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Abstract The crisis of 2008–2009 has been viewed primarily as a financial one,
which has spilled over into the economy more generally. I want to argue that there is
a much deeper crisis, of which the present one is a result. The deeper crisis is
political: more specifically, it is a crisis in the ideology and social ethos of the
American people. I refer to what has happened to the thinking of United States
citizens since the Second World War, and the dangers that that transformation
entails for world peace and cooperation—let alone the creation of an economic
regime in which deep financial crises do not occur. Short of a change in the ideology
of a many of its citizens, I do not believe the United States can succeed in pre-
venting a repeat performance, perhaps many encores, which become increasingly
severe.
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1 Brief Political History Between World War II and Ronald Reagan

In every Western European democracy, socialist/labor/communist parties won a
large plurality or majority of the vote in the elections held in 1945 and 1946.
Winston Churchill, the great war-time but Conservative leader of Britain was

Although this essay does not mention Brian Barry, I wish to dedicate it to his memory, because Brian
was acutely concerned with the topic, and I like to think, would have been sympathetic to its line of
argument. I relied on Brian over the years for his deep and canny political insights, his steadfast moral
compass, and his intolerance of apparently sophisticated justifications of the status quo. He had a nose
for what was right, and possessed much more than an intellectual interest in social justice.
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defeated for re-election in 1945: the country wanted reform, and the working-class
knew it deserved better, after its war-time heroism. (The British Labour Party
received 49.7% of the vote, while the Conservative Party received 36.2%.)
Moreover, a degree of solidarism among citizens had developed during the war that
was quite different from what had existed before. The British Liberal William
Beveridge had recommended the creation of a welfare state to eliminate ‘want,
disease, poverty, idleness and squalor’ in his 1942 report to the government, and in
1947 the British National Health Service was created. In like manner, welfare states
spread through Western Europe, no doubt due, in part, to the same solidaristic ethos.

There was, in addition, a less lofty impetus for social-welfare legislation. The war
had destroyed much wealth in Europe. It had homogenized the economic conditions
of citizens who had formerly been much more sharply differentiated. If the members
of a citizenry all face the same risks—that is, the same probability of bad events
(disease, unemployment) occurring to them—it is easy for them to agree upon a
simple insurance policy, even if each reasons from an entirely self-interested
perspective. But when risk exposures are very different, there is no simple insurance
policy that will attract unanimous agreement.1 The passage of national insurance
becomes a politically delicate matter, because any simple policy will entail
subsidies of some and over-charging of others. So the success of the advance of the
post-war European welfare state was due both to solidarity, which had been bred in
the war against fascism, and to the homogenization of risk exposures of the working
and middle classes, due to the collapse of wealth.

Add to this a third factor, that in the occupied countries, socialists and
communists had been leaders of the resistance movements, and had won the respect
of many. One cannot discount, in a similar vein, the respect held by Western
Europeans and even US citizens for the Soviet Union for its role in the victory
against Germany. While every Western European country that was invaded quickly
succumbed, the Soviet army repelled the German troops from their incursion to
30 km west of Moscow, at the cost of some 20 million casualties.2

The US, of course, was never invaded, nor even bombed, except for the Pearl
Harbor attack in 1941. Wealth was not wiped out in the US. Risks were not
homogenized. African-Americans remained at the bottom of the social ladder.
Nevertheless, a degree of solidarity did develop during the war. In particular,
although the armed forces remained segregated during the war, President Harry
Truman appointed a commission to study their integration, which eventually
occurred in 1951. The GI bill was passed in 1944, subsidizing veterans to attend
college. But the climate in the US changed quickly from one of celebration of the

1 For example, if everyone faces a probability 10% of unemployment, everyone would assent to a tax rate
of 10% on his income when employed, receiving 90% of his income when unemployed. This income-
smoothing policy, which gives one an expectation of a constant income of 90% of one’s salary, whether
employed or not, however, cannot be so easily enacted when risks are heterogeneous. Indeed, there is no
simple policy which is the ideal policy for all voters, unless the exposures to risk in the population are
identical. That kind of risk homogeneity makes it possible to pass universal insurance even when all are
voting in a purely self-interested manner. It is not even necessary that all voters have the same attitudes
towards risk, as long as they are each, to at least some degree, risk averse.
2 For those too young to have been schooled in these numbers, it is worth mentioning that US casualties
were approximately 500,000.
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war’s end, to one of anti-communism. Such was not only an American pre-
occupation: Winston Churchill coined the ‘iron curtain’ phrase in a speech in 1946.
But anti-communism played better in the US than it did in Europe. In 1948, Henry
Wallace, a left-wing vice president of Franklin D. Roosevelt, ran for president on
the Progressive Party ticket, on a platform calling for integration of the armed
services, and an end to the cold war. He received 2.4% of the popular vote and none
of the electoral vote. In contrast, the racist Strom Thurmond, running as a Dixiecrat,
received 39 electoral votes from the southern states. In 1950, the CIO,3 which at that
time represented 36% of US workers, expelled six labor unions from the
organization, ones which were ostensibly led or ‘infiltrated’ by communists, and
were among the most militant of US unions.

McCarthyism, the investigation, exposure, and subsequent black-listing of
communists and their sympathizers in all walks of US life, began in 1947, although
the term was first coined in a cartoon by Herblock in 1950. Ten Hollywood screen
writers with leftist sympathies were fired by the motion-picture studios, who agreed
publicly not to hire communists or their ilk. The Smith Act, which had been passed
in 1940, making it unlawful to advocate violent overthrow of the government, was
used to indict leaders of the US Communist Party. In the early 1950s, some 140
persons were indicted, and 93 were convicted and spent time in jail. The
Communists were themselves small in number, probably fewer than 100,000
nationally. There was no socialist party of which to speak, and the leadership of the
trade-union movement, as I have mentioned, was vehemently anti-communist.
Julius and Ethel Rosenberg, two US Communists, were convicted in 1951 of
transmitting nuclear secrets to the Soviet Union. Whether they did, and if so,
whether the information was useful, are still contested issues. They were executed in
1953, and this, too, fed the anti-communist fear among US citizens.

Matters took a turn to the left, however, with the struggle of African Americans
for their civil rights. In 1954, the Supreme Court voted 9-0, in Brown v. the Board of
Education, that separate schools for black and white students violated equality of
opportunity. In 1955, Rosa Parks, the secretary of the NAACP in Montgomery,
Alabama, sat down in a seat at the front of a bus, reserved for whites, and was
arrested, instigating the year-long Montgomery bus boycott. In 1957, President
Eisenhower sent federal troops to Little Rock, Arkansas, to escort a half-dozen
black high-school students who were trying to register at the all-white Central High
School, enforcing the Supreme Court’s Brown decision. Martin Luther King, Jr.,
emerged as a courageous leader of the struggle, culminating in the 200,000—person
March on Washington in 1963. President Lyndon Johnson, previously a southern
racist politician, masterfully organized the passing of the Civil Rights Act in 1964
and the Voting Rights Act in 1965. King was assassinated in 1968, after addressing
a meeting of striking sanitation workers, mostly black, in Memphis, Tennessee. A
few years earlier in 1965, Malcolm X, another black leader who had become
increasing politically sophisticated and left-wing, was assassinated, apparently due
to internal power struggles in the Black Muslim Movement, a killing which surely

3 The amalgamation between the CIO and AF of L occurred later.
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reflected Malcolm’s evolving view of the US race problem as part of a much
broader problem of exploitation of peoples of color around the world.

Lyndon Johnson’s identification of the Democratic Party with the civil rights of
African-Americans was the coup-de-grace for the unholy alliance that had existed
for many years between southern racist and northern liberal politicians. Due to the
reliance of the Democrats on the southern vote, they had soft-pedaled the fight
against racism until the Civil Rights Movement forced them to fish or cut bait.
Roosevelt, for example, never attempted to pass an anti-lynching law, despite strong
lobbying for it by the NAACP and other groups; to do so would have, he believed,
split the Democratic Party in two. In 1948, the Republican presidential candidate
advocated integration of the armed services, while the Democratic candidate
(Truman) did not. But when the Johnson administration passed the civil rights
legislation, southern Democratic senators left the party en masse, led by Strom
Thurmond, and became Republicans. Even today, the white southern vote is the
reason that the Republican Party remains a player in US national politics.4

Ironically, the departure of the southern Democrats from the party, beginning
with Thurmond in 1964, an exodus that moved the Democratic Party to the left, may
well have held back the advance of the US welfare state. The two biggest issues in
US politics during this period were economic distribution (as always), and the race
issue. When Thurmond and others like him remained Democrats, the Democratic
party advocated economic redistribution and preservation of the status quo on the
race issue.5 Southern whites voted Democratic, because they (at least working-class
and lower middle class whites) agreed with both positions. But with the emigration
of the Dixiecrats to the Republican Party, the GOP was able to exploit the race issue
(advancing a right-wing position) to gain the votes of southerners who, although
they did not agree with the Republican laissez-faire economic policies, liked their
position on the race issue. This new fraction of southern voters made it possible for
the Republican Party to move to the right on the economic issue, and still remain a
player in national politics. The political Nash equilibrium entailed the Democrats’
moving to the right on the economic issue also.6

Richard Nixon, indeed, was the first one who named this issue bundling the
‘‘southern strategy:’’exploiting the race issue was an efficient way of creating a
voter coalition that would support a party proposing conservative economic policies.
In 1970, Kevin Philipps, at that time a Nixon advisor, stated:

From now on, the Republicans are never going to get more than 10 to 20
percent of the Negro vote and they don’t need any more than that… but

4 Which is to say that if the white southern vote were distributed between the two parties the way the
white vote is distributed in the rest of the population, the Democrats would never lose elections. In
Alabama, only 13% of white voters voted for Senator Barack Obama in the 2008 election.
5 At least, they recommended redistribution among whites. See Katznelson (2005).
6 See Roemer et al. (2007, Chapter 4). In a two party model of political competition, where parties
compete on the economic and race issues, we compute that the race issue may have reduced the average
tax rate by ten percentage points. The analysis proposes a theory of political equilibrium, which is a kind
of Nash equilibrium, when policies are multi-dimensional, calibrates it to US data for the period
1972–1992, and computes what would happen, counterfactually, to the tax rate at the political
equilibrium, had voters been less racist than they actually were.
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Republicans would be shortsighted if they weakened enforcement of the
Voting Rights Act. The more Negroes who register as Democrats in the South,
the sooner the Negrophobe whites will quit the Democrats and become
Republicans. That’s where the votes are. Without that prodding from the
blacks, the whites will backslide into their old comfortable arrangement with
the local Democrats.7

After Nixon, and through the administration of George H. W. Bush, the Republican
Party won elections (in 1972, 1980, 1984, and 1988) by carrying the southern states.
The central way of masking the appeal to racism was to call for supporting ‘‘states’
rights,’’ which meant advocating the hegemony of states in decisions concerning
local governance, including housing and educational policy. The Republican Party
was in effect calling for states to violate the Supreme Court’s decision on segregated
schools and the Civil Rights Act by any means necessary.

A number of thoughtful conservatives and reactionaries understood that to keep
the United States in its relatively laissez-faire equilibrium—relative, that is, to
European capitalism—required more than anti-communism and appeals to racism.
They needed a positive theory to advocate as well. Beginning in the New Deal,
these people, most of whom were either self-made businessmen or scions of major
capitalist families, formed organizations to refine and expound the ideology of
laissez-faire. The Liberty League, financed by members of the Du Pont family, was
the first of these, formed during the New Deal. Somewhat more sophisticated was
the Foundation for Economic Education (FEE), which did not explicitly represent
business as a lobby, but rather advocated, as K. Phillips-Fein writes, ‘‘a stringent,
crystalline vision of the free market.8’’ Friedrich Hayek received financial help from
the FEE in building the Mont Pelerin Society (founded in 1947), an organization of
intellectuals dedicated to constructing a critique of the welfare state and economic
planning. The first US meeting of the Mont Pelerin Society took place in 1958,
bringing together intellectuals and businessmen; the keynote address was delivered
by Ludwig von Mises, entitled, ‘‘Liberty and property.’’ To bring Hayek to the US,
the right-wing Volker Fund paid his salary at the University or Chicago for
10 years. When the fund closed its doors (its president Ivan Bierley saying he had
decided to move from selling ideas to selling real estate in California), Hayek’s
tenure at Chicago ended.

Literally dozens of organizations were formed in the 1950s and 1960s to further
the conservative agenda, many with the explicit goal of forming coalitions between
businessmen and conservative intellectuals. The ones which eventually became the
major financiers of conservative thought are the Hoover Institution, the American
Enterprise Institute, the Cato Institute, and the Heritage Foundation. These think
tanks are to be distinguished from conservative organizations like the National
Association of Manufacturers and the US Chamber of Commerce, whose role is to
champion the interests of capitalists in legislation and the political arena directly.
The think tanks have a long-term view: to refine and propagate laissez-faire,

7 ‘‘Nixon’s southern strategy: It’s all in the charts,’’ New York Times, May 17, 1970.
8 Phillips-Fein (2009, p. 27).
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anti-state ideology, in order to build an intellectual base for the capitalist system.
Charles Murray, for example, is funded by the American Enterprise Institute. His
book Losing Ground was an effective attack on the welfare state, arguing that
rational agents with low skills would naturally respond to the welfare state by
having many children and remaining unemployed, and his co-authored book The
Bell Curve: Intelligence and class structure in American life, argued that further
investments in education are futile because those who have not by now succeeded
have low IQs, and cannot be educated. A common theme of both books is the
author’s sympathy for the poor, dumb, and uneducated; he does not advocate
abandoning them, but rather designing policies that will improve their lives—
policies that give them the right incentives to work.

Authors like Phillips-Fein (2009) and Smith (2000) emphasize the importance of
distinguishing three groups on the US conservative scene: the Republican Party,
capitalists and businessmen, and the propagators of ideology. There exist alliances
among these groups, but they are by no means agreed on all things, nor is their
cooperation to be taken for granted. The strategy of the think-tanks is for the longest
term. Their goal is to form an ideological base for laissez-faire ideas in the voting
population—their conduits are the media—and more proximately with regard to
policy, to provide expertise to congressmen who turn to them. Business groups have
different strategies: the Chamber of Commerce attempts not to take sides on
disputes between different groups of capitalists, but rather to lobby for policies in
the interest of the capitalist class as a whole (for example, free trade and non-
regulation). Of course, there are many business lobbies that are much more local and
provincial. The Republican Party is an entirely different animal: here, career
politicians are important principals, and a political party must be concerned with
winning elections.

Ronald Reagan was a boon to the conservative movement. His charismatic and
laid-back style increased the base for laissez-faire ideology in the nation. In 1981,
when the federal air traffic controllers’ union, PATCO, struck, he summarily fired
over 10,000 of their members, striking fear into the hearts of US workers. See Fig. 1
[from Levy and Temin (2007)] which shows that strikes decreased sharply after this
event.

Reagan’s favorite author, it is said, was the economist George Gilder, who
published in 1979Wealth and Poverty, funded by a conservative think tank financed
by the Vicks cough-drop fortune.9 Gilder championed the morality enforced by
market relations, arguing that when these were severed for people, as by the welfare
state, morality deteriorated. All decadent features of contemporary capitalist society
were traced to state interventions that shielded individuals from the rigors of
competition, leading to the deterioration of the ethic of self-reliance and hard work.

Reagan, however, was not a classical conservative. He did not impose fiscal
restraint, and his anti-intellectual posture (fiddling with jelly beans during cabinet
meetings) did not play well with classical conservatives. Reagan was the first of the
populist conservatives in the US who oppose the liberal mantra of ‘‘tax and spend’’
with the alternative ‘‘don’t tax and spend,’’ also known as ‘‘starving the beast,’’ an

9 See Phillips-Fein (2009, p. 177).
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approach which is anathema to classical conservatives who advocate balanced
budgets.

My purpose, in this very brief summary of events between the ending of the war
and Reagan, has been to argue that US capitalism had a difficult task of self-
preservation in its relatively laissez-faire form following the Great Depression of
the 1930s, the New Deal, the alliance with Soviet Union during the war, and the
increased demands of African-Americans, induced in part by their role during the
war.10 Doubtless, US capitalists were greatly disturbed by the success of the left in
Western European elections right after the war. Their major strategy to oppose
similar developments in the US was anti-communism domestically and the Cold
War internationally.11 At the same time, some businessmen and capitalists saw the
importance of building an ideological base for laissez-faire capitalism, by financing
intellectuals through think tanks to propagate and refine the justification of laissez-
faire and the critique on planning and state intervention. The political party which

Fig. 1 Persons engaged in work stoppages as proportion of all workers. Source: data on work stoppages
from US Bureau of Labor Statistics: http://www.stats.bls.gov/news.release/wkstp.t01.htm

10 Klinkner and Smith (1999) maintain that the only times when African-Americans have improved their
lot in the US have been after wars.
11 Thus the cold war served a double purpose: it contained the Soviet Union, and the domain of socialism
internationally, while also building anti-communist and anti-socialist views at home.
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most closely represented these ideas was the GOP, and they used a double strategy
to remain electorally competitive: first, a reliance on racism to win the votes of non-
wealthy white southerners who otherwise were not attracted to their economic
policies, and second, publicizing the ideas developed by conservative intellectuals
linking laissez-faire economic policy with freedom and individual self-determina-
tion. (In this, Reagan was the master).

The unions had traditionally been the schools for solidaristic ideology in the US.
Communist and socialist parties had never been as strong as in Europe—so-called
US exceptionalism. When the CIO expelled the most left-wing unions from the
federation, it isolated the labor movement’s most militant and politically conscious
leaders from the working-class. These developments made it possible for US
capitalists to move sharply against unions. Union density has fallen from 36% in
1960 to 12% today, with only 7.6% of private-sector workers now in unions. This is
partly a consequence, proximately, of the shift from manufacturing to services. But
services have not been organized because of constant harassment of union
organizers, and of workers who support unionization, by firms, to which at least
Republican administrations have turned a blind eye. The clearest contrast is with
Canada, which has sustained the same change in industrial structure as the US, but
there, union density remains about what it was in 1960, at 30%.

During this period, two major social reform movements took place: the Civil
Rights movement, and the anti-Vietnam-War student movement. The first was a
dramatic success, significantly advancing the quality of life of African-Americans.
As we have seen, the Republican Party profited from it by the influx of formerly
Democratic southern senators into its ranks, taking with them white racist voters in
the US south. The Democratic Party was pushed to the left by the same events, and
by the increasing strength of black voters that resulted from the Voting Rights Act,
which essentially enfranchised southern blacks for the first time since the period of
Reconstruction. The Vietnam War, an imperialist venture first of the French, and
then handed over to the US, who pursued it as part of global anti-communism
justified by the domino theory, roused students, who faced being drafted into the
armed forces and sent to Vietnam. Large student groups, such as Students for a
Democratic Society (SDS), were formed, and moved quite rapidly to the left,
embracing various kinds of anti-imperialist and Marxist ideas. It was probably the
change in the political ideology of students during this period that finally tossed
McCarthyism into the ideological graveyard. (Black-listed Hollywood writers, for
example, had continued to write under aliases during the 1950s and 1960s, and only
emerged from the closet when the student movement made leftist ideas acceptable
again, at least among the intelligentsia.) Whether credit should be given to this
movement for preventing the US from escalating the war further, and hence for the
eventual defeat of US forces by the Vietnamese in 1974, is an interesting question,
upon which historians disagree.

The Civil Rights movement and the anti-Vietnam-War movement were
important not only because they were uprisings of sections of the population
against injustice, but because of their significant political ramifications in the
struggle over economic distribution. This is obvious for the Civil Rights movement,
because the civil and political oppression of blacks was so closely linked to their
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poverty and economic exploitation. Indeed, the major leaders of that movement,
Martin Luther King, Jr. and Malcolm X, both came to see their struggle as in large
part a class struggle, although they were very careful not to say so in too open a
way, due to prevalent anti-communist sentiment and red-baiting in the country. The
student movement had ramifications for economic distribution because of the
ideological change it induced in its participants. Hundreds of thousands of students,
who were initially only self-interested in their opposition to the draft, came quite
rapidly to understand the unjust nature of the Vietnam War, and its link to the view,
perhaps incorrect, but widely held in US ruling circles, that it was necessary to
defend the US capitalist system.12 They were, thus, radicalized, and formed the
basis for a regeneration of solidaristic and left-wing ideas in those who became
professors and intellectuals during the 1970s and 1980s. Indeed, one of the reasons
that conservatives gave for the necessity to found (and fund) the right-wing think
tanks was that the left controlled the academy in the US.

Since the 1970s, two major social movements have developed, the feminist and
gay movements. Both are civil-rights movements, and have made major strides
forward for their constituencies, but they lack the feature of the black Civil Rights
and the anti-Vietnam-War student movements just described: they do not challenge
capitalist ideology. Granted, there is a fraction of the feminist movement that is left-
wing and links the oppression of women to capitalism, but it has not come to
dominate that movement. So, since the 1970s, there has been no major source of
left-wing ideas in American society, which could serve to counter the anti-state,
anti-tax, laissez-faire ideology of the right.

2 Changes in the US Income and Wealth Distribution

It is well-known that the distributions of income and wealth have become more
unequal in the US during the past 30 years, and my argument is that this is an
unsurprising consequence of the political and ideological events that I have
surveyed above. Households in the top 5% of the wealth distribution increased their
share of total wealth from 56.1% in 1983 to 61.9% in 2007. The poorest 40% of
households went from a 1983 share of 0.9% of total wealth to 0.2% in 2007. Indeed,
all deciles except the top one lost wealth share; there was a massive redistribution
from the bottom 90% to the top decile during this period. Even in 1983, the top 5%
owned more than the bottom 95%, but this only became more skewed in the last
30 years.13 Perhaps the most telling statistic is that, of the total economic growth
that occurred in the years 1977–2007, 57% (before taxes) accrued to households in
the top 1% of the income distribution.

Indeed, the concentration of wealth is doubtless even more skewed at the very
top, that is, within the top 0.1 and 0.01% of households. Unfortunately, there do not

12 John Kenneth Galbraith argued, correctly in my view, that the Vietnamese liberation movement was
primarily nationalist, not communist, and posed no threat to world capitalism. He did not contest the
domino theory, but rather, said that Vietnam was not a domino. This view, however, was not dominant in
decision-making circles.
13 These data, and many more, can be found in Wolff (2007).
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exist reliable wealth data on this class of households, because wealth surveys are
voluntary, and households at these heights have every reason to refuse to participate
in them. But there are income data, available through tax returns. In a series of
studies, Thomas Piketty, Emmanuel Saez, and Tony Atkinson (see e.g., Piketty and
Saez 2003; Atkinson et al. 2009), have studied tax returns over time and across
countries. Piketty and Saez (2003) report that the pre-tax income share of the top
0.01% of US households (about 10,000 households) increased from 0.93% in 1960
to 2.75% in 2001: that is, an expansion of approximately three-fold in income share.
The top 1%’s share went from 3.01 to 7.12% of total income, and the bottom 80%’s
share fell from 51 to 40% of total income. This is a massive shift in income from the
vast majority of households to the very few at the pinnacle of the distribution. To
put it another way, the average household in the top 0.01% of the income
distribution has an annual income of 275 times the mean annual income in the US.
Recall that income for tax purposes does not include unrealized capital gains, which
are included in wealth.14 If we valued the flow of capital gains per annum as
income, the figures would be substantially more skewed than this, as the vast
majority of financial assets are owned by households at the top of the income
distribution. According to Piketty and Saez (2003), the share of income of the top
decile, at 50% in 2007, is the highest it has been since tax data began to be collected
in 1917.

I am arguing that this concentration of income and wealth at the top during the
last 30 years, a phenomenon which is much more pronounced in the US than in any
other advanced democracy, is due in large part to the political acquiescence of the
polity comprising the bottom 80% of the income distribution, a consequence of the
events I outlined earlier. Doubtless other factors, often mentioned, come into play,
such as the rise of the Chinese economy and the change in the value of US unskilled
labor. But these factors do not differentiate the US from Europe or Canada. After the
US, only Britain has seen a substantial concentration of income and wealth at the
top, and Britain enjoyed the reign of Margaret Thatcher, who played an ideological
role similar to Reagan’s in the US.

Figure 2 of Saez (2009) is particularly interesting, for it shows the historical
series of income shares of a partition of the top decile: the top 1%, the group in the
interval [1%, 5%], and the group in the interval [5%, 10%]. The top 1% had a
greater income share than the other two groups from the end of the First World War
until 1938. Then their income share fell precipitously during World War II, and
stayed low until its nadir of about 8% in 1978. Since then, its share has risen to over
20% in 2003, back to the levels of post-World-War I. In contrast, the shares of the
other two groups oscillated much less during the twentieth century. The so-called
golden period of post-war economic growth in the US, until 1970 or so, is
characterized by the lowest income shares of the top 1% during the century.

The figures reported thus far all concern pre-tax income. It is also instructive to
examine what has happened to income taxation during this period. In the next
several figures, I report the average net tax rates of various quantiles of the US
income distribution. The net tax rate is defined as taxes minus transfers divided by

14 Capital gains only count as income in the year one sells the asset in the US.

282 J. E. Roemer

123

Author's personal copy



income. The tax data are taken from Piketty and Saez (2003); the transfer data were
collected from the PSID.15 In Fig. 3, taken from Roemer (2011), we see the change
in net tax rates levied upon various quantiles16 of the income distribution between
the Jimmy Carter and Reagan administrations. Reagan raised taxes on the 20–80th
quantiles of the distribution, and lowered them on the top 20%. The top 0.01% fared
especially well: their effective tax rate fell from almost 60% under Carter to less
than 40% under Reagan. Figure 4 shows that Bill Clinton succeeded in raising taxes
somewhat on the top 1%: the effective tax rate on the top 0.01% of households is
again above 40%. Figure 5 shows that G.W. Bush, a populist conservative, lowered
taxes for everyone in the top 40%, while he lowered transfer payments at the bottom
of the distribution. This figure confirms why the budget deficit increased so
dramatically under G. W. Bush: taxes at the very top are again under 40%, while the
budget increased substantially due, in large part, to the Iraq war.

Figure 6 presents a comparison of effective tax rates over the thirty-year period
1974–2004. The tax rate on the top 0.01% of households fell from over 60% to 30%.
Indeed, tax rates on the top 1% of households (who pay a substantial fraction of all

Fig. 2 Decomposing the top decile US income share into three groups, 1913–2007. Source: Piketty and
Saez (2003), series updated to 2007. Income is defined as market income including capital gains. Top 1%
denotes the top percentile (familieswith annual incomeabove$398,900 in 2007).Top 5–1%denotes the next
4% (familieswith annual income between $155,400 and $398,900 in 2007). Top 10–5%denotes the next 5%
(bottom half of the top decile, families with annual income between $109,600 and $155,400 in 2007)

15 I am grateful to Kenneth Couch for assembling the transfer data by income quantile for the Roemer
(2011) article.
16 For non-statisticians: a centile is one-hundredth, a quintile is one-fifth, a decile is one-tenth: the
generic term is ‘quantile.’
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taxes) fell dramatically, while effective tax rates on the bottom 99% rose. Especially
dramatic is the decrease in transfers at the bottom of the income distribution.

I have proposed that the critical changes in US society which enabled this
massive shift of income and wealth to the top households in the distribution to occur

Fig. 3 Light bars are 1981 (Carter); dark bars are 1988 (Reagan). The last three bars are for the
quantiles 99.5–99.9, 99.9–99.99, and 99.99–100%. The lowest quintile (0–20%) is not shown in the figure

Fig. 4 Dark bars are 1988 (Reagan), light bars are 1996 (Clinton)

284 J. E. Roemer

123

Author's personal copy



were the weakening of the power of the working and middle classes, due to anti-
communism, racism, the emasculation of the labor movement, and the effect of
right-wing ideology’s championing the market, individualism and a non-solidaristic
worldview. Conversely, any political-economic model would predict that as the rich

Fig. 5 Light bars are 1996 (Clinton), dark bars are 2004 (G. W. Bush)

Fig. 6 Changes in net taxation, by quantile, over three decades

Ideology, Social Ethos, and the Financial Crisis 285

123

Author's personal copy



grow in economic power, they will expend more resources to preserve their gains.
They would be fools not to invest in politicians advocating policies in their interest,
and in the construction of an ideology among voters which would lead them not to
challenge this economic distribution. In principle, there could be a free-rider
problem in organizing this political investment: this was overcome in part with the
formation of conservative think tanks. The incentives to overcome the free-rider
problem among the very wealthy were so huge that it is no surprise that they
succeeded in doing so.

3 The Transformation of Economic Theory

Almost nothing need be said here about the main developments in macroeconomics:
the efficient markets’ hypothesis, rational expectations, the consequent denial of the
existence of involuntary unemployment, and the futility of interventionist monetary
and fiscal policy. These ideas have, or should have been, completely debunked by
the crisis of 2008–2009. That a substantial fraction of macro-economists continue to
believe the set of premises that generate these results, so obviously disconfirmed by
reality, is a sad commentary on the non-scientific nature of much of economics.
Intellectual history will look back on this period of macroeconomics as an instance
of an emperor’s parading without his clothes.

The non-scientific nature of much of financial economics is also confirmed by
events. A useful popular discussion of the fantastic approach of much modern
financial theory is found in Cassidy (2009). A less useful discussion, in my view, but
a popular one, is Tabel (2007).

I wish, however, to focus upon a much less discussed transformation that has
occurred in micro-economic theory during the last 30 years, which has not been
clearly noted as an ideological contributor to the crisis, although I believe it is. The
century beginning in 1870 with Léon Walras, and culminating in the modern
version of general equilibrium theory, was a high watermark for micro-economic
theory. The view behind the Walrasian model of competitive equilibrium was that
prices co-ordinate economic activity. The Arrow-Debreu proof of the existence of a
Walrasian equilibrium under quite general conditions (in an economy with only
private goods and lacking externalities) showed that the model was consistent; but
the more politically powerful result was the first theorem of welfare economics
(FTWE) which, although much simpler to prove than the existence result, verified
the coordination properties of prices and markets. The FTWE states that the
allocation of resources and commodities at any Walrasian equilibrium is Pareto
efficient. This is the most important evidence of the market’s coordination function,
and, indeed, is the most powerful argument for a market economy with private
ownership of productive assets.

However, a transformation occurred in the 1960s and 1970s, in which the
principal economic problem of theorists’ scrutiny shifted from one of coordination
to one of providing incentives to individuals to do economically productive
activities. The principal-agent model was first proposed in a paper by Ross (1973).
Here, prices were not simply coordinating economic activity, they were inducing
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agents to do things that they resisted doing. In the Walrasian model, prices are
directing consumers and producers where to go and what to do, while in the
principal-agent model they are making offers that a person cannot refuse. There is a
real difference, although I cannot (at this time) give a precise definition
distinguishing the coordination role of prices from their incentive role.

Nevertheless, we can see the distinction by looking at the general equilibrium
model. It is simply assumed that firm managers are the perfect agents of their
shareholders, that workers provide labor without monitoring, that all contracts are
fulfilled without strife or opportunistic behavior, and so on. Prices are giving
instructions to agents about what to produce and where to look for a job, but the
problems of innovation, the creation of skills, and extracting labor from the worker
on the assembly line, are ignored. Agency problems do not exist.

Contract theory changed all that. Indeed, even within general equilibrium theory,
an attack on the Walrasian model was levied by Joseph Ostroy and Louis
Makowski, who, in a series of papers, argued that the coordination view of
Walras—that prices tell agents where to go and what to do—derailed the more
insightful view of the Austrian economists, that bargaining between agents was the
fundamental economic activity.17 Makowski and Ostroy distinguished between a
competitive equilibrium and a Walrasian equilibrium. A Walrasian equilibrium is a
set of prices and a set of optimal demands and supplies by all agents in which all
markets clear, when the agents accept the prices as given. Every agent is using the
price vector to organize his life. But a competitive equilibrium is a Walrasian
equilibrium with the additional property that no agent can alter any price and
thereby increase his welfare. In other words, it must be rational for every agent to
be a price-taker. Every competitive equilibrium is a Walrasian equilibrium, but not
conversely. In the coordination view, prices cannot be changed by individuals, and
are part of the environment which they face; in the contract view, the price is
something endogenous to individual bargaining. It does not direct economic
activity, but reflects it.

Makowski and Ostroy articulated the view that economic activity is a set of many
bargaining problems in which agents truck and barter with each other: prices do not
coordinate activity, they are what emerge after the dust of the competitive brawl has
cleared. Prices, rather than coordinating, simply ratify outcomes of bargaining. They
are, as it were, ephemeral. This view is much more in line with contract theory, in
which all the action is in incentives and bargaining and little or none of it is in
coordination.

Obviously, the development of the principal-agent model and contract theory is a
milestone in economic theory, and models an aspect of economic reality. But one
must ask the question: Is it in reality the case that the economic problem is primarily
one of providing the right incentives, rather than one of coordination? Every
powerful idea in social science changes the way we view the world. There is no
doubt that contract theory has changed the view of economists about how to
conceive of the fundamental economic problem. Present-day micro-economists
would not, I am sure, assent to the old definition provided during the hey-day of

17 For a summary of their work, see Makowski and Ostroy (2001).
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general equilibrium theory, that the economic problem is one of ‘‘allocating scarce
resources to competing uses.’’ Note the absence of incentive language in this old
formulation, which derives squarely from the coordination view.

To show how micro-economics has changed, it is interesting to read Friedrich
Hayek’s famous 1945 article (Hayek 1945), entitled ‘‘The uses of knowledge in
society.’’ Hayek champions the market system, and one might falsely recall that he
discusses how markets provide incentives for producers to innovate, develop skills,
and so on. There is actually no mention of the incentive problem in the article; it is
all about coordination—how the market coordinates the ideas of thousands of
entrepreneurs into productive application. Hayek famously attacked Oscar Lange
for his creation of the model of market socialism in the 1930s; the attack was not
based on the assumption that real markets were needed to provide incentives, but
rather on the premise that even loyal and capable firm managers would not be able
to respond to the requests of planners to report their demands and supplies for inputs
and outputs without the real competition of real markets (see Hayek 1940). Markets
were not needed to give managers the right incentives, which Hayek was willing to
assume they possessed, but to render coordination possible.

Probably Hayek really believed that socialist firm managers would not be loyal
and capable: that there were real incentive problems under socialism. But he chose
not to mount his attack on Lange’s market socialism on those grounds. I claim that
Hayek viewed the market as primarily a coordinating, and not an incentivizing,
device. Hayek’s attack on Lange’s market socialism centered on the view that only
real competition produces learning (that is, managers would learn what the cost-
efficient methods of production were), and that because real competition was absent
in the Lange model, managers would not learn to economize (produce by the
cheapest means available). Markets give signals which enable managers to calculate
rationally; absent those markets, the desire to economize would be unrealizable.

To see the distinction I am trying to make, imagine an economy of agents whose
motivation for working and innovating is not primarily to become wealthy, but to
satisfy certain psychological needs. Workers desire to perform well on the job
because they have pride in what they are making or doing, or because they wish to
be respected by their co-workers, or because their job entails performing a service
for others which gives them the satisfaction of doing well by their clients.
Innovators invent for the love of invention and creation, and also for the respect that
that activity garners from an admiring and grateful society. In such a society, there
would be no (or very little) issue of material incentives. Granted, people would still
have incentives to work and perform, but they would not be much related to wages
and incomes, except to the extent that incomes provide a signal to others of one’s
worth to society. Let us assume for the moment that this signaling value of income
is unimportant.18 Then there would be no incentive problem in this society that the
market would have to address; there still would be, however, a massive coordination

18 An interesting book by Joseph Carens (1981) argued that the main psychological need of individuals is
for the respect of their peers, which is established in a market economy by signaling one’s social value
with high consumption. He proposed a ‘‘utopian’’ alternative, where salaries are public information, thus
making the consumption signal unnecessary. Then market incomes could be taxed and redistributed to
provide more equal consumption.
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problem. Where should I work, what should I train for, what needs of others should I
seek to satisfy? Prices could still perform their coordination function, although
material incentives would be unnecessary.

I do not wish to imply that people in our present-day societies are totally like the
ones described in this thought-experiment, although some doubtless are. (One thinks
of those who staff the caring professions.) The purpose of the thought-experiment is
simply to point out the distinction between the coordination and incentive roles of
the market. In the society I just described, individuals are still utility maximizers: it
is just that income plays a much smaller role in their welfare than do other needs,
many of which are fulfilled by meaningful work. To forestall a criticism that may be
levied, that many people do not now nor will they in the near future have
meaningful work in our economy, note that those who earn high incomes do have
meaningful work, and it is these people who will be the focus of what I have to say
below.

There is an important link between these conceptions of the market’s role and
ideological views about distribution. If the market were needed only for
coordination, one could use markets to arrange economic activity, and redistribute
income as desired through taxation and transfer without changing productive
activity. On the other hand, if the market is needed only to provide people with
material incentives, then redistribution will in principle have massive effects on
productive activity, because people are choosing occupations based on their post-tax
incomes. Thus, one can say that the generally liberal view that labor-supply and
occupational-supply wage elasticities are relatively low is justified by the view that
people are more or less like the ones in the thought-experiment, and the
conservative view that these elasticities are relatively high is justified by the view
that peoples’ main incentives are material, because of their pre-occupation with
consumption of commodities.19

Whether the transformation in micro-economic theory which I am discussing was
induced by the resurgence of right-wing ideology, or whether it was a reaction to the
failure of the Soviet economy (and central planning) in the 1960s, after many years
of admirable growth, or whether it was an autonomous intellectual development of
the field, is not my concern here, although the question merits reflection. Surely,
whatever the cause, the transformation has re-enforced a conservative world-view:
that people are guided mainly by material incentives, and that getting the material
incentives right is the key to economic progress. There are certainly those who focus
upon these strategies, yet attack the right-wing shibboleths that dominate much of
economic theory, and are at pains to point out that the primacy of agency problems
in real life does not mean re-distribution is impossible: primary among these
economists is Joseph Stiglitz. But I do not think it can be denied that the view that
the economic problem is primarily one of material incentives, rather than one of
coordination, makes it more difficult to believe in the feasibility of re-distribution.
The effect on the ideology of the public of the prominence of the principal-agent

19 This perhaps puts too fine a point on the relationship between political view and beliefs about labor-
supply elasticities. Conservatives say they believe that elasticities are high because that view justifies low
taxation. And conversely for liberals.
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model is, I claim, to render it more conservative. Best-selling books like Steven
Levitt’s Freakonomics show that these ideas do percolate into society at large: for
Levitt’s cynical message is that ‘‘everything is [material] incentives.’’

As they say, when you have just invented the hammer, every problem looks like a
nail. Contract theory is a shiny new hammer. But it is an empirical question whether
the main economic problem is one of material incentives or of coordination. Recall
the debates of some years ago around the emergence of the East Asian tigers: were
their economic successes due to getting prices right or getting the market
interventions right? (Even if getting prices right was important, that could have been
in order to solve coordination problems, not incentive problems.) I submit that we
do not know the answer to this empirical question, although the transformation in
micro-economic theory has surely influenced our intuitions on the issue. We need
theoretical work to render more precise the distinction I am making between
incentivizing and coordinating, and then, of course, empirical work to try to
measure the relative importance of markets in their dual roles of providing
incentives and coordinating. Out of this would flow a deeper understanding of the
possibilities for income re-distribution in market economies.

For the purposes of what follows, the import of these developments in economic
theory is the effect they have had on the minds of economists, and then, on the
minds of the public, with regard to the centrality of material incentives in economic
organization.

4 Incentives, Human Nature, and Justice

Modern economics, for the most part, takes material incentives to be the
overwhelming driver of economic action. The exception is behavioral economics,
in which issues of trust and social norms are important drivers. Whether the drive
for greater consumption is part of human nature, or whether it is socially
constructed, is not my concern here: the key point is that most economists take that
drive to be a fact, and one that is exogenous to the problems that they wish to study.

Indeed, the importance of material incentives is so deep in modern liberal society
that it even has had a deep effect on left-wing, or at least left-liberal thought. A stark
example is provided Rawls’s (1971) theory of justice. Famously, Rawls proposed
that the just principle of economic distribution is to maximize the bundle of primary
goods that those who have the smallest such bundle receive. There are many issues
about Rawls’s theory that economists can disagree with: how one measures the
bundle of primary goods is one of them, and whether rational decision making by
self-interested agents in the original position will produce the difference principle. I
wish here to ignore many of these issues, and to focus on the degree of inequality
that Rawls considered to be just inequality. For this purpose, let us assume we have
a society whose members all have the same utility function over income and leisure,
and their utility is interpersonally comparable. (Since everyone has the same utility
function, take this to be the [Rawlsian] index of primary goods.) People do,
however, possess different skills, through no fault or effort of their own. Rawls
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states that the just distribution of income and leisure in this society would be that
which makes those with the lowest utility as high as possible.

Rawls does not call for equalizing utility, and the sole reason is because of the
incentive problem. Assuming asymmetric information—conventionally, that the tax
authorities cannot observe skills—taxes must not be so high as to induce highly
skilled people to reduce their labor supply (and income) to such an extent that the
worst off become worse off than they would have been with lower tax rates applied
to a bigger pie. In other words, Rawls calls just the tax rate which may leave
substantial inequality of welfare, because the highly skilled are selfishly maximizing
their utility from after-tax income and leisure.

Let us consider two utility possibilities sets for this society.20 Call the first set R,
after Rawls. This is the set of all utility distributions (or profiles) which can be
achieved by choosing income tax policies in some feasible set of policies,
assuming—as we do in economic theory—that every individual chooses his
economic actions to maximize his utility against the policy, and that skills are
unobservable to the tax authority. We might also call this the Mirrleesian utility
possibilities set, after the economist James Mirrlees, who first studied the optimal
tax problem in a rigorous way. The Rawls problem is to choose the distribution in
this set with the largest smallest individual coordinate.

Now consider a second set of utility possibilities, called C (you will understand
why in a moment). This is the set of all technologically possible utility distributions,
given a set of feasible tax policies. In particular, a feasible tax policy need not be
incentive-compatible to be feasible. To construct C, we do not assume that
individuals optimize against the tax policy. This is the set of utility distributions that
would exist if the tax authority knew the skills of every individual, and could assign
each an individually designed labor supply and tax obligation. The philosopher G.A.
Cohen (1992) argues that the true just allocation or distribution is the one that
maximizes the smallest utility component over all distributions in the set C.
Typically, at the Cohen solution, the utilities of all people will be equal.

Of course, the worst-off individuals will have higher welfare at the solution of the
C problem than at the solution of the R problem. You may think that to formulate
the problem of justice as the C problem is utopian because it ignores selfish
incentives and asymmetric information: but that is only so if you believe that the
problem of selfish utility maximization is immutable.

Indeed, Cohen goes on to argue that Rawls was inconsistent (with respect to his
own theory) to define the just tax system as the solution of the R problem: because
another Rawlsian tenet is that, in a just society, everyone accepts the principle of
justice. Rawls calls a society with this property ‘‘well-ordered.’’Now if the society is
well-ordered, then those who maximize selfishly against the tax policy are
preventing society from achieving justice, in the sense of rendering the worst-off as
well off as possible. Therefore, if well-orderedness is a property of justice, then it is
the C problem which must characterize justice. Highly skilled people should be

20 The utility possibilities set for a society is the set of distributions (or profiles) of utility that can be
achieved, by varying tax policy or using other redistributive tools, given society’s technological
knowledge and psychology. As we see below, we may define utility possibilities sets under various
different kinds of constraint.
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willing to work harder than they would (selfishly) like to, because of solidarity with
others who are less fortunate than they. It is important to recall that one premise of
this exercise is that skill differentials exist through no fault or responsibility of any
individual. It is assumed, in Rawlsian parlance, that skill differences are morally
arbitrary.21 If, on the one hand, Rawls wishes to assert that solidarity (in the sense
that everyone accepts the principle of justice and guides his behavior by it) is
necessary for justice, then he cannot on the other hand allow differences in welfare
that are the consequence of selfish individual optimization behavior.22 [Cohen’s
argument is available in several places: most recently, in Cohen (2008).]

I digress to point out that this is one of the few points upon which Joseph Stiglitz
and I disagree. Stiglitz argues that informational asymmetries and psychological
propensities are as real as technological constraints, and so the true utility
possibilities set must be taken to be R. The idea that maximizing over C is ‘‘first-
best’’ is an illusion, so says Stiglitz, because the allocations in C are not feasible
given informational asymmetries and selfish psychology. But I beg to differ: there is
an important difference between technological constraints on the one hand and
informational constraints and psychological propensities on the other. For it is
useful to imagine, from the normative viewpoint, a transformation of preferences
into selfless ones; it is not ethically interesting, however, to imagine as a normative
exercise a world with much greater technological knowledge. The important
distinction between Rawls’s maximin and Cohen’s maximin depends upon this idea.
Is it not possible to imagine that, in some future society, people will come to
embrace the Rawls-Cohen theory of justice as equality, and the relevant set of utility
possibilities will change from R to C?23 Ethical clarity requires preserving the
distinction.

The point of this brief excursus into political philosophy is to show how deeply
the issue of selfish optimization and the necessity of material incentives have
penetrated into our thinking—that even the most influential left-wing political
philosophy of the twentieth century, that of Rawls, is deeply infected with it. You
might respond to this critique by saying justice must be limited to feasible
allocations: as Kant pointed out, ‘‘ought implies can.’’ But saying this accepts as a
premise that people are incapable of taking on a solidaristic world-view, which
would govern their personal actions as well as their dinner-time conversation. It is
this premise that Cohen is challenging, and it is that challenge with which I am here

21 If skill differences are not morally arbitrary, then the theory of equal opportunity asserts that those who
have worked hard to acquire their skills may deserve more income than others. This important post-
Rawlsian point is tangential to the present discussion, but see, for example, Cohen (1989).
22 I must point out that, 20 years before Cohen, Kolm (1971) made a distinction between maximinning
over the sets R and C: he called the result of maximizing over C justice, and the result of maximizing over
the set R, ‘‘practical justice.’’ Rawls, however, did not make this distinction.
23 We may assume that asymmetric information continues to exist in the well-ordered Rawlsian society.
But citizens say to the tax authority: ‘‘Issue a menu of labor supplies, as a function of skill, which will
maximize the utility of the worst-off individuals. Since we all believe in this conception of justice, we
will respond by honestly choosing the labor supplies recommended for our individual skill levels.’’ In
other words, the Cohen conception does not require omniscience of the tax authority, but rather a change
in the ethos of individuals.
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agreeing. Serge-Christophe Kolm nicely recognized the issue (see footnote 22),
when he distinguished between justice and practical justice.

I return, briefly, to consider the informational content of footnote 23, which
minimizes the problem of economic design in a Cohen-just society, or what Cohen
came to call ‘‘socialism.’’ (See his last book, Why not socialism?) Suppose there is a
society of willing Rawlsians, or socialists, who are all willing to contribute what
they can to make the worst off as well off as possible. In a large, complex economy,
how can these desires be coordinated? In this society, preferences of individuals
include what are called consumption externalities—each person cares how much
others consume (not enviously, but generously). The price mechanism does not
deliver a Pareto efficient allocation when there exists this kind of externality: one of
the premises (an absence of externalities) of the FTWE fails to hold. So we face a
significant problem of economic design. In reality, the interchange between citizens
and state imagined in footnote 23 is probably not feasible. What can replace the
price mechanism for delivering a Pareto efficient outcome? I would, in this society,
be willing to work extra hard to raise the income of those worse off than I—but how
much extra should I work? We do not know of an economic mechanism that will
give the right answer to this question, when millions of people are making
decentralized decisions about their economic behavior.24

Here is another incremental summary. A degree of solidarity arose in Western
Europe and the US following the Second World War—due not only to the sacrifices
people made to win that war, and to the nature of the enemy: they were battling
Nazism, a racist, vicious right-wing ideology. Because of the alliance between
socialist and capitalist countries in waging that war, socialism came to have a better
reputation among citizenries of Western democracies than at any previous time. In
the US, anti-communism, McCarthyism, and the cold war were strategies
undertaken, or that emerged, to reverse this dangerous development, and
conservatives engaged in careful theoretical work, in order to foster individualist
and anti-state ideology among the citizenry. Simultaneously, there were important
developments in electoral politics. The Civil Rights Movement created a re-
alignment of party ideologies, in which the Republicans became both racist and
laissez-faire, and the Democrats anti-racist and moderately pro-redistribution.
Largely as a result of successful state and employer actions against labor, but also
because of the weakness of the left in the trade-union movement, and aided by the
change in the allocation of labor from manufacturing to services, union density
decreased: the only schools for solidarity that the working-class had had virtually
closed their doors. These events produced an allocation of the benefits from growth,
since 1980, disproportionately to the very top of the wealth distribution, something
which did not happen in continental European countries, or Japan. Aiding and
abetting these economic developments were investments in the creation of an
individualistic social ethos by right-wing foundations. Economic theory came to
reflect an anti-redistributionist bias, due to a change from viewing the market’s role
as one of coordinating to one of incentivizing. Even the most influential egalitarian

24 Cohen (2010) indeed concludes his short book by stating that the design problem is a great intellectual
challenge for the left. I hope to address it in future work.
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philosophy of the twentieth century made inconsistent recommendations, and pulled
its egalitarian punch, because of the huge and pervasive intellectual impact of the
‘‘incentive problem.’’

5 The 1990s and Noughties

During this period the financial sector became increasingly important in national
income, and the productive sector decreasingly so. I suspect that this was in part a
consequence of increasing competitiveness from China and other countries
(Japanese autos); because profitability was harder to come by in productive
activities due to international competition, investors sought returns from financial
investment. In addition, the fact that so much of economic growth redounded to the
households at the top of the wealth distribution, who have low propensities to
consume, put pressure on the financial industry to come up with new instruments for
saving and investment, which were justified as ingenious new instruments for
spreading risk. Without the smoke and mirrors, it would have been more honest to
say they were invented to arbitrage profits out of every nook and cranny in the
transfer of assets from lenders to borrowers. The best single trope to indicate how
the ideology evolved to justify this development is the 2003 book title Saving
capitalism from the capitalists: Unleashing the power of financial markets to create
wealth and opportunity, written by Rajan and Zingales, two influential financial
economists. The radical idea in this book is that capitalists who manufacture things
are inherently reactionary: they want to protect their market niches from new
entrants. Finance is inherently progressive: its task is to enable new entrepreneurs to
exploit opportunities, including those created by inefficient capitalists who currently
hold market niches. In the old days, it was the case that a budding entrepreneur
needed substantial collateral to borrow enough to begin her activity. But modern
financial instruments spread risk so broadly that they lower collateral requirements
so that—pretty soon if not now—almost anyone with a great idea, anywhere in the
world, can get bankrolled. Thus financial capitalists and capitalists who make things
have sharply opposing interests; the limits on finance (like the Glass-Steagall Act)
were victories of non-competitive manufacturing capitalists over the progressive
financial sector. It is hard to imagine this book (or at least a book with this title)
being published today.

With the growth of the financial sector came huge salaries, part of which were
allocated as bonuses above the contractual salary, that may well have been
determined by competition. Perhaps it is indeed the case that the CEOs and traders
of financial firms in the US were and are being paid their competitive wages! (See
below.) I do not here ignore what happened to the captains of industry: in 1965, the
ratio of the average CEO salary to that of the average worker was 24, and in 2005 it
had risen to 262. (In Britain, probably the most unequal advanced country after the
US, CEO salaries were 81 times the average worker’s in 2009.) That these bonuses
and salaries were politically feasible was due, I claim, to the ideological
developments in the US that I have described. How was George W. Bush able to
cut taxes on the very rich given these facts? Only because citizens accepted, in some
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combination, two views: that these returns were just, and that they were necessary—
the latter, because capping the salaries of high fliers would, it was argued, according
to the dogma, reduce productivity, jobs, and incomes of the many. It is not a
coincidence that these huge salaries emerged in the US, and not in other capitalist
countries, which had citizenries better schooled in solidaristic thinking and
experience. In February 2010, Jamie Dimon (Morgan-Chase) and Lloyd Blankfein
(Goldman-Sachs) were awarded and accepted bonuses of $16.1 and $9 million
respectively, while the official unemployment rate was about 10% and about one-
fifth of the prime-age males in the US were unemployed or under-employed. It is
difficult to comprehend the political feasibility of the expression of corporate
arrogance revealed by this move. That president Obama said, when queried about
these bonuses, ‘‘I know both these guys, they are savvy businessmen. I, like most of
the American people, don’t begrudge people’s success or wealth. That is part of the
free market system,’’ further shows the balance of political forces in the country. I
do not credit for a moment that Obama believes what he said about ‘‘not
begrudging;’’that he felt he had to say it is what’s revealing.25

A comment on the cause of these high salaries is in order. There has been a
protracted discussion concerning whether US CEO salaries are competitive, or rent-
grabbing—a result of shareholders’ having lost control over their executive agents. I
have not done research on this issue: but let me play the devil’s advocate. It is
certainly possible that these salaries are competitive, and that it is the lower salaries
of CEOs in other countries that are not competitive—that the salaries of German
and Japanese executives are capped by political feasibility. For suppose there is a
board of directors in charge of a corporation whose earnings are around $10 billion
per annum. The board is considering between two candidates for CEO: it expects
Anne to earn about $10.1 billion for the firm, and Joe to earn $10 billion. Anne, in
expectation, will earn an extra $100,000,000 for the firm. She can probably bargain
for a good fraction of this—say half of it—as her salary. If there are other firms who
are bidding for her, she might be able to extract close to $100 million from the
corporation. In other words, in this market, Anne will earn her marginal product as a
person—what value she brings to corporation over its next best CEO choice. Thus,
with huge firms, huge CEO salaries may well be competitive.

But even if this is so, it is, I believe, the case that a high tax could be levied on
Anne’s salary without changing her productive behavior. If there were such taxes,
what would Anne do? Retire? Read novels on the beach? Hardly; her most
important remuneration, what makes her tick, is the admiration of her peers, and of
society more generally, and the power she has to make decisions that affect the lives
of millions. Even if Lloyd Blankfein is being paid his marginal product as a person
(in the sense that the next best CEO for Goldman-Sachs would earn $9 million less
per annum for the company than Lloyd), he need not be allowed to keep that $9
million in order to stay on the job. Society could tax a large part of it away. That
taxes on the very rich have been so drastically reduced in the US in the last 40 years
is not due to efficiency considerations, but rather to the political power of the

25 I note that several British CEOs recently declined to accept their bonuses. Thus far, this asceticism has
not occurred in the US.
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wealthy and the ideological assent of the polity, achieved through the techniques
and events that I have discussed—prominent among which was the theoretical
argument, developed carefully by the think tanks, that efficiency considerations
require paying high salaries to high fliers.

Of course, to implement high taxes on CEOs would require an international
policy, so managerial talent could not emigrate to avoid taxation. In sum, even if
high CEO salaries are competitive, and may serve an allocative function of placing
the most skilled managers at the most profitable firms, high take-home pay is not
necessary.

Although paying workers (and CEOs) according to their marginal product is
necessary for allocative efficiency, that is not the end of the story. In the case of the
financial industries, the high salaries of brokers and CEOs have engendered a
massive negative externality: namely, these people take huge risks with other
peoples’ money, as the crisis attests to, and they do so because of the large payments
they receive from the profits from these bets when they succeed. One of the
principle arguments for capping salaries in the financial sector is to decrease the
propensity for opportunistic risk-taking. Moreover, a failure in the financial sector
(as we have seen) induces an economic failure more generally: the financial crisis
becomes an industrial crisis. Given these externalities, associated peculiarly with the
financial sector, there is every reason to cap salaries or to tax them sharply. That this
has not been done is, once again, due to the power of naı̈ve free-market ideology, its
hold upon the polity, and the power of the consequent power of the financial sector
in politics.26

6 The Real Crisis

When president Obama was elected in 2008, there was a hopeful view, among many
progressives in the US, that an important battle had been won, and that the country
was turning away from its steady move to the right over the past 30 years. Granted,
the election of an African–American president is a milestone; it is in part a
consequence of gradually decreasing racism among the white polity since the Civil
Rights Movement, and the increasing political presence of non-whites in the polity.
The only demographic group that voted in their majority for John McCain were
southern white males over the age of 35. But in retrospect, it appears that the best
explanation of Obama’s victory was not an ideological shift in the polity, but rather
a disgust with the huge transgressions of the Bush administration: its mendacity in
justifying the war in Iraq, the unapologetic use of torture on prisoners in the ‘‘war on
terror,’’ and the advent of financial crisis, combined with McCain’s ignorant
response, that he did not know much about economics.

26 I write ‘‘naı̈ve’’ because economic theory, if properly understood, is perfectly clear on this point. Free-
market salaries are only welfare-improving in the absence of externalities. The first theorem of welfare
economics posits an externality-free world.
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For we have, at this writing, the sharpest political division in the US that has
existed since the 1890s.27 The Democratic Party proposed a rather tame health-
insurance reform, which does not even insure the entire population. Under its
provisions, there will be no increase in government provision of health services, nor
in federal insurance.28 The law mandates insurance, to be privately provided, for
most of the currently uninsured, provides subsidies to enable the poor to purchase it,
and regulates insurance companies to control fees and accept all applicants. Taxes
on the wealthy will increase, moderately, to finance the subsidies. This health
reform, which will produce less complete coverage than exists in any other
advanced country, completely split the two parties. Every Republican in the House
of Representatives, except one from the State of Louisiana, voted against the
House’s bill, and every Republican in the Senate voted against the Senate’s bill. The
bill in the Senate received exactly the super-majority required for passage (60 out of
100 votes). Then, before the two bills could be codified into one, and taken back to
the two houses for approval, a Democratic senator was replaced by a newly-elected
Republican Scott Brown in Massachusetts. This meant that, were a revised bill to
come before the Senate, it would receive only 59 votes, insufficient to prevent a
filibuster. The bill passed, in March 2010, with no Republican votes.

Indeed, the election of Scott Brown, in the liberal state of Massachusetts, to claim
the seat of the recently deceased Edward Kennedy, is indicative of the present
ideological distribution of the US electorate. Granted, the Democratic candidate ran
a lack-luster campaign. But Massachusetts is one of the most liberal states in the
country. Brown’s election showed that the electorate was concerned primarily with
the consequences of the Great Recession, and had been convinced that health-care
reform was not in their interest. After all, for the great majority of citizens, health
insurance is adequate. Why should they take the risk of increased taxes or insurance
premiums to extend insurance to those currently not covered? Almost nobody had
said to them that it was a travesty of justice that the richest country in the world had
incomplete coverage: the arguments in both parties were made entirely in terms of
self-interest. (In one televised national speech, president Obama did spend a few
minutes talking about justice and universal health care, but that argument was not
repeated.) Rather, the Republicans and the Tea Party Movement had succeeded in
convincing people that the reform would bring about ‘‘death panels,’’ (which would
cut off care for the aged or severely ill), would tread upon the right of the individual
to decide whether or not to be insured, would increase the deficit, would interfere
with the right to choose one’s physician, and so on.

In retrospect, the November 2008 presidential election was one moment in the
continuing political struggle in the US, over redistribution and the size of the public
sector: the class struggle, if you will. It did not signal any radical re-orientation of
the ideological geography of the US electorate. One might object to my
characterizing the struggle as I have, rather than as one involving also cultural

27 See Simon Schama, ‘‘The world teeters on the brink of a new age of rage,’’ Financial Times, May 22,
2010, p. 7.
28 There already exist some government provided health services (the Veterans’ hospitals, county public-
health clinics), and government insurance (Medicare, Medicaid).
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issues: gay rights, abortion, freedom to carry guns, and the importance of religion in
national life. Surely, these issues have been prominent in Republican politics. But
my view is that they are secondary, in the sense that emphasizing their importance
has been a tactic like the ‘‘southern strategy;’’ it is a technique for attracting to the
Republican Party a section of US voters who have no natural interest in Republican
laissez-faire economic policies. All opinion polls show that US voters continue to be
primarily interested in issues of economic welfare. As racism has declined as a
useful gambit over the last 30 years, these cultural issues have replaced it as a
second dimension along which to split the electorate. It appears, moreover, that
these issues are not so powerful as racism was in deflecting citizens from voting
their economic interests. One important point, made by Bartels (2009), is that,
contrary to some opinion, it is not the lowest income whites who have switched to
the Republican party because of the cultural issues: it is voters in the lower-middle
and middle classes. Except, perhaps, in the south.

One might challenge my claim—that the US polity is at present more divided
than it has been in a century—by arguing that I incorrectly interpret the non-
cooperative behavior of the Republican Party as reflecting deep political division in
the polity. Perhaps, you might claim, the Republicans are going crazy, or are
adopting a tactic that is risky, and does not reflect what its constituents desire. My
response to this challenge is that I believe the Republican congressman are good,
opportunist politicians: if they have chosen the strategy of trying to torpedo the
Obama administration by any means necessary, they must have a reason. I maintain
that reason is that there is substantial support for this tactic in the polity. I do not
interpret the behavior of the Republican Party as an instance of poor representation
of their constituents: rather, I fear it is good representation. Of course, the Party may
have erred: perhaps it indeed lacks the support, among its constituency, for the
destructive behavior it has pursued. That it has chosen this path, however, indicates
that the party has substantial evidence that this is the optimal path for its future.29

The real crisis, as I see it, is that the present ideological geography of the US
electorate will prevent important reforms, on a number of dimensions, from
occurring; it will engender even more dramatic inequality; and it will produce an
increasingly aggressive US, struggling to maintain its global position as it falls
behind in global economic competition, due to the popular hatred of taxation and
government intervention. The key necessary reforms to which I refer are:

• health care, both to extend coverage universally and to control costs; the latter
will require ending the system of fee-for-service medical care that is ubiquitous
in the US;

• reigning in the financial sector with seriousbanking reform;
• improvement in K-12 education, which is generally inadequate, as is indicated

by the low scores of US students on international tests;

29 However, the recent failure of Republican Congressman Paul Ryan’s budget proposal, to replace
Medicare with a voucher plan, has not met well with the polity. Ryan attempted to split seniors (those
over 57 years old currently) from younger citizens, by proposing that the voucher plan begin in 8 years.
That a Republican lost a recent congressional election in a long-standing Republican district in New York
State, shortly after the plan was broached, has been interpreted as a rejection by citizens of the Ryan plan.
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• leadership in controlling greenhouse-gas emissions, which will entail changing
the behavior of an automobile-addicted culture, and taking on the petrochemical
industry;

• rejuvenating the infrastructure of railroads, water supply, sewage treatment,
airports, and electrical and broadband transmission.

One might have thought that, of these reforms, health care would be the easiest to
implement. That may be the case! Improving K-12 education, controlling GHG
emissions, and rejuvenating the infrastructure would require large investments,
which will be infeasible unless taxation is increased—at present a political
impossibility. Clearly, it is the taxation of the rich, who have benefitted so much in
the past 40 years, both from economic growth and reduction in taxes, that should be
increased, but to implement that increase requires a transformation of the laissez-
faire ideology that has gained hold of the minds of so many during the last
generation.

The Tea Party Movement is the most extreme expression of the popular revolt
against government. With slogans like ‘‘I’m proud to be a right-wing extremist,’’
this grass-roots movement, which is now attracting serious right-wing money, is
sometimes closely connected to the local Republican Party organization, and
sometimes not. The movement is virtually all white, virulently anti-tax, anti-state,
anti-immigrant, and views global warming as a hoax. It is unclear at this point
whether it will eventually make cultural issues more prominent, or will stick to the
more proximately economic issues just mentioned, especially the tax issue. Its
ideological posture is to defend the US Constitution against the federal government.
At this writing, a significant number of Tea Party affiliates have been elected to
Congress, and are playing hardball with respect to financing the federal government
(the deficit debate).

Thus far, in this section, I have focused upon the ideological views of the polity,
and of the Republican Party. But this is only half of the story, albeit the more visible
half. The other part is that corporate leadership—in a word, the capitalist class—
appears to be moving sharply against the Obama policies. Paul Krugman describes
the trend in corporate political contributions (New York Times, May 24, 2010, p.
A25). These contributions have traditionally been divided between Democratic and
Republican parties. In 2010, 63% of banks’ corporate political action committees
(PACs) contributions went to the Republican party, up from 53% in 2009.
Securities’ firms and investment houses, which have traditionally been pro-
Democratic, are now giving more to the Republicans. The oil and gas sector has
given 76% of its contributions this year to the Republicans. These numbers are
especially significant, because there is normally a corporate bias towards donating
to the party in power. The explanation is that corporations are furious about
increasing regulation, and corporate CEOs are personally aggrieved at the income
tax increases that the administration plans on high incomes, as well as surtaxes on
high incomes to finance the health care reform.

The picture that emerges is that of a popular anti-tax, anti-state movement,
combined with capitalist interests, lining up against the Obama administration.
Serious capitalists are probably indifferent to the social policies advocated by the
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popular Right (pro-gun, anti-abortion, racist, xenophobic), but they are willing to
harness this anti-Obama energy if it will defeat an administration which is curbing
profitability with increased regulation. The trick for the Republican Party is to
kowtow to anti-Wall Street popular sentiments, while nevertheless continuing to
represent Wall Street’s interests in the Congress. This can only be accomplished
with duplicity.

As I noted, the capitalist class can probably live with the backward social policies
advocated by much of the Republican base, but it may be harder for them to live
with some of the consequences of low taxation, namely, the decaying of the US
infrastructure and the educational systems. A careful analysis of the costs and
benefits of modernizing infrastructure and education for the large corporations is in
order. As Tom Friedman of the New York Times has written, when returning from
China, with its modern airports and bullet trains, to the US with its dilapidated
counterparts, he believes he is arriving in a developing country. Friedman assumes
that without re-building the US infrastructure, the country cannot compete. One
often hears a similar refrain with respect to public education.30 If this is so, one
would expect US corporate leadership to understand the point, and if so, allowing
the Republican Party to proceed in its anti-tax direction cannot bode well for the
future of US capitalism. There may be a free-rider problem here in capitalist
organization. But perhaps the point is wrong: maybe the big corporations have all
the infrastructure they need, perhaps their main labor requirement is for highly
skilled scientists and engineers who are still produced by excellent US universities,
despite inadequate education at the K-12 level. (For semi-skilled labor, they can
ship production to China.) Or perhaps the point is correct, but the corporate
leadership, blinded by their own greed and hence opposition to personal taxation,
will not advocate policies which are in the interest of continuing corporate
competitiveness. I do not know which of these explanations is the right one;
research is required here.

I hardly need elaborate how the ideological developments that I have described
permitted the excesses of financial industry, and the exploitation of those who were
seduced against their better interests to take sub-prime mortgages. The greedy,
opportunistic, and risky behavior of the big financial firms and banks was only
feasible in a society where the social ethos had become one of the selfish pursuit of
individual wealth, and the idolization of the market mechanism. The episodes are
many and need not be reviewed here, except to mention Alan Greenspan’s role in
nurturing the real-estate bubble, which derived from his efficient-markets’ dogma
(even he now admits the mistake), and the advocacy of deregulation, by even the
liberal Lawrence Summers during his tenure in the Clinton administration, which
stoked the fire. Effective banking reform was prevented in part because Summers
and Timothy Geithner are closely linked to Wall Street. Certainly more stalwart

30 In 2010, 5,100 randomly chosen students from Shanghai took the international PISA tests for the first
time, representing China. They came in first internationally (the test was administered n 65 countries) in
all three tests—reading, mathematics, and science. The US placed 17th, 31st, and 23rd, respectively, in
the three tests. US Secretary of Education Arne Duncan said the results were a ‘‘wake-up call.’’ (New York
Times, Dec. 20, 2010).
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soldiers than these are needed to implement a reform against the most powerful
section of the US capitalist class.31

On the one hand, a large number of people hate the bankers; on the other hand,
they hate government intervention. The Republican Party does not support any
significant regulation of the financial sector, and the Democratic Party lacks the will
and/or the political backing, given the social ethos, to carry out a reform that would
reduce significantly the probability of further crises. It is not simply a matter of
smart, greedy bankers and their brilliant mathematical financial engineers out-
maneuvering federal monitors of average intelligence: it is a matter of political
power, will, and social ethos.

If my view is correct, more financial crises will occur, but this is only a symptom
of the problem. Certainly, opinion is mixed on whether the financial regulation,
signed into law in July 2010, will suffice to prevent further crises.32 Much worse
than episodic financial crises, which double the unemployment rate and reduce the
rate of growth by two or three percent per annum for 3 or 4 years, would be a failure
to deal with greenhouse gas emissions, which would reduce the welfare of future
generations a great deal more than this, or the inception of a cold war with China,
generating small to medium hot wars around the globe, or, worst of all, of a hot war
with China. And the failure of the US to make positive progress on the climate-
change front, or on the educational and infrastructural fronts, which are key to
reducing the probability of Chinese-US antagonism, will be due to the ascendancy
of right-wing ideology in the US. (The skepticism concerning climate change is
closely linked to right-wing ideology, and a transformation of education and the
infrastructure would involve the massive state intervention that the right abhors.)33

This explanation of the Right’s opposition to facing the truth about climate change
is most clearly exposed in speeches by the conservative Czech President Vaclav
Klaus, who argues that state efforts to intervene in the economy to control
greenhouse gas emissions are just another excuse for Big Brother’s intruding into
our lives. [See ‘‘Czech president calls man-made global warming a myth,’’ February
12, 2007 (http://www.newsbusters.org/node/10773).]

I am not predicting that these catastrophes will surely come to pass. I believe that
their occurrence is a distinct possibility. President Obama did succeed in rescuing a
version of the health reform, which, despite its moderation, is the most important
social legislation since Medicare. While Republicans continue to attack it—about
20 states are claiming that making insurance mandatory violates state constitu-
tions—eventually, I think, the administration will gain in popular prestige from the
law. The rate of inflation of health costs, perhaps, will gradually decrease, and the

31 For a contrasting view, that Geithner’s approach has been wise, see Cassidy (2010). Cassidy’s article
should be taken seriously; his credentials are established by Cassidy (2009), one of the best books on the
ideological origins of the financial crisis.
32 See, for example, Robert Reich, ‘‘The senate finance bill merits two cheers,’’ Financial Times, May
24, 2010, p. 9.
33 How can one explain the extreme skepticism on the right of the climate-change danger? Perhaps
cognitive dissonance is the answer. If one believes that climate-change is real, then large-scale state
intervention will be required, and that is ideologically unacceptable. Therefore, climate change is a hoax.
I thank David Lefkowitz for this suggestion.
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Republicans will eventually abandon their attacks on the reform, as they abandoned
their early sharp attacks on Social Security (1935) and Medicare (1965). Increasing
evidence of the climate crisis might finally prevail upon public opinion after more
extreme events (floods, droughts, hurricanes) occur in the next decade, the
petrochemical industry might be forced re-tool in a green way due to popular
pressure, and the US could become a technological leader in producing alternative
energy. On the other hand, perhaps the next financial crisis will be much worse than
the present one: bread lines will form in the cities, and masses of homeless people
will camp in public spaces. A real reform movement could grow, demanding
insurance against economic calamity (recall the homogenization-of-risks argument).
Or that kind of economic crisis could produce a fascist leader, who smashes civil
liberties, labor unions and strikes, and foments a jingoism that would make today’s
Tea Partiers look like school children.

I cannot assign probabilities to these events. But the stakes in US politics at
present are high—not only for US citizens, but for the rest of the world—and
attention must be paid. It is politics and the social ethos which it reflects, not
economics, that is primary in determining the US trajectory during the coming
period, and therefore, perhaps, the world’s trajectory for the next century.
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