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Introduction


BY AMITY SHLAES

“Can we do it again?”

That’s the question many of us are asking about the Reagan Revolution of the 1980s. Not right this minute, seems to be the answer. As The Great Money Binge: Spending Our Way to Socialism is published, a ghastly unity of official opinion holds that the world is entering the postcapitalist era. “We can basically say goodbye to the philosophy espoused by Ronald Reagan and Margaret Thatcher,” summed up President Clinton’s labor secretary, Robert Reich, in a newspaper recently.

But the market’s moment will come again. While the world waits, it will want to prepare. The best way to do that is to sit down with this book and make the acquaintance of its author, George Melloan.

Melloan happens to be the one who did do it the last time—along with several others. Mr. Melloan—pronounce it “Ma-lone”—his boss, Robert Bartley, and several others at The Wall Street Journal led the charge that broke down the opposition and ended the last Great Binge, all without the internet or even many fax machines, from 22 Cortlandt Street in downtown New York.

To read this book, which includes the story of that great campaign, is in itself heartening, since it reminds us that the current economic fog is not unprecedented. In August 1971, after a retreat at Camp David, President Richard Nixon closed the gold window and imposed wage and price controls to camouflage what he’d done. With this action Nixon doomed the next decade to economic mediocrity and postponed the computer revolution.

In 1968, as the Journal would later grumble, more than thirty high-tech companies were founded in the United States; in 1976, none were. That Republican leadership was in part responsible for this failure was downer enough, given that the GOP is supposed to be the party of economic growth.

Even worse, however—at least from the point of markets idealists—was that some of the greatest free-market minds were sanctioning Nixon’s abuses. Milton Friedman himself, for example, attended the presidential retreat when Nixon prepared the inglorious package. So did George Shultz and Paul McCracken, as well as that ironist of economists, Herbert Stein. The Nixon package implemented the policies of John Maynard Keynes, focusing on demand: everything was about the shopper and his short-term habits. Yet the economists all went along, in part because they were overwhelmed by a familiar combo: a sense of crisis and a proximity to political power. As Stein later wrote of the Camp David setting: “This suspension of realism enabled the participants to overlook a number of questions that would have been considered at length if the decision had been made in less exotic circumstances.”

Then, as now, the economic Right stumbled. The job of formulating a precise antidote fell therefore to Melloan, his boss, Bob Bartley, and their adviser, economist Robert Mundell of Columbia. The Journal took in the audacious Jude Wanniski, a young editorialist. Together the men compiled a list of components for a clear, strong recovery: a sound dollar; friendly tax rates; a recognition that the quality of growth generated by the private sector is better than what public-sector outlays might deliver.

Today, these policies are normally described as Reaganite, the implication being that they were thought up by former frat boys from Orange County at the Grand Old Party’s 1980 convention. It is true the 1980s GOP had strong supply-side players—the economist Art Laffer, who drew the curve on the napkin, the late Jack Kemp, who quarterbacked tax cuts with the same persistent genius he had demonstrated while playing for the Buffalo Bills. But the view that the supply-siders arose out of nowhere, as Mr. Melloan reminds us, represents a disingenuous foreshortening of history.

In fact the agenda called “Reaganite” comes out of a tradition older than John Maynard Keynes—classical economics. “Supply-side” thought can be found in Adam Smith, and in the work of the French thinker Jean-Baptiste Say, who taught, a good century and a half before Laffer and Kemp were born, that supply creates its own demand. James Mill, the father of John Stuart Mill, also taught that principle. The illusion that payments to certain interest groups yield optimal economic growth was punctured long ago by another Frenchman, Claude-Frédéric Bastiat. Bastiat had his own word for governments’ spending stimuli: plunder. Bastiat wrote that “when plunder has become a way of life for a group of men living together in a society, they create for themselves in the course of time a legal system that authorizes it and a moral code that glorifies it.”

Melloan, Bartley, and the other Journal editors had grown up with this older tradition. They’d perused the old pages of their paper, which included, for example, a fine essay on the damage that results when you use financial crisis as a pretext to promulgate unrelated social reforms. “Utopia is not an alternative to revolution. It is revolution,” wrote the Journal’s Thomas Woodlock of the 1930s New Dealers. Journal editors knew in their bones that the best kind of recovery comes when producers want to produce, not when consumers want to shop. To them Keynes, whose “General Theory” appeared only in the 1930s, was the interloper.



All this gave them the courage to mount bold anti-Carter, anti-Nixon attacks. “Stupendous Steiger,” was how the Journal editors titled an editorial about William Steiger, the Wisconsin congressman who was daring to point out that an increase in the capital-gains tax rate had slowed revenues from the levy for a full decade. As Mr. Melloan reminds us, Bartley, Wanniski, Paul Craig Roberts, and the rest pounded the message of low tax rates over and over again to a point that seemed, at least to the noninitiate, too much. (“Editorials aren’t written to make the writer appear articulate,” one editor once sighed in my direction. “They are written to get a law.”)

The editors began to publicize the arguments of Ed Zschau, a data storage entrepreneur, and a young policy wonk, Mark Bloomfield. At first the Carter administration did not take them seriously; a campaigning Jimmy Carter had commented that the Steiger amendment amounted to “a huge tax windfall for millionaires and two bits for the average American.” Still, with the Journal powering him, Steiger managed, in 1978, to push through a historic capital-gains rate cut, taking the rate on the levy down to 28 percent from nearly 50 percent. High-tech companies sprang to life. Margaret Thatcher overthrew British socialism in 1979. Then Reagan’s election followed. Their policies resulted in immense and enduring prosperity.

When it comes to our current fog, George Melloan illuminates again. Part of that illumination happens when he shines a light on property rights. As he notes, property rights mean something specific—not “ownership” in a general sense, but actual title. As Bartley used to say: “I define property as something I can sell.” One big factor in the current mess has been that policymakers both left and right perversely abuse the property rights concept. In their rush to make modest families able to call themselves homeowners—a noble goal—housing regulators, Congress, and financial institutions actually set the stage for the erosion of property rights.

The second takeaway from The Great Money Binge is the importance of character, demonstrated not least of all by the author himself. Mr. Melloan modestly mentions that Bartley once referred to him as the paper’s anchor. Anchor Mr. Melloan did indeed pull back, rewrite, teach, and babysit dozens of overeager editorialists. But George was also the ship’s keel, keeping the institution balanced so that it might advance faster. The keel did its best work at one of the most important moments of U.S. history, the time when Paul Volcker was wondering whether he had the power to stop the Nixon-Carter inflation. Meeting with Melloan and Bartley, Mr. Volcker warned that to achieve his goal, he’d have to force a recession. “When there’s blood all over the floor, will you guys still support me?” Volcker asked. “Yes,” replied George, speaking for the paper even before the boss. Those millions who have bought homes at interest rates below those paid by their parents owe this advantage not only to Volcker but also to Melloan. Without similar persistence, today’s campaign on behalf of markets will begin and end on talk radio.

“History cannot be rerun like a VCR tape,” the author writes, and he is surely correct in that. But that doesn’t mean that the principles at work in the old video don’t still hold. Reformers will one day be able to stop the money binge. They may yet set the framework for high-quality growth. They just need a Melloan.
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Preface


American voters seeking “change” granted the Democrats full governing power in November 2008. A few days after the election, I chatted with economist Robert Mundell at a wedding reception in Brooklyn Heights for Beth Bartley, eldest daughter of the late Wall Street Journal editor Robert L. Bartley. Dr. Mundell and I talked about our days in the trenches of what came to be called the “supply-side revolution,” the 1980 overthrow of the neo-Keynesian ideas that had dominated federal economic policy since the New Deal.

Professor Mundell, a Columbia University Nobel Laureate in economic science, was one of the main intellectual architects of that revolution. I remarked to him, “It seems like a long time since those supply-side days, doesn’t it?” Considering what had just happened at the polls, it felt like light-years since Bartley and I had first heard Mundell’s prescription for “change” in 1974, a prescription that, when put into practice by Ronald Reagan in the early 1980s, revived the ailing U.S. economy and set it upon an upward growth path. I caught the Columbia professor’s reply above the din of the cocktail party. “We may have to do it again.”

Indeed, it could prove to be of crucial importance to the future of the United States to do again what we supply-siders did almost thirty years ago. That thought would become more intense in my mind as the policies of the Obama administration and Congress unfolded in 2009 and we began to see the same economic policies—massive government deficits and monetization of those debts by the Federal Reserve—that brought on the combination of ruinous inflation and economic stagnation (stagflation) in the late 1970s.

We were witnessing a government out of control, piling trillions of dollars of new unfunded future obligations on top of the many trillions that already exist. By mid-2009, there were signs of an incipient flight from the dollar as investors around the world were beginning to wonder if the Americans had gone mad. That concern was heightened by Washington’s fixation on “global warming” and the totally implausible plan to fight this mythical monster pushed by the tiny terror from Beverly Hills, Congressman Henry Waxman. His legislation before Congress imposed new taxes and stringent regulations on energy use at a time when industrial layoffs, not sunstroke, were the nation’s foremost problem. Just before the 2009 Independence Day recess, an irony in itself, the House approved by 219 to 212 the monstrous 1,200-page “clean energy” bill authored by Waxman and Edward J. Markey (D-Mass.). Few of the 211 Democrats and eight Republicans who voted aye had actually taken the time to read this massive, much amended piece of legislation in its entirety. They simply obeyed the orders of Speaker Nancy Pelosi, who afterward proclaimed, rather hysterically and with total disregard for the truth, that it would create “jobs, jobs, jobs!” Add to that the hash Washington was making with its meddling in the auto and banking industries and you can see why even the hard-core statists of Paris or Beijing might be wondering about Washington’s mental health.

Barack Obama’s first important pronouncement as the putative new CEO of GM and Chrysler came in May when he staged a photo op to say that federal Corporate Average Fuel Economy (CAFE) standards would go up to thirty-five miles per gallon by 2016. He didn’t say how he was going to force consumers to buy the expensive little wonders that could meet that standard, but that seemed beside the point. Standing behind him, the representatives of the Sierra Club, the Environmental Defense Fund, and the Naderite Union of Concerned Scientists were beaming happily. To him, that was what was important—pleasing the Democratic Party’s “progressive” wing of would-be lords over the private sector.

I wondered if there was a new army of supply-siders out there willing to go to war to defend the private sector from demolition by a rapidly expanding federal government. The progressives who had come to power in Washington were again basing economic policies on ideas they had chosen to attribute to the most famous British economist of the 1920–50 era, John Maynard Keynes, with only a limited degree of fidelity to his actual views. I wondered if the victory we scored in the early 1980s was something of a fluke and only a temporary success in arresting the drift toward greater and greater federal restriction of the free play of individual initiative in a system governed mainly by market forces rather than the choices of politicians. Dr. Mundell and I were hardly alone in thinking that this high degree of economic freedom had made the United States rich in goods and culture to a degree unparalleled in human history. It was why the United States through most of its history had been a magnet attracting immigrants from all over the planet who sought opportunities to better the quality of their lives.

The achievement of the supply-siders in the 1970s and 1980s was the revival of classical economic principles that had been proven out over centuries but had been submerged in a neo-Keynesian cant that was a cover for old-fashioned statism. In classical economics the proper role of government is to permit and protect an environment that allows industrious people to thrive and keep a preponderant share of the rewards of their labors for purposes of their own choice. They typically wish to safely reinvest part of those earnings in projects that contribute not only to their own prosperity but to the growth and expansion of the broader economy. This approach to economics yields higher living standards to the population as a whole.

The proper government role most importantly requires a sound national currency and tax policies devoted exclusively to raising revenues for necessary federal government functions, national security being the most important. It implies only limited use of the government’s regulatory power, mainly to preserve order and lucidity in a capitalist system where individuals have the freedom to make economic choices and the responsibility for accepting the consequences of those choices—or, in other words, the right to fail.

Supply-side economics was a rebellion against the neo-Keynesianism notions promoted by socialists, corporatists, and statists who claim government can successfully micromanage economic growth and development by exercising its police powers to regulate and by manipulating the currency and the tax system. In a larger context, it was a battle pitting defenders of private initiative against advocates of government occupation of the “commanding heights” of the economy, a Marxist dream that turned out to be a nightmare in places like the old Soviet Union, Maoist China, and today’s Cuba.

The supply-side revolution of the 1980s set the United States and the world on the path to a quarter-century of economic growth. But it succeeded only because of a set of special circumstances. The failure of neo-Keynesianism had been made evident by the stagflation of the 1970s. The “Keynesians” had no answer for why a set of federal “stimulative” policies in the second half of that decade was sending the “misery index,” derived by combining the unemployment and inflation rates, up instead of down, with corresponding damage to living standards. Jimmy Carter, in serious political trouble because of this deterioration of the economy, hired Paul Volcker to head the Federal Reserve Board and stabilize the sinking dollar, a task Mr. Volcker completed after Ronald Reagan became president. Thus, a vital supply-side principle, sound money, set the stage for other necessary measures.

Volcker’s clampdown on money creation provoked a sharp economic recession, as both he and Reagan knew it would. But paradoxically that eased the way in Congress for another vital supply-side step, an income-tax reform that included cuts in the unrealistically high tax rates applied to earned income in the higher tax brackets. Supply-siders argued those high rates on marginal income inhibited work effort and investment in new ventures by the country’s most able and creative citizens. The tax reform was aided not only by public pressure on the Congress for a response to the recession, but also by the sympathy that welled up for the president in early 1981 when he was felled by the bullet of a would-be assassin, John Hinckley, Jr., outside the Washington Hilton just sixty-nine days into his presidency. A number of congressional Democrats said they voted aye out of regard for the stricken president. In 1983, when the final tax cuts phased in, the country embarked on a strong economic growth path that would propel the United States, and indeed the world, forward into greater prosperity through the beginning of the twenty-first century.

But alas, the erosion of supply-side principles began shortly after Reagan left office, when his successor, George H. W. Bush, caved in to pressures from Congress and reneged on his “read-my-lips” campaign promise to not raise taxes. The elder Bush, who once called supply-side thinking “voodoo economics,” seemed not to have noticed during his eight years as Reagan’s vice president that Reaganomics was restoring America’s entrepreneurial zest. The 1990s were prosperous as a result, but there was a gradual return in Washington of neo-Keynesian ideas and policies that would plant the seeds for the credit bubble and its collapse during the George W. Bush administration. Foremost among them was a return to easy money policies at the Fed under pressure from Congress and Wall Street.

The last five years of that quarter-century of prosperity was something of an illusion that abruptly ended in disillusionment. In the new century, the genuine prosperity of the preceding two decades was transmuted into what was partly a false and unsustainable prosperity, brought about by excessive dependence on credit by both the public and private sectors. When the credit bubble burst, the result was an economic mess that the politicians in Washington compounded with costly and panicky bailout and “stimulus” measures.

In short, policymakers turned away from sound classical economics and back toward the false promise of the neo-Keynesians, the theory that government itself can generate prosperity through a policy of liberal money creation, easy credit, and heavy government spending. Supplyside economics, the antithesis of this theory, succeeded for a time, but the natural expansionary tendencies of government—traditionally rationalized as sound economics by neo-Keynesian theories—once again prevailed. Massive government “stimulus” became the prescribed remedy for what was described by the professional scaremongers in Washington as the worst recession since the 1930s.

Certainly some parallels can be made between the two slumps, but in all the political hyperbole the fact that the United States of 2008 was a vastly different place from the United States of the 1930s was widely ignored. For one thing, the America of 1930 had 60 percent fewer people and an economy less than 1 percent of its present size, in nominal terms, that consisted heavily of horse-and-plow farming dependent on thousands of small local banks. Rural electrification, indoor plumbing, and battery-powered radio were among the few technological marvels of that time and place.

As the son of an Indiana horse-and-plow farmer wiped out by the Depression, I had some direct knowledge of the 1930s. I was also naturally skeptical of the panicky calls for government intervention. In a half-century career as a Wall Street Journal reporter and editor, I had found nothing to convince me that Washington was well equipped to deal with financial crises. Indeed, the 1970s, when I was deputy editor of the Journal editorial page, taught quite the contrary. It was in those years of feckless government economic mismanagement that the Journal editorial page played a key role in promoting an effective antidote. That antidote, the supply-side revolution, focused on ending excessive government meddling with the economy.

Our battle in those years was to get the government out of the way and open up opportunities for Americans to exercise their enterprise and creativity, and it was consistent with Journal editorial-page traditions. During the paper’s 120-year history, its opinion pages had carried millions of words critical of Washington’s tendency to expand its reach and power. Journal opinion columns are typically described by friend and foe alike as “conservative.” A better word might be “traditionalist,” in that they adhere in large part to the suspicion of federal power harbored by the authors of the American Constitution. The founders did their level best to limit federal authority by constitutional means. But as today’s events show, constitutional restrictions can be abused by a federal administration when it claims it is dealing with a “crisis.” A major case in point was the April 2009 Chrysler bailout that abridged the contract rights of senior creditors in order to favor the claims of the United Auto Workers, an important Democratic Party constituency.

It should be kept in mind that our founding fathers were not “conservatives.” They were revolutionaries who had just broken by means of bloody insurrection the power exercised over them by King George III. They fought against “taxation without representation” inflicted by a distant king who claimed the singular prerogatives of royalty. In 1951, Journal editor William Henry Grimes took account of these origins by describing the paper’s editorial policy as “radical.” A framed copy of that editorial adorns the wall of the conference room where the editorial board holds its regular Tuesday morning meetings. It reminds today’s young editors why Journal editorials have played such an important role in representing the principle of economic and political freedom in the public debate.

This book will draw on what I at least regard as the wisdom of Journal opinion writers over the years as it might apply to the current policy turmoil in the United States. Today’s “Review & Outlook” columns offering the Journal’s editorial opinions follow a line largely consistent with precepts laid down long ago. The paper started life in 1889 as a chronicler of the ups and downs of American capitalism as viewed from what was then, and still remains, the epicenter of securities trading: lower Manhattan. It succeeded because it took a detached, independent view of the daily workings of capitalism, warts and all, and thus built up trust among readers. Its editors learned their trade through the daily observation of the magic of markets in allocating resources and punishing inefficiency. It was primarily by excelling in market coverage that the Journal gained its status today as a publishing industry giant, with circulation rising at a time when the readership of almost every other major newspaper is falling. It is no accident that the newspaper’s fundamental editorial policy is to defend “free people and free markets.” Journal editors over the last century have seen repeated demonstrations that those two freedoms allow a nation to flourish.

Someone might ask: Defense against what? The answer is simple. Ambitious governments through the police powers that define their existence are capable of destroying individual freedoms of all kinds and have done so innumerable times in the course of world history. One of the first freedoms to go is economic freedom. In today’s governing environment, the sanctity of private contracts, so necessary to the orderly conduct of commerce and finance, have been repeatedly abused. Too often to count, politicians foolishly seeking to manipulate complex economic forces have casually damaged the vital regulatory and adjustment processes of free markets and have stifled human creativity and enterprise.

The promoters of government dominance over the private sector, who chose to call themselves progressives over the years, have been the natural enemies of The Wall Street Journal editorial page. Like a bunch of eager beavers gnawing away at sturdy oaks to make their dams, the denizens of the Beltway determinedly chomp away at private enterprise. As the government extends its power to grant favors, Washington’s posh hotels are jammed with fat cats from throughout the land, swishing their bourbon and branch water while they court congressmen or try to wheedle taxpayer money out of bureaucrats who control agency budgets. The Journal battled these varmints in the 1930s, and Bob Bartley and I and our fellow supply-siders battled them in the 1970s. Our successors are carrying on the fight against the latest incarnation of their power in a Congress and administration dominated by progressives to a degree not seen in at least forty years.

My distrust of state power was shaped by my youth in Indiana farm country in the days when farmers were a true entrepreneurial class. This book will delve into the American traditions of enterprise and discovery and into the Lockean arguments on behalf of private property ownership that inspired the American revolt against monarchy and propelled America’s development. I will mention my days as a Journal foreign correspondent when I toured some of the dark corners of the world, such as the old Soviet Union. There, human freedom and creativity were suppressed by an all-powerful state, in part through its nearly absolute domination of the national economy. There will be an occasional glimpse inside the “kitchen” of the Journal editorial page, where we formulated our positions on public issues during my years as deputy editor and columnist.

This book will argue, among other points, that the Journal editorial pages have for years upheld and still do uphold the best and most economically rewarding traditions of American governance, traditions we would be wise to protect. Those traditions have been seriously eroded at times, particularly during the New Deal, and they are being eroded again now, or at least that danger certainly exists. In the 1970s the Journal was the primary forum for an intellectual movement that pulled the country out of a morass called “stagflation” caused by an excess of meddling with free markets by both Republicans and Democrats. We are now in another such period.

One of the wisest of our founding fathers, Benjamin Franklin, when asked what the constitutional convention had delivered, famously remarked, “a Republic, if you can keep it.” Keeping the American republic free and democratic is what The Wall Street Journal editorial pages have advocated all these years.

Bob Bartley, in his thirty years as editor of the opinion pages, supplied a forum for supply-siders to put their ideas before a large and influential audience. Bob Mundell, Arthur Laffer, Jack Kemp, Paul Craig Roberts, Jude Wanniski, Bruce Bartlett, Norman Ture, Bob himself, and numerous other thinkers contributed their persuasive arguments, founded in the writings of earlier sages like the Austrian philosopher Friedrich Hayek, the eighteenth-century French theorist Jean-Baptiste Say, and even that remarkable fifteenth-century North African Arab polymath Ibn Khaldun. In short, their views drew on the wisdom of the ages, not on a single bright and talented English economist, John Maynard Keynes, whose teachings were complex and sometimes self-contradictory.

Neo-Keynesianism has thrived in part because the British economist was so facile that his wide-ranging thoughts could be employed to serve almost any purpose. The main one, endorsed by his putative disciples, was to justify the expansionary aims of the political class. (In this book, I will use the words Keynesian and neo-Keynesian interchangeably because it would be impossible, given Lord Keynes’s mercurial temperament and agile brain, to sort out what he really believed from what he sometimes said he believed but then recanted after a change of heart.) And then, of course, there are ideas that have been attributed to him by his latter-day disciples long after he was no longer around to deny them.

Bartley regarded the Journal’s role in the 1970–80s victory over Keynesianism as his greatest achievement. He wrote a book about it, The Seven Fat Years: And How to Do It Again. As his deputy for many years, I took part in the adventure. Bob is now gone, a victim of bone cancer in 2003. But I am still here and the country is once again enmeshed in economic crisis. Could Mundell, or I, or any of the other supply-siders of yore, or their many disciples of today, offer useful advice for Barack Obama and his Treasury secretary for dealing with the present malaise? There is of course no evidence at all that they want that advice. Quite the contrary, they made it clear at the outset that they were bent on destroying Reaganomics. But the answer is, yes, we could, if they were willing to abandon the ideas that guide them now.

This book is about the federal policies that created the credit-market debacle and how chances for a normal recovery have been darkened by the government’s massive expansion of its own debt to try to correct its past mistakes. It will explain why the Obama administration is far too sanguine about the economic consequences of the debt explosion, or “The Great Money Binge,” as I describe it. Massive government spending programs don’t come free of charge, as the Obama administration and the present congressional majority seem to think.

It is common for Republican opponents of the current government’s policies to argue that the current spending will load a large debt burden on our children and grandchildren. While that is true, it is not the most serious threat and certainly not the most immediate. The federal deficit, when added to the deficits of the states, is currently in the neighborhood of $2 trillion, a totally unprecedented and almost unbelievable demonstration of government excess and irresponsibility. It won’t wait for our grandchildren. It has to be financed now. There are only three ways to cover government deficits: by borrowing from the foreign and domestic capital pools; by taxing away the current savings of Americans; or by inflating the currency and covering the deficits with newly created money.

Borrowing from abroad is becoming less reliable as foreign lenders become increasingly wary of the dollar. Borrowing from the domestic capital pool crowds out more productive investments and retards economic growth. Taxation, particularly when it is focused heavily on the highest earnings as the current administration professes to intend, has the same effect by shrinking the capital available to finance productive economic growth. That leaves inflation, which administrations and Congresses have habitually relied upon to expunge debt when they have borrowed too much, the most recent example being the 1970s, when the Fed inflated away the excesses of Lyndon B. Johnson’s “Great Society” and Vietnam War spending.

Inflation is a highly destructive stealth tax always blamed by the politicians on someone else, most particularly producers of vital goods, such as oil. That is what happened in the 1970s, aided by a gullible press largely lacking in any understanding that the Federal Reserve is the source of inflation. That is likely to happen again. Expect vicious falsehoods from Washington.

The other impact, also observable in the malaise of the 1970s, is on the federal budget itself. Just as a home owner must allot a large portion of the family budget to payments on the mortgage, governments have to pay interest on the bonds and notes they issue. When the debt grows rapidly, so does the “debt service” line item in the government’s budget. That piles up still more debt or crowds out spending that has a lower priority with Congress and the White House than their primary goals.

In the 1970s, the part of federal spending that suffered most was the federal government’s most important responsibility—national security. After the rundown of military capabilities in the 1970s following the U.S. defeat in Vietnam, Ronald Reagan had to rebuild the U.S. military or face further depredations from America’s Cold War enemies. He succeeded. The United States won the Cold War in large part because the sturdy exercise of U.S. foreign policy in the late 1980s persuaded the Russians that their inefficient, government-controlled economy simply couldn’t compete. It ultimately collapsed under the burden of trying to hold together a far-flung empire whose members had become increasingly restive under harsh Soviet rule.

Early indications are that national defense will suffer most under the present administration and Congress, as the reigning progressives pursue their social and environmental goals at the expense of maintaining a strong military posture. Parts of missile defense and the F-22 air superiority fighter already have taken a hit in the Pentagon budget. There is no Cold War today, but there is no lack of serious threats to the security of America and its friends and allies. The Russian regime is itself ambitious once more and is trying to restore Russian military power and regional hegemony, particularly over neighboring once-Soviet states, such as Georgia. North Korea has nukes and has tested an intercontinental missile. Iran finances terrorism and pursues its program to build intercontinental missiles with nuclear warheads. Despite Iranian adventurism, the United States is withdrawing troops from neighboring Iraq, where Iran has done its best to defeat American efforts to establish and preserve democratic governance. Two U.S. allies in the region, Pakistan and Afghanistan, are threatened by radical fundamentalist Muslim revanchists who would love to get their hands on Pakistan’s nukes.

This book will critically analyze the spending alternatives the progressives have chosen, which include plans for a further dramatic expansion of government power in the fields of health care, education, transportation, and energy. It will revisit the dismal record of past progressive efforts at revolutionary change toward state control over economic processes, most particularly the New Deal’s growth-numbing experiments of the 1930s and the blunders of the 1970s. Finally, it will offer an alternative prescription for restoring economic policies in a way that will once again unlock the productive and creative energies of the American people, just as the supply-side revolution did in the 1980s.





Chapter 1
THE RETURN OF THE PROGRESSIVES


According to the progressive narrative, which is confirmed as authentic current history by the Beltway press, the crash of 2008 was a repeat of 1929, the result of an excess of greed on Wall Street. As the 1929 story goes, Wall Street went on a speculative bender, pumped up stock prices to a point where they could go no higher, and the market crashed. That touched off the Great Depression.

The narrative continues with how the Democratic Party produced a savior in Franklin Delano Roosevelt, who led the country out of the Depression through the extraordinary use of government power to create jobs. The latest chapter in the progressive narrative awards the FDR role to Barack Obama in today’s unquiet times and assures the American people that he will lead them out of the current malaise, also through the extraordinary use of government power. Extraordinary in this instance refers to massive employment of the government’s power to borrow and create money.

It would make a nice story if it were true. But it is mostly bunk. Wall Street didn’t bust up the U.S. economy in 1930. The Dow Jones average had recovered most of its two-hundred-point “Crash” dive of October and November 1929 by April 1930. So Wall Street’s wild high jinks born of the unparalleled 1920s prosperity didn’t “cause” the Depression. That version has had much popular appeal presumably because it conforms to the biblical warnings of excess-cum-retribution. It has been told repeatedly because its antibusiness bias has neatly fitted the mind-set of progressive college professors, historians, and journalists over the decades.

As some excellent economic historians have effectively demonstrated in a recent outpouring of scholarly revisionism, government policies caused the Depression. The primary blame lies with the Republican Party (progressives will at least agree to that). Herbert Hoover and Congress—seeing the crisis as an opportunity, if that sounds familiar—raised taxes and tariffs. The Federal Reserve, a government bank, did its bit by tightening money at exactly the wrong time. The recovery from the Crash—a downturn that was no more dramatic than some on Wall Street before and since—was beginning in spring 1930. But that rebound was aborted by the sudden slowdown in U.S. foreign trade brought about by the radical Smoot-Hawley tariff bill and by the higher taxes Hoover and Congress imposed on Americans. The economy went into a downward spiral that did not bottom out until 1933.

Hoover, carrying only six states, was deservedly trounced by FDR in 1932. Roosevelt ran on a conservative platform, promising to abandon “protective” tariffs, cut federal spending, balance the budget, maintain a sound dollar, and restore order in the banking system, which was plagued by bank failures and runs on banks, caused in the main by the inept management of the young Federal Reserve System that had simply starved the banks for cash. The Fed had been founded only sixteen years before the Crash, after eighty years in which the United States had had no central bank, thanks to the abolition of the second Bank of the United States by Andrew Jackson. Somehow economic growth and technological development survived the absence.

Once in office, FDR did indeed relieve the bank problem. Exercising arbitrary powers, which presaged much that would come later, he ordered closure of the nation’s banks for a week. Demonstrating the political skill that would keep him in office for over twelve years until his death, he artfully called the shutdown a “bank holiday.” In his first “fireside chat” with an anxious nation he explained that the banks would be inspected by an army of bank examiners during the “holiday,” and only those that were sound would be allowed to reopen. He also established the Federal Deposit Insurance Corp. (FDIC) to insure deposits with premiums paid by the banks. It was a rather naked exercise of presidential power, but it worked. Americans took their money out of the mattresses and put it back into the banks. The economy began a feeble recovery.

Had Roosevelt stopped there with his use of federal muscle and fulfilled his other campaign promises, the recovery would have gained steam. But he soon fell under the spell of his progressive advisers, and having once used government power to good effect, he couldn’t resist the temptation to extend his control over the economy and in the process waged a war of words against private business from the White House. His policies put a chill on new private investment and retarded the recovery that was struggling to be born. He nonetheless won reelection handily in 1936, thanks in part to heavy support from organized labor. After that came “the second New Deal” with more federal meddling resulting in an economic relapse that would prolong the Depression, for all practical purposes, until mobilization for World War II. Winning the war sowed the seeds for a genuine economic recovery, but that recovery did not get under way until a few years after the war ended, thanks to the New Deal legacy.

This record is cited not to totally destroy the frequent claims that FDR was a “great” president. That’s a purely subjective judgment. He was both hated and worshipped by many Americans in his day. Hardly anyone was neutral in his view of FDR, and many of those attitudes still exist over six decades later. There is no denying that he had remarkable political skills that served the country well, for a short time at least, in regaining its balance from the buffeting the economy suffered from the magisterial meddling of Herbert Hoover. His wartime leadership was also inspiring, although his deals with the Russians as an old and sick man stained his record when it was learned that he had effectively sold out Eastern Europe to Josef Stalin at the Yalta Conference in 1944.

These are but a few historical vignettes. But I recite them here to give some perspective to the legend being manufactured by modern progressives on behalf of their 1930s ancestors to justify the massive economic intervention by Barack Obama and a Democratic Congress. They have argued that we are in another economic crisis, and they have taken measures that threaten to abort yet another natural, cyclical economic recovery that began to show signs of life in spring 2009 with a cautious recovery of the stock market and signs that the home price decline was bottoming out in some markets. The new progressives, like their New Deal forerunners of the 1930s, have put forth drastic and incredibly costly measures to expand government power over key industries: autos, energy, health care, education, and particularly banking. Just as in the 1930s, government interventions, both existing and proposed, have diminished the business confidence needed to restore investment and economic growth. These measures have drawn heavy criticism from prominent economists. The Obama administration is building up trillions of dollars of debt obligations that threaten to cripple the ability of the U.S. economy to function, not just in the distant future but in the near term.

Harking back to the false narrative of 1929, the progressive story of our own times blames their longtime bogeymen, business and Wall Street, for the untoward events of 2008. In this version, a “greedy” Wall Street peddled toxic securities to unsuspecting investors and when the investors learned what trash they were holding, the securities market locked up and stocks crashed, touching off a recession. This story is partly true, but it leaves out a rather crucial element, the key role the U.S. government and the Democratic Party played in creating the crisis and has since played in using it to justify totally irresponsible expenditures of taxpayer money, which of course further expands the future risks and obligations for taxpayers that will result from the government’s unprecedented need to borrow.

The 2008 slump was not caused by Wall Street “greed.” It was caused by the combination of irresponsible federal monetary policy and government intervention in the mortgage credit markets that spawned greed—on Main Street as well as Wall Street—and turned it into folly. As in 1930, the problems in the securities markets were compounded by further clumsy federal interventions undertaken by the Bush administration and the Federal Reserve. Mr. Obama and his Treasury secretary, Timothy Geithner, have attempted a rescue, but so far the rescue attempts look more like something Dudley Do-Right would be guilty of rather than the skilled work of the Lone Ranger. The outcome could be something similar to what happened in the 1930s, or worse, according to forecasts by some very respectable economists.

History seldom repeats itself. Just after the September 2008 crash, Wall Street Journal editorial writer Brian Carney interviewed ninety-three-year-old Anna Schwartz, who forty-five years earlier had coauthored with the late Milton Friedman the famous A Monetary History of the United States, 1867–1960. Over her long career as a monetary economist she has proved to be no fan of bank bailouts, instead arguing that banks should be allowed to fail as a means of discouraging reckless lending. She told Mr. Carney that Fed chairman Ben Bernanke and Treasury secretary Henry Paulson were fighting the last war (meaning the one in 1929) when they flooded the economy with liquidity after the 2008 collapse.

Later events have proved that policymakers should have paid more heed to the wisdom of a woman who had spent seventy years studying and writing about monetary policy. Bernanke and Paulson were reacting to the long-standing and valid criticism of the 1930 Fed for not supplying enough liquidity to the banks in that crucial year. There was justification to be found for that criticism in the aforementioned bank runs and failures of 1930. But in 2008, the problem wasn’t a shortage of liquidity in the financial system. It was a sudden and broad loss of confidence in the face value of the mortgage-backed securities the banks were holding in vast amounts. Essentially, the problem was a shortage of information about just how much damage the slump in housing prices had done to the income stream from mortgages that supported the trillions of dollars in mortgage-backed securities held by investors around the world. Or, in the parlance that developed, how “toxic” were they?

Perhaps the mystery resulted from the fact that the authorities didn’t want to know, and certainly didn’t want the public to know, just how profligate two government-sponsored mortgage giants, the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac), had been over the course of a decade. These two government-created “private” companies had issued trillions of dollars of mortgage-backed securities and were heavily responsible for that portion of those securities that was backed by unsound “subprime” mortgages that were going into default as housing prices fell in 2007 and 2008.

The government had a moral—though not a legal—obligation to make good on the dodgy Fannie and Freddie paper because it had been issued by two companies that were believed by the market, for good reasons, to have federal backing, despite official disclaimers. But there were ways for the government to do that without refinancing and seizing control over a major part of the financial services industry with many billions more of newly created money.

For one thing, the Fed could have suspended the 2007 Financial Accounting Standards Board “mark-to-market” rule that forced even banks that had a positive cash flow to mark down the value of their suspect assets and thereby unnecessarily make themselves technically insolvent. The Bush White House opposed lifting this pernicious accounting rule that had grown out of the Enron political hysteria of 2001–2 and the resulting intrusion of federal law into corporate accounting. One further mystery was why the Treasury and Federal Reserve didn’t insist that Fannie and Freddie identify exactly what percentages of the mortgages in the pools backing their securities were nonperforming so that the securities could be marked down accordingly and sold. That might have helped unfreeze the market in them. Even as late as March 2009, when the housing market was showing signs of bottoming out, there was still no clear idea of what trillions of dollars in mortgage-backed securities, the majority issued by Fannie and Freddie, were worth.

What happened instead in fall 2008 was that Bush White House aides started hypothesizing another 1929 and worked themselves into a panic. Just as Herbert Hoover started pulling powerful governmental levers after the 1929 Crash, so did the Bush White House. Another parallel with 1929 was that in both cases, the postcrash panic opened the door for the return of progressives with even more elaborate ideas for ways to employ government power. They even proudly proclaimed that they were bringing back the 1930s New Deal, ignoring the mounting body of evidence provided in recent books by, among others, Amity Shlaes (The Forgotten Man) and Burton Folsom (New Deal or Raw Deal?), that the New Deal prolonged the Depression.

Reminders of the 1930s correctly suggest that the current malaise is more serious than the one that in 1980 provided the opening for the supply-side revolution. But in all three cases the trouble resulted from some very large mistakes on the part of the federal government.

Pulling out of the mess will be a lot harder this time than it was in 1983, especially with no future Ronald Reagan in sight on today’s political landscape to champion individual rights to freedom from government seizure of private property and interference with private contracts. It will be harder also because it is now the progressives of the Democratic Party’s left wing who claim the mantle of revolution, and there hasn’t been sufficient time for their radical prescriptions to be discredited, other than by an initial stock market slump. The consequences can only be guessed at on the basis of the unhappy experiences of other countries that have tried them.

In their triumph the progressives have created a legend that supply-side economics failed the nation. But they offer very little proof of that or, for that matter, any indication that they understand what supply-side economics was all about.

George W. Bush’s 2003 supply-side tax reform is cited as one source of the excesses that led to the crash. But the credit bubble that burst with such dire consequences in 2008 had nothing to do with that or any other recognizable example of supply-side economics. No true supply-sider, least of all Bob Mundell, has ever argued in favor of the kind of easy money policies that fueled the credit explosion. Those policies came from Washington and Wall Street and are, in effect, a reversion to the kind of economics those two power centers love best, Keynesianism. That kind of thinking was discredited in the economic malaise of the late 1970s, but it keeps coming back like the recurring flare-ups of fever in a patient sick with malaria. It is back again, in the extreme, with the return to power of the progressives.

The overwhelming progressive victory in the national election of 2008 suggested that voters had believed the claims of Barack Obama and congressional Democrats, along with their cheerleaders in the press, that the supply-side economic policies put into practice by Ronald Reagan had failed. What a remarkable claim that was! Three presidents had occupied the Oval Office since Ronald Reagan stepped down in January 1989. Thousands of economic policy decisions had been made by George H. W. Bush, Bill Clinton, and George W. Bush. Congress had cranked out the usual annual spate of new laws and resolutions. It was something of a tribute to Reaganomics to argue that it was so enduring that it was still the reigning economic philosophy of the federal government nearly twenty years after Mr. Reagan left office. If it had been, the Federal Reserve would not have fallen off a cliff in 2003 and financed credit excesses that led to a later crash. The Bush administration would have taken stronger steps to stop the great deception being perpetrated by Fannie and Freddie, which should have been under more effective federal control.

Even so, the nearly twenty-five years of economic growth the United States and the world enjoyed with little interruption between the beginning of 1983 and the end of 2007 cannot be wished away even by the most ardent partisans of the Left. That bright era began with a newly stabilized dollar, the final abolition of the mindless price controls of the 1970s, and the full implementation of the supply-side Kemp-Roth tax reform. During those years, expansion of trade and international finance brought the annual growth rate of the global economy to highs of nearly 5 percent three times. That’s a phenomenal rate of global growth when you consider that U.S. growth, from a smaller base, has averaged only 3 percent in the more than a century that has seen it become the colossus that exists today. The rapid global growth occurred despite the drag from all the countries that remained stagnant under authoritarian or socialist rule. In China and India, millions of people were able to lift themselves out of poverty as a result of more liberal government policies that encouraged foreign and domestic investment and greater integration, through greater openness to trade and finance, with the industrial world.

In the United States there was an unprecedented improvement in living standards. Even the credit bubble, despite the massive distortions it fostered, had its bright side. Borrowing put some Americans head over heels in debt, but on balance it allowed many families to improve living standards through the prudent use of credit. Middle-class communities were spruced up as houses and commercial buildings got new paint jobs and repairs as a result of the financing that was available. Shopping centers, sports stadiums, and other signs of affluence burgeoned. Public infrastructure, roads, airports, and the like, were on balance improved, all the current complaints about needed public works notwithstanding. Efforts to preserve those gains are an important source of energy for economic recovery as home owners strive to maintain their living standards. But that will only happen in the absence of revolutionary excesses as the progressives set about to remake the economy in ways that suit their dreams of a utopia run by the best and brightest (meaning themselves).

Voter attitudes toward economic policy are part of a broader context that encompasses attitudes toward government itself. In a Journal editorial I once likened government to a “white giant,” a star that keeps expanding until it consumes all the available fuel and then collapses. All organizations, public or private, have a natural tendency to expand, but only governmental organizations can exercise police power to enlarge their claims on economic resources. The U.S. government currently is expanding by consuming the capital and earnings of the productive private sector. The government is racking up huge debts to gain control over private corporations its own malfeasant policies forced into insolvency.

A charming niece of mine in Indiana, Sally Perkins, has been active in the Democratic Party for years, including a stint as state vice chairman. She has more than once berated me for not having more good things to say about the Democrats. If that is so, my reason has nothing to do with all the good people, including some other members of my family, who count themselves as Democrats. It has to do with my impression, perhaps not totally accurate, that the Democrats are, to a greater extent than the Republicans, the party of government. And I have always thought that a free, law-abiding people have a patriotic duty to be wary of excessive expansion of government power.

Republicans can claim higher ground in this regard only in a relative sense, and sometimes not even then. What transpired under a Republican administration, albeit with a Democratic Congress, in the second half of 2008 will discredit Republican claims to be for small government for years to come, just as the apostasy of Herbert Hoover stained his party for decades. As my old friend and colleague David Brooks quipped on Meet the Press after the 2008 election, the incoming Democrats “can’t nationalize the banks, because the Republicans have already done that.” Given all the bailouts with strings attached, his joke was not entirely unserious. But nonetheless, it seems prudent to be more wary about the threat of power grabs when Democrats are in office than when Republicans hold the reins, and the current proposals of the now-in-power progressive wing of the Democratic Party is heightening that fear. At least the Republican Party claims that it is dedicated in principle to resisting the natural expansionary tendencies of the federal bureaucracy.

Be that as it may, voters in 2008 responded to Barack Obama’s promise of “change,” and why wouldn’t they after having endured a dizzying whirl of asset inflation followed by a bust? The Bush Republicans got one part of the successful Mundell supply-side formula right, with their 2003 tax reforms that maintained a reasonable level of taxation on the marginal earnings of the nation’s most productive citizens (even though those same citizens were being forced to shoulder an ever-larger share of the total tax burden). But they got the other half badly wrong. They failed to protect the soundness of the U.S. dollar. They and the country’s citizens have now paid dearly for that failure.

Barack Obama’s ascent to the White House was one of the most spectacular political feats the United States has seen. He came out of nowhere, with no record of having managed so much as a hot dog stand, and with a very thin resume as a U.S. senator. He has impressive political skills, although not the sure mastery of FDR. During the campaign he was long on soaring and inspiring rhetoric, tapping the great compassion American voters have for the weak and poor, but not very specific on what changes he had in mind other than the usual list of free-lunch promises that adorn all political campaigns. Instead of picking entirely new faces for his cabinet and top advisers—which admittedly would have been a formidable task for someone as inexperienced as Mr. Obama—he turned to such old hands as Paul Volcker, Larry Summers, Rahm Emanuel, Hillary Clinton, albeit old hands with differing attitudes and capabilities. But he also brought on board a cadre of progressives who would have a powerful influence within his administration.

As the Obama program unfolded, with plans for further nationalization of health care and proposals to micromanage and “green” the vital energy industry, public unease mounted. It soon became clear that progressives really were intent on drastically altering the American system of government. The credit boom excesses had put many businesses, particularly in the housing market, in bad odor with the voters, just as the banking traumas of the Hoover years had done in 1933. Thanks in part to superficial reporting in the major news media, Americans had very little understanding that government itself had been the true engineer of such things as the 2007 oil price spike and the subprime mortgage debacle, the one through dollar mismanagement and the other through “affordable housing” policies dictated by Congress, enforced rigorously by the Clinton administration, and continued into the Bush years.

Peter Lewin, an economist at the University of Texas management school in Dallas, posted an analysis of the housing debacle on the website of “The Freeman,” on April 1, 2009:

The housing crisis is the result of a systematic, hardheaded social policy aimed at increasing the number of homeowners in America. Using the politically charged notion that minorities were suffering from discrimination in the mortgage industry (a notion that has been discredited; see, for example, Stan Liebowitz, “A Study that Deserves No Credit,” Wall Street Journal, September 1, 1993), some Democratic politicians made it their mission to rewrite the standards for mortgage approvals and ensure they became the reigning procedures for the industry. In this they were assisted by the quasigovernment mortgage-packaging institutions, Fannie Mae, Freddie Mac, and Ginnie Mae. The result was a massive expansion of the production of new houses, an increase in housing prices, and an increase in the proportion of Americans owning their own homes.

The credit boom, financed by the Fed, sent house prices upward and encouraged the creation of mortgage-backed securities (MBS) and speculation in housing. Professor Lewin noted that with mortgage money so freely available, speculators could buy houses and “flip” them at a profit in the rising market. And when the inevitable price slump came, speculators who suddenly found themselves owing more than the houses were worth simply walked away. They defaulted on their mortgages and left it up to the lender to decide what do with the property.
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