







THE EXPERTS AGREE …

THE END OF PROSPERITY
IS A BOOK YOU CAN’T AFFORD TO MISS!

“Has the ‘end’ of prosperity already arrived or is prosperity, at the moment, balancing precariously at the cliff’s edge—to be rescued by a new president or pushed, tragically, to its death? … Laffer, Tanous, and Moore draw lessons from various episodes in American history—and from their own analysis of the American economy—to argue for keeping taxes low, government small, and trade free.”

—Wall Street Journal

“This insightful and timely book reminds us of the principles and policies which America will need to employ to restore stability and prosperity.”

—Lady Thatcher, prime minister of the United Kingdom 1979–1990

“Given the current climate for investment, [The End of Prosperity] might be the most prudent purchase you’ll be able to make for some time.”

—The American Spectator

“This book focuses on the greatest economic issues of our time. While I have very different views, it’s through careful debate and full understanding that we can make progress. This book is a must-read.”

—Joe Kennedy, former congressman from Massachusetts

“Frankly, I think supply-side economics is snake oil. But you should know how three of its smartest proponents try to defend it in this influential and important book.”

—Robert Reich
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The Second Coming

Turning and turning in the widening gyre
The falcon cannot hear the falconer;
Things fall apart; the centre cannot hold;
Mere anarchy is loosed upon the world,
The blood-dimmed tide is loosed, and everywhere
The ceremony of innocence is drowned;
The best lack all conviction, while the worst
Are full of passionate intensity.
Surely some revelation is at hand;
Surely the Second Coming is at hand.
The Second Coming! Hardly are those words out
When a vast image out of Spiritus Mundi
Troubles my sight: somewhere in the sands of the desert
A shape with lion body and the head of a man,
A gaze blank and pitiless as the sun,
Is moving its slow thighs, while all about it
Reel shadows of the indignant desert birds.
The darkness drops again; but now I know
That twenty centuries of stony sleep
were vexed to nightmare by a rocking cradle,
And what rough beast, its hour come round at last,
Slouches towards Bethlehem to be born?

—W. B. Yeats, 1920



PREFACE
ALL THE WRONG MOVES


A few years before our dear friend Milton Friedman died, two of us (Laffer and Moore) were on a panel with him. Milton said that he was puzzled by a paradox of modern America. “The lesson of the last fifty years,” he said, “is that socialism is a failed economic model and that free-market capitalism is a far superior organizing system. But our politicians and intellectuals seem to have concluded from this that what we need in America is more socialism.”

And he said all of this before the last year of George W. Bush’s presidency and the first year of Barack Obama’s. Milton would be depressed if he were alive today, because free-market capitalism has seldom been in more disrepute among the ruling class in Washington. We have seen a torrent of truly awful policy responses to the mortgage meltdown and the financial crisis. There have been more than $1.5 trillion of government bailouts to banks, insurance companies, investment firms, mortgage companies, distressed homeowners, and car companies. Even the porn industry has sought help from Washington.

Nearly one trillion more in troubled assets of banks and other financial firms have been bought up by the Federal Reserve Bank, which is now operating as a full-service commercial bank. At the very time that the hardcover edition of this book was hitting stores in fall 2008, the Bush administration was bailing out in a space of less than eight weeks: AIG, Fannie Mae and Freddie Mac, General Motors, Citibank, and others. A few weeks after leaving office, Mr. Bush said that he regretted having lost confidence in the free market so quickly. He was right to be regretful, because none of those policies worked to stop the economic slide.

With Barack Obama in the White House now and the Democrats controlling all the power in Washington, government solutions are seen as a universal panacea by the Obama Democrats, who are mimicking the policies of the old socialist labor parties of Europe. The Obama administration’s $800 billion fiscal stimulus plan was a catastrophically wrongheaded Keynesian stimulus plan that in reality simply showered money into a forty-year wish list of failed liberal programs.

Imagine the foolishness of calling extended unemployment benefits or expansions of the food stamp program to people who don’t work an “economic stimulus.” Since when does taking money from people who produce, and giving it to people who don’t, produce a stimulus? There was more money in this plan for the National Endowment for the Arts than for tax-rate reductions for small businesses. The plan provides tens of billions of dollars of tax rebates—a strategy tried twice by George W. Bush with no success—to people who don’t pay any income tax. There is money for installing solar paneling on libraries and schools, weatherizing homes, subsidizing farmers (who just got an enormous farm bill bailout), purchasing $1 billion of new cars for federal employees, Amtrak, and on and on.

When including the interest cost of this spending plan, the cost to taxpayers is more than $1 trillion. For about that amount of money we could have suspended the income tax for an entire year. Now that would have created millions of new jobs. Think about it. We could have told every business and worker in America that no income tax would be taken from their profits or paychecks in 2009. Alternatively, we could have financed all the transition costs to the flat tax that we endorse as a long-term growth Energizer Bunny for the U.S. economy. The tragedy of the Obama stimulus plan is not that we borrowed $1 trillion, it is that we got almost nothing in return for all of that debt that will be paid for, no doubt, with higher taxes in the future.

Figure P-1 compares the cost of all the bailouts and stimulus plans that have been enacted by Congress in the six-month period September 2008–March 2009. These expenditures dwarf in size all of the other major initiatives of government dating back to 1930, except for World War II. Even more amazing and depressing is that the total cost of the borrowing in one year, fy2009, exceeds the cost of all the net borrowing the government did from 1776 to 1980. Our debt as a share of GDP, which was below 45% in 2007 is headed to above 80% in 2019 (see figure P-2).

The Democrats used to sneer that George W. Bush was the “most fiscally irresponsible president in American history,” which might have been true, but it isn’t anymore. President Obama’s budget blueprint was a leap forward toward socialism. The plan borrows $10 trillion over ten years, moves toward universal, government-run health care, endorses a $1 trillion global warming tax, and raises tax rates on capital gains, dividends, personal income, and small businesses. So in the midst of one of the worst bear markets in the past one hundred years, Mr. Obama wants to raise the tax on stock ownership, which is surely contributing to the stock-market decline.

Then there is the central planner’s dream come true: a cap-and-trade tax that would regulate virtually every industrial activity in America and would raise an estimated $1.1 trillion over the next decade—money the Democrats are eager to dole out to favored special interest groups so they can lobby for even more government funds. The Democrats in Congress want to impose the enormous tax on industry to save the planet and then use the dollars raised for national health care. In some ways climate change is one of the most convenient crises in history. The very industries that Congress is now trying to protect—auto firms, steel mills, construction companies, and others—would be wiped out by this energy tax, and we would see jobs exported all over the rest of the globe. Democrats now want to add a tariff to prevent that from happening, thus combining a grand total of three rotten ideas all rolled into one plan.

Figure P-1
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Figure P-2
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The Left has seldom been as emboldened in attacking the “excesses,” “inequities,” and “market failures” of the capitalist system. We hear rants against excessive executive pay; we have government hiring and firing CEOs of major companies; we have Congress and the White House telling GM what kind of cars it should build. Welcome to the new industrial policy in America. Let’s hope it works better than what happened in Japan, which has lost two decades of growth and wealth with this economic strategy. We are opposed to, and sickened by, multi-million-dollar bonuses paid to executives at failing companies, to be sure. But when we tell the top executive talent or the best entrepreneurs in America today—the people who run multibillion-dollar companies with tens of thousands of workers and shareholders—that they cannot be paid as much as A-Rod or LeBron James or Alec Baldwin, we are putting America’s system of meritocracy at risk.

The Left is laying the groundwork for this transition to a more government-directed economy through a renewed intellectual assault against free markets. On April 13, 2008, a story in the New York Times exulted over what it described as the end of this naïve belief in the supremacy of free-market solutions. The Times’ tale went like this: Once upon a time free-market champion Friedman taught us that it was the botched performance of government and politicians that created and then deepened the Great Depression, which became the prevailing view in recent decades. But now “a bipartisan chorus has decided that unfettered markets are in need of fettering. Bailouts, stimulus spending, and regulations dominate the conversation.” Allen Sinai of Decision Economics Inc. added, “When Milton Friedman said that government should not interfere, he was wrong. We are now looking at one of the greatest real estate busts of all time. The free market is not geared to take care of the casualties.” The Times’s gleeful conclusion was that America can survive only with more government involvement and guard-rails and edicts and safety nets to rescue people and businesses from their own bad decisions. Never mind that in 2007 there were a record ninety thousand pages of federal rules and ten thousand commandments that are supposed to be doing that already.

It seems it was only yesterday that the ideas of Friedman and Laffer and Ronald Reagan seemed once and for all time triumphant. Supply-side economics was spreading throughout Asia and Europe at breakneck speed, as we discuss later in chapter 9. It seemed irrefutable that we were all supply-siders now. And as recently as 2000, John Cassidy wrote in The New Yorker that the idea espoused by Friedman and F. A. Hayek that state planning cannot compete with the free market, in which millions of individual actors act spontaneously to establish prices and allocate resources like capital and labor, “is now widely accepted.” He said that, thanks to Hayek, one of the few things that “most people can agree on” in economics is that “free market capitalism is the only practical way to organize a modern society.”

But today in Washington we wonder whether there are even 100 of the 535 members of Congress who agree with that premise. In his first trip to Europe as president, Barack Obama urged the Europeans to move to the left on spending, and grow their governments even faster. The Germans and French smartly said no to the new American-style socialism. Mr. Obama does not use the term “free market capitalism,” but “market capitalism,” which we half expect will soon morph into “market socialism.” On February 8, 2009, Newsweek proclaimed on its cover (with more than a little joy) “We Are All Socialists Now.”

No one, certainly not Friedman or Hayek or Laffer, has ever said that under free-market capitalism, there will be a continuous and uninterrupted path to prosperity, that people won’t make costly mistakes, or that there won’t be speculative bubbles inflated by irrational optimism. As W. C. Fields put it, “there’s a sucker born every minute.” But when government rushes in to prevent those mistakes, we are likely to confront what might be the worst form of tyranny of all: a government that tries to protect us from ourselves.

It seems increasingly clear that the Left intends to capitalize on the economic crisis to implant a new government expansionism that will be hard, if not impossible, to bend back once it is in place. The president’s Chief of Staff showed his hand when he told a liberal audience, “A crisis is a terrible thing to waste.”

The Left is romancing voters with an economic populist message that says: Wouldn’t you rather pay a little more to have free health care, to lower college tuition costs, to have a cleaner environment, to save the polar bears, to reduce income inequality, to improve education, to create a worker’s paradise? And some are even telling voters: You don’t have to pay for any of this. We will take it out of the hides of the rich. And these are the people who say that supply-siders like us believe in a free lunch! The End of Prosperity explains why these are all false and dangerous promises. They are the illusions of the Left that are seductive but in the end impoverishing.

When we are asked, Wouldn’t you be willing to give up just some of your freedoms to have X, or Y, or Z? the answer must be a resounding no. The Western Europeans said yes to all of these trade-offs, and now their economies are far poorer than ours. The Europeans traded in economic growth for economic security, and after twenty-five years of these policies, the German, French, Italians, and Swedes now have neither. As we write this preface, tens of thousands of middle-class French citizens have been protesting the loss of jobs and economic security in their nation.

When we started writing this book in late 2007, we could see that very tough times lay ahead for the United States economy. Spending was out of control, the dollar was falling, taxes were scheduled to rise, the free-trade bipartisan consensus was withering. In short, all the pro-growth economic policy variables were turning in the reverse direction. But even we did not expect the massive market meltdown that happened in late 2008. Investors have gone on strike, we believe, not as a result of the sub-prime crisis, the housing bubble, the excessive leverage of financial firms and many households, but because every political response to the crisis in Washington has been dead wrong and global capital markets no longer have faith that the U.S. is going to get the answers right anytime soon. The policy errors have converted a normal recession into a severe economic crisis—the likes of which we have not seen since the early 1980s.

That’s the warning of this book. Bad policies have bad consequences. We profoundly wish that Barack Obama and Joe Biden and Nancy Pelosi and Barney Frank and Larry Summers and Tim Geithner and Ben Bernanke would read The End of Prosperity and learn from both the mistakes and wise decisions made in the past. If they won’t, at least you should.

One last point. We heard recently that Milton Friedman’s widow, Rose, a lovely woman and a great economist in her own right, has been inconsolable that so few academics and politicians have rushed to Milton Friedman’s defense at a time when so many of his brilliant insights are under severe attack by the Left. The Leftists have printed up posters with Milton’s picture that read “Architect of the Global Economic Crisis.” This is the man whose teachings have helped lift more people out of poverty—tens of millions of people across the globe—than any scholar since perhaps Adam Smith. Well, Rose, this book is our attempt to educate policymakers and all Americans that Milton’s ideas and his support for free markets, lower taxes, and free trade have never been more salient and more necessary. Free-market capitalism has not made us poorer; market socialism has.

Arthur Laffer, Stephen Moore, and Peter Tanous—April 2009



FOREWORD
PROSPERITY IN THE BALANCE


By Larry Kudlow

When I came to Washington as a young man in late 1980 to work as an economist for Ronald Reagan, the new administration was set to launch a bold and controversial domestic program based on something called supply-side economics. My dear friend Arthur Laffer was one of the principal designers of this program, which threw out the failed Keynesian tenets of government planning and demand-side management.

From the late 1960s up until Reagan’s election, all manner of government tinkering and targeting completely ignored the crucial role of producers, investors, and entrepreneurs in the economy, as well as the need for stable money and low inflation. These interventionist programs produced the twin evils of high inflation and equally high unemployment. But Laffer’s handiwork helped resurrect the long-forgotten classical model of economic growth that emphasized free-market capitalism as the engine of prosperity.

Fighting off attacks from establishment economists who were baffled by what came to be known as stagflation, Laffer and others argued that monetary control by the Federal Reserve was necessary to curb inflation, and that significantly lower tax rates were essential to reignite economic growth. It must pay sufficiently, after tax, for investors to supply capital, for workers to supply their labor, and for entrepreneurs to risk life and limb to re-electrify the market’s animal spirits and generate Schumpeterian gales of creative destruction.

Along with industrial and financial deregulation, and an aggressive lowering of barriers to free trade, these principles launched a twenty-five-year-long prosperity boom, the likes of which has seldom been seen in American or world economic history. Defying the critics, Reagan’s supply-side policies took effect quickly and lasted a long time. The U.S. reclaimed the status of economic superpower. Reagan’s economic miracle dealt a crushing blow to the liberal academics, and their fellow travelers among the chattering classes, who had touted the state-planning socialism of the Soviets, or the rampant welfarism of Western Europe, or the industrial planning of Japan. Even worse for the critics on the left, as America moved back to the epicenter of the world economy, the Reagan model was adopted in nearly all corners of the planet.

Imitation is the sincerest form of flattery. Indeed, not only did the entire Soviet system collapse, but market economics and flat tax rates have appeared everywhere—from the old Soviet-bloc Eastern European nations, to the former collectivist bureaucratic Keynesian nation of India, and most remarkably, to that last bastion of red communism called China. Capitalism has also made its mark throughout Latin America. It has even infiltrated some of the most difficult areas of the Middle East, with radical Islam losing badly to new economic freedoms in Bahrain, Abu Dhabi, Jordan, Egypt, and even Saudi Arabia.

Literally hundreds of millions of formerly impoverished people are moving into the middle class around the globe, proving that market capitalism is the greatest anti-poverty program ever devised by man.

Turning back home, the twenty-five-year supply-side boom launched by Reagan has been in prosperity 95 percent of the time with only two brief and shallow recessions occupying the other 5 percent. Stock markets during this period have increased twelve-fold. The economy has expanded from $5 trillion to roughly $12 trillion in gross domestic product. More than 40 million new jobs have been created. Household wealth has exploded from roughly $15 trillion to nearly $60 trillion. More than 100 million Americans now own equity shares, either directly through their brokerage accounts or indirectly through proliferating 401(k) and other pension plans. Literally, in America, the workers now own the means of production. Karl Marx is now both dead and wrong.

Partnering with all this, we also have witnessed the most breathtaking technological transformation ever recorded in history, with the information revolution having modernized and changed every nook and cranny of the new American economy.

And yet, the current economic slowdown has spurred voices of the Left to once again plot to overturn the low-tax, free-market, free-trade principles that transformed us from impoverishment to prosperity nearly three decades ago.

Tax hikes are in the air, especially tax hikes on the so-called rich. Businesses and corporations are being lambasted as villains. Financiers and traders are being blamed for all that seems to ail us. The global free-trading system and the free movement of labor and capital worldwide are being attacked as part of the problem, instead of hailed as the source of solution. So-called global warming and climate change—still matters of much debate in the scientific community—are being used as an excuse to replace free markets with a Gosplan approach to central planning and regulating that would be the biggest expansion of the state’s role in the economy in our history.

These developments have been a call to action for economist Arthur Laffer, Steve Moore of the Wall Street Journal editorial page, and investment adviser Peter Tanous. Together my friends have produced a book that is nothing short of a loud-sounding siren—a critical warning about the threats to prosperity that are now gathering force in Washington and out on the campaign trail. To that end, this excellent book details the economic successes of the past three decades, and chronicles the new economic-policy threats that face us today.

Regarding the almost manic liberal effort to repeal supply-side tax cuts, I am amused at the idea that raising the top tax rate on the so-called rich is some sort of economic panacea. With the exception of President John F. Kennedy, Democrats have been saying this for seventy-five years. That they keep losing presidential elections with this platform seems not to deter them. Neither does the fact that the top 1 percent of income-tax payers now shoulder 40 percent of all income-tax collections, while the top 5 percent of payers today generate 60 percent of tax collections. In fact, we have learned that reducing tax rates on the attendant incentives to economic behavior produces not only economic booms, but booms in tax collections from upper-income earners. But it’s almost impossible to dissuade even the most charismatic graduates of Harvard Law School from wanting to tax these earners more.

I am also amused that liberals do not understand that taxing capital at prohibitive rates is akin to attempting to have capitalism without the very capital that makes it run. How does the average worker get a job when businesses cannot create jobs because they are starved for capital? The point of the U.S. experience of the past thirty years, and the reason for its imitation around the world, is that modern economic thinkers understand that capital and labor work together.

Energy is another area where today’s liberals are proving to be completely separated from reality. At a time when the world oil price has jumped to $140 a barrel, pulling up gasoline prices at the pump to more than $4 a gallon, the American people know full well that we should be maximizing our natural resources with environmentally sound policies to find more oil, more clean coal, more nuclear power, and more natural gas, while at the same time exploring alternatives such as wind, solar, or cellulosic energy.

The new fashion for cap-and-trade, which would create a remarkable regulatory state, will do nothing less than cap our resources and kill the economy. The economics of cap-and-trade would produce a constant state of less prosperity, not more. Americans know this and are rejecting it.

They also reject the notion that a weak dollar is somehow good for us, even if the idea comes from the sacred temples of the Treasury and Federal Reserve. It was Reagan who promoted the strong dollar—not only as an inflation-slaying tool, but also as a symbol of America’s economic strength around the world.

Looking at the current lull in economic growth, I would modestly suggest a three-part supply-side agenda. First, appreciably strengthen the value of the greenback. Second, keep marginal tax rates low and move to reform both the corporate and personal tax codes to keep America competitive in the global race for capital and labor. Third, enact a drill, drill, drill program aimed at offshore and onshore oil and gas, including the extraordinary oil-shale resources that bless our nation. Moratoriums on the outer continental shelf, shale, or Alaska should be quickly eliminated. We should adopt an America-first energy program that completely decontrols and deregulates our natural resources and unleashes the entrepreneurship of our energy sector, which is a world leader if we let it be. Rather than return to the hackneyed past of higher taxes, higher spending, and overregulation, we should stay on a free-market supply-side path that will generate another twenty-five years or more of economic growth and prosperity.

The End of Prosperity is an essential warning that bad policies will produce a bad economy. Not for months or a year, but for a long, long time. That’s why this is such an important book.

I’ll note that I am more optimistic than my good friends the authors. I believe that in our free democracy, the good common sense of American voters will reject mistaken ideological attempts to move our great nation backward. I believe that American investors, workers, and small-business owners will once again use the ballot box to turn down the sure failure of a planned economy. I believe that the historical and inherent successes of economic freedom will continue to prevail. But I know that Goldilocks, as I often call the U.S. economy, must be nurtured and incentivized for growth.

Every night on CNBC I repeat the creed that free-market capitalism is the best path to prosperity. I know that Messrs. Laffer, Moore, and Tanous agree with me. And I have faith that the American electorate stands with us, too.

Larry Kudlow is the host of CNBC’s Kudlow & Company.



THE END OF PROSPERITY




1

THE GATHERING ECONOMIC STORM


On the hope of our free nation rests the hope of all free nations.

—JOHN F. KENNEDY

AMERICA: WHAT WENT RIGHT

It was difficult for the three of us to write a book titled The End of Prosperity.

We’re not doom and gloom people; we’re natural optimists. And we’re not part of the trendy set of intellectuals who like to trash our nation, blame America first for all the world’s problems, or worst of all, predict with glee America’s downfall as some kind of punishment for our alleged past environmental crimes, racism, financial mismanagement, greed, overconsumption, imperialism, or whatever the latest chic attack on the United States is.

By contrast, we do believe in the idea of American exceptionalism and that this nation is, in the words of our hero Ronald Reagan, “a shining city on a hill.” The Gipper said it eloquently in his 1980 speech at the Republican National Convention in Detroit when he proclaimed that it was “divine providence that placed this land—this island of freedom here as a refuge for all those people in the world who yearn to breathe freely.”1 Yes, we certainly agree.

We’re also well aware that American skeptics who have written over the last two or three decades about the end of the United States’ economic might have gotten the story 180 degrees wrong. There’ve been dozens of wrongheaded books, many which became best sellers, from America: What Went Wrong? (Bartlett and Steele), to Bankruptcy 1995: The Coming Collapse of America and How to Stop It (Figgie and Swanson), to The Great Depression of 1990 (Ravi Batra), to The Rise and Fall of the Great Powers (Paul Kennedy), to The Day of Reckoning: The Consequences of American Economic Policy Under Reagan (Benjamin Friedman), all forecasting America’s impending economic collapse. So much gloom. These pessimists were about as right as the record producers who turned down a contract with the Beatles in 1962 because in their famous assessment, “guitar groups are on the way out,”2 or the venture capitalists who rolled with laughter over the idea of a computer in every home, and then told Bill Gates to go take a hike.

Many of today’s leading liberals who are advising Barack Obama and the Democrats in Congress are the same people who predicted in the late 1980s that Japan, with its sophisticated government-managed industrial policy economy, would take over the world in the 1990s and the early twenty-first century. Yes, those predictions were made at the early stages of one of the greatest and longest financial collapses in world history. Lester Thurow wrote after the Berlin Wall came down: “The Cold War is over. Japan won.”3 The Nikkei Index stood at 38,000 in 1989 and fell to below 8,000 in 2003, an 80 percent decline.4 So in the 1990s while the U.S. stock market more than doubled, the Japanese stocks fell by about half.

Where the declinists on the left foresaw America’s demise in the eighties and nineties and predicted a future that looked like the grim portrait of cities in movies like Blade Runner and Batman, we forecast growth and a cornucopia of financial opportunity and a coming burst of prosperity. We believed that Ronald Reagan had the right prescription for the malaise of the 1970s. Reagan focused like a guided missile on the big problems that had come to cripple the U.S. economy: rampant inflation, high tax rates, a crushing regulatory burden, and runaway government spending. Call the Reagan economic agenda Reaganomics, supply-side economics, or free market economics—critics can even keep on calling it Voodoo or “trickle down” economics—but what is undeniable is that the economy surged in the 1980s and 1990s as if injected with performance-enhancing steroids.


Movin’ On Up


Anyone who followed the declinists’ advice about selling America short lost a lot of money. After the Reagan tax cuts and the conquering of inflation in the early 1980s America’s net worth—or what we call America, Inc.—climbed in real terms from $25 trillion in 1980 to $57 trillion in 2007.5 More wealth was created in the United States over the past twenty-five years than in the previous two hundred years. The economy in real terms is almost twice as large today as it was in the late 1970s. Or consider these income gains:

• Between 2001 and 2007 alone the number of Americans with a net worth of more than $1 million quadrupled from 2.1 million to 8.9 million, according to TNS Financial Services.

• In 1967 only one in 25 families earned an income of $100,000 or more in real income (in 2004 dollars), whereas now, almost one in four families do. The percentage of families with an income of more than $75,000 a year has more than tripled from 9 percent to almost 33 percent from 1967 to 2005.

• The percentage of families in all of the income groups between $5,000 and $50,000 has dropped by nineteen percentage points since 1967.6

These figures confirm what we believe to be the most stunning economic accomplishment in America over the past quarter century: the trend of upward economic mobility in America. A poor family in 1979 was more likely to be rich by the early 1990s than to still be poor.7 This is the sign, not of a caste economic system, but of a meritocracy where people get ahead through hard work, saving, and smart investing. And moving up the ladder is the rule, not the exception, in America today.

There’s a wonderful new video on Reason.tv called “Living Large” that can be viewed on YouTube. In it, comedian Drew Carey goes to a lake in California where people are relaxing on $80,000 twenty-seven-foot boats and goofing around on $25,000 jet skis that they have hitched to their $40,000 SUVs. Mr. Carey asks these boat owners what they do for a living. As it turns out, they aren’t hedge fund managers. One is a gardener, another a truck driver, another an auto mechanic, and another a cop.8

Today most of the poor own things that once were considered luxuries, such as washing machines, clothes dryers, refrigerators, microwaves, color TV sets, air conditioning, stereos, cell phones, and at least one car. Table 1-1 shows that, amazingly, a larger percentage of poor families own these consumer items today than the middle class did in 1970.

One of the big dividends of this technology age is how rapidly new inventions become affordable to the middle class. It took more than fifty years for electricity and radio to reach the average household, but newer inventions, such as cell phones, laptop computers, and color TVs, became affordable within a matter of a few years (see Figure 1-1). We are democratizing wealth in America, and new things that were once the exclusive purchases of the rich are now regarded by Americans of all income groups as not just necessities, but entitlements. Young people today can’t even fathom a society without cell phones, iPods, laptops, DVD players, and the like. They think that to live without these things is to be living in a prehistoric age. But watch a movie from twenty years ago and you will laugh out loud seeing big clunky black machines that weighed as much as a brick, gave crackly service, and cost $4,200. Now cell phones are about forty-two dollars—even disposable. And the cost of making calls has dropped dramatically, too.

Table 1-1: The Ownership Society
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Here’s an even more amazing statistic: Americans in 2007 spent more than $1 billion just to change the answer tune on their cell phones.9 And yet Americans are still far and away the most generous citizens of the planet, giving more than $306 billion in 2007 to charity to help others, while 60 million Americans volunteer time for nonprofits, hospitals, churches, and other causes.10

In the late 1990s Barbara Ehrenreich asked in the New York Times, “Is the Middle Class Doomed?” She then noted that “some economists have predicted that the middle class will disappear altogether, leaving the country torn, like many third world countries, between an affluent minority and throngs of the desperately poor.”11 Here’s the truth. The purchasing power of the median-income family, that is, families at the midpoint of the income continuum, rose to $54,061 in 2004, an $8,228 real increase since 1980.12 The middle class is not disappearing, Barbara, it is getting richer, as shown in Figure 1-2.

Figure 1-1: Number of Years for Major Technologies to Reach 50 Percent of American Homes
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There’s no question that the poor and even the middle class face real financial challenges—paying for health care, college tuition, making mortgage payments in a downward spiral of housing values, and filling up the gas tank at the pump. But we always have to ask the question: compared to what? Today the poor generally have access to more modern goods, services, and technologies than the middle class did in the middle of the last century. As Nobel Prize–winning economic historian Robert Fogel wrote in 2004: “In every measure that we have bearing on the standard of living … the gains of the lower classes have been far greater than those experienced by the population as a whole.”13

Figure 1-2: Middle Class Getting Richer
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A recent study by the Congressional Budget Office came to the eye-popping conclusion that from 1994 to 2004 Americans in the bottom 20 percent of income actually had the highest increase in incomes.14 Yes, you read correctly: The poor got richer faster than the rich did. A subsequent study by the Treasury Department found the same thing.15 When you track real families—real people—over time, you find that people who are poor at the start of the period you examine have the biggest subsequent gains in income. Amazingly, the richer a person is at any given point in time, the smaller the subsequent income gains. Those in the top 1 percent actually lose income over time. You won’t read that in the New York Times, because the media treat facts like this as if they were closely guarded state secrets. And for the media, good news is practically a contradiction in terms when covering the American economy: If it’s good, then it’s not news. But no matter how you slice or dice the data, this has been a shared prosperity (see Table 1-2).

Table 1-2: Poor Are Getting Richer
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Today we are not just a nation of earners, but of owners. In the late 1970s only about one in five Americans owned stock. Today slightly more than one-half of all households are stock owners, or capitalists. To borrow a phrase from the Prudential TV commercials: Workers and families own a piece of the rock in America. This is one of the most important and uplifting demographic changes of recent times in the United States. We are becoming a nation of worker/owners. Americans now increasingly own the means of production. Marxism is dead. There is no inherent death struggle between workers and capitalists because in America they are one and the same.

We could go on, but the enduring lesson we hope we’ve documented is how much the standard of living of Americans rose in the short time period since 1980, once we got our economic policies in order and rewarded growth. We only wish that this were the end of the beginning of this golden age of prosperity, not the beginning of the end.

Don’t Know Much About History

So what explains our sudden turn toward pessimism? Why do we now forecast the End of Prosperity?

The short answer is that we aren’t just optimists, we are first and foremost realists. And we are now witnessing nearly all of the economic policy dials that were once turned toward growth being twisted back toward recession. The problem is not a crisis of the American spirit or work ethic, or value system, or some inevitable decline due to complacency. It is that our politicians in both parties, but especially the liberal Democrats, are getting everything wrong—tax policy, regulatory policy, monetary policy, spending policy, trade policy. We call this the assault on growth. The political class seems to be almost intentionally steering the United States economy into the abyss—and, to borrow a phrase from P. J. O’Rourke, the American electorate, alas, seems ready and willing to hand them the keys and the bottle of whiskey to do it.16 Almost all of the catastrophic policy mistakes are being coated with good intentions: to help the poor, the middle class, the environment, or the unemployed; to hold down prices, “obscene profits,” or irresponsible CEO pay; or to close the gap between rich and poor.

Let us interject an anecdote that goes a long way toward explaining the backwardness of the current political environment. In a Democratic presidential primary debate in Philadelphia, the following interchange occurred between Charlie Gibson of ABC News and Barack Obama on the senator’s plan to raise the capital gains tax. The discussion went like this:

Gibson: Senator, you have said you would favor an increase in the capital gains tax. You said on CNBC, and I quote, “I certainly would not go above what existed under Bill Clinton,” which was 28 percent. It’s now 15 percent. That’s almost a doubling, if you went to 28 percent. But actually, Bill Clinton, in 1997, signed legislation that dropped the capital gains tax to 20 percent.

Obama: Right.

Gibson: And George Bush has taken it down to 15 percent. And in each instance, when the rate dropped, revenues from the tax increased; the government took in more money. And in the 1980s, when the tax was increased to 28 percent, the revenues went down. So why raise it at all, especially given the fact that 100 million people in this country own stock and would be affected?

Obama: Well, Charlie, what I’ve said is that I would look at raising the capital gains tax for purposes of fairness. We saw an article today which showed that the top fifty hedge fund managers made $29 billion last year—$29 billion for fifty individuals. And part of what has happened is that those who are able to work the stock market and amass huge fortunes on capital gains are paying a lower tax rate than their secretaries. That’s not fair.

Gibson: But history shows that when you drop the capital gains tax, the revenues go up.

Obama: Well, that might happen, or it might not.17

This amazing exchange left us scratching our heads and wondering whether this gifted orator who can fill stadiums with 70,000 or more adoring fans and followers and says that he is promoting “The Audacity of Hope” has even the slightest clue about how economics works in the real world. How jobs are created. How entrepreneurs and risk takers create wealth. Mr. Obama admitted in front of a national television audience that he would raise the capital gains tax even if the revenues would fall—because this is the “fair” thing to do. Fair to whom? Everyone—and we mean everyone—loses when a tax increase lowers revenue. The government, the taxpayer, the economy, American workers.

But this was only the beginning of the onslaught, not the end. We’re worried that tax rates are going to go up across the board over the next few years—income tax, capital gains taxes, dividend taxes, Social Security taxes, and estate taxes. Even many of our friends who believe in limited government say that taxes must rise over the next five or ten years to pay for the stampeding cost of Medicare, Medicaid, and Social Security. We’re worried that the dreaded alternative minimum tax, which is now paid by some 5 million upper-income families, will be expanded to 25 million mostly middle class families as early as 2009. We’ve seen the greatest era of tax rate reduction in decades all over the globe in Iceland, Ireland, Britain, Sweden, even France. By 2010 the United States could be the nation with the highest tax rates on investment, savings, corporate profits, and stock ownership of any nation in the world. How will America compete and win in a global economy with that millstone around the neck of U.S. businesses? That can’t be healthy for the U.S. economy.

One thing is certain: If Washington turns all the policy dials in the wrong direction, just as sure as the sun rises in the morning, the U.S. economic growth machine will grind to a halt. It’s already happening, as evidenced by the housing crisis, high gas and food prices, and the collapse of the dollar. That is, in fact, the central premise of this book: Economic policy matters. Incentives matter. Prosperity doesn’t happen by accident, and growth is not the natural course of events; it has to be nurtured and rewarded.

A corollary to this premise is that when the politicians start to get the wires crossed, as on the engine of a finely tuned race car, bad things can happen in a hurry. When we got our policies terribly misaligned in the 1930s during the Great Depression the economy didn’t recover for twelve years, and then only because we entered a world war and the economy became a military emergency mobilization operation. The explanation of the Great Depression and the human misery it wrought is not an unsolved mystery.18 The twelve-year economic slide was a result of trade protectionism, high tax rates, a contractionary monetary policy, and a New Deal mishmash of government programs that were well intentioned, but made things worse, not better. The result was the worst stock market performance in history, bread lines and one in four Americans out of a job.

Then in the 1970s, during the era of malaise and stagflation, the over-regulated, overtaxed and overinflated U.S. economy sank from the exhaustion of carrying around these economic Quaaludes, and the stock market went Helter Skelter. We should have learned from these eras of despair that policymakers can do a lot of harm to financial conditions, family incomes, and American competitiveness—and they can rain down destruction in a hurry.

If anything, now that we live in a globalized economy without walls and with information traveling at warp speed, the penalty for getting economics wrong is more swiftly imposed and more punitive than in earlier times. Capital markets adapt to policy changes not within months or weeks but within hours, minutes, and even seconds. Tens of billions of dollars of capital investment can move from one nation to another in the time it takes global capitalists to right-click on the computer terminal. That we live in an era of quicksilver capital is a liberating force for good, not evil—it disciplines rogue governments for intervening in markets and for making horrendous policy mistakes. But it doesn’t guarantee that politicians won’t screw up in the first place.

The Four Killers of Prosperity

The tanking of the U.S. economy in the 1930s and the 1970s demonstrates the dangers of the four great killers of prosperity and bull markets. Those killers are:

• Trade protectionism.

• Tax increases and profligate government spending.

• New regulations and increased government intervention in the economy.

• Monetary policy mistakes.

So what can happen when we get these policies wrong? Again, the 1970s is instructive. Prices started the decade rising at 5 percent, then 6 percent, then 9 percent, then 11 percent, and then, in Jimmy Carter’s last months in office, at a 14 percent inflation rate. And when unions scored three-year contracts with 30 percent pay raises in the late 1970s, the hard-hat workers finally discovered they had been hoodwinked: Their fat raises were falling behind stampeding price increases. Families saw their biggest decline in real after-tax incomes since the Great Depression, with the median family losing almost $3,000 of income (in today’s dollars) thanks to high unemployment and high inflation. The highest tax rates hit 70 percent, and in some states the combined federal and state tax rate exceeded 80 percent. That meant that the government was entitled to four-fifths of the last dollar earned on investment. Regulations and government spending also went berserk. Investing, working, starting a business, taking risks—all of which are economic virtues in our book—were punished rather than rewarded. The result, as we see in Figure 1-3, was the worst stock market performance since the Great Depression. After-inflation, stocks lost 6.1 percent of their value compounded annually for sixteen years.

But now take a close look at the second half of the chart and you will see the astonishing and nearly uninterrupted surge in stock values starting in the early 1980s when taxes and inflation were cut. Our friend Larry Kudlow of CNBC TV’s Kudlow & Company calls this “the greatest story never told.” And we agree. Instead of losing 6 percent per year the S&P 500 rose at an annual real rate of just under 8 percent. The Dow Jones Industrial Average soared from 800 in 1982 to 12,500 at the time of this writing in early 2008. If we have another quarter-century run like that, by 2033 the stock market will be at 120,000.

In the 1980s, we rediscovered prosperity through the new agenda of supply-side economics. Ronald Reagan embraced as a centerpiece of his economic philosophy the idea of the Laffer Curve, which in shorthand tells us that when tax rates get too high, they smother growth and can cost the government more revenue than they raise.



Figure 1-3: From Bust to Boom: Before and After-Inflation Stock Market Performance*
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In the 1980s and 1990s and early 2000s most of the obstacles to growth were cleared away. Taxes, tariffs, regulations, and inflation weren’t eliminated, but they were tamed. Yes, there were policy mistakes along the way, there were periods of irrational exuberance in tech stocks and housing and savings and loans, there were tax increases under Reagan and Clinton that did more harm than good, there were protectionist tariff policies that set back the trade liberalization agenda. But the unmistakable trend over the period was toward stable prices, a dependable and strong currency, lower and flatter tax rates, freer trade, a lighter hand of regulation in key industries ranging from financial services to transportation to telecommunications and energy, somewhat moderated levels of federal spending, welfare reforms that rewarded work over dependency, the elimination of most price controls, and so on.19

Without these interferences the economy blossomed and U.S. industries reawakened from the wicked spell of stagflation. The United States was unquestionably the global winner in the race for capital around the world. America soaked up some $5 trillion in net capital investment from around the world.20 Smart money got parked in America, because this is where the growth and innovation occurred and where the value was added. (Think of the Silicon Valley high-tech revolution.) The after-tax, after-inflation return on a dollar of investment was more than doubled in many cases, so the dollars flowed in. These growth policies also attracted human capital, as smart and ambitious people knocked down the doors to stream in to fill many of the 40 million jobs that appeared practically out of thin air.21 And the United States became the world’s premier economic superpower. By 2005, according to the U.S. Department of Labor, the amount of production per person in America was $42,100, versus $34,000 in Canada, $31,000 in Japan, $30,200 in France, $29,800 in Germany, and $25,500 in Italy.22

Much of this growth was also fostered by the dawning of the age of the microchip and all the attendant fabulous technological advances, which have played such a vital role in this wild and wonderful ride. Ingenious and daring entrepreneurs from Bill Gates to Fred Smith to Larry Ellison to Google founders Sergey Brin and Larry Page launched whole new industries and made billions of dollars for themselves and billions more for workers and society. One of the often-repeated lies about the U.S. economy is that “we don’t make anything in America anymore.” Nonsense. We have created whole new 21st-century knowledge-based industries. Our point is that supply-side economic policies created the fertile environment for the entrepreneurial spirit that has made the information age economy such a brilliant success. The technological explosion and the Silicon Valley revolution might not have happened when it did and where it did had it not been for the pro-investment climate fostered by supply-side policies. It’s a lot harder to raise the money to start a new technology firm with 70 percent tax rates and a 40 percent real capital gains tax rate than with tax rates half that high.

Around the world other nations observed how the American economy raced forward and ran laps around their own economies. And these nations in effect shrugged their shoulders and said: If you can’t beat ’em join ’em. They moved gradually, but recently with increasing urgency, to adopt the supply-side, or “the American model” of free markets and low taxes, to emulate what they saw had worked so brilliantly in the United States. Tax rates in the developed nations around the world are on average twenty to twenty-five percentage points lower today than they were in the early 1980s. China, India, Vietnam, Eastern Europe, and now—we never thought we would see the day—even the nations of old Europe, Germany, Sweden, Italy, and yes, France, are shedding the welfare states’ state-owned enterprises, and the confiscatory tax policies and are re-engineering their economies in a more capital-friendly way. Good for them. Why aren’t we doing the same?

Which Brings Us to Today

We now live in troubled and turbulent economic times. In mid-2008 Americans are feeling uneasy and even slightly panicked about their financial future. They are worried about jobs, health care, and the high price of energy and food. They are also concerned about the housing crisis and making mortgage payments on homes that are falling in value. Many people have told us: The End of Prosperity is already here. Polls reveal a widespread gloom among voters not seen since the early 1980s.

So what course will we take to fix things?

We are now told by politicians that government will solve all these problems for us. The New York Times Magazine ran a lengthy article about the end of laissez faire economics in America—as if we ever had that. The Times advised that once upon a time free market champion Milton Friedman taught us that it was the botched job of government and politicians that created the Great Depression. But now in 2008, “a bipartisan chorus has declared that unfettered markets are in need of fettering. Bailouts, stimulus packages, and regulation dominate the conversation—on Wall Street, main street, and Pennsylvania Avenue.”23 We are now told that America can survive only with more government tentacles and do-gooders and controls and rules and programs to help save people and businesses from their own bad decisions. We’re back to cradle-to-grave safety nets and cradle-to-grave dependency.

Consider the financial and political fallout from the subprime mortgage crisis. A subprime mortgage is a mortgage given to a borrower with a less-than-stellar credit rating, hence sub, or below, prime. Over the last two to three years, while real estate prices were setting records around the country, a boom in real estate financing followed closely on the heels of the rush to buy property. To capitalize on the market frenzy, lenders devised novel means of financing to help buyers purchase properties they might not otherwise have been able to afford.

But home prices went down, not up, as the real estate crisis spread, and now millions of Americans have mortgages that are more than what the house is actually worth. No bank is going to refinance a house for an amount higher than what it is worth. To add to the misery, subprime mortgage interest rates ballooned, hiking payments on the original loan, which many borrowers couldn’t afford. What happened in thousands upon thousands of cases is that the hapless owner dropped the keys off at the bank (“jingle mail”) and moved, likely to a rental unit. Another mortgage gone bad and another house on the block in foreclosure.

What happened to these mortgages? The bank no longer had them. The bank had sold them to some clever Wall Street firms that packaged them into bonds with fancy names like CDOs, or Collateralized Debt Obligations. What happened next is at the heart of the subprime crisis. The wave of defaults on home mortgages cascaded into major losses for the holders of CDOs. As of early 2008, the reported writedowns of major financial institutions reached the staggering sum of $120 billion—and the number keeps climbing. The legendary investment bank Bear Stearns, which effectively imploded in the crisis, was acquired by J. P. Morgan for ten dollars a share (down from $170 in 2007). The fortunes and retirement nest eggs of thousands of Bear Stearns executives and employees were wiped out in an instant, and Bear Stearns stock investors took a bath.

Now here is what is really scary. The federal government now wants a massive $300 billion bailout of the very banks and the borrowers who often got greedy and tried to “play the market.” Congress wants the Federal Housing Administration to provide 100 percent taxpayer insurance for these failing subprime loans. Why? Doesn’t this just reward the bad behavior and the greed? There are somewhere near 55 million mortgages in America, and some 52 million of those mortgages are being paid on time by conscientious and financially responsible people. Sometimes it’s a hardship to make those mortgage payments. But most of us do it. So here’s a question about fairness: How is it fair to make 52 million who acted responsibly and are paying their mortgages on time pay more in taxes to bail out those who acted irresponsibly? In the marketplace, if you take a risk and you win, you keep your winnings. But now government is saying if you lose, the government bails you out! This sounds like heads I win, tails the taxpayers lose.

Plummeting home prices are not the only economic adversity we face today. Oil has soared above $140 a barrel, and gasoline prices are up to $4 a gallon. Hard-pressed consumers face higher prices on such necessities as transportation and heating, increased costs they simply cannot absorb without cutting somewhere else.

Stock market volatility has soared. Daily triple-digit movement of the Dow Jones Industrial Averages, once a rare phenomenon, is now common. Indeed, declines of two hundred and even three hundred points occur with alarming regularity, offset by occasional large increases. In just the first half of 2008, Americans lost $2 trillion in wealth.

So, whither prosperity?

The Imminent Economic Danger

Today there is a widespread consensus of opinion that tougher times lie ahead. Employment is down, incomes are down, housing values are down, family incomes are down, and consumer confidence is in the tank. The only thing that seems to be up these days is the price of everything we buy, from groceries to gas.

If in this precarious financial environment a new Congress decides to impose tax increases, the effect on our economy could be devastating. Indeed, a series of tax increases, presumably on “the wealthy,” could decapitate the prosperity we have enjoyed for over two decades. These tax increases will also sink the nervous stock market, and accelerate the sell-off of the shrinking dollar.

The danger is imminent and very real. One of the most serious aspects of the problem today is that major tax increases will occur if Congress does absolutely nothing, something it has become very adept at. The Bush tax cuts that reduced the tax on capital gains and dividends to 15 percent will simply expire after 2010 if nothing is done to extend them. That would mean that the capital gains tax rate will go from 15 percent to 20 percent, and the dividend tax rate will go from 15 percent back to 39.6 percent or higher for top earners. Barack Obama has suggested raising the capital gains tax rate to as high as 28 percent—higher than the rate when Bill Clinton left office.
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