries, interest rates will rise, and more foreign capital will be attracted. Soon the system will return to balance, with an equal exchange of goods and services.


In terms of settling international accounts, the system worked so well through 1914 that scarcely anyone thought to notice it when the Federal Reserve statutes were being drawn up. The concerns surrounding the creation of the Fed were entirely domestic. The only discernible international issue at stake in the run-up to the 1913 Federal Reserve Act was a vague concern that the United States was “late”—it was one of the last major countries to set up a central bank in this period.11


The domestic orientation of the Federal Reserve was starkly illustrated in its structure. There were to be twelve Federal Reserve banks, theoretically equal, dispersed geographically around the country, including banks at such prairie strongholds as Kansas City, Dallas, St. Louis, and Minneapolis. This system was supposed to keep the Fed’s ear close to the concerns of the farmers, invariably cash-strapped and in favor of a higher dollar-to-gold ratio.


Events of 1914 forced upon the Federal Reserve a question no one had thought to ask before: What if a great part of the world’s gold migrated to the United States? For this was the specific crisis occasioned by the Great War. The belligerents, once they realized it would be a long war, began to make provisions for loans and exports from the United States, which remained neutral and thus economically productive. This naturally caused significant amounts of gold to flow to the United States, both as collateral for the loans and as payment for the imports. The “automatic” return of gold to the belligerents would occur only if they themselves soon became exporters of goods or importers of capital. But these things are unthinkable in countries engaged in a protracted, resource-devouring war. Thus, when gold came to the United States after 1914, it parked there.


The situation was magnified after August 1914, when the belligerents, in desperation, decided to go off the gold standard. The pressures of war finance simply became too much to bear. Britain, France, Germany, Austria-Hungary, Russia, and the Ottoman Empire—each country concluded that it could not be constrained in its struggle to procure equipment and pay soldiers by tying its domestic currency to gold. These countries further reasoned, correctly, that going off gold would not occasion a run on their currencies. For one thing, there were few foreign holders of their currencies, outside of creditors from the United States, who could flee from them. For another, domestic holders of currencies could be persuaded to keep holding through appeals to patriotism. There would be riotous domestic inflation, but that could be chalked up to the “sacrifices” demanded of the home front in a time of war.


When the parties at war went off the gold standard, even more gold migrated to the United States, by far the largest country where gold still retained its exchange function. The Federal Reserve faced a difficult decision. In the space of a few years, the nation’s gold stock had doubled. Should it monetize the new gold? Should it issue new dollars commensurate to the increase in gold stock?12


Simplicity suggested yes. If the Federal Reserve supplied more dollars equal to the increase in gold, the exchange price of gold ($20.67 at the time) did not need to be altered. If, on the other hand, the Fed did not issue new dollars, then either the new gold would have to be “sterilized” (designated as not to be used for monetary purposes) and essentially rendered worthless, or the dollar price of gold would have to be lowered. “Maintaining the price of gold” was long a battle cry of the classical gold standard days before 1914, and the rookie Fed decided to increase the U.S. dollar float, by a factor of about two.13


For Mundell, this was the decision that put the twentieth century on its course. It was the decision that brought about that indelible characteristic of the twentieth century, inflation, along with its twin, unemployment; the decision that made the United States the financial arbiter of the world, for good or ill; the decision that prompted governments around the world to new feats of imagination about what their currency values (and hence their terms of trade) should be; and ultimately, the decision that called forth innovative new solutions to the problems it caused—including supply-side economics. Without this decision, Mundell believed, there would have been “no Great Depression, no Nazi revolution, and no World War II.”







Whence the Roaring ’20s?


It would take two-thirds of a century, Mundell said in his address, for the implications of this decision—the Federal Reserve’s doubling of the dollar float during the period of U.S. neutrality in World War I—to be fully recognized. He credited several contemporary economists, including Ludwig von Mises of Austria, for perceiving key aspects of the problem at the time. But the institution that mattered was oblivious. To have recognized the dangers of its own decision would have taken remarkably keen understanding on the part of the Federal Reserve, and it wasn’t yet up to the task.14


The immediate effects of the decision came quickly. For the first time in peace, the United States experienced acute price inflation. U.S. prices went up 13 percent in 1916, 18 percent in 1917, 20 percent in 1918, and 15 percent in 1919—an astonishing 83 percent increase in four years, a rate to which even the worst four years of the 1970s could not aspire. By way of comparison, the inflation rate in the United States in the generation prior to the Fed’s creation, the high period of the industrial revolution, 1879–1914, was 0.6 percent per annum.15


The inflation of 1916–19 was no doubt abetted by American entry into the war in 1917. Not only was the United States monetary float far ahead of any historical norm, the nation was now diverting a key resource of supply, the young men of its workforce, to the front as soldiers. Much more money was chasing fewer goods. Business became confused as never before, wage rates stagnated, and when the war ended, the soldiers came home to jobs with pittance salaries. It was the nation’s first stagflation episode. The terrible strikes of 1919, of the Boston police force, of steelworkers across the country, widely attributed to “foreign agitators,” were a function of the stickiness of wage rates in the face of an 83 percent increase in consumer prices over four years.


By the end of 1919, the Federal Reserve had decided to take action. In Mundell’s view, that action befitted the Fed’s rookie status. “Instability continued,” Mundell said in the Nobel address, when “the Federal Reserve engineered a dramatic deflation in the recession of 1920–21, bringing the dollar (and gold) price level 60 percent of the way back toward the prewar equilibrium.” Frightened by the strikes and inflation of 1919, the Federal Reserve jacked up interest rates and courted austerity. Austerity came, and hard. Inflation turned negative in 1920–1921. Unemployment jumped to 12 percent—a rate possibly higher than in any previous depression in America’s industrial history.16


It was a confusing, difficult time. With all the new dollars flooding the economy from 1914 to 1919, businesses had become accustomed to higher prices for their products. The collapse of prices left businesses with little incentive to produce. Moreover, the principal means by which the Federal Reserve constrained the money supply, raising interest rates, implied that even if businesses wanted to produce in the context of falling prices, the cost of capital would be exorbitant. “There was a natural, if regrettable tendency,” wrote Milton Friedman and Anna Schwartz of Federal Reserve behavior during this episode, “to wait too long before stepping on the brake, as it were, then to step on the brake too hard, then, when that did not bring monetary expansion to a halt very shortly, to step on the brake yet again.”17


Warren Harding, elected in 1920, inherited the task of fixing things. Harding is nearly always ranked as one of the worst presidents in American history in surveys on the subject. This is a testament to the severe economic illiteracy of the historians and pundits who take part in such surveys. Harding’s administration (along with moves by the Federal Reserve) largely solved the most difficult problem that the American economy had ever faced in peacetime. Indeed, had the solution undertaken under Harding’s auspices been applied in 1929–30, it is likely that the Great Depression would have been averted.


Harding took little interest in policy, but in one of the greatest acts of delegation in the history of the presidency, he chose Pittsburgh banker extraordinaire Andrew Mellon as his secretary of the treasury and assigned him with addressing the task of fixing the economy. Mellon succeeded brilliantly. He had been dubious about the Federal Reserve tightening of 1920–21, tightening that had effectively sterilized more than half of the post-1914 gold (Mundell’s calculation was 60 percent). Mellon, himself one of the great creditors of the industrial age, knew that in difficult times the economy—particularly the banking system and business borrowers—must be kept afloat. Most certainly, the functioning agents of the economy were not to be kept at bay because of some preordained dollar-to-gold ratio. From his post at Treasury in the early 1920s, Mellon urged the Federal Reserve to concede the existing price level, lower rates from austerity levels, and let the economy take as much money as was consistent with stable prices.18


Next, Mellon ensured that, given the lifting of austerity, there would be economic return to new investment, sales, and employment. That is to say, Mellon proposed, sponsored, and got through Congress a series of tax cuts. These cuts brought the top marginal rate down from 73 percent to 25 percent, brought the bottom rate down to 1 percent, and increased the minimum income subjected to tax by about 50 percent. Tax cuts along with currency stabilization, what Mundell would call the “policy mix,” achieved two things. It enabled the dollar to hold its value, and it guaranteed that people had dollars. (Under austerity, the dollar putatively has value, but its scarcity is so great that nobody can take advantage of it.) In addition, after 1921, the Federal Reserve—in a crucial move not reprised later, at the onset of the Great Depression—followed Mellon’s cue and made price stability its overriding goal. For the “seven fat years” of 1922–29, the Federal Reserve would use the real signals of the economy to tell it how many dollars to produce.19


Richard K. Vedder and Lowell E. Gallaway, the definitive experts on unemployment in the twentieth century, have written that




the seven years from the autumn of 1922 to the autumn of 1929 were arguably the brightest period in the economic history of the United States. Virtually all the measures of economic well-being suggested that the economy had reached new heights in terms of prosperity and the achievement of improvements in human welfare. Real gross national product increased every year, consumer prices were stable…, real wages rose as a consequence of productivity advance, stock prices tripled…. It was in the twenties that Americans bought their first car, their first radio, made their first long-distance telephone call, took their first out-of-state vacation.





In other words, once Mellon’s recommendations were applied and the Federal Reserve committed itself to a discipline of price stability, the Roaring ’20s ensued.20


Supply-side economics was born with the actions of Mellon and the Fed in the face of the first great stagflation. The essence of supply-side economics lies in using the two levers of governmental economic leverage for the specific uses at which they are most adept. Monetary policy is capable of maintaining the price level. Tax policy is capable of spurring growth. The “policy mix” of stable money plus tax cuts is the secret to escaping stagflation. Achieving both aspects of the policy mix at once—immensely difficult to achieve in practice, given the cumbersome machinery of constitutional government—will solve the problem immediately, with no “austerity” or “trade-offs” thrown into the bargain.21


In contrast, when monetary and tax policies aim at things to which they are ill-suited, the results show it. Monetary policy that seeks to boost growth, the chimera of the 1970s and putatively the norm for the Federal Reserve since the 1978 Humphrey-Hawkins statute, will only create growth eaten away and hobbled by inflation. Tax increases meant to stave off inflation will produce a governmental displacement of the real economy and hence fewer jobs. The policy mix done wrong produces stagflation. The solution to the policy mix done wrong is the policy mix done right.


The debts that supply-side economics owes to classical economics, particularly to such eighteenth- and nineteenth-century theorists as Hume, Adam Smith, Jean-Baptiste Say, David Ricardo, and Alfred Marshall, must not obscure the fact that supply-side economics can exist only in the world created by 1913. Without institutions like the Federal Reserve that can make large, sustained mistakes in monetary policy, and without an income tax that can significantly reduce the operating room of the private economy, there can be no policy levers for supply-side economics to manipulate. Had there been no Federal Reserve, it would not have been possible to gain control of it and stabilize money after 1921. Had there been no income tax, it would not have been possible to cut rates to overcome the austerity effects of tight money. Supply-side economics arose after 1913 because its raison d’être was 1913.


A word here must be said about income tax rates after 1913. Rates went up astronomically once the United States started arming and then entered the war in 1917. From the 1913 ceiling of 7 percent, the top rates ballooned all the way to 77 percent in 1918. In addition, taxes began to be levied at $1,000 instead of $3,000 of income (roughly $20,000 versus $60,000 in today’s dollars). The increase in rates along with the broadening of the base represented a departure from the implicit consensus that had brought about the Sixteenth Amendment in 1913, a consensus that the rich should be tempered—not the upper and middle classes soaked—by taxes.22


The high tax rates of the late 1910s unquestionably contributed to stagflation. They introduced bracket creep, enabled the tax-code conflation of nominal with real gains in income, depressed capital formation, and pushed employment costs higher—all issues reprised in the 1970s. After his success in 1921, Mellon turned to contemplating the new enormities involved with the income tax, a tax that in theory, given the open-ended nature of the Sixteenth Amendment, was limitless. He published his thoughts in a book of 1924, one of the most remarkable treatises ever penned by a sitting public official. The book was called Taxation: The People’s Business. Passages of this book come as close as anything produced in the 1970s and 1980s to specifying the essence of supply-side economics. An example:




The history of taxation shows that taxes which are inherently excessive are not paid. The high rates inevitably put pressure upon the taxpayer to withdraw his capital from productive business and invest it in tax-exempt securities or to find other lawful methods of avoiding the realization of taxable income. The result is that the sources of taxation are drying up; wealth is failing to carry its share of the tax burden; and capital is being diverted into channels which yield neither revenue to the government nor profit to the people.





For Mellon, the income tax had become an instrument that ensured that the resources of the rich would not be put to productive use—precisely the opposite of what Roosevelt had envisioned at the Sorbonne in 1910. Mellon’s determined efforts at Treasury led to further rate cuts in 1924 and 1926, and the Roaring ’20s were thereby perpetuated.23







The Faulty Return to Gold


World War I devastated Europe. The continent’s economies did not recover after the armistice of November 1918 nor after the peace treaty of the following spring. The war had eliminated nine million young men (and maimed millions of others) and laid waste to regions of considerable size, greatly reducing productive capacity. Russia had it the worst. Economic production in that country in 1920 was down 85 percent from the 1913 level, and a famine in that year and the next killed five million people. Russia was a special case, however. It was the revolutionist Lenin’s policy that the country’s economy be entirely denuded, so that it would be impossible for well-equipped conspiracies to rise up against the Bolshevik regime.24


As for the rest of Europe, it took until 1927 for the production levels of 1914 to be equaled. France was the fastest grower of the slow lot, with Britain lagging behind, and Germany far behind. This only magnified the difference in relative size between the European economies and that of the United States. European economies were at 1914 par in 1927, whereas from 1914 to 1927, the economy of the United States grew by two-thirds.25


Robert Mundell has often been misidentified as a “gold bug”—as an archaic defender of “the gold standard” or, something he particularly bristles at hearing, of “a single world currency.” In truth, he has long contended that the classical gold standard justly died because of the large relative size, by 1913, of the United States economy in comparison to any other national economy. As Mundell observed in his Nobel address, in 1913 the American economy was already three times larger than any other (second place belonged to Germany). And with the massive differential in growth rates from 1914 to 1927, this difference was greatly magnified. Now, if one country is tremendously large and influential in the world economy, it alone has the capacity to break the gold standard. This is not so when there are several countries at the top, all of the same relative size (Britain, Germany, and the United States were roughly the same size in 1890). In this case, if one country overprints currency, its currency will be shunned because there are others to resort to. In contrast, when there is one country far bigger than any others, its currency will not be abandoned for overprinting misbehavior, because the economy of that country is simply too large not to do considerable business with and its currency too omnipresent to avoid.26


In “A Reconsideration of the Twentieth Century,” Mundell recalled that “World War I made gold unstable.”




The instability began when deficit spending pushed the European belligerents off the gold standard, and gold came to the United States, where the newly created Federal Reserve System monetized it, doubling the dollar price level and halving the real value of gold. The instability continued when, after the war, the Federal Reserve engineered a dramatic deflation in the recession of 1920–1921, bringing the dollar (and gold) price level 60 percent of the way back toward the prewar equilibrium, a level at which the Federal Reserve kept it until 1929.


It was in this milieu that the rest of the world, led by Germany, Britain, and France, returned to the gold standard. The problem was that, with world (dollar) prices still 40 percent above their prewar equilibrium, the real value of gold reserves and supplies was proportionately smaller. At the same time, monetary gold was badly distributed, with half of it in the United States…. In the face of this situation would not the increased demand for gold brought about by a return to the gold standard bring on a deflation?27





For Mundell, gold was an unstable reference point for currencies in the 1920s because of two factors: the recent actions of the Federal Reserve and the great relative size of the U.S. economy. The master of the dollar had printed so such money in connection with the large inflows of gold during World War I that the price level of goods and services exploded by something on the order of 100 percent. Even after the dramatic Fed tightening of 1920–21, prices were still 40 percent higher than before.


All this made the implicit dollar price of gold far higher, perhaps half again as high, as the explicit rate ($20.67 per ounce). This encouraged speculation and brought about scarcities in gold. Many people reasoned that eventually the United States would have to concede that the dollar price of gold should be officially raised by something like 50 percent, to $30 or $35 an ounce. It paid to be a holder of gold, not currency, and to wait things out.


If the United States had been a small country, and as a small country had undervalued gold in its own currency, it would have mattered very little. Gold would not have been hoarded worldwide, because a small country does not have the credibility to monetize a great part of the world’s gold at a new, higher price. Yet the United States entered the 1920s several times larger than any other national economy. Differential growth rates would soon make that gap even greater. And through it all, it was widely believed that the U.S. might reprice gold upward. It was this specific uncertainty about the dollar price of gold, for Mundell, that haunted the international economy in the 1920s and set the stage for the calamities that brought about the Great Depression.


There were four conceivable options available to European currency masters as they sought to reestablish their issues in the wake of World War I. First, they could fix to gold (at the prewar or whatever parity) and deal with the exchange-rate blow that might come with a dollar devaluation. Second, they could fix to gold and devalue commensurately with the United States, should the United States choose that path. Third, they could make their currencies “flexible,” not fixed to anything and priced solely by the marketplace. Fourth, they could fix to something other than gold, perhaps to a basket of commodities or some other functional proxy for the price level, or to the dollar.


As economics has come to realize over the decades—largely because of Mundell’s prizewinning research of the 1960s—the only tenable option was the fourth. The first two options involved using gold in the 1920s as a monetary standard. That was ill-advised in the changed environment. Keynes understood this, in 1923 aptly calling the gold standard a “barbarous relic.” Mundell has long insisted that he himself is the best expositor of the reasoning behind Keynes’s famous turn of phrase:




The post-war system “gold standard” differed from that before 1914. Keynes had pointed out in his Tract on Monetary Reform that “the gold standard had already become a barbarous relic,” one of the most misquoted and misunderstood lines in the history of economics! Keynes meant by this that the gold standard had come to depend on the policies of two or three central banks. He might just as well have said one central bank, the Federal Reserve System. The Federal Reserve System made the gold standard impossible. With the U.S. economy in the 1920s five times larger than its nearest competitor, and the Federal Reserve by far the most important central bank in the world, the future of the gold standard for the rest of the 20th century rested with the Federal Reserve. For the next half century, the key price in the world was the dollar price of gold relative to the dollar price of commodities.





For Mundell, the essential thing to do in the changed circumstances was for the Federal Reserve to target price stability. This could be done by whatever useful means availed itself as a good measure of prices, from a basket of commodities to an index of consumer prices.28


Option three, “flexibility,” was a mirage. Having sampled the draught of overprinting during the war, European governments had eliminated any real possibility of a system of “flexible” exchange rates for their currencies. European governments simply did not have the credibility for markets to value their currencies “fairly.” The markets would always bet against these currencies in the expectation of more printing. To counteract this, the European currency issuers conceivably could have amassed prodigious reserves of currencies not their own (especially dollars), as well as gold, to be used to buy their own currencies in the open market so as to shore up their prices against shorts and negative speculation.


But whence were these reserves to materialize? Gold was being hoarded worldwide, when not simply parked with the United States’ central bank. Dollars, for their part, were uncollectable; it was Europe that owed the United States dollars from all the World War I debt, not the other way around. Flexibility was unworkable.


That left a simple commitment to price stability as the only real option. Interestingly, this was what the United States pursued from 1922 to 1929. The Federal Reserve conceded the inflation since 1914 (partially drawn down by the 1920–21 austerity) and aimed to keep prices of goods and services where they were, at the new level, for the future. The new Fed discipline worked: consumer prices in the United States moved all of 1.8 percent cumulatively between 1922 and 1929.29


A path was now “open to avoid the deflation [and depression] of the 1930s,” claimed Mundell. Namely, this was “to give up the idea of returning to the gold standard, and living with a system in which the world price level was more or less managed by the Federal Reserve System.” With the Federal Reserve deciding, after 1921, to ignore the international speculation in gold and to target domestic price stability, all that was required in addition was for the European nations to fix their currencies to the stable dollar. “But no European country,” Mundell continued, “was willing to concede that position of leadership to a new and untried central bank of a country that, however dominant, was not even a member of the League of Nations.” So European countries strove to get their currencies back on gold. This was a type of heroism, and superciliousness, that the world could have done without.30


At a 1922 monetary conference, the major European countries agreed to aim at making their currencies convertible to gold, perhaps even at pre-1914 rates. The goal was pursued through 1929, though there were riotous exceptions. Notoriously, the non-gold-backed German currency collapsed in value. German prices increased by a factor of 1.4 trillion in 1923–24—Exhibit A in any discussion of hyperinflation. Yet in general, the European currencies achieved a functional fix to gold in the latter part of the ’20s.31


The ’20s were not roaring in Europe, but after 1925 there was a decided uptick in production and prosperity on the continent, particularly in Germany and France. How did the Europeans back their currencies in gold in this period, given that they had already surrendered so much gold to the United States, that they had printed currency with abandon since 1914, and that such gold as could be bought on the marketplace was dear and scarce?


In a word, fudge factors. There were two. The first was the development of a proxy to gold—dollars, or, even more secondarily, access to dollars. Since the ratio of gold to the dollar was never disturbed in the U.S., the logic ran, the dollar is “as good as gold” at the pre-1914 level. Dollars held in reserves were the equivalent to gold held in reserves, in that the U.S. was good to honor an exchange request for an ounce of gold on presentation of $20.67. The increased demand for dollars for currency reserves on the part of the weaker (that is to say, European) countries meant that creative means had to be used to get dollars to Europe. Chief among these came to be bailouts like the Dawes and Young Plans of the latter portion of the 1920s, whereby the United States provided huge dollar credits to Europe.


The second fudge factor was a general agreement among all involved not to ask for gold redemptions too insistently from any currency producer. Indeed, there came to be a sort of gentleman’s agreement whereby only the dollar and the pound sterling were to be understood as truly convertible to gold. Even in these cases, however, it was generally expected that redemptions of currencies into pounds or dollars and subsequent demands for gold would be kept at a minimum so as to enable sustainability.32


This procedure had its flaws—though it was successfully reprised under the currency arrangements made at Bretton Woods in 1944—and it did fail in the hour of acute pressure. Yet the procedure was not in theory unworkable. Mundell strenuously defended the gropings toward international currency stability of the 1920s against such critics as Jacques Rueff, who argued that the ’20s were fated to collapse into chaos and poverty. All that was needed, for Mundell, was a commitment to currency stability. If the U.S. had kept dollars stable (vis-à-vis consumer prices or commodities or whatever), and the other nations had effectively fixed to the dollar, there would have been price stability and easiness of trade. Business would have boomed, employment would have surged, incomes would have risen, and loans would have been paid off. Indeed, this essentially happened worldwide in the several years before 1929.33


Yes, the United States had underpriced gold, an underpricing that encouraged redemptions of dollars (and pounds) into gold and the hoarding of capital. Yet this too could have been solved merely by the U.S.’s raising the dollar’s redemption price of gold, an action eventually taken in 1934, when it was too late. Had the Fed recognized that its policy of price stability from 1922 to 1929 was the right one, and had the United States (or someone), in a diplomatic feat for the ages, convinced the world that a permanent rate of exchange to the U.S. dollar under such Fed discipline was the right policy, the Roaring ’20s would have been extended indefinitely in both time and place.


It is of more than historical interest that after World War II, when the United States was in an even stronger position to dictate terms to the world, these are the very terms that it chose. Not coincidentally, in that later period, a multinational boom ensued and lasted for decades. In 1944, history would be learned from, and the world would not be condemned to repeat it. But as for 1929 and the brave newness that it would usher in, Mundell only could offer his lamentation that had “the price of gold been raised in the late 1920s, or, alternatively, had the major central banks pursued policies of price stability instead of adhering to the gold standard, there would have been no Great Depression, no Nazi revolution, and no World War II.” We are now in a position to explain this remarkable claim.
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