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This chapter examines the question of whether or not there was a “neo-lib-
eral” revolution in tax policy in the United States during the 1970s and 
1980s. Answering this question requires three tasks: a definition of “neo-lib-
eralism”; an assessment of the extent to which tax and fiscal policies during 
the 1970s and 1980s, especially the policies promulgated by President Ronald 
Reagan and his administration, constituted a “neo-liberal” break from his-
toric patterns; and an evaluation of the impact of those policies on the 
American political economy. That, in outline, is the structure of my chapter.1

What Is Meant by “Neo-Liberal” Tax Policy?
Answering the question of whether or not there was a “neo-liberal” revo-
lution in the United States during the 1970s and 1980s requires first dis-
cussing the meaning of “neo-liberalism,” especially in the American 
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context. In doing so, we have the benefit of the impressive work of the 
numerous scholars who have explored the significance of “neo-liberalism” 
to the development of the state since World War II.2

Historical actors who declared themselves “neo-liberal” and scholars 
who have studied “neo-liberalism” sometimes have used the terms in dif-
ferent ways. By “neo-liberal,” scholars generally have meant certain “free-
market” policies that took hold during the 1970s and 1980s in the wake 
of slowing economic growth and accelerating inflation. They have often 
cited tax policies as constituting an important element of “neo-liberal-
ism.” Anthropologist David Harvey, to take one example, has cast a very 
broad net, identifying a variety of specific policies as neo-liberal. He 
described what he calls “the neoliberal state” as revising “the tax code to 
benefit returns on investment rather than income and wages, promotion 
of regressive elements in the tax code (such as sales taxes), the imposition 
of user fees … , and the provision of a vast array of subsidies and tax breaks 
to corporations.” Harvey goes on to add to his list “the corporate welfare 
programmes” that “amount to a vast redirection of public moneys” and 
tax deductions that provide subsidies “to upper income homeowners.”3

Some prominent members of the very first generation of self-conscious 
“neo-liberals” ranged even more widely over the terrain of tax policy, 
embracing powerfully progressive taxation as well if it served to restore, 
foster, or protect free-market conditions. A leading American example is 
Walter Lippmann, whose book The Good Society (1937) inspired French 
philosopher Louis Rougier to organize a conference in 1938 (the precur-
sor to the Mont Pèlerin Society) under the rubric of “neo-liberalism.” In 
the book, Lippmann called for tax reform that would “strike at the source 
of the big incomes which arise from the various kinds of monopoly, from 
exclusive rights in land and natural resources, from bad markets in which 
the ignorant and the helpless are at a disadvantage. Income arising from 
these inequalities of opportunity and legal status is unearned by the crite-
rion of the exchange economy.” Such income is not, he declared, “the 
wages of labor or management, the interest on capital, or the profits of 
enterprise, as determined in free and efficient markets, but tolls levied 
upon wages, interest, and profits by the subversion or the manipulation of 
the market price for goods and services.” In addition, Lippmann called for 
tax reform “to divert excess savings from the hoards of the rich and to 
plough them back into the improvement of the quality of the people and 
of their estate.” This redistribution was “required not only by the long 
view of the imponderable national interest, not only as an expedient to 
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allay discontent, not only as a matter of social justice, but as a requisite for 
preserving the equilibrium of the exchange economy itself.”

Like most other American members of the first generation of “neo-
liberals,” Lippmann sought to steer a middle course between collectivist 
initiatives of the New Deal and pristine nineteenth-century laissez faire. 
More generally, Lippmann’s shift in 1937 from his earlier (1914) embrace 
of Theodore Roosevelt’s New Nationalism in Drift and Mastery produced 
what Arthur Schlesinger Jr. correctly called “the most lucid statement of 
the tradition of the New Freedom” of Woodrow Wilson. In 1914 
Lippmann had seen no need for an elaborate system of federal taxation to 
cope with the issues of inequality, monopoly power, and unearned income.4 
But in The Good Society, Lippmann outlined a tax program that was essen-
tially that of Woodrow Wilson. Thus, Lippmann’s tax program put him 
where Wilson had been: on the offensive, advancing the ideals of both 
liberalism and republicanism on the boundary of progressivism where it 
bordered social democracy.5

The leading American economist among the first generation of self-
identified “neo-liberals” was the University of Chicago economist Henry 
C.  Simons. At the same time as Lippmann, but in a more technically 
sophisticated way, Simons proposed a program of tax reform that also 
squared ethically with Wilsonian principles. Simons’ central theme was the 
need to address the inequality that he saw as arising inevitably in a capitalist 
society. He viewed progressive income taxation as a necessary tool to 
address the concentration of wealth, and his most distinctive proposals 
were to treat all property transfers as realizations for taxation of capital 
gains and to tax capital gains at the same rate as other forms of income. 
This program would, he believed, cut off the relentless effort to transform 
taxable income into nontaxable gain and promote economic equality 
while advancing economic efficiency. During the 1940s, Simons, along 
with other self-identified neo-liberals, shifted their interests to attacking 
what they regarded as democratic-statism. But he continued to believe 
that the success of free enterprise depended on government structures, 
including tax policies, that would advance economic equality.6

The next generation of “neo-liberals,” including Simons’ student 
Milton Friedman, joined the intellectual fray during the 1940s. They 
retained, until the 1950s, an interest in anti-monopoly policies, but gener-
ally dropped an interest in tax reform that sought to promote both equal-
ity and competition. By the 1960s, these neo-liberals had abandoned as 
well a concern with monopoly (except perhaps where government was 
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thought to cause it) and ceased identifying themselves as “neo-liberals.” 
Friedman may have done so as early as 1951. He and the other members 
of what Daniel Stedman Jones calls “the second Chicago school” probably 
shed the term so to avoid confusion with New Deal liberals. In effect, they 
(Friedman et  al.) acknowledged that they had abandoned Walter 
Lippmann’s and Herbert Simon’s “neo-liberalism”—a political and social 
philosophy that steered between nineteenth-century liberalism and twen-
tieth-century democratic-statism. They did so in favor of what historian 
Angus Burgin accurately describes as “the triumphant return of laissez-
faire.” In their social policies, they were far more than pro-capital or pro-
business. They engaged in sweeping attacks on government in general, 
regarded free markets as the most important source of social freedom, 
largely ignored inequality as a social and economic problem, and disre-
garded evidence regarding market failure and dysfunction. To describe the 
economists and others who championed these views during the 1960s and 
after as “neo-liberals” fails to do credit to the social theorists who devised 
the term. A new and different term—let me suggest “retro-liberals”—bet-
ter captures the reality that the “neo-liberals” of the 1960s had returned 
to the liberalism of the nineteenth century and, in some instances, to one 
of the narrowest versions of that liberalism.7

Political Consensus and Tax Cutting, 1945–1971
The first tax measure undertaken during the administration of Ronald 
Reagan was the Economic Recovery Tax Act (ERTA) of 1981, which 
made substantial cuts in personal and corporate income taxation. The 
adoption of this legislation took place in the context of a policy consensus 
that had prevailed since the end of World War II. The 1981 cuts seemed 
dramatic but a central element of that the post-1945 political consensus 
was a broad bipartisan agreement that in peacetime the revenue bonanza 
from personal and corporate income taxation would be sufficiently large 
to provide frequent cuts in those taxes. The cuts were in the form of 
reduction of rates and the expansion of tax expenditures—special prefer-
ences offered under the tax code in the form of income exclusions, tax 
deductions, and tax credits. A closely related element in the prevailing 
consensus was that the cuts would provide tax benefits across the income 
spectrum but wealthy taxpayers and corporations would reap a dispropor-
tionate share. After World War II, and the consequent ebbing of wartime 
patriotism as a factor in income tax compliance, tax cutting played a central 
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role in enhancing public acceptance of the new tax regime. Thus, well 
before 1981 and the enactment of ERTA, significant and sustained tax 
cutting had become a huge program funded by buoyant tax revenues. It 
had become well established as a fundamental component of the nation’s 
fiscal consensus.

Ironically, perhaps, the structure of the US tax system, especially its 
highly progressive and mass-based character, was responsible for the scale 
and shape of the tax cutting as spending program. Its revenue elasticity in 
an era of high economic growth produced the revenues that funded the 
cuts, and the progressivity, coupled with the mass base of the income tax, 
created incentives for all taxpayers and a large fraction of the citizenry to 
seek tax cuts. The incentives were greatest for taxpayers with the largest 
incomes, and the pressures were especially great during episodes of infla-
tion. During inflationary periods, increasing prices, absent indexing that 
was difficult politically and technically, pushed taxpayers into higher 
income brackets (the process known as “bracket creep”) and imposed 
capital gains taxes on gains that resulted from inflation rather the growth 
in the real value of assets.

This ironic interplay of progressive taxation and tax protest had deep 
historical roots in inter-class tension over tax policy in the United States. 
Since the mid-nineteenth century, the political effort to reconcile an 
increasing concentration of income and wealth with democratic ideals 
and practice had produced volatile and intense debates over tax policy 
and profound shifts in tax regimes, particularly during major wars or peri-
ods of severe economic crisis.8 The cumulative effect of the crises of the 
Great Depression and the two World Wars was to make the US tax system 
the most progressive among the large capitalist nations.9 At the end of 
World War II, a new tax regime was in place, a product of both the New 
Deal and the mobilization for World War II. At the core of the tax regime 
created during World War II was a progressive and mass-based income 
tax that produced a revenue bonanza by exploiting the economic suc-
cesses of the high growth era that accompanied and followed the war. 
But, at the same time, the successes of the progressive income tax stimu-
lated a sustained reaction by class interests—those of large corporations 
and wealthy elites. Their power was the main driver in the expansion of 
tax cuts designed to reduce tax progressivity. But the combination of 
mass-based income tax and the process of “bracket creep” meant that 
high-income taxpayers had readily available allies within the middle class 
for cutting taxes. The reactionary force, as it played out over the last half 
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of the twentieth century, produced a “long-swing” away from progressive 
taxation toward what became a “retro-liberal” fiscal regime during the 
early twenty-first century.10

Tax cutting at the federal level began immediately after the war in two 
major measures enacted in 1945 and 1948, during a period of both high 
economic growth and inflation. The cuts in 1945 repealed the wartime 
excess-profits tax, cut income taxes across the board for all taxpayers, and 
reduced wartime excise taxes. The rationales included both a supply-side 
argument for encouraging private investment and demand-side one for 
stimulating consumer demand.11 In 1948 Congress made additional 
across-the-board cuts and introduced the income-splitting joint return for 
husbands and wives.12 President Harry Truman was able to restrain the tax 
cutting somewhat, arguing publicly for the need to contain inflation and 
work down wartime debts. But in 1946 his threat of a tax increase had 
contributed to Republicans winning control of Congress for the first time 
in 13 years, and doing so with the most dramatic gains in their congres-
sional power until 2014. As a consequence, in passing the Revenue Act of 
1948 the Republican Congress had been able to override Truman’s veto.

Enthusiasm for tax cutting waned for a time during the Korean War but 
the last wartime measure, the Revenue Act of 1951, included tax increases 
and a variety of cuts in the form of larger tax expenditures. These included 
expansion of mineral depletion allowances to 30 mineral groups, exemp-
tion of home-sale profits from capital gains taxation if reinvested in another 
home, deduction of certain medical expenses by the elderly, various exclu-
sions and exemptions for veterans, and exclusions of income for citizens 
living abroad.13

After the Korean War, the Eisenhower administration’s Treasury and the 
Joint Committee on Internal Revenue Taxation undertook the most elabo-
rate analysis of the income tax since World War II. In 1954 the two entities 
proposed 25 major revisions, some of which would have broadened the 
base. At the end of the day, the Revenue Act of 1954 closed a few loop-
holes but expanded many others. The reform intent of the Treasury had 
served mainly to provide political cover for continued tax cutting on behalf 
of special pleading. The 1954 measure expanded employer contributions 
to employee health plans as income (which became one of the most expen-
sive tax expenditures), the deductibility of interest on installment pur-
chases, the deductibility of charitable donations, the exclusion of dividend 
income, the option of certain partnerships to be taxed as corporations, and 
expanded depreciation allowances. Most of the tax expenditures were of 
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greatest value to wealthy individuals, who continued to pay the high mar-
ginal rates established during World War II.

As a consequence of the various tax cuts during the 1940s and 1950s, 
the effective rate of income taxation of the rich (defined as the richest 1% 
of households) fell to roughly 25%. Such rates were high by pre–World 
War II standards, but less than half of the peak rates of effective income 
taxation on the top 1% during the war.14

Interest in aggressive tax cutting intensified in the Democratic admin-
istrations of John F. Kennedy and Lyndon B. Johnson and the Republican 
administration of Richard M.  Nixon. The two Democratic Presidents 
advocated a variety of selective tax cuts favoring the wealthy by both hawk-
ing long-term “supply-side” benefits, much as Andrew Mellon had done 
during the 1920s, and short-term Keynesian stimulation. In 1962 
Congress enacted a corporate deduction that provided a credit of 7% of 
new investment against tax obligations and increased depreciation allow-
ances, thus favoring capital income that was already treated well under the 
corporate income tax. At the same time, the Kennedy administration 
began considering an even larger set of tax cuts. The project came to 
fruition in 1964 when Congress responded to Johnson’s call for a tax cut 
“to increase our national income and Federal revenues.” The Revenue Act 
of 1964, enacting what became known as the Kennedy-Johnson tax cuts, 
slashed taxes in the face of large deficits. At the heart of the cuts were 
across-the-board cuts of 20–30% in income tax rates, reductions in capital 
gains taxes, and increases in depreciation allowances. The effect of the cuts 
in the rates of taxing personal incomes was somewhat progressive but the 
cuts in corporate taxes made the overall impact of the 1964 act regressive. 
The Council of Economic Advisers, led by economist Walter Heller, was 
committed to what was called “growthmanship” and actively supported 
the 1964 cuts. Most liberals in Congress regarded the 1964 tax cuts as a 
victory for Keynesian countercyclical stimulation of demand. But many 
also embraced a supply-side rationale for the cuts, particularly those that 
reduced the marginal rates on the rich. The trickle-down rhetoric echoed 
that of Andrew Mellon during the 1920s.15

The war in Vietnam delayed further tax cuts until August 1971, when 
the war was winding down and President Nixon launched a major pro-
gram of economic stimulation. In doing so, he announced: “Now I am a 
Keynesian in economics.” And, Nixon became the first President to 
express a belief in an extreme “supply-side” position, declaring that “as a 
result” of the cuts, “federal tax collections in the long run will increase.”16 
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Nixon hoped the tax-cutting approach would set the table for his re-elec-
tion campaign in 1972. He had blamed his defeat in the 1960 Presidential 
elections partly on fiscal decisions of the Eisenhower administration that 
had contributed to a recession and rising unemployment in 1960–1961. 
Nixon was determined to avoid those conditions in 1972. The resulting 
Revenue Act of 1971 allocated most of the cuts to the business sector, 
mainly through the codification of provisions that accelerated deprecia-
tion allowances; the authorization for the creation of “Domestic 
International Sales Corporations” (known as DISCs); and the re-enactment 
of the investment tax credit, which was set at an annual rate of 7% of 
investment expenses. (The credit had been enacted in 1962 but suspended 
in the Revenue Act of 1969.) The remainder of the cuts included increases 
in the minimum standard deduction and personal exemptions.17

The relentless tax cutting that began after World War II and continued 
into the 1960s undoubtedly contributed to the political success of the tax 
regime created during the war. The cutting won support from groups 
across American society that benefitted from the rate reductions and 
increases in tax expenditures. While all income groups received some of 
the largesse, the nation’s poorest citizens received the smallest and the 
wealthiest the largest shares, partly because of the progressive structure of 
income taxation.18 The overall effect was to reduce the progressivity that 
had been established during World War II. The erosion of the progressiv-
ity embedded in the tax system inherited from the New Deal and World 
War II began well before the 1970s.

The Crisis of the 1970s and Its Impact on Tax Policy

In the 1970s, during a crisis-ridden decade, two significant economic 
problems deepened the political base of support for tax cutting. One 
problem, a slowing of productivity growth, had actually begun during the 
late 1960s. The other was accelerating inflation, which resulted partly 
because of slower productivity but mainly because of oil crises in 1973 and 
1979 (producing surges in oil prices) and the demise of the Bretton Woods 
international monetary system. In what became known as the “Great 
Inflation” the increase in the consumer price index peaked in 1980 at 
13%.19 An increasing rate of inflation had always added new energy to the 
continual search for new tax preferences and the exploiting of old ones as 
ways to offset bracket creep. For example, the huge inflation following 
World War I, between 1918 and 1920, led to irresistible pressure for new 
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tax preferences, and much the same kind of thing had occurred, to a lesser 
extent, after World War II. The inflationary pressures of the 1970s were 
not as intense as those immediately after World War I, but they were more 
severe than those following World War II and they held sway for a longer 
period of time than either of the two postwar episodes of inflation.

The price increases meant large, unlegislated, and prolonged tax increases 
for most individual taxpayers. The effective rates of taxation paid by the rich 
edged up during the 1970s. The rates reached nearly 30%, or roughly those 
that had prevailed immediately before and after World War II.20 But it was 
not just the rich and middle class who were affected. Many lower-income 
people, especially those with dependents, had to pay income tax for the first 
time as the value of their personal and dependent exemptions and the effec-
tive tax-exempt level of income eroded. By the early 1980s, the portion of 
the labor force paying taxes had increased to more than 75% from the 60% 
reached at the end of World War II.21

The “bracket creep” (actually often bracket leap) drove even greater 
efforts on the part of pressure groups to find loopholes, and the level of 
tax exclusions, exemptions, deductions, and credits soared. In 1974 
Congress recognized the magnitude of the problem by including in the 
Congressional Budget Act of that year the annual publication of a “tax-
expenditure budget,” which Stanley Surrey, the Assistant Secretary of the 
Treasury from 1961 to 1969, had recommended in order to highlight the 
degradation of the income tax base. Later the bipartisan Congressional 
Budget Office estimated that in 1967 tax expenditures had cost the federal 
government nearly $37 billion, which was equal to 21% of federal expen-
ditures. By 1984 the total cost had soared to $327 billion by 1984, equal 
to 35% of federal expenditures.22

During the 1970s, for the first time in the history of the American 
income tax, calls for rolling back the surging wave of tax preferences 
seemed to gain significant momentum.23 In the 1976 Presidential cam-
paign, Democratic candidate Jimmy Carter called the US tax system “a 
disgrace to the human race” and promised to eliminate tax expenditures 
and thereby broaden the base of taxation as part of a larger progressive 
economic agenda.24 As such, he focused on those that favored the rich, 
hoping to make the tax system more progressive, more horizontally equi-
table, and more economically efficient. Whatever the details of his program 
might turn out to be when in office, he promised to avoid “a piecemeal 
approach to change.”25 During his first two years in office, he continued to 
advocate systematic reduction of tax expenditures and in January 1978 he 
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proposed a program of sweeping tax reform which more or less followed 
the Treasury’s proposals in a document, Blueprints for Basic Tax Reform, 
which the department had published in 1977, at the very end of the admin-
istration of President Gerald Ford. Nonetheless, Carter found himself 
entangled and paralyzed in working with Congress on piecemeal change. 
Carter never offered rate reduction at the top to sweeten base broadening 
for powerful economic interests, and his reform efforts stalled.26

The political problem that Carter could not solve was that the 
Democratic Party was badly divided over tax reform. Many Democrats as 
well as most Republicans in Congress favored a very different approach to 
the fiscal implications of stagflation—an approach that was philosophically 
at odds with Carter’s. Their approach was to expand, rather than reduce, 
tax preferences in order to stimulate economic growth and provide tax 
relief in the face of inflation. And, in contrast to Carter, they sought to 
favor the rich.

The advocates of this approach, following in the tradition of Andrew 
Mellon, relied on “trickle-down” arguments for tax subsidies that would 
favor business investment. They argued that previously enacted tax prefer-
ences designed to reduce the cost of capital had stimulated productivity 
and growth, and called out, in particular, the putative results of the 
Kennedy-Johnson tax cuts of 1964. They also stressed that the combina-
tion of personal income and corporate taxation meant taxing some capital 
income twice—taxing the income after corporations earned it and then 
taxing it again after it was passed on to individuals as dividends. They went 
further, arguing the income tax penalizes savers by taxing twice income 
that is earned and saved while taxing only once income that is earned and 
spent. They called for tax breaks for capital income as compensation.27

For the most part, these were old rationalizations and familiar to many 
both inside and outside the economics profession. But they received new, 
energetic, vocal, and well-financed advocacy during the 1970s from the 
“retro-liberal” movement, whose origins I discussed at the beginning of 
this chapter. The leadership of this movement consisted of a diverse col-
lection of people and organizations. They included economists who held 
extreme free-market views, entrepreneurs of think tanks like the Heritage 
Foundation and the Cato Institute, op-ed contributors and to the pages 
of the Wall Street Journal, and their supporters within the business com-
munity, including lobbying groups which proliferated and grew in 
strength during the 1970s. Among the economists in this informal group, 
the most prominent and influential was no doubt Milton Friedman, the 
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leader of the “second Chicago school” of economics. Many economists 
promoted “supply-side” tax cuts to reduce the cost of capital and pro-
mote growth, but retro-liberal economists like Friedman proposed cuts 
within the context of a broad-gauged attack on government. They 
received support framing a broad retro-liberal attack on government from 
economists like James Buchanan of the University of Virginia (1956–1968), 
Virginia Tech (1969–1983), and George Mason University (1983–2013), 
who developed a libertarian critique of modern government within what 
he described as the theory of “public choice.”28

At the same time, both Democrats in Congress and President Carter 
had difficulty countering the retro-liberal campaign with progressive pro-
grams and messages. No one found an effective way to dramatize the call 
for horizontal equity, and many Democratic leaders were no more 
interested in closing loopholes in the income tax than were the Republicans. 
Some, led by Senator Russell Long (D-Louisiana), chair of the Finance 
Committee, and Representative Al Ullman (D-Oregon), chair of the Ways 
and Means Committee, weakened Carter’s position by proposing, in 
1978, the adoption of a value-added tax (VAT), rather than reforming the 
income tax, as a means of both broadening the federal tax base and shor-
ing up tax revenues. Adopting a VAT might have been an effective means 
of accomplishing these goals, but most liberal Democrats, along with 
Carter, disliked adding regressive sales taxes to the federal tax system, and 
business leaders, whose support Long and Ullman hoped to attract, 
opposed the VAT because they feared, probably correctly, that it would 
encourage the growth of government. The proposal for a VAT never came 
to a vote in Congress, and in 1980 Oregon voters, perhaps precisely 
because of their dislike of a VAT, failed to return Ullman to the Congress.

The most effective member of Congress in mobilizing a broad base of 
support for a combination of capital-favoring cuts and across-the-board 
cuts was Representative Jack Kemp (R-New York). In 1975, with the sup-
port of retro-liberal economists on his staff, Kemp invoked conventional 
Mellon-style supply-side arguments, enhanced by the claim that it was 
necessary to reduce the penalty that income taxation placed on earnings 
saved rather than consumed.29 Over the next two years, Kemp and his staff 
refined the program in order to package wealth-favoring tax cutting in 
ways that he hoped would have broad popular appeal to voters, including 
Democrats. To that end, in 1977 Kemp expanded his proposed tax reform 
by including deep, across-the-board cuts in income taxes. He first pro-
posed a 30% reduction across the board in one year. Then, in July, he 
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joined with Senator William Roth (Republican-Delaware) to spread the 
cuts over three years—to cut across the board by 10% every year, for three 
years (these became known as the 10-10-10 tax cuts). They emphasized 
the benefits that would accrue to all voters but conveniently ignored the 
fact that a large portion of the tax cuts would benefit many wealthy fami-
lies even though they had no “bracket creep” problem because they were 
firmly ensconced in the top income bracket.

In promoting the cuts Kemp and his colleagues added an argument 
that Mellon had used in only a limited way. The cuts, Kemp and his col-
leagues claimed, would actually reduce budget deficits and thus relieve the 
upward pressure on prices, including interest rates. This deficit reduction 
would occur, they argued, because big cuts in tax rates would invigorate 
American investors and workers to expand the tax base. Thus, Kemp et al. 
embraced what would become the most controversial proposition of the 
supply-side argument for tax cuts: The cuts would not just stimulate pro-
ductivity; they would also reduce deficits.

The Kemp-Roth plan gained support even from some Democrats in 
Congress, including Senator Sam Nunn (D-Georgia). In 1978, Senator 
Nunn nearly succeeded in including a version (a 5% per year cut linked to 
spending restraints) in the Revenue Act then under consideration. Both 
houses endorsed the Nunn Amendment, but Carter used the threat of a 
veto to force Congress to drop the supply-side initiative. Ultimately, Carter 
signed the Revenue Act of 1978, stripped of the across-the-board cut. The 
final measure provided only minimal tax relief and simplification for indi-
viduals but offered significant cuts in capital gains and business taxes, 
including a reduction in the maximum capital gains rate from 39% to 28%.30

Thus, this measure stood firmly in the tradition of the tax cuts that had 
begun in 1945. In the future, with a less progressive President in the 
White House, little would stand in the way of expanding these cuts and 
enacting the kind of broad cuts that the federal government had made in 
the 1920s, in 1945, and again in 1964.

Ronald Reagan and the Economic Recovery Tax Act 
(ERTA) of 1981

While Jack Kemp had crafted his tax policy within Congress, Ronald 
Reagan engaged in a parallel effort in what became his campaign for the 
Presidency. Both Kemp and Reagan shared the goal of exploiting the 
inflationary situation to develop a tax program as the core of a populist 
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economic message and a promise to expand tax benefits for the wealthy 
members of the traditional Republican base.

When Reagan had been Governor of California (1967–1975), he had 
been frustrated in his attacks on the size of government that had been 
staples of his political rise. He had been particularly disappointed by the 
1973 failure of Proposition 1, a measure that would have amended the 
state constitution to limit state spending. He had campaigned extensively, 
with economist Milton Friedman in tow, for the measure. After his two 
terms as Governor, Reagan began campaigning for President, and used a 
weekly radio address to develop new approaches to limiting government 
and cutting taxes. In 1977, he endorsed first the indexing of income rates 
for inflation and then the 10-10-10 proposal of Jack Kemp’s, including its 
supply-side rationale. Martin Anderson, a Hoover Institution Fellow and 
a central economic adviser during Reagan’s Presidential campaign and first 
term as President, later claimed that Reagan and the supply-siders were 
actually moderate in their views, arguing only that tax cutting “would not 
lose as much revenue as one might expect” (emphasis in original). Anderson 
was correct for most supply-siders—especially among professional econo-
mists who leaned toward that view—but not all. On occasion, Reagan 
himself suggested that he held the most extreme view, which implied 
almost no loss in revenues, even in the initial years.31

For both Kemp and Reagan, the political wisdom of their anti-tax strat-
egies was born out in 1978 by the smashing victory of Proposition 13 
revolt by California taxpayers.32 Reagan observed that victory and became 
certain that dismal economic conditions had created an opportunity to use 
tax issues in a popular revolt against the size of government. This approach 
was likely to be far more successful than California’s Proposition 1 five 
years earlier. Reagan made tax reform the core of his economic program in 
his bid for the presidency in 1980, and he settled on Kemp’s proposals as 
the core of his tax program. Under the leadership of Martin Anderson, 
Reagan’s campaign organization began drafting a fully detailed piece of 
tax legislation.

The proposed legislation did not push beyond rate cutting to reform 
the federal tax system in a fundamental way. Most important, broadening 
the base of income taxation was a nonstarter for Reagan and his campaign. 
In July 1979, he declared that the term “tax expenditures” was “the new 
name government has for the share of our earnings it allows us to keep. 
You and I,” he said, “call them deductions.” “All told,” Reagan con-
cluded, “our rich … Uncle Sam has an eye on about $170 billion that we 
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think is ours.”33 Reagan’s sympathy for tax expenditures meant that he 
lacked a principled position from which to oppose the efforts of corporate 
lobbyists to influence his tax program. However, some of Reagan’s eco-
nomic advisers resisted the lobbyists, fearing that corporate favoritism 
might diminish the popular appeal of across-the-board cuts. But in the 
summer of 1980, the lobbyists succeeded in inserting huge tax expendi-
ture into the Reagan proposals. Their leader was Charls Walker. He repre-
sented industrial clients with enormous investments in plant and 
equipment. Reagan was less concerned than his advisers with the optics of 
Walker’s support and was more enthusiastic himself about the prospect of 
expanding business support for his campaign. Consequently, the 
Republican platform committee approved Walker’s proposal of a dramatic 
increase in the allowances to corporations and individuals for the deprecia-
tion of tangible assets. The platform plank became known as “10-5-3,” 
which was shorthand for the three new depreciation lifetimes for struc-
tures (ten years), equipment (five years), and light vehicles (three years). 
To pay for 10-5-3, the platform committee abandoned the proposal to 
index the personal income tax rate for individuals, even though that reform 
would have provided a major tax cut to middle-class families.34

Pragmatism reigned within the Reagan campaign. Reagan and his 
political operatives played down the fact that their tax program now 
included traditional pro-capital Republican legislation. At the same time, 
they focused the public campaign on the enactment of the deep, across-
the-board tax cut that would be easily understood. After the Republican 
convention, Reagan and his economic advisers worked intently to refine 
their tax cut proposal. The programmatic marriage between 10-10-10 and 
10-5-3, however, did not go entirely smoothly. Charls Walker and Reagan’s 
economic advisers, including Alan Greenspan, began to worry that the 
entire package might be too large, increasing budgetary deficits. Larger 
deficits, through the upward pressure on interest rates, could impede capi-
tal formation and, perhaps even worse from their standpoint, might 
prompt Congress to pare back the 10-5-3 cuts in the face of the popularity 
of 10-10-10. About three weeks after Reagan’s nomination, in what 
became a famous meeting, Reagan resisted the pressure from Walker and 
Greenspan to scale back 10-10-10, and successfully protected the 10-10-
10 formula and never proposed reducing the benefits of 10-5-3.35 He 
wanted to cut everyone’s taxes, regardless of whether or not they increased 
deficits, and he may actually have wanted higher initial deficits to restrain 
spending. He said as much in February 1981, in a national address. “Well,” 
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he said, “we can lecture our children about extravagance until we run out 
of voice and breath. OR we can cure their extravagance simply by reducing 
their allowance.”36

As a political proposition, Reagan’s tax populism was decidedly success-
ful. The tax platform helped Reagan sweep to victory in 1980, and the 
passage of the Economic Recovery Tax Act of 1981, expedited by an out-
pouring of popular support for the President after a serious assassination 
attempt, became the first major legislative victory for the Reagan adminis-
tration. In the process of enacting the legislation, the Congress signifi-
cantly expanded the capital-favoring aspects of the administration’s 
proposal and, at the same time, reduced the across-the-board benefits to 
taxpayers. A bipartisan bidding war decorated what became a “Christmas 
tree” bill with a spectacular array of tax shelters. To help pay for the larger 
benefits in the form of tax expenditures, Congress reduced the across-the-
board cuts. The final legislation turned the 10-10-10 cuts into 5-10-10 
and delayed indexing until 1985, moving many people back into higher 
tax brackets. Thus, Congress turned Reagan’s campaign proposal into a 
measure even more closely resembling the Mellon tax cuts of the 1920s.

Was Reagan’s Tax Program Revolutionary?
There are various ways in which the Economic Recovery Act of 1981 may 
have constituted or initiated a revolution in tax policy. But, in terms of the 
possible ways, any revolution was short-lived, at best. First, the capital-
favoring cuts were of a piece with the entire stream of tax cutting since 
World War II. Second, the across-the-board cuts, which were the central 
element in Reagan’s tax populism, were not breaks in principle from the 
inflation-adjusting cutting in income taxes that the federal government 
undertook following the periods of inflation during and after both World 
Wars. Third, while all the 1981 cuts, taken together, reduced income taxes, 
relative to gross domestic product (GDP), more than had the earlier big 
tax cuts, the 1981 cuts were followed immediately by three significant tax 
increases, not by a wave of further neo-liberal “Starve-the-Beast,” anti-
government tax cutting. The three measures were the loophole closing Tax 
Equity and Fiscal Responsibility Act of 1982 (TEFRA), the 1983 accelera-
tion of Social Security taxes, and the Deficit Reduction Act of 1984 
(DEFRA), which closed more loopholes. Taken together, these three tax 
measures restored most of the revenue that ERTA cut from the federal 
budget in 1981, making the revenue reductions no more consequential 
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than the earlier post-inflation cuts. Even by the end of the Reagan admin-
istration, ERTA, in terms of its net fiscal effect, had turned out to be essen-
tially a routine contributor to a much longer history of significant tax 
cutting. ERTA represented a continuation of the long-term swing of tax 
policy that began immediately after World War II. Following Reagan, two 
other Presidents, George H.W. Bush and Bill Clinton, continued the tax 
increases. George H.W.  Bush followed in the Omnibus Budget 
Reconciliation Act (OBRA) of 1990, which raised the top marginal per-
sonal income tax rate from 28% to 31%. Clinton drove the adoption of 
OBRA 1993, which raised the top marginal rate again, to 39.6%. The 
string of tax increases that began in 1982 and continued over more than a 
decade amounted to the most significant string of peacetime tax increases 
in American history outside of the New Deal era.

Why did Reagan’s efforts to cut taxes collapse so quickly, and so hard, 
after 1981? This is a puzzle because, in fact, various members of the 
Reagan administration, including Reagan himself, had reservations about 
the tax increases following the passage ERTA. The short answer as to why 
they had so little effect on the course of tax policy: is “deficits,” and how 
they were regarded by the nation’s most powerful economic elites. As 
early as 1981, bipartisan worries about defeats and their upward pressure 
on interest rates led to serious questioning of the wisdom of the tax cut-
ting of 1981. Pressure from the business community and, most impor-
tantly, the financial community was most influential. The nation’s 
investment bankers worried about the possibility that large deficits would 
crowd out private capital, and that high interest rates would threaten 
recession. Also, American exporters wanted to reduce interest rates and 
thereby reduce the attractiveness of American federal debt to Japanese 
investors whose dollar holdings enabled Japanese exporters to maintain 
the advantage of a low-priced yen. At the same time, leaders in both politi-
cal parties, including the President, wanted to avoid cuts in Social Security 
(the “third rail of American politics”), Medicare, and national defense. 
Moreover, many veteran lawmakers in Congress, like Russell Long, the 
chair of Senate Finance Committee, had never fully embraced ERTA. 
They voted for it knowing that in the future they could comfortably sup-
port tax increases.

ERTA proved not to be revolutionary but another element of the 
Reagan tax program had the potential to become revolutionary—the Tax 
Reform Act of 1986. If the measure had succeeded, its effects would have 
been very different from those of retro-liberal tax reforms. It would have 

  W. E. BROWNLEE



171

produced a base broadening that powerfully strengthened the base of the 
income tax and the financing of the federal government. The movement 
toward the 1986 act began with a retro-liberal proposal for converting the 
income tax into a tax on consumption and replacing the progressive tax 
structure with a single, low rate of tax. But the more important source of 
support was the growing outrage within the Treasury, key congressional 
leaders, and the general public over the soaring expansion of tax shelters 
and tax expenditures during the Great Inflation of the late 1970s and early 
1980s. Ever since the inflation that had followed World War II, economic 
experts within the Treasury had pressed for base-broadening reform, but 
their program never gained any traction beyond the tax policy community. 
Finally, the combination of public outrage and vigorous leadership on the 
part of President Reagan presented these experts an opportunity for a 
major legislative victory. At the end of the Reagan administration, many 
observers believed that it might be possible to expand even further the 
base broadening. However, the administrations of George H.W. Bush and 
Bill Clinton failed to search for such opportunities and, in the next cen-
tury, the George Bush administration actively reversed the base broaden-
ing as it forged a retro-liberal tax regime.37

In sum, by 1993, the remnants of ERTA’s across-the-board cutting and 
capital-favoring tax expenditures were moderate adjustments for inflation 
in income taxation, and some business-oriented tax expenditures. All were 
similar in scope and impact to those that had come earlier during the 
period since World War II. There had been no revolution in tax policy. 
How much of an impact did Reagan have on these relatively moderate 
measures? It is worth remembering that even before Reagan’s election 
there was considerable support in Congress for the kind of cuts enacted in 
1981. If Jimmy Carter had won re-election in 1980, his administration, in 
the face of additional inflation, might have agreed to across-the-board cuts 
and base-broadening reforms. By the end of Carter’s second term, the 
policy outcome might have turned out to be roughly the same, except 
perhaps without the policy gyrations of the Reagan administration.

Effects of the Reagan Tax Cuts on Inequality

The across-the-board reduction of income tax rates and the investment-
favoring tax expenditures in ERTA may not have marked a revolution in tax 
policy from the standpoint of revenue reduction or increases in tax expen-
ditures, but the legislation’s cuts in the highest marginal rate, combined 
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with the additional cut in that rate by the Tax Reform Act of 1986, may 
have had a major impact on the distribution of income and wealth. The cut 
in 1981 was from 77% to 50%—a cut of 27 percentage points that reduced 
the top rate by 35%. The cut in 1986 was even larger—from 50% to 28%, a 
cut of 22 percentage points that reduced the top rate by 44%. Both of these 
were the largest of either of the two earlier post–World War II cuts in the 
top rate. The two other cuts came in 1964—a cut from 91% to 77%, a cut 
of 14 percentage points that reduced the top rate by 14%, and in 1946—a 
cut from 94% to 86.45%, a cut of 7.55 percentage points that reduced the 
top rate by 8%. The Reagan cuts were more on the scale of the large cuts 
engineered by Andrew Mellon during the early 1920s. These cuts, in 1922 
and 1923, reduced the top rate from 74% to 43.5%. The reduction by 29.5 
percentage points reduced the top rate by 40%. This reduction was huge—
but not as large as the overall cut of about two-thirds in the top rate in 
1981 and 1986. Certainly, if all else had been equal, the reductions in the 
top rate in 1981 and 1986 would have increased the overall level of inequal-
ity substantially, just as did the cuts of the early 1920s. But other things 
were not equal.

Other elements in the tax legislation during the Reagan administration 
actually had offsetting effects, in the direction of reduced inequality. The 
lower rates reduced the value for the wealthy of the tax preferences than 
remained in the tax code after 1986, and they may have increased volun-
tary compliance with the tax code. More important, the loophole closing 
in 1982 through 1986, along with the expansion of the Earned Income 
Tax Credit (part of the 1986 legislation that provided major tax benefits 
for the working poor) and a set of increases in personal exemptions and 
standard deductions in 1986 (taking 6 million taxpayers off the rolls), had 
distinctly progressive effects. These provisions represented the success of a 
kind of rearguard action by Congressional Democrats, joined by some 
members of the Reagan administration, against the declining progressivity 
of the income taxation. As a consequence, the net effect of the tax policies 
of the Reagan administration was to leave the overall progressivity of the 
income tax essentially unchanged between 1981 and 1989. During the 
next decade, the tax increases of the administrations of George H.W. Bush 
and Bill Clinton moved that rate in a progressive direction.38

While the overall rate of progressivity did not change across the 1980s, 
the rate of taxing the top 1% of taxpayers did decline significantly. For this 
elite group, the effective tax rate (including all federal taxes and taking into 
account tax preferences as well as statutory rates) declined from slightly 
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more than 35% in 1979 to under 30% in 1989.39 In other words, the 
Reagan revisions of the highest marginal rates tended to increase the con-
centration of income and wealth at the very top of the income scale. 
However, as a consequence of the increases in the taxation of the highest 
income earners during the Bush and Clinton administrations, the most 
affluent 1% of taxpayers experienced the largest increases of any income 
group in their effective rates. In the 1990s, the average effective rate on 
the top 1% increased to slightly less than 35%, representing a reversal of 
their gains during the Reagan administration.40

For an even more select group, the top 0.1% of taxpayers, the fluctua-
tions in the effective rate across the 1980s and 1990s were even greater. 
Thomas Piketty and Emanuel Saez found that their rate fell from about 
50% in 1980 to about 30% in 1990 and then increased to about 40% by 
the end of the century. The increase would have been even greater but, as 
Leonard Burman has pointed out, a 1997 cut in the capital gains tax eased 
the increase for the highest income families.41

The combination of the cutting of the highest income tax rates during 
the 1980s and the late 1990s, coupled with the fluctuations in those rates, 
may have significant effects on the political and institutional behavior of 
the wealthiest Americans. Thomas Piketty has recently suggested an exam-
ple of an important institutional response. He writes that the “very large 
decrease in the top marginal income tax rate in the English-speaking 
countries after 1980 … seems to have totally transformed the way top 
executive pay is set, since top executives had much stronger incentives 
than in the past to seek large raises.”42 Changes in the tax code—especially 
the 1997 cut in capital gains taxation—may also have been important to 
the trends he identifies.

The most important effect of the political successes of both the wealthi-
est Americans, and the reversals they experienced, during the years of the 
Reagan, Bush, and Clinton administrations may well have intensified their 
efforts to shape the future course of tax legislation during late 1990s and 
the administrations of George W. Bush and Barack Obama. Large tax cuts 
in 2001 and 2003 decisively undid the effort of the framers of the Tax 
Reform Act of 1986 to equalize the rates of taxation on labor and capital 
income and roll back tax expenditures. The combination of these cuts, 
coupled with the large cuts of the top rates in 1986 rate cuts, most of 
which survived the Clinton administration, initiated a new tax and fiscal 
regime, which I have referred to as “retro-liberal.”43
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Effects of the Reagan Expenditure Policies 
on Inequality

Focusing on ERTA in particular, or tax policy in general, as the expression 
of Reagan’s retro-liberalism, or neo-liberalism, risks neglecting a major 
fiscal thrust of the President’s program. He wanted not only to cut taxes 
but also to contain or even roll back the scale of domestic government. 
Perhaps the dominant fiscal expression of a “Reagan Revolution” was on 
the expenditure side of the public ledger. This aspect of fiscal policy may 
have had a significant effect on the distribution of income and wealth, 
particularly through the weakening of the middle class.

Federal tax revenues were stable as a share of GDP during the 1980s, 
to some extent as a result of the strengthening of the income tax system 
by the Tax Reform Act of 1986. However, entitlement spending through 
the Social Security and Medicare systems was increasing. This meant that 
spending on the remainder of federal programs—the spending on discre-
tionary programs in education, infrastructure development, job training, 
and welfare—was declining as a share of GDP. The Reagan administration 
encouraged this trend as a useful point of departure in rolling back the 
domestic programs that had been established during the New Deal and 
expanded through the 1970s. In 1981, especially with the 1981 OBRA, 
the administration was able to make real cuts in discretionary domestic 
spending and then slowed the growth of this spending, reducing its size as 
a percentage of GDP.44

Reagan’s rhetorical attacks on the tax system contributed to this slow-
ing of discretionary domestic spending. The attacks undermined tax con-
sciousness and public confidence in the tax system. Throughout his 
post-1981 period of tax raising Reagan railed against big government in 
general and welfare spending in particular, reinforcing the public percep-
tion that their income taxes went primarily to fund wasteful social spend-
ing. As late as 1982 he repeated the racist “welfare queen” story he had 
told for the first time in 1976, exacerbating the racial divides that had long 
weakened many of the major initiatives in social policy undertaken by the 
federal government from the New Deal through Lyndon Johnson’s Great 
Society.45

In yet another way, Reagan’s rhetoric confused the public and interfered 
with the development of a healthy tax consciousness. In discussing its tax 
increases, Reagan never admitted he was, in fact, raising taxes. For exam-
ple, he described the Social Security tax increases as simply acceleration of 
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increases that had been previously scheduled while he largely ignored the 
benefit cuts. And, he described TEFRA and DEFRA as tax reforms rather 
than tax increases. By stressing the goal of deficit reduction rather than 
support of government programs, Reagan further contributed to under-
mining public support for taxing on behalf of social spending.

Arguably, the campaign of Reagan and his administration against dis-
cretionary social spending had greater long-term social effects than did 
the Reagan tax cuts. While the changes in the tax system during the 1980s 
were neutral overall in their effects on the overall distribution of income 
and wealth, the Reagan administration’s anti-government campaign con-
tributed significantly to the stagnation of social spending during the 
decade.

Reagan’s immediate successors in the Presidency, George H.W. Bush 
and Bill Clinton, helped make the tax system more progressive but they 
did not ease the restraint on discretionary social spending that Reagan had 
initiated. In fact, they reinforced it. Neither Bush nor Clinton ever justi-
fied their tax increases in terms of increasing funding for domestic pro-
grams. George H.W. Bush was as fervent as Reagan in feeding negative 
images of welfare recipients, and Clinton never challenged those images in 
his program of welfare reform. To his credit, Clinton may have held the 
belief that controlling deficits through a tax increase would pave the way 
for subsequent expansion of domestic programs and even the enactment 
of some form of national health insurance. But he did not make that part 
of his public case for the tax increases in OBRA 1993. The only significant 
program of cash redistribution that Bush and Clinton expanded was the 
Earned Income Tax Credit (EITC). Republican leaders in Congress gen-
erally accepted the EITC because it created incentives for the working 
poor to get off traditional welfare and because it was funded within the tax 
system, enabling it to fly under the public’s anti-government radar. The 
EITC’s survival did not reflect popular tax consent.

Collectively, Reagan, Bush, and Clinton stabilized domestic spending as 
a share of GDP at approximately the 15% level. Thus, Bush and Clinton as 
well as Reagan pursued fiscal consolidation not only by raising taxes but also 
by reversing what had been a trend of increasing spending on civilian pro-
grams as a share of GDP. Meanwhile, demographic trends and the increas-
ing relative cost of health care caused spending on the entitlement programs 
Social Security and Medicare to grow more rapidly than GDP. In response, 
Bush and Clinton, as well as Reagan, accepted spending cuts, as a share of 
GDP, in education, infrastructure, job training, and other discretionary 
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programs. With the reductions in discretionary domestic spending Bush 
and Clinton may have offset entirely the progressive effects of the tax 
increases during their administrations. In fact, these reductions probably 
contributed more than any changes in the tax code to the growing concen-
tration of income and wealth during the last two decades of the twentieth 
century. At the very least, the regressive distributive effects of cuts in discre-
tionary spending reinforced the regressive effects of tax expenditures that 
favored the wealthy, and these regressive effects may well have been grow-
ing in size during the 1990s.46 The result was an increase in poverty and the 
weakening of the middle class that rose to the level of a national crisis in the 
early twenty-first century.

The success of the organized retro-liberal movement undoubtedly 
helped undermine popular confidence in government, beginning in the 
1970s and 1980s. As a consequence, political leaders, including liberals, 
became increasingly hesitant to discuss tax increases as a means of funding 
new programs. But retro-liberals were able to succeed only because of a 
fundamental weakness of the American welfare state that had become 
apparent during the progressive and New Deal eras. This weakness was its 
setting within a broker state. The American welfare state had always been 
fragmented rather than comprehensive in the scope of its benefits, and 
included the nation’s wealthiest among its clients. The fragmentation of 
traditional welfare functions became reflected in programs such as cash 
benefits for relief of old age, unemployment, disability, and poverty; provi-
sion of services such as education and medical care; and innumerable tax 
preferences extended to the entire spectrum of taxpayers. This fragmenta-
tion in turn created opportunities for retro-liberal forces to pit the benefi-
ciaries of various welfare programs against one another and meanwhile 
conceal their own benefits.47 In short, the relative decline of discretionary 
domestic spending that began during the last two decades of the twentieth 
century, and resulting growth in inequality, resulted from long-standing 
weaknesses in the American welfare state as well as from the growing force 
of the organized retro-liberal movement during the Reagan years.

American Exceptionalism Redux

The structural weaknesses in American welfare provision, in turn, had 
their basis in a web of social and institutional realities with profound his-
toric roots in the United States. The realities included the sustained sig-
nificant surge in economic productivity and rising expectations that began 
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in the nineteenth century and continued into the late 1960s.48 The same 
period, however, was also marked by episodes of significant unemploy-
ment and increasing concentration of incomes. The most notable such 
episode was the Great Depression of the 1930s. The combination of pro-
ductivity increases, rising expectations, and economic reversals for many 
Americans fueled political confrontations over distributional tax policy. 
These were sharpest during the 1930s and major mobilizations for war 
but reoccurred even after World War II. But productivity gains gradually 
strengthened popular support for tax policies that favored capital invest-
ment and tended to weaken the American labor movement, which failed 
to generate sustained support for building a comprehensive welfare state. 
The flagging of productivity in the 1970s and 1980s further increased the 
appeal of tax cuts that favored capital as a means of restoring economic 
health. Persistent nativism and racism reinforced such policies by creating 
opportunities for the largest and most powerful beneficiaries to undermine 
popular support for addressing the problems of structural poverty. It has 
become fashionable in recent decades to describe and dismiss such expla-
nations of policy shifts as building on an “‘American exceptionalism’ 
thesis.”49 But such dismissal may neglect explanatory factors, embedded 
in institutional development, that are more  fundamental to explaining 
policy and distributional trends than the circumstances immediately sur-
rounding crisis-driven public policy choices. And, paying attention to fac-
tors often associated with American “exceptionalism” may, in fact, help 
create a framework that is more robust in explaining comparative interna-
tional trends in fiscal policy and distribution.50 For the American case, the 
long retro-liberal swing in American fiscal institutions that began after 
World War II was driven primarily by profound political and economic 
contradictions. Resolution of those tensions may well be required before 
the American polity is able to reverse the long swing toward 
retro-liberalism.
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