Chapter 6
Reaganomics and its Legacy
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In his memoirs, Ronald Reagan underlined the primary significance of
cconomic policy to his presidential agenda. As he put it, “Nothing was pos-
sible unless we made the economy sound again.”! From the late 1960s to the
carly 1980s the United States had experienced its worst cconomic problems
since the 1930s. The development of stagflation—concurrent inflation and
stagnation—had produced three recessions and unprecedented price insta-
bility. Matters appeared to reach crisis point by late 1980. Productivity
growth had ground to a virtual halt and the miscry index—the combined
ratc of inflation (13 pereent) and uncmployment (7 percent)—stood at
20 pereent. In the quarter-century since 1983, by contrast, the American
cconomy has been a vibrant engine of almost continuous growth, high
employment, and low inflation. In this period there have only been two shal-
low recessions (at time of writing), an average of onc cvery twelve years.
Never before has the United States enjoyed a period of such prolonged
cxpansion and little contraction. Between 1949 (the date of the first postwar
recession) and 1980 the average duration of each expansion cycle was barely
4.5 ycars. During the cra of what some cconomists call “the great expansion,”
the United States consolidated its position as the number one economic
power in the world, a status it had looked to be in danger of losing by the end
of the 1970s.

Ronald Reagan promised the most dramatic changes in economic policy
since the New Deal to tackle the worst cconomic crisis since the Great
Depression. He blamed America’s woes on postwar liberal statism that bur-
dened the cconomy with high taxes to support big spending government. As
president he looked to develop a market-oriented political economy that
freed the productive potential of individuals from the dead hand of govern-
ment.? Unsurprisingly conservatives have attributed the great expansion to
the ongoing influecnce and legacy of Reaganomics. In 2000, conscrvative
cconomist and former Fedceral Reserve governor Lawrence Lindsay declared
that the years since 1983 were best seen “as a single expansion, with its roots
in the policy changes of the latc 1970s and carly 1980s.”% Tn 2004, Stephen
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Moore, president of the Club for Growth—a Washington-based group that
lobbies for lower taxes—declared that George W. Bush had completed the
transformation of the GOP into a supply-side party. “It has cvolved over the
past forty years,” he avowed, “from being a party of Eisenhower balanced-
budget Republicans into a party of Reaganite pro-growth advocates.™

The record of the economy since the early 1980s did not fulfill the gloomy
forcboding of Reagan-cra liberals that their nemesis was destroying its well-
being. Typifying their disdain, Kcynesian doyen James Tobin of Yalc, onc of
the founding fathers of the 1960s “new cconomics” as a member of the
Kennedy CEA, charged that Reaganomics was “a fraud from the begin-
ning.” In his view it simply proved that “a nation pays a heavy price when it
cntrusts its government and cconomy to simplistic ideologucs.™®

In a not uncritical study of Reagan and his era, historian Robert Collins
offers a more balanced and persuasive assessment. Reagan’s achicvements, he
suggests, should be counted in terms of the alternatives he forestalled.
Without his free-market approach, the U.S. responsc to stagflation and an
increasingly competitive international cconomy would have probably moved
in the dircction of statist programs of industrial policy and strategic trade
exemplified by the then successful model of Japan's Ministry of Tnternational
Trade and Tndustry. However, the subsequent stagnation of the Japanese
cconomy revealed the limitations of a political cconomy that gave govern-
ment greater responsibility than the market for resource allocation. At the
same time Collins warns against attributing too much influence to Reagan
for the economic success that continued long after he left office because
policics and circumstances changed significantly.®

It is worth recalling that the New Deal hardly had a stellar economic
rccord but its significance in launching the Keyncsian political cconomy of
the postwar cra is not in disputc. With this in mind, this cssay asscsscs
Reaganomics as a mixture of success and failure in terms of its management
of the cconomy and offers a bricf cvaluation of its legacy for the post-Reagan
era. It focuses on three issues: the fiscal-monetary mix in economic manage-
ment; the significance of Reagan’s tax program; and Amecrica’s transforma-
tion in the 1980s from being the world’s largest creditor nation to being its
largest debtor nation.

The Monetary-Fiscal Mix of Reaganomics

The new political economy that emerged in the 1980s was different in critical
respects from Reagan’s blucprint. This was most cvident in its operation of
massive budget deficits instead of the balanced budgets originally promised.
To his critics, Reagan replaced a “tax-and-spend” cconomic policy with a “spend-
and-borrow” one. Equally significant was the development of a monetary—
fiscal mix of demand management to promote cconomic growth in place of
the supply-side strategy initially heralded as the means to this end.

The original manifesto of Reagan’s cconomic idcas was Economic Policy
Memorandum Number 1, drawn up in 1979 by aide Martin Andcrson in
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readiness for the presidential campaign. The Prograo for Economic Recovery
[ PER] that the new president sent to Congress in February 1980 embodiced
its principles, As enunciated in these two statements, Reaganomics had a
Fiscal core of tax reduction and domestic spending restraint. Tts emphasis on
rax cuts as the agency of cconomic growth reflecred new supply-side cconomic
ideas that high marginal tax rates weakened the incentive of individuals to
work, save, and invest Tts commitment to balance the budget by the end of
Reagan’s first presidential term reflected conventional conservative belicf
that big government spending was a drag on the cconomy. The role of
monctary policy in this schema was a supporting onc of keeping inflation
under control through moderate restraint while fiscal measures worked their
magic to revitalize productivity growth as the ultimate guarantor of price
stability.”

However Federal Reserve chairman Paul Volcker was reading from a
different seript that cast him as commandcer-in-chief in an all-out war on
inflation. His appointment in the summer of 1979 was an act of desperation
by Jimmy Carter in the face of double-digit inflation. Volcker had won the
confidence of Wall Street as an inflation hawk in his former post as head of
the regional New York Federal Reserve. Hitherto postwar Democratic and
Republican administrations had largely prioritized fiscal policy in managing
the cconomy in accordance with the Keynesian formula for growth and high
employment. With the emphasis changed to fighting inflation through mon-
crary policy in the late 1970s, the Fed chair became the chicf manager of
prosperity, a role that the Employment Act of 1946 had implicitly conferred
on the president. The political cconomy of the 1980s only served to contirm
his status in this regard.

Volcker considered the central bank complicit in fucling inflation through
its casy money policies in the 1970s. He drew three lessons from this cra.
First, policymakers” pursuit ofa “Phillips curve” trade-off that targeted appro-
priate rates of employment growth for inflation growth had only madc things
worse. Second, the conquest of inflation at whatever temporary cost to unem-
ployment was the precondition for cconomic revival, Finally, inflation-wary
lenders would not commit sufficient investment funds to promote cconomic
growth unless the Federal Reserve had eredibility as an inflation-fighter.®

Under Volcker, the Fed immediately pursucd a money-targeting strategy
to control the money supply that helped push the economy into a bricf but
sharp recession in mid-1980. Despite temporary relaxation to assist recovery,
the consequence of Fed policies in the form of higher borrowing costs and
rising unemployment proved unhelpful to Jimmy Carter’s hopes of reclection.
Volcker did not change course with a new president in the White House. In
the sccond quarter of 1981 the Fed stepped up the restrictive strategy that it
had pursued almost continuously since late 1979 in a bid to wring inflation
out of the cconomy once and tor all. This precipitated the worst recession
since the 1930s. The downturn began in August 1981 and lasted through
1982, At the trough, unecmployment stood at 10.8 pereent of the workforee,
compared with the average of 7.1 pereent at the same stage of previous postwar
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recessions, and factory utilization was only 68 pereent of capacity, the lowest
since records were first compiled in 1948, Although recovery began in carly
1983, uncmployment rose to a peak of 11.5 million in January”

The recession had grave consequences for the fiscal caleulations of
Reaganomics, It destroyed the harvest of new revenucs that cconomic growth
was supposed to deliver with the tax-cut fertilizer, By FY1985 federal reccipts
had only recovered to 86 pereent of the level projected by PER. By under-
mining Reagan's popularity, the downturn also helped stiffen the resolve of
the Democrat-controlled House of Representatives to resist further domestic
retrenchment to help pay for the other clements of his fiscal program.
Reagan’s blitzkricg of tax cuts, defense expansion, and a first installment of
domestic retrenchment had stormed the legislature during his fivst year in
office but budgetary politics became bogged down in the stalemate of trench
warfare for the remainder of his presidency. This combination of circum-
stances drove the deficit into the stratosphere with the consequence that the
national debt held by the public rose from $711.9 billion at the end of 1980
to $2.1 trillion cight years later.™

The huge deficits threatened to derail Reagan’s promises of cconomic
growth because financial markets conventionally regarded them as harbin-
gers of inflation. Reagan adviser Alan Greenspan warned that the Fed would
likely keep its foot on the monctary brakes to assuage market psychology as
long as federal finances continued to hemorrhage red ink. Contrary to expec-
tations, Volcker relaxed monctary policy in July 1982 shortly before enact-
ment of the Tax Equity and Fiscal Responsibility Act (TEFRA) that
purported to raise $98 billion over three years mainly through closure of tax
loopholes. There was no clear evidence that Reagan’s deficit-control conces-
sion on new taxes had brought about the Fed’s change of course, but the
president was convinced that it had. Further monctary relaxation over the
next three months allowed the M1 money supply (currency in circulation
and checking accounts) to grow by 15 percent, which did much to generate
cconomic recovery in early 198311

Projections that the deficit would remain around $200 billion for years to
come made the president nervous that Volcker might once again rain on his
parade. A distraught Reagan reportedly exclaimed to the Budger Review
Board on January 3, 1983, “How can we come out with that string of fig-
ures without driving interest vates right back up?™'? Flowever, the Fed stayed
its hand because inflation did not revive in the face of the huge deficits,
Double-digit inflation had vanished in the recession. The consumer price
index rose by a yearly average of only 3.5 percent during the remainder of
Reagan’s presidency. Accordingly, monetary aggregates grew on average
quite rapidly from mid-1982 to carly 1987 at a ratc that would have been
deemed inflationary in the late 1970s. Only when mild inflationary pres-
sures resurfaced in 1987-1988 did the Fed engage in a modest tightening of
monetary policy.!?

The monetary castor oil of 19791982 had purged massive inflation from
the cconomy. A combination of other factors worked against its rencwal
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American manufacturers grew leaner and more efficient but at a cost to jobs
in the context of an increasingly competitive international  economy
Manufacturing productivity rose by 4.1 percent from 1980 through 1987,
well above the postwar norm, which allowed for the maintenance of produc-
tion levels with tewer workers. By the end of 1987, only 19.3 million
Americans worked in manufacturing compared with 21 million in 1979. A
global oil glut in the mid-1980s ensured no repeat of the supply shocks that
had been a major source of inflation in the previous decade. Finally, the
unprecedented numbers of women and baby-boomers that had entered the
labor force in the 1970s became more praductive with greater experience. ™

The conquest of intlation, which had troubled the American cconomy for
more than a decade, was the greatest cconomic policy success of the 1980s.
The institutional actor primarily responsible for this was the Federal Reserve
under Paul Volcker's leadership. Tn the latrer’s estimate, Reagan's most
important contribution to the battle was defeating the air traftic controllers’
strike in 1981 becausce this helped temper labor militancy and preempt a new
round of intlationary wage increases. He also appreciated that Reagan's
steadfast public support shiclded him against the open criticism of many
politicians from both partics in Congress, cven though administration ofti-
cials Jobbied him behind the scenes in the spring and summer of 1982 for
monctary relaxation.'®

The tight money policy that had blown the Reagan administration’s opti-
mistic cconomic projections oft course ultimately proved the salvation of its
tax program. Once reassured that $200 billion deficits were not going to
drive up interest rates again, the president could dig in his heels against any
retreat on personal income tax reductions for the sake of deficit control.’® In
the 1984 presidential clection, Democratic candidate Walter Mondale ran on
a platform calling for deficit-reducing tax increases to avert another ceo-
nomic catastrophe like that of 1981-1982. With the recovery now gaining
momentum, Reagan was able to turn the contest into a referendum on his
tax program. He detined the clection as a choice between growth based on
the fundamental values of individual freedom represented by his personal
income tax cuts and stagnation resulting from Mondale’s statist agenda of
tax increases,'”

The rencewal of cconomic growth hardly represented the triumph of
supply-side cconomics, The management of prosperity in the Reagan cra
relied on a flexible monetary policy that varied between being very tight and
velatively relaxed and an expansionary fiscal policy, a combination that oper-
ated through the demand side of the cconomy. This proved tar from a perfect
mix, however. As discussed later in this chapter, the expansionary budget
deficits contributed to a collapse in national saving. Compensating for this,
even though the Federal Reserve relaxed monetary policy from mid-1982
onward, it kept real interest rates (the actual interest rate minus the rate of
inflation) above their postwar norm to attract investment in the United
Stares by foreign savers. The consequences were a strong dollar and a grow-
ing trade deticit that produced a slower decline in unemployment than in
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previous recovery cycles. Joblessness did not fall below the 1980 recession-
year level of 7 percent until 1986

In the opinion of conscrvative cconomist Herbert Stein, the 1980s dem-
onstrated two realities for economic policymakers. First, the supply-side
approach provided ncither explanation nor solution for inflation. Sccond,
the power of government to influcnce the supply-side of the cconomy was
much smaller than its capacity to manage demand.™ The Fed’s conquest of
inflation was proof of the former. The limited benefits of the Reagan tax
program for productivity growth of output per employee was proof of the
latter. The strong gains in manufacturing productivity were the exception
rather than the rule in the 1980s. Total non-farm productivity growth aver-
aged only 1.3 percent annually under Reagan compared with 2.8 pereent
berween 1945 and 1973, Economic growth, which averaged 4.1 pereent
trom 1983 through 1988, was largely due to aggregate demand catching up
with potential GNT after a serious recession. Whatever else it achieved,
Reaganomics did little to boost capital formation, the prerequisite for
productivity improvement, Private investment in 19801992 was only
17.4 pereent of GDP compared with 18.6 percent in the cconomically
troubled 197051

The Reagan Tax Program

Tax reduction was the defining clement of Reaganomics but its cconomic
significance was more ambiguous than its political importance. Reagan’s tax
cuts gave the Republicans the banner issuc that was fundamental to their
electoral success in the late twentieth century and beyond. As it eventually
developed, however, his tax program was a manifestation of his populist con-
servatism rather than of supply-side cconomics.

Enactment of the Economic Recovery Tax Act (ERTA) of 1981, the larg-
est tax reduction in U.S. history, was Reagan’s greatest success in his first year
as president. This cut the top individual income tax rate from 70 percent to
50 pereent on January 1, 1982, and reduced rates for all other taxpayers in
three annual stages of' 5, 10, and 10 percent (aggregate reduction 23 pereent).
Congressional add-ons significantly expanded the measure beyond the terms
of the administration’s original bill. In particular, the automatic indexation
of personal income tax to inflation from FY1985 onward climinated the
“bracket creep” phenomenon that had enlarged individual tax burdens and
federal receipts in the 1970s. In addition ERTA was turned into a Christmas
tree of deductions and benefits to business, including faster write-offs for
capital expenditures, an increase in the investment tax credit, and benefits
for oil producers,

Reagan consistently supported the ERTA personal tax cuts for the remain-
der of his presidency even as he made concessions on other forms of taxation,
In his cyes, high personal taxes threatened the liberty of American citizens
by confiscating the wealth they created to feed a rapacious big government !
The president’s prioritics were at variance with those of first-term Office of
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Management and Budget director David Stockman. Originally a true believer
mn Reaganomics and in many respects the engineer charged with turning its
blueprint into reality, Stockman guickly lost faith when the conscquences for
the deficit became apparent in the second half of 1981, Tn late September the
budget director vainly advocated a onc-year deferment of the sccond and
third installments of the ERTA personal tax cuts to mitigate deficit growth,
In unguarded remarks to journalist William Greider, he deseribed the across-
the-board income tax cuts as a “Trojan horse.” From his perspective, their
sole purpose was to provide a political smokescreen for ERTA's tax breaks for
business and the immediate cut in the top rate of personal income tax that
would be the real drivers of cconomic expansion because of their benefits for
investment. Stockman’s influence in the White House went into decline fol-
lowing publication of these comments.?! He had failed to understand that
his boss regarded across-the-board personal tax reduction as the core of his
cconomic program rather than the trimmings.

Far from accepting that ERTA had inflated the deficit, Reagan clung to
the belief that the cconomic growth it generated would produce a compen-
satory revenue reflow.?? This conviction was based on the theory of supply-
sider Arthur Laffer that there was a point on the tax ratec curve between
0 and 100 pereent beyond which higher taxes yielded fewer revenues than a
lower tax rate. The “Laffer curve” never plotted the point at which the
change oceurred, acknowledged that a higher tax rate would still yield more
revenue than a lower rate below this apex, and did not claim that tax cuts
would pay for themselves.?* However, Reagan’s simplistic distortion of this
theory reinforeed his conviction that income tax cuts generated additional
revenue for government and income tax increases had the opposite cffect.?

The experience of the 1980s offered conclusive proof that the reverse was
true. Allowing for the effects of recession, ERTA cost $643 billion in reve-
nue in s fiest five years of operation. In contrast, corporate income tax
inereases levied by TEFRA and the Deficit Reduction Act of 1984, a smaller
loophole closing measure enacted to blunt deficit concerns in an election
year, benefited federal coffers. Tn combination with the social sceurity tax
increases of 1983, these measures offset the revenue loss from ERTA by
about a third.?®

It Reagan's misappropriation of the Lafter curve theory fortified his belief
in tax reduction, it is difficult to find other consistent threads of supply-side
principle in his adminiscration’s tax program. The president’s 1982 Economic
Repore promised that the ERTA incentives would significantly encourage
new investment.®® Belying this, TEFRA climinated a number of the business
tax breaks that Congress had appended to the 1981 tax cut. Supply-siders
regarded the change of course as a self-defeating betrayal of their faith on
Reagan’s part. In their eyes, TEFRA crowded productive dollars out of the
cconomy at a time of recession, thereby hindering cconomic expansion that
was the most effective instrument of deficit reduction. To the relief of prag-
matic White Housc aides such as chicl of staff James Baker, a number of
supply-siders—notably Trcasury officials Paul Craig Roberts and Norman
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Turc—quit the administration in 1982 as Reagan moved toward approving
the tax increase.?’

Worse was to follow from the supply-siders” perspective as Reagan turned
into a tax reformer in his sccond term.® The original inspiration for this was
to counter anticipated Democratic charges in the 1984 clection that his tax
program was biascd to the rich, Donald Regan and James Baker, who exchanged
their first term posts as Treasury scerctary and chicef of staff, promoted devel-
opment of what became the Tax Reform Act of 1986. This simplificd the
fourteen-bracket tax code into two of 15 pereent and 28 pereent (with a com-
plicated surtax that put some upper middle class familics in a “bubble”
bracket of 33 percent). An estimated 80 percent of American taxpayers came
within the 15 percent bracket. Meanwhile the top tax bracket, which had
been 70 percent in 1981, was now lower than the bottom marginal tax rate
in some Western European countrics. Thanks to enhanced exemptions for
taxpayers with dependents, TRA also removed six million poor Americans
from the tax rolls. At the same time it climinated or reduced deductions and
other benefits that favored high-income taxpayers. Accordingly, the measure
produced lower taxes for about 60 percent of taxpayers, higher ones for
15 percent—mainly the wealthy, and left them the same for 25 pereent.??

To ensure that this largess did not inflate the deficit, TRA paid for its
personal tax cuts by shifting a tax burden of $120 billion from individuals
to corporations in its first five years of life. Even though it cut the basic rate
of corporate taxcs, it significantly broadened the corporate tax basc through
elimination of the investment tax credit, much slower depreciation
allowances, and a stift alternative minimum tax for corporations. ERTA’
strategy of creating tax expenditures to cncourage saving and investment
was reversed by the TRA’s climination of seventy-two of these benefits for
business and individuals in the cause of tax fairness. According to onc
estimate, TRA raised the effective tax rate on new business investment in
cquipment of all kinds by some 20 percent. No dispensation was made for
rescarch and scientific equipment, so the measure arguably had adverse con-
sequences for America’s efforts to compete in new technology and related
industries.™

[F Reagan’s tax program did not live up to supply-siders’ hopes of boosting
investment, some analysts still considered it instrumental in improving living
standards for many Americans in the 1980s. Historian John Diggins argued
that impressions of the Reagan cra as “a time when the rich cxploited the
poor must be revised if history is to be faithful to statistics.” In the two years
after TRA’s enactment, the top 5 pereent of taxpayers paid 45.5 pereent of all
personal income taxes compared to 41. 8 percent in 1986, while the bottom
50 percent of taxpayers moved in the opposite direction from 6.6 percent to
5.7 percent. Income distribution data also suggested that the economic
recovery that ERTA helped to generate was a rising tide that lifted all boats
not just the yachts of the wealthy. By 1986, the bottom income quintile
accounted for 28 perecent of the total personal income gain since 1977
compared with 11 pereent for the top quintile.™
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Whether lower income groups did become significantly better off in the
1980s is open to question. The regressive social security tax increases enacted
in 1983 to safeguard program trust fund solvency canceled out the benefit
of the Reagan income tax cuts for many Americans in the bottom halt of the
income distribution. Morcover the standard of living of single-income fami-
lies stagnated in the 19805, Tn 1983 the average U.S, worker carned $281 per
week, but only $271 as measured in 1983 dollars by the end ol 1989, In the
Reagan era, most familics in the lower half of the income distribution only
increased their income by having two adult carners rather than one. By 1987,
49 pereent of all married couples were working couples. Even two-income
Familics found that higher costs tor housing, health care, and education off-
set a goodly portion of their growing income,

[f the debate on the distributional benefits of Reaganomics remains unre-
solved, what is not in doubr is that there was no investment revolution in the
1980s. Net business capital formation annually averaged 3.5 percent of total
income during the 1960s and 3.3 pereent in the 1970s but only 2.3 pereent
from 1981 through 1987. Between 1980 and 1987 the rate at which the capital
intensity of America’s production rose declined by half. In contrast the demand
side of the cconomy underwent some expansion in the Reagan era. Per capita
consumer spending rose 2.2 percent a year in this period, comparable with the
pre-1973 level but well above that of 1.4 percent for 1973-1980.%3

As noted earlier, the growth of two-income families offers some explana-
tion for the cxpansion of consumer spending. Additionally, Reagan fiscal
policy worked to the benefit ot family budgets in an unexpected way. In 1979
the share ol individuals® income that went on tax payments was 18.2 pereent,
while the share of their income provided through government transfer pay-
ments to individuals (such as social sccurity, veterans’ benefits, welfare assis-
tance) was 12.4 pereent, The 5.8 pereent differential was not far out of line
with the approximately 6 percent differential that pertained in the 1950s and
1960s. By 1986, the total tax payment of individuals was still 18.2 percent
because the social security tax increases counterbalanced the effects of
ERTA, but transfer payments had risen to 13.4 pereent of individual income.
This produced a differential of 4.8 percent, making an extra 1 pereent of
income available for consumer spending compared with 1979, The third Fac-
tor that financed real consumption growth without real carnings growth
was the reduction that took place in individual saving. Americans saved
7.2 pereent of their after-tax income on average from the 1950s to the 1970s.
This rate declined to 6.5 pereent on average from 1981 to 1984 but then fell
steadily to 3.7 percent by 1987, Tn other words the Reagan cconomic recovery
was fueled in pare by a decline in saving, which Reaganomics had originally
promiscd to boost.™

Debtor Nation

One of the most significant cconomic consequences of huge budget deficits
in the Reagan era was their impact on national saving. Until 1980 private
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saving by individuals and business, though ncver historically strong in
comparison with other nations, more than offset the relatively small deficits
that the federal government ran almost continuously since 1945, However
the growth of federal “dissaving” in the shape of mammoth deficits
compounded the problem of the decline in private saving in the 1980s, The
overall rate of national saving (private savings minus government borrowing)
underwent a precipitous decline from a yearly average of 7.7 percent in the
1970s to 3 pereent in the late 1980s.% Left to rely on its own resources, the
United States would have experienced a comparable decline in private invest-
ment as a result of the collapse of national savings, but it made up the
deficiency through attracting a massive intlow of foreign capital

Thanks to the collapse of national saving, the United States was trans-
formed from a creditor with net foreign assets of $141 billion to a debror
with net forcign liabilitics of 8111 billion in 1985, a swing of $250 billion in
just four years. Foreign capital was attracted to the United States by interest
rates that were some 2 percent above those of Western European countries
and Japan in the mid-1980s. On average the real short-term interest rate in
the United States was 4.9 percent in the 1980s compared with 0.79 percent
from the 1950s through the 1970s. The difference reflected America’s need
to borrow from abroad in the later period and the adequacy of its domestic
savings in the carlicr era. At onc juncturc in 1983 Paul Volcker had criticized
as excessive a Fed stalf projection that the net inflow would need to reach
$75 billion a year to cover America’s needs. In the peak year of 1985, how-
ever, it went as high as $103 billion. 3

Higher interest rates resulted in a strong dollar that led in turn to a growing
trade deficit. Between October 1979 and February 1985 the dollar rose in
value by over 80 pereent against a basket of cleven major currencics, America’s
annual merchandize trade deficit rose in conjunction from $26 billion in 1980
to a record high of $159 billion in 1987 before the effects of currency reval-
uation that had been going on for two years brought about a steady decline
to $108 billion by 1990. Benefiting from the favorable exchange rates of the
carly 1980s, manufactured goods from East Asia and Western Europe under-
cut American products not only in domestic but also in foreign markets.
Forcign competition was blamed for the loss ol jobs and the slow recovery off
cmployment from the recession. Japan, with whom the United States oper-
ated a $56 billion bilateral deficit in 1987, was singled out for particular
criticism for taking supposcdly unfair advantage of the situation. The incvi-
table consequence was the rise of protectionist sentiment in Congress, par-
ticularly among Democrats who represented blue-collar constituencics.

The Reagan administration preached the virtues of free trade as part of its
free market mantra, but found excuses in its first term to do the opposite in
practice. In 1981, for example, it sccured Japanese agreement for “volun-
tary” restrictions on their automobile imports in the United States in order
to head off the danger of import quota legislation.® Scizing on renewed con-
gressional demands for protectionist measures, Treasury Scerctary James
Baker negotiated with Volcker’s assistance the so-called Plaza Accord with
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their G-5 (France, Japan, United Kingdom, and West Germany) counter-
parts in September 1985, This entailed a joint commitment to intervene in
financial markets by means of sclling dollars and buying other currencics in
order to depress the value of the greenback. The dollar went into a rapid and
prolonged decline that saw it fall from a peak exchange rate of 263.5 against
the Japanese yen in February 1985 to 153,5 two years later. Volcker charac-
terized this as “the most aggressive and persistent cffort™ to manipulate
exchange rates on a global scale since the end of the Bretton Woods system
of dollar-based Fixed exchange rates in the carly 1970s.%

The Louvre Accord of February 1987 sought to extend the process of
international cconomic coordination among G-7 nations (Canada and Tealy
had now been allowed to the table) by agrecing Baker’s proposal for dollar
stabilization in return for America’s trading partners stimulating their econ-
omics to boost imports. However, this only revealed the limitations rather
than the possibilities of global cooperation. Tt proved impossible to connect
exchange rate realignment with macrocconomic adjustment. The United
States would not raise interest rates to pump up the dollar’s value for fear of
precipitating another recession and Japan and West Germany would not
lower their interest rates for fear of gencrating inflation. The huge differ-
ences between America’s huge external account deficic and the large sur-
plases operated by some high-saving G-7 nations, notably Japan, also made
coordination difficult.*9

An ofticial report later suggested that fears of a forcign dollar strike in
responsc to the declining value of America’s currency was a factor in bringing
about the stock market crash of October 19, 1987, Whether justilicd or not,
this bespoke of growing concern at the crosion of Amcrica’s cconomic sover-
cignty in a new era of global interdependence. !’ Prompr action by the Federal
Reserve to guarantee banks necessary liquidity ensured that the crash did not
precipitate a new recession. Nevertheless, the stock market collapse prompted
political compromise between the Reagan administration and the congressio-
nal Democrats over the Omnibus Trade and Competitivencess Act of 1988
This was the first comprehensive trade bill since the protectionist Smoot—
Hawley Act of 1930 that was widely blamed for precipitating global depres-
sion. It originally contained a Democratic proposal for imposition of quotas
on countrics running a large bilateral surplus with the United States. Fears
of provoking a trade war at a particularly critical moment for the global
cconomy led to its substitution with a provision authorizing ncgotiations
with countrics that operated unfair trade barriers and retaliation only if talks
failed *2

In mecting the unexpected challenges posed by America’s new status as a
debtor nation, the Reagan administration’s cfforts to promote international
coordination of exchanges rates and macroeconomic policies arguably con-
sticuted its clearest deviation from the free market cthos proclaimed by
Reaganomics. This intervention did nothing to cure the fundamental prob-
lem o America’s external imbalance that underlay its changed position in the
international cconomy. The solution required an increase in national saving,
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which was best achieved by reducing the deficit not by manipulating currency
rates

The Legacy of Reaganomics

Since Reaganomics was not true to its own self in many respects, it is hardly
surprising that its legacy has been ambiguous. The New Deal had pursued an
inconsistent and shifting macrocconomic strategy before scetling belatedly
on a form of Keynesianism, but it had never started with a coherent blueprint
in the manner of Reaganomics. It was World War IT chat provided the labo-
ratory for the successtul testing of Keynesian policies whose efficacy remained
in question at the end of the 1930s. Reaganomics did not experience a com-
parable consolidation in the 1990s. Instead, what became known as
Clintonomics offered a highly suceesstul variant to the macrocconomic pol-
icies of the 1980s.

Bill Clinton’s cconomic policy incurred liberal criticism for being
Reaganomics Mark I1, but it was distinctive in important regards.** Most
significantly, it developed a different fiscal-monctary combination in cco-
nomic management. This featured moncetary relaxation and fiscal tight-
ness, the reverse of the Reagan-era pattern. The transition from
Reaganomics actually began during George HW. Bush’s presidency. The
bipartisan deficit reduction agreement of 1990, which cost Bush his no-
new-taxcs clection pledge and split the GOP, initiared the drive for fiscal
restraint that was the dominant feature of budgetary policy in the final
decade of the twenticth century. Clinton’s 1993 deficit reduction plan and
the bipartisan budget agreement of 1997 built upon this foundation
Under Volcker’s successor, Alan Greenspan, the Federal Reserve in 1990
reversed the tight money regime instituted in 1987 and hewed to a course
of monetary relaxation until 1999, when it moved to douse stock market
inflation, The only significant exception to this trend was a twelve-month
period in 1994-1995 when Greenspan plotted a soft landing for a fast
growing cconomy.?*

Aided by a benign monetary regime, the United States entered a remark-
able period of cconomic growth that benefited from an investment revolu-
tion absent in the 1980s. Between 1996 and 2000, the unemployment rate
fell from 5.6 percent to 4 pereent, well below the 1984-1988 average of
6.6 percent, inflation kept on its lowest track since the 1950s, and productivity
growth almost doubled to 2.7 percent. Broader changes in the cconomy—
the advent of new technology, globalization, and well-functioning venture
capital markets—underlay this success, but cconomic management played its
part. Two Democratic cconomists, Alan Blinder of Yale and Janct Yellen of
Berkeley, whom Clinton appointed to serve on the Federal Reserve Board of
Governors, arguced that the experience of the 1990s offered different lessons
to those of the 1980s. First, tight budgets and easy moncy created a pro-in-
vestment macrocconomic climate by holding down real interest rates. Sceond,
“contractionary” fiscal policy did not harm cconomic growth because the
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resultant decline in inflationary expectations encouraged the bond market to
relax long-termy interest rates and the decline of government borrowing had
supply-side bencefits of frecing up loan finance for private use. Finally,
Greenspan's successful manipulation ofinterest rates disproved Paul Volcker’s
contenrion that finc-tuning to achieve an appropriate trade-oft berween
inflation and unemployment was impossible. 3

Economic growth in combination with deficit reduction measures brought
about a balanced budget much sooner than expected. The federal govern-
ment operated four consceutive surplus budgets from FY1998 to FY2001 for
the first time since the 1920s. This was achicved through a reversal of
Reagan’s budgetary priorities, The end of the Cold War facilitated a signifi-
cant reduction of defense spending from 5.6 percent GDP in FY1989 to
3 percent in FY2000. The Democrats, morcover, won the central political
battle of rhe 1990s to balance the budget at a high rate of revenue that
protected domestic program outlays over Republican preferences to do so at
a low level ol revenues that would require domestic retrenchment. In the
balanced budgets of FY1998-2001 reccipts averaged 20.2 perecent GDP, a
level unmatched sinee the peak tax years of World War 11 in FY1944-1945
(average 20.7 percent GDP)*0

George W. Bush’s attempt to renew Reaganomics only appeared to squan-
der the legacy of Clintonomics. The Bush tax cuts embodiced in the Economic
Growth and Tax Relief Reconciliation Act of 2001 and the Jobs and Growth
Tax Relict Reconciliation Act of 2003 sought to revive an cconomy that had
been plunged into a brief but sharp recession by the dotcom collapse and the
9/11 attacks in 2001, The combination ol recession, tax cuts, and increased
sceurity expenditures to fund the war on terror at home and abroad
transformed the decade of surpluses that scemed possible at the dawn of the
twenty-first century into a new age of deficits. Between FY2000 and FY2004
the budget moved from asurplus of 2.4 percent GDP to a deficit of 3.6 percent
GDP. This fiscal deterioration of 6 perecent GDP was almost comparable to
the Depression-cra deterioration of 6.7 percent GDP from FY1930 to
FY1934.%7

Bush proved a stouter supply-sider than Reagan had been. The bulk of his tax
culs benelited upper-income groups and business to boost investment growth.
The richest 1 percent of taxpayers received 45 percent of the benefits of the 2001
tax reduction, while the poorest 60 pereent reccived just 13 percent. Among
other inducements, the 2003 measure reduced the maximum tax ratec on
capital gains and dividends. Nevertheless, Bush’s promise that his tax cuts
would pay for themselves through cconomic groweh was as ecmpty as his pre-
decessor’s. Tn 2007, U.S. Treasury data suggested that they had recouped
just 7 pereent of their §1.1 trillion costs *®

The tax cuts indicated that the Bush political economy had moved in the
Reaganite direction of fiscal expansion. Tn contrast to the 1980s, monctary
policy also moved in the same direction. Ongoing productivity gains from
the new technology and the capital-cquipment investment boom of the
1990s countered the renewal of inflationary pressures. Morcover, the
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depressing cffect of renewed budget deficits on national saving did not
necessitate a return ot high real interest rates to attract foreign capital. The
American consumer market had become the engine of global cconomic
growth,

The export-driven cconomics of East Asia, led by the People’s Republic of
China, built up dollar reserves in the form of Treasury securitics and other
investments to maintain currency exchange rates that ensured competitive
price levels for their products in the United States. America’s currcnt-account
deficit (mainly comprising its trade deficit, net interest liabilitics on its
international investment balance) conscquently grew to $856 billion in
2006, equal to 6.5 percent GDP and far in excess of the Reagan-era peak of
3.5 pereent GDP in 1987, Many analysts questioned the sustainability of this
external imbalance and worried about the vulnerability of a foreign dollar
strike.*” Morc immediately, the availability of cheap credit inflated the hous-
ing market and created a mountain of individual debt. Concerns about this
cventually produced U.S. stock market turbulence in 2007 that had ripple
cffecets throughout the world.®”

Conclusion

In defense of Reaganomics, its supporters can justifiably argue that it con-
quered inflation, revived confidence in the American cconomy’s capacity for
growth, and freed the market from the unproductive aspects of big govern-
ment. In this regard, it arguably laid the foundations for the successes of the
1990s. However, its long-term policy influence was more open to doubt
Clintonomics offered a significantly different variant and Bush’s recalibra-
tion of Reaganomics has served to revive concerns about the problems asso-
ciated with the original. Keynesianism enjoyed a heyday of some forty years
before its failure to conquer stagflation discredited it. The problem that
Reaganomics exacerbated and that might ultimately cast a shadow over its
claim to a positive historic legacy is its cffect on national saving, the seed
corn for America’s cconomic future.

The national savings rate has never truly recovered from the decline of the
1980s. Even Clintonomics failed in this regard. Tts reversal of public dissav-
ing was morc than offsct by a rapid decline of private saving in the late 1990s
as Americans cashed in on the consumer and stock market booms.®' By 2006
the United Stares was consuming nearly four-fifths of the savings thar the
rest of the world did not invest at home, cquivalent to more than $2 billion
a day. The growing rcliance on foreign savers to make up the shortlall in
domestic savings has created an unprecedented imbalance in America’s exter-
nal accounts that logic suggests is unsustainable. The day of reckoning that
contemporary skeptics warned would be the consequence of Reagan’s ceo-
nomic policies never came in the 1980s but the United States may yet have
to face it if the fundamental problem bequeathed by Reaganomics remains
unsolved.
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