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ABSTRACT

An analysis of the economic assumptions underlying fis-
cal plans FY 1981 - FY 1934 is described. The forecasts of
President Reagan's Economic Recovery Plan are compared to
the actual performance of the economy during the respective
period. The paper concludes that the supply-side economic
policies of President Reazan's plan were not adequately
tested by the fiscal experience. However, some objectives

of the recovery plan were achieved.
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I. LUTRODUCTIOY

Iin tarca, 1931, tre Conjsressional J3ud.et Office reporc-

ed tnat a comoination cof rapid infiation, ni;h unemployment,

rtazging productivity, and record higa interest rates .aad
pattered tne United States economy in 1930. In response
to tne poor economic performance, President Reasan present-
ed his economic recovery pian to Congress, Appendix A, on
Feoruary 13, 19381. In nis address to Congress Presiient
Reagan stated tnat oy 1940 doubdle digit inflation would ope
cut in nalf, tne Anerican =2conoay would produce 13 miliion
new jobvs, and tane .ross national product would grow at an
annuai rate of 4 to 5 percent. The President's plan con-
tained four ey elements:

- Reduce tae :rowtih of receral expenditures.

- Reduce taxes.

- Derezulate certain industries.

- Estadlisan and maintain a :ztrict monetary policy

President Reagan's plan was tneoretica..y vzased upon

2 new wave of econo.uiic tningin, cailed "Suupry-Side
scononics", In jtenerai, taes concepts postu.ated tnatc

stiamulaticn of tne groductiv2 21ements or tae econowmy

I3

Would inerease productivity and capital invastuaent,
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econony. Coupled witn a3 restricurive .onetary poLicy,
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2 economics entersed as a neWw scnool of econo-
alc tnourtnt as a result of tne gerformance of tne 2conouny

in the mid 1970s. In 1375, unemploy.ient was 3.5 percant

sespite @ federal deficit of 4o billion dolliars. J3otn
fijures increased from tne 1974 ievels of 5.0 zercent

unenployment and a 5 dillion dollar federa:s dericict.
According to conventional eccono.aiic tneory tanis snould net

T snould Keep

b

nappen oecause tne =xistence of a izrye Jdefic
unesploywnent low [Ref. 1:z2. 3). Also, the simultanceous
occurence of =cono:ilic stasination and comparatively aign
rates orf inriatvion during tue 1973s canacacterized the

stasjfizeion enonomy [l2r. 2:2. 5].
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Supply-s51d2 ecconuvlics ls 50r2 a &yc:C tnan an evolution in

2C0N05iC TaAoOUuTNT o2c3use 1T 1o nolning 100 @ Lnan crasszical
2conomics reiiccoverea [Ref. 1:2. 1), 3art.2tt [2af. 1:p.

31 credivs irving; Kristol as veinyg to2 first to 273w aT-
Lentlon Lo sunDsiy-side 2conourics. [a an 2rtic.e Sit_og,
"Toward a 'lew' Econoxics?', lay 9, 1377 2:.tion of tne

ot
v

reet Journzi, fristol wWrote:

[
o

(977
o

a

In responze to i3 2risio in tae tagory O. 22oncuil
policy 23 'naw' ea2onoitics s vesinning Lo Qmar 2 ..
Its focu. 15 on aconcuic rowto, ~ather Ta2n 2c0neaic
equiliorius or dis2quilioriusa, and 1L 5225 ouca rowWwon
arising froa a free recconse {(e. ., Inveztnent, aacd
Wwor«, atc.) to tre econonic incentives of 2 froe .arcet.
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This 'new'

cumcarsomely, as

econon

ratner
it

s0uetnianes descrioed,
riscal poliicy'.

ies is
"supply-side

arises in opposition totne Leynesian notion taat an

increase

in dewmand, oy itself, will increase supp.y 2nd
tnerafore acceigrate econonic rowtn. Tne ‘new' econo=-

11cs assercs

tiviuvy,

arford, tnat

Suppiy-side =2conom

tnat an
natural 1ncentives to
stmpiy in inflation.
Wwnicen converts latent
orinsing coamodities
Jenera

increass in demand, wnere tne
srowtn are stiflea, Wwill resulctc
i5 oniy an increase in produc-
into actuali demand vy

Vo
+ v

CO mar<et at vrices peopi? can
tes econouiec grecdti.
ics focus on tne productilve ei2ments

of tThe econony 3ucn as tne supniy of laoor, tane levezl of
savingy, and tne level of investment. Supply-siders taer-~

seted tnese clements decause of in

e productivity problen.

3etwaen 1450 and 1007 tne averaje annual parcentage in-

crease

to 1977 tae increase avarajed onily 2.9

for

nistory, taere

proauctivity; 1373,

trend tne

3U;7@3L3

required

2

L

[y
i

v

Gro dational

3

[ %]

soods and services

miany tactors.  GUP

uses of 1ncome &nd

identity (Ref. U:p.

(1.) C + I +

)

a aTaT_ T
e s 8 s @

s |

« ¥ &

- "o e e
SR COSERAR

in productivity

tne

Wwere

1041C

averagjed 2.4 percent. From 1672

o

[N,

rcent [lef. 1:p.

firzot tinme in United States econonic

oy R

Laree ccnsecutive yoariy deciines in

[4¥)

~ .
o} 2

-

L Qia

1979, and 1230 [Ref. 3:p. 124], Tnis

e.2ments of TLaa eccnony

sroductive

stinwulation.

LiIDEL

Product 15 an a3 jre;ate icazure ot tnae

o
nas

vroduced oy a naction zana depe Japon

2]

3y te measured Dy exeanditurs ot 0y

is vypicai.y reprecentaed oy tae GlP

147,

+ (L - Gup C + 3 + T + 3

A

M




C represents consuaptica: I is invastuaent; 1 13 ;0v-
erniuent expgandituras; X 13 2xp0ris; o L3 luports; o Lo

savin,: T i3 taxes; and & 1s cransrers or rorelisn aatio-

-

nals. 2iiainacing tae forz2ijn couponant of tace 3P

P

idenvity wili sinplify the aedel witnout arrectl

o
v
[N
ot
L

]

DUro03e in tails oaper. The new idontity oecoaes [lar,

Y:ip. 351]:

W

In eaguai

ct
ya
O
jo’
[AS]
=<
"a
[$]

2presents racone.  Thais siasplified
identiuvy i35 only a cdefinition of 4ilP and says notiing
2004% vA2 o2haviocral reiationsailps of the various components.

Jieuins vas Uaited Statas 220nomy as o a zodel wiil i1iiustra

(4
(0]

varioas interretationsaips asony selected ccononic varizoles.

Tolzs Hagsar 4il> use tng oacro2cononic woiel deve-Lodza oy
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15 resresent2d Dy tnze 2gquation:
(3.) C = Cy » cfy :
Co represents a .lnilius ancunt of consulption
"esardless of exo;:ndus faCidrs.  Ta2 tarm efy repr2sonts
1 c2C.ponent of 20.szunntion a3t d2pnondd uoon 1:135p0:52012
incou2., The coefficlient ¢ Is cosizive ant Y., gisporadee

income, 15 ad2iingd by =2guauion:
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(4.) T4 = 1 =T

consumption Wil incr23s2 with an

in Jdispozap.2 inco.e.

independant Lever of investmenc., v i3 aazzuasd to de
Sreataer
i.iher tine inverest

invastilent runction.

investaent.

lower ta2 1over of

rate the

e

rovernnant 2xpeanditure 1s resr2sontad
equation:
(J.) 3 = 4%

sterisg signifiz
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W
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ic a fiscai tool and may vary. I 15 ¢conzidared ana indeo-

pensant variao.e.
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Suaniation of 2itnar 3142 o0
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5. 3aving
Saving represents the amount of inccme left over
after consumption and taxes are deducted. L[t 13 represanted
by the eguation:
(7.) s =Y -C -T
Increasinz the ievel of saviny wi:l increasa GlP.
This is a definition of saving in %tne macro model. 3enavi-
orally, tne level of saving i3 a function of income and
taxes and is represented by the equation:
(7A.) S = s(Y - t(Y))
6. Taxes
The level of taxes in this model is composed of two
parts and is represented by tne equation:
(3.) T = T#* + x¥Y
The T* represents that a portion of taxes are a
riscal poiicy tooi. 1In tne term xY, x 1z a positive nuniper
and represents the increase in tax revenue dus to increases
This represents the progressive tax structure of
the United States.
7. Tne Jonetary Sector
The monetary sector of tne modei i represented

vy three equations:

(\3-) Jd




Ao 15 tne awount of .oney dedandea wituout raari
to income or tane rate of interast. Y reur2sents tiiat tne

destand for aoney will vary direscroiy witn income or 3P,

(¢

ds 13 tne supply of nmoney and iz egquai to [i® wanien can de

971

chan,ad oy tn2 ljonatary asutaoritiss. i% 1z a nonetary

nolicy tooi. =Zquation 11 =ztates zan egquitioriun condition.

1
[¢]
.
3
<
w
-3
[
W
-3
-~

ar rzoresents

rlationsnip odotween tae denmand

ct

for money and interest rates. Tin2 coefficient m 13 a

positive numd2r dut carries a nesative 3iin indicating tnatc

%

as interest races ri:ze

tr.2 demand fer wmoney falls.

-

Tnis noceo. contains taree poiicy instruaents wnicn

j»

can ve adjustad Lo Infiuence tae econouny. Fiscal authorities
can caanse sovernuent expenditure (3%) or Sne Tax Level

(T#)., lionetvary autaorities can cnanje wae supdly of .oney

0]

3.  Tna IS-L.1 lodel
divnin tne context of Lue acro2condai2 Joagi, L3 and

Li' curves, investaent-savin: and iiguidity of .ioaey, provida

of fiseal

[

2 more sophnisticated frauewers for an znaiysi
and monetary policies [Ref. S:n. 127). Tne (3 curva reopre-
sents zoints of equilibrium in the s00ds market and is
derived fron tne investment and savinst funczions. It

saoWs conoinavions of incoie and interest rates 2t wnica

desired investment ani saving 2are cqual. 1Ta2 L curve,
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representing points of equilibrium in tane financial

» market, shows combinations of income and interesi rates
"l

'y . 3 ~ : o LIS ~

4 at wanich the demand for money equals tne quantity of

money in tne econonmy. The intersection of tine IS and L

' . o . . A .

N curves, Figure 1, defines tae equilibrium pcint of interestc

N rates and income in the econcuwy. In particular, IS-Lif

.

- analysis denonstrates the effects of fiscal and aonetary

3 policies on interest rates and tne level of national

>

po- income [Ref. 06:p. 1261].

&

) 1. Hultipiiers

- The relative effectiveness or fiscal and wmonetary

:Z policy depends upon tne slopes of tae IS and Ll curves.
The multiplier effect of the respective policy tools de-

Y C . -

", pends upon tne initial position of the economy [Ref. U4:p.

it

P J41. Changes in policy instruients can o2 combined in many

“~

’ different ways to acnieve a desired :lacro 2quiliorium. I¢

o is important to realize thet snirfts in eitner tne I3 or LY

o curves produce a umultiplier wnicn detezrirines toe cumulative

) affect orf fiscal or monatary poiicy chanses.

.. Jy assuming equilibrium in tne investwenc and saving

N sectors of the economy, tae macroeconomic .odei Jefines a

N

\ . . . Rl N
tax cut or increased jovernmnent expenditure 23 equivalent

j fiscal tools. ilance, tne change in incom2 due to a cnanje

'l

A

4

¢

)
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The equilibrium interest rate and income are determined simultane-
ously at the interseclion of the IS and LM curves.

Fi-ure 1 The Is5-1L.: Cur es.
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in fiscal policy nmay ve defined by eguation 12 wnere g
equals 1/s5, the muitiplier assoclated wita tn2 mar;inal
progensity to save.
(12.) 4¥/d> = g

Tais indicates tnat tne total impact of an expan-
sionary fiscal pgciicy wili oe a multiple of tne initizal
amount. As tne I8 curve snaifts to the risnt, the aconoany
moves along the L curve. Tne increase irn interest rates
Wwill cause a reduction in investment demand. Tne net
effect depends upon tha 3iopes of tae IS and Lil curves
and tne absoclute snift of eictner or osoth curves as Jdeter-
dined by the multiplier.

In the case of a cnan.;e in monetary policy, an
increase In the uoney suppiy wiil snift tne L:i curve out.
Tnis excess supply of money wWwill reduce interest rates and
consequently stimuliate investment demand. The ratic of tne
increase in incone due to tne rise in investaent 135 the
aultiplier defined in equation 13 [Ref. Y4:n. 92]:

(13.) dY/d1 = o

The cnange in investment resuiting from a drop in
interest rates i3 subject tvo a zultiplier defined in
equation 14.

(14.) di/dr = ¢

13
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i U P RN
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Once again, the total impact of the monetary policy

[

. change depends upon tae slopes of tne IS and Ll curves 2n

the actual shifts resuiting from tne aultipliers.

As evidenced by tne fiscal experience of tne lace
19705, the denand management policies of tne federal
covernnent were unaole to proaote econonic prosperity.
The traditional econorniic modei, from wnich poiicies wWere
formulated, did not include some supply-side considerations.
Inriation, productivity, waze rates, and tax rates were

nernaps .ore iuportant in stimulating econonic growtn

tnan previously realized.
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12 aacrceconoaic aodel, rovoernuaant sgendiang o
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in 1394 [lef. Appendix A). Actual outlays 33 3 zerceat o1
3P from 1331 tnousa 1934% wara 23.3, 24.5, 25.1 anc 23.9

respacti-ely [Rz2rf. Appendix 31.

[ne acroeconoiic model escadbliishes tae cupp.y of

aoney as a policy tool tnat is controiled Ly wmonztary

]

13

serve

[t

&

autnorities. In tae United States, tue Fadera
3oard adaninisters monetary voiicy and functions somsewnac
indicrendently. Tne fed can cuange tae supoly of money in
42y35 Lo support vnelir view Of tne appropriat2 ziount of
woney wWwitn respect TO econoumic conditions. Tnis paper wii.
d2fin2 tae supply of monzy az M1: tae zum of currency,
Jasand leposits, travelers' cnecuas, ana otner checgable
deso31t3.

Zxcessive jrowta in Ta2 goney supply can induce

S
[¢]

inflation, Zxcess dewand resuiting from inereased invest-

gent will raise price levels [Ref. 4:0. 1771. President

(&3

;an's racovery plan desired a .onzstary Dolicy taat

|8

Y
We

¢4

WourLd reauce tne rave of noney and credit srowta down o
3

L2vers consistant wiktn noninflavionary expansion of tae

=

econoay [Ref. dAppendix Al.

11 zrew at annual rates of 3.1 and 4.3 »nercent in
ﬂ)l? and 1373, In 1379 and 1930, tn2 zrowta of i1 slcwed
to 7.2 and 5.5 percant respective.y [lef. ippendix 3]. Tais

cinan e fvom Increasing o Jdacreasing jrowtil ratas coincided

21
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witn tne appointinent of Paul Volcier as Caairsan of tvae
Ssederal Reserve Board,. in 1979 the Fed nad already eczaov-
.isned a ra2striciive agmonetary policy a5 indlcated oy wae
jroWwtn in A1, Voixer restrictaed tne grdwth cf 11 oy
increasing tne rederai funds rate up Lo 15 percent and

] . A

[N

tnen to a peax of over 17 percent [Ref. T:z. 3
restrictive :onetary policy continued varougn 1931 with
an annual 3Irowth rate in M1 of 6.5 percent [Ref. Appendix

5]. In response to tae 1941-1982 recession, tne Fed

2ased monetary policy in mid 19342 in an attempt to

stimulate a recovary. A1 grew at a rate of 3.3 percent
in 1932 and 9.3 percant in 1933 in support of a strong

2cono.aic recovery. In 1934, 11 was reduced to a 5.3
annual percentasze srowth rate.
3. I infiavion Rate
Assuwing a resctrictive wonezary volicy and reduced
severnment expenditures as a parcent of 4GP, thie Reasan

31

O

p.an forecast decreasing annual infiation rates ror |

, and 5.5 percent [lef.

o

carou-zn 1934 at 11.3, 3.3, o.
\vpendix B)]. Actual diszinflation, as maacured by the
consuner Price Index, occurred at a wuen faster rate desnie

1ncreases in governrent spending 2s a percent of GilP.

e

Actual inflztion raves were 3.9, 3.9, 3.8 and 4.0 percent.
Tals dramatic decline ctarted from a rate of ovar 12 percant

in 1930.
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Jdurin; Przsidant Caruer's administration, tae

~

traditional policies of denand mancj2aent fal

—
(o]
[
ct
o

reduace
iariacion witnoul caousing wideszora2ad unéaploynenc. ina
trad20ff oetweon infiz2cticn or Wwares and unenployasent was
Iilustrated Oy A..0. Paitlips in Wnat 13 now comonly nown
as tnpe "Pnillios Curve," rijure 2, Phillips found tnat
Britisn ooservations frox 1301 to 1957 traced ocut a simootu,
curved relacvionsnio betweseén cnanges in noney waj2s and

a2 unemploynent rate [Rerf. 5:p. 3311. In the late 137053,
Lone siziultaneous niga rates of inflation and unesploy.aent
indicated ftnat the Phillips Curve nad snifted to a i2ss
favoracle position waere tne tvradeoff was vetwsen a niner

o~
-

3¢ of infiation and 1 hijner rate of unemployment.,
5. Praise d Ciivticilag

The anvi-iariacion oojective of tne Reajan pian ag-
pears o oe & dramatic success. Tne infliation rate wag cuat
in na.f 2y 1933, tarea y2ars nrior to tne forecasted
date. ALz0, Palmer [Ref. 3:p. 31-32] indicates =hao
a.tnousn tae snort-run costs ot raduced inr-ation were
niianer uneaployment and slower 2conc.aic ~rowtn, e

ionj-run venefits s2e2. tO ve ser.sanent ani not

(%}
)
[¢9)
—
3
v
¥
ot
y—
(
=

DU Tae downward owing of tae vusiness cycoeo.
Critics of tne Aeatan plan er:ue tais Tae us2 Ji

3 reciriCTive gnatary SoLlicy o cause a snarp Jdosinriavicn
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a3 a Jdisasver. Taey conutend 1t ra2lucad Invastnent, raised
seficizs, and ralsed unewnployment. zZvidence coacarning tLaa
real cost Oof disiatiation 15 nlxed and aot conclusive.

Saliner [lef. J:p.13) concludes cwnat wa.ge o2navior data

o0 dnewnloyument occurred rroa 12371 tarousn 19383, Thais
3upports toae "Crediollity .dypotnezis" as i2scrioed oy
dordnaus [ler. 10:2. 2547,

daving a tougn juy in tne Jnite House-pernaps sencourazing
an oaven Lousner jdy atbt tne Fad-causes inflavion to de-
cline? acre guicukiy and atv l23:3 econowic ¢o3l than it
Woairl Liapiy on tne vasis of the ziven patit of unemploy-
.8nT and capacity utilization.,

Contrary vo raliner, Suumer's dzaper indicates tnalbt tas cost
21 disint.ation as gcasured using wa,es or odrices was not

roduced onore rzpidly 35 a rasult of tne credioitsity aypo-

>r a2 rec2a2ssion and tae saarpy aospraciavion in excan, 2
caTe3 o tae dollar coupared to major trodingyg currancies
{Ref. 7:2. 1357,
D faxes

feduciny taxes was one of tae four oy 2.2.a2nts of

Jonald Reasan's economic recovery oslan. Tails oojective was

fundamental.y osased upon tae nrecepl Lnact aln naxes nad

Seriousiy 2roied 1ncontives to Jorik, save, and invest [Rer.
Apovandizx Al. [tie Aca ,an »ian progosesd an across tne voard

regquction of narTinas tax rates {ar individuals oy 19
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percent per year for three years starting July 1, 1931.
The plan aiso included a business tax cut Oy 2:ztablisaning
zenerous depreciation allowances via tne Acceleraced Co:zt
lecovery System. [Ref. Appendix Al. Acctual perconal
income tax rate reductions ultimate.y totaled 23 percent
vice the proposed 30 percent [Ref. 10:p. 931.

1.1 . Tor:

Tne supply of ladcor is one of tne most basic ele-
ments of an economy and constitutes one of tne dc terminants
of productivity. 3y reducin: personal tax rates 23 percent,
President Reazan noped to reduce tne tax disincantive to
viorKk and affect an increase in tne suppiy of lavor. Double
dizit inflation of tne late 197035 nad incresased individual
tax races oy pushinz nominal incomes into hizher tax
orackets. Tnils pnenomenon, «<nown as brac<et creep, reduces
dispcsable income and effectively saifts a consuer's
prererence towards more leisure and less worx< {[Ref. 4:o.
129]1. This result is illustrated in Tizure 3. in increasa
in th2 waze rate, due to a tax cut, will snift Zne oua,et
iine froa g to WqH. As the oudzet line saifts upward,
points of tangency are acniaved on Liilgner utlility curves.
The dashed line, HH, connects tne points of tan:ancy
between tne individual's utilility curves and tne various
pudzet lines and represents tne individuzl's .a3aocr-supply

curve. As income (Y) increases, ieisure {(3) decresz2s.

20
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Althouygn the civiiian lzbor force particivation rate
increased from 53.8 to d4.4 percaent from 1930 to 1934,
this rate snows a steadily increasing trend since 1906
[Ref. 11:p. 294]). Tnis trend is primarily tne result of
increased female participation in tne laoor force. From
1959, the labor force participation rate of wonmen increased
from #40.3 percent to 52.9 percent in 1933. During the
same tvime period, tne male liabor force partici-
pation rate decreased from 30.7 percent to 75.4 percent
[Ref. 12:p. 24].
5. T 2 ] £ Lal

Tnis paper will define the supply of labor as thne
sumn of people eimployed and those officiailliy counted as
unemployed. After tne final Reagan tax cut nad been impie-
mented in 19383, the total number of people employed nad
risen by 1.6 miitlion or 1.359 percent compared to the 1930
level [Ref. 12:p. 111. Aiso, ‘uneuploynent had increased
o0y 2.5 percent or approximately 2.5 million peopie. Al-
thouygil the supply of labor increased by 4.1 miliion
people during the tax cut {ine period, there i3 [ittia
evidence directly c¢crediting tne increase to the tax cuts.
idaveman [Ref. 10:p. 120] ecstimates tnat a "reasonable
pest guess' of tne laoor-zuoply response to tne Reagan
progranm vwould be on tae order of 1.5 percent, approximataly

1.5 miliion peopie. Tais explains iess tiaan nalf of the

D
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increase in tne laoor force, Haveman furtner qualifies
the estimnates of nis study by stating, "Tazse estinmates,
it aust oe cupnasized are rouzh, and must be interpretved
witn caution.™ Very littie evidence wag discovered
1inking the increase in tne supply of lasor to tihe l3eazan
tax cuts.

3 . T a i r EY

Tne Reasan tax cut was also intended to increase

saving by increasinzg net income. As defined in equation
TA, savinz i3 a function of inccme minus taxes. In addition,
a nunber of special incentives for saving, sucn as liberal-
ization of Keo:h plans, IRA's and "Ail-Savers Certificates,"

tablisnhed by tine administration ([Jef. Appendix Al.

=
1]
~
(M

e

1 ¢)

Tnis was intended to raverse tne trend of deciining saving
rates as a percenta2je of disposavie income. Tnis rate nad
deciined fro.u an averaze of /.3 percent from 1971 tarouin
1975 to an averaje of 5.2 percent from 1975 tarouign 1300

{Ref. 1:p. 351. From 1931 tarouszn 1934, aftor tne Reazan

viny rate of

¢
192}
[}

tax cuts nad Deen implemented, tn2 averas
personal incox2 increased to 5.37 percent [Ref. 13:p.
51}]. On a yearliy basis, tiais rate increased froam 5.3

percent in 1930 te 3.9 percent in 1981. Tais was foliowad

rate to

[P

DY LWO conzecutilve year.y decliines in the savin
5.8 percean to 1232 and 5.0 percent in 1933. In 19384 tne

saving racte 1increasea td 5.1 percant.

29




4. lncentive LO Invas

The Reagan plan propos:d an incentive to increace
investrnient in production and job creation via faster deoro-
ciation scaadules of new facitories and éroduction equinuient
[Ref. Appenuix A). Tnis incentive was luplenented in 1931

ne Accelerated Cost Recovery System. In generai,

62]
v

as
increases in tane level of investment did not occur as
expected. Fijure 4 snhnows ;ross private doisestic investment
deciined froa nid 1231 to tne end of 1332. Tne decreases
in investment coincided witn tne 1931-1932 recession.
Althcuzin tne Accelerated Cost Recovery System provided

a reaLl incentive rfcr businesses to increase investment,

otanar econo.iic factors temporariiy nezated tne incentives .
of tne 3ystem.
5. na 3t't'ar a

~

dnereas Prssiaent Larter delievel 3 dDalanced

cudTet was 20331bLl2 poricarily tnrouzn fiscal rastraintg,
aorna.cd Reatan usaed sunply-3ide economiles UD 2xplain oW Lo
Judn 2T Wouail oe palenced even wita nis proposcd tax cut,
[necrevicaliy, tae repid expansion of tie aconoumy, initiated
DY Tne tax cut, would ulctimately incréease tax receipts oy
increasing tne tax nase. Tnis wWwas also part of Reaszan's

objective of jetuting iy jovernment Off tae Dacks of tae

1 .
people.

30
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A siznificant question witn respect to tax revenue i

Whnetner tax rates were too nign. The Laffer Curve,

Fijure 9, 1liiustrates a theoretical relationship betueen
tax rates and total tax revenue., Tne cdrve oenaves in a
manner suci tnati tnere 1is an optimum tax rate at wnich tax

revenues will pe waximized. 3eyond this point, 23 tne tax

1

racte lncreases, totel tax revanue decreases. This area is

called tne pronibitive region and iillustrates tne limitation
of taxation as an uiltimate fiscal tool. iHistoricaliy,

there is no stron. evidence to suglest tnat tne United
States tax structure nas evar deen in tne prohnibitive

rexion on 13 .acro level, Althoush tax cuis nave never bp2en
self-financing witnin tne first year, tne Kennady tax cuts

revea.ed tnet certain rezions of a tax cut can de

Trn2 Reanan tax cuft orf 1331 was renargably siailar

to tne Hennedy tax cuts of 1992 and 1934, 3otn »ians

reduced tae personal incouie and corporate tax rates and

iscally irresponsiole. Tue

=S
U
*e,

as oei

f{ennedy tax cut avera.,cd a twenuy percent reiuction in
a2very personel Inzom2 tax orac<et and was panased in over

a2 tarece yecr period. Additionaily, the corporate tax rate

C—i

parcant to 47 percent [lef. 1:p. 1131,

i
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Tax Hevenues

“isure 3 The Jimple ralfer Curve.
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Foliowing tne enactment of tne lennedy tax cuc,
tne econonly experienced a reat2r tnan normal expansion
of real economic activity. A comparison of economic activity
sefors 1961 and after enactnent of tne tax cut, 19939,
indicates tnat uncmployuent declined from 6.7 percent to
3.3 percent and capacity utiiizacion, as mzasured by tne
Faderali Reserve 3oard, increased from 77.3 percent to 91.9
parcent, Also, durins tnis period, real GNP zrew at an
averaze annual rate of 5.9 percent [Ref. 14:p. 19]. It
snould oe noted tnat from 1965 on, Bartlett [lef. 1:p. 121]

iscounts tne stinulative effects of the Lennedy tax cuts

due to excessive jovernment spendinz and increases in tne
quanticty of money.

An exanmination of tne tax revenue data from tais
time period reveals some interesting facts. As a result
of tne tax cuts, total tax revenue Jdeclined suzgzesting
tax rates were in tne normai ranje of tne Laffer Curve.

liowever, total tax revenue from individuals earning more

&)

than 100,000 dcilars accualiy increzased, su3izestiny this

[VAR)

particular region of the tax structure had been in ctae
pronibitive region on the Laffer Curve [Raf. 14:p. 20].
Altnouzn tne total revenue impact of a tax cut is
nezative 1in tne 3a0rt-run, coniroversy exists as to
1A

wnetner a tax cut 13 self-financing in tvhe lcnj-run.

Several studies indicate tnat tne Jennedy tax cuts were

SRR




indeed self-rinancin’ as ev.denced oy tua testiaony of
Jalter Heller ovefore tne Joint Zconowic Zomuitte2 in
1977: "Dii iv pay for itszeif in increased revenues? I

tniang cae evidence is very stron; tnat it did."

C. lonztrary Poliicy

The Federai Reserve Independentliy aduministar. monetary

il ™ . . . - . - .
. Ine red noriasay 4225 Luoree

Joiticy in tne Unitad Statve

7]

colicy instrun2nts te djust tae suppiy of .ioney; oCpan-iar<et
oparations, tae dicscount window, anu tnée reserve ratio
{Ref. H4:p. 2741, Zzen oolicy instrument adjusts tne 3unply

of monsy tarcuin Jdirfarent niarket mecnanisms und ultimacely

artect interest rac

(]

5. As defined by equations 9 and 11,
Tile lntarest rates nave zn inverse and direct relationsnip
~0 tne money Zuppliy. in eadiction, witnin the context of

ta2 ..acroeconoaic model, only a sinsgie inter2st ratve i3

is3su.qaed to exist.

n2tary ooilicy end ilnterest rates are signiricant
Witn re2spect Lo econocumic rowtn ovecsuse taey afrecc cue
.2val of investment. This relationanip is roprescated oy
2quation 5. An overly restrictive ionetary policy wWwill
Jroduce Lower leva.s of lavestient as a rasuit of niin
intarest ract2s. Tnils poses the guostion: Jia the rad's
2onavary po.isy supdort Proesident Reazan's econoilic recavery
>2a2n?  Tarcez=lionta Treasury 3iil rates were rorecastad in

-
5D

rore oo




the leazan plan to decline from 11.1 percent in 1931 to 7.9
sercent in 1934. Actual rates rfor 1931 tarousgn 1964 were
14,1, 10.7, 3.5, and 9.6 percent [Ref. Appendix 3]. DJuring

tnet tine period, tne actual interest rate avera;ed more

tnan 2 percent higner fthan tnhose forecasted.

Accordiny to tue Reaan doctrine of 1931, financial
Jdargets Joulid rally and an immediate plunge in interest rates
would initiate tne recovery cycle [Ref. T:p. 25]. In
particular, capital investment was expected to be a major
factcocr contriouting to tne recovery due to tine implementation

2f tne Accelerated Cost Hecovery System.

Tre plunze in interest rates did not occur in
1,31 as exvecied. n faci, lonz-term interest rates rose
from 9.0 percent in 1379 to an average of 1T4.7 percent in
ne rirst rcaif of 1yd2 {Ref. 7:p. 157]. A siznificant
Jecline iIn intaerest rates did not occur until wine red easad
its restrictive nmonetary policy in 1932, Continued nljn
real rzres of interest Jdiscourased investment tarouza 1341

and 2120 nadz J.S. marwets atiracutive Lo foroizn Invaziuenc.

ct

1

Tris resulted in tire increase in vaiue of cas U.S. aoiiar
reiative to otazr currancies and increased the unravorav.ie
affects uson investment of tne 3te2l and otasr 1ndustries
alrealjy 2xpzrienciny stronyg cowmpetition t'row international

nargets [def. 3:p. 71].
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Jdrie reasun tae leasan ousiness tayx cuns failed to

stimulace investment was tne f{iva-percent increase 1in
.0n =.2r lntsrest rates. Tnis increase effective.y nojatel

-~

I vae Accelcerated Cost Hecovery Systza.

G
@]

ta

tae incentive
fu2 iatroduction of ACAS provided an aaditionzl nine oiilion
15.lars t©d corporavions in FY 1932 and would nave produced
gore in tne following ye2ars: 17 oiriion in 1933 and 23
Driizion in 1334, Zvans [Ref. 7:p. 153] estiszates that tae
five parc2ntaje point increase in tae lonz-tera interest
race was resvonsiola for decreasing investnent by 25.5
oiliion uotiars., This estimatz 13 supported vy the fact
tnat fix2d Duslness investanznt deciined 17 Lillion dolliars

.

firo.i l.viementazion ¢f tne tax cut tarou 'n eariy 1943

A35T econolists Wwilild ajreoe tnat a conseguence of

sonevary oclicy 13 a aiiner rate of un-

W]
3
W
(@]
<
-~
+
(@]
ot
-
<
(o]

- -

2..0.0Y20 0. Mtn vae unenployaent race 3t 7.5 percent in
Yinl, T2 prosoecis Or 3 restriciive lonetary posicy .i2a2

inistracion

3
%]
5
o
«

L2 1.054UQ pociticali_y sensitive. Tae Carutar

n3d ocen very resoonsive In iapiesenting progjgrams to «eep

dn2inioy.aent 33 low a3 possiole. Thne decazan vian dismissed

Tue Jrec2pt TAal a3 restrictive awoanctary policy woulrd

increase unenployment oy maintainin; tnat a3 rapid cxpansion
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o Tae 2economy woull accur and ao%sors any advarse effects.

Tn 1931, 1nstead Or an 2conumic Hoom, 2 racession accurrad

ana un2.510ysent reacaed 9.7 percent in 1932 [Ref. 3:n. 353].

J. aovernment 3p2naing
Tne deajan plain was especlally critical or tne "uncon-
tro.iod grouta™ of ,overnusent spending [Jlef. Appendix AJ.

Tne plan attridbuted toe nln fuscteined ratz orf inflation

TO an overliy 2xoansive riscal polilcy and estaolisned
redquctions in Tag (roWta rate of jovernment spending as a
central joai. Tun2 actual revel of federal outlays fronm
1931 tnrou.n 1934 sugport tne success of tae administration
ir acaieving tais -oal. In 1330, jovernment spending
increasad oy norz2 waan 17 percent froa t.age previous year

(2ef., 15:p., (d=4]. Fisure 9 i:lustrates cthe succaessive

w

>

y2ariy declines in tne ;jrowtn rzte of federa. spending

Tae oroposed sairt in rfederal spendin; toward defensa

ind 2Way roa dodectic 2rojruns was justified as a re-

20 r=2fiect tne True

)
u
7]
b
5
(8]
=3
ct
@)
La/]
O
j
i
[¢9]
ct
R ¥
3
b
O
3
-
ct
§es
(]
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cesponsioiiicy of tae
Appendix Al. Altaouin defense spending increasced 3uUo-

stantial.y, ta2 actua. laoveir of orcrosaed donestic ovuu et

CULs Was L2325 ta2n planned. I'nis i5 evidenced by tre
fact Tnzt roderas cpending; 2s a gaercent of Ui was not

r2duced as vrovious.y noted 10 Cill3 paver.
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4 major policy conclusion of Xeynesian 2conouics
iz tnat 2x»nansive fiscali policy-in tne form of eltner
additional jovernment spendiny or a tax cut-1i3 tae apgpro-
oriate response to conditions of slack damand and unempioy-
ment [Ref. 6:p. 87). Tnis is represented in tne macroeco-
noiric model by eguacions 5 and 8. The Reazan plan proposed
that the tax cuts wouid ofrsat tne negative lapact on
unemploynment resuiling {from & reduction in government
spending via accelcerated econonic srowta [Ref. Appendix
Al. In actuality, zovernment spending continued to
increasas at a decreazini rracte wnile the proposed tax cuts
were iuplemented. The plan nad forecasted yeariy declines
in the unemployment rate from 7.8 percent in 1931 to 4.4
percent in 1934 [Ref. Appendix 3]. Actual unemploynent
rates for 1981 tarouga 1334 averaged 7.5, 9.5, 9.5, and

7.4 percent respectively. A ameaninsful analysis of the

ct

arfect of tne Reazan tax cuts upon the unemploynent rate

h

i3 not feasible due to tne stron: iafluence of tie 12381-1332

TN

GUP asrowtn .3y de neazured in a variety of ways.
Tnis paper wili use y=2ar.y percentaje cianie measured in
1972 doxlarz., Tnis adjusted fizure provides a measure of

the growtn of real output tarouin tiuse and 13 perhaps tne

40




LAy .~ P e L s s V) P A i 7 3 b, S LAT - C -

o -

‘

y

i)

.!

‘l

L) . o 1

' single best measure of cconcaic periormance. Tae long

'« range econonic forecasts of GidP rowth in tne feaeral

.V‘

g oudzets from 1931 tvarouin 1934 rznse from 3.7 to 5.9 percent

Y - e - v A
witn a .ean value of 4.2 percent. lnese forecasts indicate
the optimistic attitude taat tre adulnistration would

”
promiote economic prosperity in tne long-run.

: The Reagan plan 3o0d:nt Lo reduce jovernment spend-

3 iny primariiy for two reasons. First, reduced spanding

X would reduce deficits. Second, reduced spending would

) rejuce tne ever-lar:e snare of econdmic rescurces peing

N consumed dy tna zovermaent [R2f. Appendix A]. Tne plan

N furtner oelieved tnat szovernment spendiny nad reacned a

A lavel where private spendiny was oeinyg dispiaced thus

y introducing; inefficiencies into tne ecounuv.sy. Tails result

-

; i3 cowaonly wnown as tuz crowding out effzect [Ref. 2:p.

< 35]. ita respect to real JSIP rowta, tnae 22aien policy

- of reducing; jovernutient expendifure to stisuiat2 z2conomic

Q IroWwta cannot ve evaluated since soverament cpendlns Was

.

: nct roduca2d to tae extent propcsed. In alidition, ressarch

T dizcovared no nmathod or evidence Lo either veriry or

3

. rejact tnis precept.
£. Deficits

} Deficiv reduction was a ni;n zcriority in tne lz2azan

5 econoirie recovery »olan. Lt even forecasted decreasing
deficits from 54.5 viliion doliars in 1931 to a budzies

‘l

3 41
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surplus of 0.5 oiilion doliars in 1334 [2er. Appendix Al.

Actual oudget deficits from 1931 taroujn 1934 totaled
aimost 000 pillion dollars [Ref. 16:p. 9.50). Jdany Jlonald
Reagan, one of tnz2 most conservative présidents in recent
nistory, would 21low zucn larje deficits to exist is an
enizna., Althouin wmzny factors contriouted to the record
deficits, comment on tae ovud,; 2t system wiil provide
meaningful backgiround.
1. Tupda; gl Prg
The fundaniental proolea of persistant dericits 1is

rooted in the pro-spending ovias of lLejislative politics

Las¥}

(Nef. 17:p. 355]. iiis oilas perumeates tne osudset process
in several ways. Cirst, eaovers of Con.rress are motivated
DY twWo ztron desires: Lo 32cure reeleciion by serving
tneir constituents and tec deveiop a perzonal power pase

in Con ress. A3 a rezult, wemders often vropose additional
expenditures to oenefict Lacir constituiznts and rorn
poiliticaui airlances witn otier aeno2rs to 2nsure tneir
groposais are passed. 3econd, exgertisza on oudzstary
sgatvers 15 vested wWwitnin oudiet conmittees and suocommittees.
Consequently, tne jurisdiction of tnese counittess i3
seldom chalienzed. [ane overa:. effect 1. an increnmental
oudzet systen tnat contlinua:ily adds na2w pro:rans and

seidon adbollishes existing prosrans.

s

4

(4]
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Althougn tne United States nas not carried 2 oud;etc
: [5)
h . . . o .
J surplus since 1969, the Heajan deficit lezzcy i3z infaaous.
o
g

Once considared primarily a political problemn, nuje budzst
deficits are now recozinized 33 a real economic provian
(Ref. 17:p. 431.

In 1931 the feaeral Jdeficit was 738 obillion dollars.
Tnis =2wount was not siznificantly jreater tnan some of tne
aeficits experienced durini tae last naif cof tane 1970s.
In 19383 tne deficit increased to over 200 billion dellars.

This larze increase in the deficit can se attributed

primari.y to two factors. First, tne proposed domestic i
. spendiny; cuts ware not achieved and thus tne increase in

the defense vbudgzet represented a real increase in jovernment
spending. Second, tnz 1331-1932 recession caused tne

Reazan adminiscration to overestimate tax receipts and
underestimate domestic spendiny and the deficit. ‘lnereas

federal spendinz increased Dy approximateiy 132 oillion .

-

dollars from 13381 vo 1933, federal revenue increased oy J
only 1.2 oiilion doliarﬁ and cotal tax receiJlts dacreased

oy 21 billiion dollars [lef. dippondix 4. In 1334, tne :
6.3 percent GNP growtn rate anpears S0 save <xpanded tane

tax base s3ince perconal anid corporate tax :~2ceipts increasced

by 27 oiilion dollarsz [Ref. Anzandix 38). evertnelcss,

[P IR

tae 1334 deficit totalca ovar 1345 oitlion Jdoeidrs.

f
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As previously estabiisnei,

expenditures wWill

uneapioyment., Tnhe lar

durin; President leasan's

tne validicy of ais

deficits of {anese ma

of suppiy-side policies w

une.aploynent.
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200 billion doliur a year Jdeficit

the deasan agdministration prouwpted

i.pact upon tne econony. Gra.alich

2

convincing reason wny Jdeficits
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In 1931 Presidenct Reajan stated tnat oy 1985 douole dizit
inflation would be cut in nair, tae American economny would
produce 13 miliion new jocs, and GIP would srow at an
annuai racte of 4 to 5 percent. In 1939, infiation 15 less
tnan 4 zeircent, the economy empioys 9 miiiion nore peopile,
and GIP 1s estimated to b2 :rrowWwing at an annua: rate of 3.2
nercent [Ref. 13:p. 11]. Furthermore, the four <ey elements
of thz Reazan plan were inpiemeanted. The Jrowth rate of
rederai expenditures deciined, taxes were reduced, soue
industries were Jder2:ulatad, znd tune rederal Reserve 3oard
nas siaintained a strict ionetary poiicy. Despite tne
apparant success of tne desazan »lan, this paper conc.iudes
that tne supply-side policies of the Reajan adminisctration
Were not adequately tested by tne fiscal exverience FY-31

tarousn tY-34., Tnis conclusion iz oased upon tne anaiysis

(9]

taat tae Improvem2nts Iin Side economy var2 ndt acnievad
Taroula tie supply-side market mechanisms postulatad oy
tae Reagan administrztion.

Evaiuation of tne success or faiiure of Presiient

Reagzan in promoting; an econoiiic recovery is difficulc due

to the

[$8)

xtant of precidential control over ooth riscal and
monetary policy. President A2z jan's contirol over fiscal

policy 13 soirewnat iimitaed. Tnis results from tne fact
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cnat over nalf of tne federal oudiet 15 unconirol.iab.e dJdue
to-entitlement »rosrams znd other exosenditure cava ories

]

deemed aandatcry. rFinal izvets of raderal euvenditures

are determinad throuin poiicitai iantaraction detween Con ress

and the ZIxecutive Office. Witn reszpect to .uionetary poliey,

"1

tie Federai Reserve $30oz2rd adTinisters policy independent
Oorf tne Zxecutive Orfice.

In actuaiity, tae President nolsesses very lLittie
aosolute pouer witn respect to the cudjet process and
tnerefore nust augiient nis power tnrou;h political influence.

resident fea.gjan a1as oeen ¢oxtiremely inriuential as evidenceld
Dy tne successful implementation of the elements of his
econoaiic »rozran and Tne increases in defense spending.
Altnou:n the failure to acrieve tne desired doumestic
vud et cuts contriputed te record deficits, President

Reazan nas sJacceeded in stonewaliin: most of trne presasure

for vax incr

[
W
"

e3.

L&

Tne anti-inflation objective of the Rea-an adainistranion
i3 one of the tan.ible successes of tue progirzin. Tae
infilatvion vratva Jdeclined at a wuca Hmore rapid reove taan
anticipated and na: reaained at or veicw 4 percent tarou o
1935 and into 19385, laintaining suca & poilcy 135 somewhat
pollticaliy unpopuliar since tne results ares offter ananira2cced
in nigner rates of unemployment and siower econonic

sroWwtn. Tne zuccass of tn2 Reajan aduwinistration in

4o



- -

reducing inflation underscores tae I.vortance of tne
Ffederal zovernuent in manarting tne econony at a wacro
leval., iowever, exorsenous factors contriouted Lo tae
apparent success of the Reagan 2ian in reducing inTi2:tion.
Tne severity of tne 1931-1952 recession and declining
world oiL drices aided tne disintflationary trend.

Tne success of tne Reagan administration in reducing
rederal expenditure is narzinal. Althouzh tane administraction
did acnieve tne objective of reduciny tine growth rate of
zovernnent spending, total outiays, as a percent of GHP,
averazed almost taree percent niganer than tnose proposed
in 1981, Tais tares percent difference may de attriouted
to two eventc. [First, tne 1931-1982 rec2ssion zlowed GWP
srowtn. Secondly, oroposed domestic bud et cukts were
not acnieved and tnus represent a failure of fiscal
discipiine, Cons=quently, tne precept tnat reduced
sovernment expendicure as a percentaze of GNP would
contriosucte to Jdisinflation was not sufficicent.y tested oy
tae fiscal experience.

Attaininent of the odjectives of tne deajan plan to
increase the incentivas to wWork, save, and invest was not
evident from the analysis of zne data. Increased incentives
Qere expected to resuit from a reduction in gersonal
income tax rates and introduction of tne Accelerated Coast

Recovery System. Personai tax rate resductions ultigsatvely

—
O
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totaled 23 percent and were intended to incrzace 3saving
zand work effort by increasing disposabie incoue. Tne
savinag rate did snow a modest increase of .07 pearcant

rrom 19381 to 1934. Even at 5.37 percent, T.ae rate was

tfar below tne 7.3 percent rate of tne earty 19703 and

(45
(9]

demonstratad considesradie fiuctuation coincidinyg with tha
1931-1932 recession. Tne labor rcrce participation rate
aiso showed a modest increase of 0.9 percent fros 1931 to
1934 put cannot pe credited to tne Reazan plan. Tne
total labor force participation rate has demonstrated a
steady and increasing trend since 1955. In fact, from
1931 tnrougzn 1934, tne male lasor force participation
rate declined sligzhtiy wnile tne female rate continued to
increase. Tae overalli increase in tne totval labor forcse
participation is due to the increased ent:y of fenala

WOor<ers into tne lador wmarket,

The increasze in IiInvestment resulting frow tne Accelerzted

Cost Recovery System faiied to wmaterialize. Gross Droivate
domestic investient Jdeclined froa n:id 1931 ¢o the end of
1932. ALso, fizxed business investment declined 17 oiilion
dollars from implensntation of the cystem tarou;n 2ar.y
1983. It snould b2 noted tuat the lLevels of cavint ang
.invescment are parvicu.arily sensifiva co 2concnic f.uc-
tuations and trends. Taus, tae 1931-1932 recession

undoubtedly nad 2 ztrong intluence on these 1avelrs and

43
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iaent

consequently underained tne anticipated affects of Pre

%]

Reazan's suppiy-s3ide policies.
Tne restrictive monetary policies of tTuae Fadera. Neservea
Board, jenera.ly supported oy tine Rearan ad.ainistration,

ine

1
(&

appear to have been oveily restrictive comparad
] optinai poiicy of money and credll rowth Cconsistent wion

Wweir'e conZtantLy

Li

noninflationary exgansion. Incterest rate

aizner than those proposed in tae Reazan p.an of 1941,

L) P

fhis directiy contriduted to soaewhat lower leve.s of

&)

investment and siower gconomic jrowtn. As previousily

noced, iionetary policy 13 autonoaousiy 2adinicstered by tne

Federal Reserve Board. Tnerefore, evaiuation of various

eienents of tne Reazan recovery nlan .iust take into conzi-

derztion the existence of an indepandent and possioly

contradictory monetary poiicy. Furtinermore, tne poliicies

O0f tne Federa: deserve 3card nave considercople Influence

in international csarkets whicn Cnis pager 1435 not aluaressed.

tinally, the deajzan deficit lejacy nad undz2rnined tne

; credipiiity of supply-side econonic policies. ias e

recovary from tae 1931-1932 recession a resuit of suppiy-oide

) policies or of an excessive fiscal s3tilmuid. 740icn ~ert
deficits totaling 600 oil:iion dollars froa 1331 tarouin
19347 These deficits were well in excess oF tnouse aaraaliy

incurred during periods of recession,

49
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Tne recovery f[rom the 1951-1932 receczion Was very
strong. Tne stagflactionary trend of tae 19705 nad seen

orowen. Infiation reumained oe-ow 4 percent wailae SiP

srowin reached 6.9 percent in 1934, Houever, tae isprovzaent

1 0.
N

in the 2conomny was not acnieved according to tne 2eajan

piran. Thus, tnis paper cannot conclude tiat tne zupg.y-»ide

[$]

nolicies were 2dequately tested Dy the flscar experience.

Tiis conclusicon implies notning rejarding the vaildicy of

(&)

Jupply-side =acononiic poiicies; on.y tnat tney Were not

adequateiy tested Witnin the scove of tnis paper.
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APPEID X A
PROGRA!l FOR ECOIUOMIC RIZICOVIRY
dnite tHouse Report (Editéd)
Feoruary 13, 1331
. A PROGRANM FOR ECOHOMIC RECOVIRY

in3 a national recovary

[ O]

Today tne administration 15 propo
nlan to reverse the depiiitating comoination of sustained
infliacion and economic distress wnicn continuces to face tne
Anerican economy. Were we to stay Witn existing policies,
Tne resuit would be readiiy predictaple: a risingy sovernment
presence in -ie econouy, more inflation, stasnating produc-
tivity, and nizher unemployment. Indeed, thnere 1is reason
“o fear tnat, Iif We remalin on this courze, our economy :may
suffer even more calanitouszly.

Tne oenefit to tne averaje American wiil ve ztriking.
Inf.ation, wnicn i3 now at douowe d.3it rates, Wwiil D2 cut

:n rna.f oy 133o0. Tne American =2 J4il: produce ta.itteen

O
O
ot
c
~<

aliliicn new jobs oy 1385, nearly tarez2 mi.lion wore tnan
if cae st3atus quo in jovernrenct policy were to orevall,
Tne econcuy itselt snourd oreax out of ite anaaic rasin

pattern to 3 muecn .ore rooust jrowtn trend of rour oo

rive percant a year. Tagze positive resu.is Wwiil oe
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acconmniisned simuitaneouziy Wita reducing tax wurdens,
increacins privacte 3avinis, and s2izing ta2 Living soandacds
O tre American fam:ilies.

82 p.an consists of four oarts:

1) 2 suostantial reduction in tne jrouwtn of faieral
axpendictures

2)Y a sinificant roduction in reoderarl tax rates
3) prudent reiief of federa. re-alatory curdaens
4) a2 nonetary policy on tine part of tane indepnandent

rederal Reserve System whlcan 13 consiastent wita
those policies.

£

Tnese four complenientuary policies fora an nvegrated and
compranensive projram,

Tne leading edie of our pirosraa i35 the couprenensive
feducticn in tne rapid prowitn of federa. spending. Our

oudset reztra.nt 15 more tnan cosastic cuaznses in tae

-~

(o]

estiwaces of Federai expenditu

—

Tae second elizument of tais pro-raa, walca 1s cequarly
tuportant and ursent, 1s the reducuion in 2020230 Dersona.
incowe tay racves vy tan percenct a2 year [or Laree years in

1

aored.  ClLoszely related tTo tiizs 1z an incentive Lo ,rezuo

ct
{2
>

investment in production and jou a2reation via fasuver

write-offs of new factori2s and production eguipient.
The tnird kay element of our econcriic 2xpans.on pratrad

13 an aabitious reform of resulations tnat wiri raduce toe

Jovernent~imporsed parriers to invecsu.aient, production, and

enpLoy.enc.

0y

et
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The fourtn aspect of tnis coavraaensive 2conviic proirs

o

is a monatary poiicy to provide tne {inanciar 2nvironaentg

consisrent with @ steady return Lo sustained rewin and :
orice stadbiiity, Thnus, a predicradie and steady Srowtn in

Lne noney 3Uuppry ot aore wodest .avels tnan often experienceaed

in tne past Wwili D2 2 vital contrivbution to tu achnlaveaent

of tne econo.ic 30a.ls a23crived 1a tals reaport.

N L o

Ire THE TWIH PROJLZHS OF Hlud ZWFLATLOL AND STAGHART GROWTH
The porlcies tnlis Administration is putting forward

for ursent conzideration oy tn2 Congress are dased on tne

PO

ttact tnhat i3 nation now faces Lt3 o3t serious set of

econoaic probionis since tne 19303. Inflaction has jroun
froa one to one and a nalf »nercent a year in tas ecarly

19505 to aboutbt tnirtean parcent in the sast two yvaars;

w
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o
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not s3ince Jorld Yur L nave w2 nad two ye2ar
Jacik, Jdoubla-dizit infration. At tae same time, Lne rate
of econoaxic routin nas veen s.0wing, and the uneuploynent
raTe crea2ping upward. Productivicy Irowta, tas aost
fauortant sintli@ measure of our aopility Lo loprove our
-tandard of Llivin;, has oeen Jdz2c¢iining steadicy for aora
wnan a decade. L Tiae past otaree yearsz, our producutivity

actually fell.

[ne o3t l.aportant .cause Of oUur eCCnoLllc Provis.ds aas
ceen tae joverndaent -tcesf The Federai sovarnaen tnroun

tad, sc2nding. r2ulatory, and wonetary psoliciss, nads
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sacraficed long-term jrowon aad pric2 staopiiity {or

@apnemeral, snort-tazra zoais. In »particuiar, excessive

sovernment spendini and overly accormmodativa wmonetary

tn

pocilcios nave coabined to sive us a climate of continuing
infiacvion. Tnat inflation itself nas helpsd sap ocur
praopecis for srovth.

The rederasr governanent has jreatly contributed vo tne
persisience of nizn inflation. Over:y stimuiative fizcal
and :onetary policies, on averaje, nave financed excessive
spending and tnus pusaed prices upward. Since governmant
accommodation is widely expected to continue, inflation nas
vDecome emnoedded in tne economy. Productivity, popularliy
incasured as output-ner-worker-acur, 1is an indicator of tne
erficiency of tne c¢conomy and, conseqgusnily, of our aoiiity
to maintain thne rate of 1lmgrovement in our 3tandard of
iiving. Over coe past rifteen years, tae rate of prozuc-
Liviiy 1lmprovement has siowed and now victually anaited.

Jovearnaent policies nave b2en a1 ..ajor contriduror o

Tine S.oW down, outbt tney can oe an even @more iaportant

re

coniiivbutor to tae cure. The weisht of reojulation and
the dlscouragement taat resu.ts from nizn marsinal tax
ourdens arc ey factdors, bub inriaction ivo2:tf a.s30 D:L2y3

an luaportant role. Reduced czpital foramation i3 tThe olu

important and visible but not tiae only cnanngrl by waica

this occurs.
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Tha role of tne tax systemn 1in reduciag our past rowtn
and it3 potential for improving tne proscecis for future
zrowta deserves special attention. 3y reducing tne
incentives {or invesimzsat and inncvatioﬁ, o0tn VY indivi-
Jual and by ousinesses, tne tax systenm nas oeen a Lay
cause of our staznation. destoring tne proper incentives ]
Wwill maxke a contrioution to tihe long-run vicality of our
2Conony.
Tne pro.ressivity of tne personal income tax systen A

riszins tax rates on addicions to income tnat

[
(82}
<
3

(D
[ 7]

Le2p pace with inflation. dousenolds tnerefore

("
©
[
<

rind tnat, even if ctneir 3ross incomes rise witn inflation,
) tneir after-tax, real income declines. Sowme nousenolds
. respond o these nigner marginal tax buriens by reducing
tneir work effortv. "3raciket creep" 3lso encouraszes
taxpayers to sze out fLax sn=2iters; sources of incone
tnac offér il sa2r after-tax returns bdubt no:t necessarily
. alzner vefore~tax raturns taan :more productive sources,
a;ain contriputing to economic i1nefficiency. 1In tane iast
. two d=2cades, the con;ress nas raduced perscnatl income
~axes seven times., Illavartneless, averag e erfective
Lax rates are now 3ajoul tnirty pgercent niiner tazn taeilr
11d=-1950s Ltow. larzinal ftax rates nave clinbded in tandem

, Wwitn averz~2 rates.
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LIz, SLOWATIAG THE GR0WTH OF GOVERWIZHT SP=iDLIG

Tne uncontrolled srowtih of sovernament spending nas
Deen 3 primary cause of tne sustained nign rates of infiation
2xperienced 2y the American econony. Pernaps of ;reater
importance, tuae continuec and apparently inexorable =2xpansion

of tovernmant nas contrivbuted to tne widespread expectations

rcisting and possioly airsher rates of inflation in tne

O
"y

o

o

utu

L]

-3

e.
Thus, a centra. jJoali of the economic proiram is to

rz2duce the racv2 at wnicn sovernment spending increases.

In view of tne s2riousness of tne inflationary odressure

facing us, the proposed reductions in tne federal oudget

for tne coning fiscal year are tne largest ever progosed.

Tane spending reduction pian will shift federal budzeot
priorities, 30 tnat federal resources are spent for purposes
taat are truly tne responsipility of tne national. -overnucent.
The spendinz reductions willi restrain federar involven2ant
in areas ta3t are properly ieft to state and local .,overn-
W2nts or to tne private 3ector.

Carrying out tais prosram of pudget resiraint will
also nalt and Ddegin to reverse tne tendency of .overnaiant
T0 ftaxke an ever-iarjer snare of our econoilic resources.

Froa a nijn of tuwenty-tiiree percent of tne  ross nationail

oroduct in fiscal 1941, {ederal outiays are now scueduled
’
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to deciine to over twenty-one percent (21.39)) in fiscal

1932 and to reach approximataiy nineteen percent ve inning

in 1234,
Iv. AEJUCIHG TAX JURDEIS

An inteireal part of tne comprenensive econonic proirail
i3 a set or tax proposals Lo iuprove tne after tax, after
iafiation revards Lo worK, savinjis, and investmant.

lavion inevitaoly increases tae burden of faxes on

33
)

-

i

[N

ndividuals oy pusaing tnem into nizner and nigner marzinal
rates., In pusinesses, inriacvion maxes tne purchase of

naw equigment prozressivery more difficult by reducing

trae amount of casa fiow availaodlie for capital investaent.
The tax packase zddresses votn of tnese srobleams.

As taxpayers wove into nigner brackats, incentives to
Wwork, save, and invest are raduced, since eacn addition to
income yields less after-taxes than before. In tne late
19003 and earliy 1370s, Americans saved betwean seven to
nine percent of persona., disposaole income. iIn 1372 and
1330, tne saving rate was bdetw2en five to six percent. Tne
comopination of inflation and aigner warginal tax races is
undoubtedly a major factor in tne lower perzonal savin: rate.

To correct tinese probiems and to improve tae after-tax
return froa work and from savings, tne President is asking
tne conyress Lo reduce the narzinal tax rates for individuais

across thne poard oy ten percent per year [or thne naxt taree

57
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years, staring July 1, 1981, This would reduce rates to
stazes from a range of fourteen to seventeen percent to a
range of ten to fifteen percent, effective January 1, 1984,

Since the late 1960s, tne rate of net capital forma-
tion (excludinz spendingz mandated to meet environmental
standards) has fallen substantially. For the five years
ending in 1979, increases in real-net business fixed
capital averaged just over two percent of the nation's
reil-net national product, or one-hnalf the rate for the
latter part of the 1960s.

As a consequence, the President is asking the congress
to provide for an accelerated cost-recovery system {or

machinery and equipment and certain structures,

V. PROVIDING REGULATORY RELIEF

The rapid growth in federal regulations has retarded
economic growth and contributed to inflationary pressures,
'Tnile there is widespread agreement on the legitimate rcle
of zovernment in protecting the environment, promoting
healtn and safety, safegarding workers and consumers, and
suaranteeing equal opportunity, there is also growing
realization that excessive regulation is a very significant

.factor in our current economic difficulties.
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Ji. COJdTROLLING MO

rionetary policy is tne responsibility of tne rederal

syst2.1, an independent ajency witnin tne structure

(¢

Reserv
of tne soverniment. Tne adainistration ﬁill do notningi to
undernine that independence. Af tne szme time, tae success
in reducing inflation, increasiny real incoune, and reducing
unenpioymnent will depend on affective interaction of
smonetary poliicy witan otner aspects of economic policy.

To achieve tne goals of tne administration's econoanic
prozramn, consistent monetary policy must be applied. Thus,
it is expected that tne rate of money and credit growth
Wwill De drouzhit down to levels consistent with non-infla-
tionary expansion of tne economy.

Ir monetary policy is too expansive, tnen inflation
durini the years anead wilil continue to zccelerate, and
the adrinistration's econonic program wilil oe undermined.
inflationary osycnology wiii intensify. ‘azes, prices,
and interest rates will refliect tne pelief that inflation
and destructive effects of inflation will continus,

3y contrast, if monetary poiicy 1s unduly restrictive,
a different 32t of probvlems arise, unnecessarily aggravating
recession and unemployaent. At times in the past, aoruptiy
restrictive policies nave prompted 2xcessive reactions

toward snort-term money ease. As a result, frequent policy
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caanies can send contfusing signals, and tne additionai
uncertainty undermines long-cara investment decisions and

econodanic jrowtin.

OR TJdL ECOLOHY

1

VIi. A Ed BEGLNIING
[nis plan 1Oor national reocovery represents a
3udbstantizl oreak Wwith past policy. Tne new policy is
Daszed on tiae premise taat tne poeple wno ake up tne
econciy--workars, manazers, savers, investors, buyers and
seirlers--do not need tne Jovernment to make reasoned and

inteliisent decisions avout now dest to orjanize and run

their own lives. Tuey continualiy adapt to 2est fit thne

current environment. The wost appropriate role for

sovernment econowic policy i3 to provide a stable and

unfectitared environ.aant in wnich the private individual can .
confidentiy pian and maxke appropriate decisions. Tne new

recovery plan is5 designed to opring all aspects of jovern-

aent policy 2 greater sense of purpose and consistency.
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; TA3L=z5 FROM JHITE HOUSZ REPORT

Feoruzary 13, 1941

SHLST I BUDGET PLIORITIZES

3 - e —— —_— -

1362 1741 1944

. Dollar amounts (in biilionz): 3.9 157.9 249.3
- DOD - :ilitary 26.2 293.3 313.0
. Safety nev prosramns 5.9 o4.3 06.4
. et interast 20.9 193,2 142,0
i Totrzl 100.9 054,/ 141,95

Qut:ay saares (gercent):

PAD - iiitary 43.3 24.1 32.4

Safety net progsraas 24.5 95.5 49.6

flet interest 5.4 9.3 3.6

ALl otaer 25,2 29.9 13,4

Total 100.9 100.0 100.0

I'ne rederal 3udgzet and GHP

Qutlay.s as percent

Fiscal year of GUHP

19341 23.0

1902 21.3

1933 20.4

1904 13.3

1935 19.2

1939 19.90

SEDERAL REVEIUE AdD OUTLAYS
(I BILLIOJW OF ODOLLARS)
T T NDefiéIc(—TGF-~
Fiscal year lavenues Outlays Surpius(+)
1931 500.2 554,77 -54,9
1934 7721 7T71.6 +0.5
1336 942.1 912.1 +30.0
51
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VARIOUS ECOLONIC IUDICATOR TABLES

23.3

States Government Fiszcal Year
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1973 d.

3
1973 7.2
19690 3.0 .
1931 0.5
19382 3.9
1963 3.3
1934 5.0

Scononic Indicators, Juiy 1945, Council of Etcononmic
Advisers.

U‘
O
<
3
Q
(49}

52

e L N L L

- -. P " - - ‘p - - - o » . S - - - - " -
PR TR S .Y .',-t’v..“:f-';\- ISR R LI T R R i

“




KA AL

il ]

AR RS TN R

s a 2 272 2

a K

B Sr il 00 Gt Lt le 0 A S A O O A SN 2 A i g U R AL el A v gt o0 & aiix au il 25 & ol vl Sl a-g 1of & add an.

2COH0TC ASSUIRPTLOIS

Econonic Variaoie 1231

leal GP (19372 do-.z03)
Adooniscration 1.1
Actuzy 2.5
3P Deflaver (5 caanje

Adninistration D9

(@)

Actual 9.
CPY (5 change)
Adainistration 11.1
Actuai J.9
Unempoioyaent late (5)

Adainistration 7.3

Ul

Actual 7.

Aagainistration 11.1

lctual 14.1

AV A AP i A F B ' u

AuD ACTUAL OUTCOUIZS

1902

4.9

10.°7

1933

[«%

o

U

Co

[

SOURCES: Execubtive Ofrice of

danagement and 3udzet;
Zgononmic

Ofrice; Counci: of
Indicators, Juiy 1935.
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’ YEAR

1977
’ 1973
, 1979
1930
1961
1342
: 1983

1934

JiRC

[ €

U,
O
(e
e

1962
1943
: 1934

SOURCES:

FZOeRAL OQUTLAYS PER

SUT YEARLY

.

CiAdGE

QUTLAYS (HILLIONS)

409,203
450,729
503,404

590,929

7H5,700
304,327

d51.731

PZRCENT

12.
9.
1.
14.
9.
3. 39

O

Do

CHANGE

1

75
37
77
95

37

3UDGIT OF TIZ U:TED STATE GOVERIMENT F.SCAL YEAR

1940

Feosaal TAY REVENUZ (IILLIOJIS)

PLRS0ONUAL
2441
235.9
297.1
%33.9

2395.2

COXPORATE

3UDGET OF THE UNITED STATES GOVERIZNT FISCAL
TZARS 1962, 1933, 1934,

1985.
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TOTAL :IONINSTITUTIONAL POPULATION
YZAR HUIIBER 24PLOYED (THOUSANDS)
1930 100,901
1981 102,042
1932 101,194
1333 102,510
SOQURCEZ: {HANDBOOX OrF LA3OR STATISTICS, U. S. DEPARTHMENT OF
LABOR 3UREAU OF LASOR STATISTICS, JUIE 1945,
BULLETIN 2217.
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