
The U.S. 
Economic Outlook: 
No Instant Miracles 

by Robert F. Lanzillotti 

Robert F. Lanzillotti, Professor of Economics and Dean, Graduate School of 
Business, University of Florida, recently addressed the Board of Directors of the 
Federal Reserve Bank of Atlanta on the current economic outlook. Dr. 
Lanzillotti is optimistic about the Reagan policies and is convinced the American 
public will accept the necessary austerity accompanying this transition period. 

For some weeks fo l lowing the November elec-
tions many commentators viewed Stockman 
and Company's proposals for drastic budget 
cuts and major tax reductions as more post-
election bravado than serious economic argu-
ment. The President's February 5 general 
economic message removed all doubt about his 
economic program: He intends to bring the 
country to terms wi th the problems of chronic 
high inflation, low productivity growth, slack 
production, and vulnerabil i ty to supply disrup-
tions and OPEC price shocks. 

What kind of costs are likely to result from 
the bold approach President Reagan is advocat-
ing? Put differently, how large are the costs our 
country is wi l l ing to bear to guarantee the 
benefits of lower inflation? Are there alternative 
policies which can both lower these costs and 
also reduce inflation as quickly? 

Sources of Inflation 

Since the mid-1960s, the U.S. has experi-
enced a series of major economic shocks, 
w h i c h have i n c r e a s e d t h e u n d e r l y i n g 
("embedded") inflation rate by almost tenfold 
(from about 1 percent per year in the first half of 
the 1960s to 9-10 percent currently). 

The most traumatic shocks were triggered by 
the OPEC oil prices hikes, especially in 1973-74 
and 1979. The 1973-74 hikes added about $18 

bi l l ion to our imported oil bill (about 1.5 per-
cent of GNP,) but the 1979 hike (from $15 to $35 
per barrel) added another $50 bi l l ion to the cost 
of imported oil (roughly 2 percent of GNP). 

The U.S. economy, indeed the wor ld econ-
omy, was il l-prepared to meet these develop-
ments. What is truly remarkable is that the 
various economies, including the U.S., with-
stood these shocks so well , which is a kind of 
tr ibute to the resiliency of our economy. 

But not all of the inflation shocks of the 1960s 
and 1970s were exogenous in nature. Many of 
our recent economic wounds were self-
infl icted. 

The military adventure in Vietnam and the 
mount ing of the Great Society programs were 
financed for several years wi thout a tax in-
crease, leading to a very large federal deficit 
and a classic demand-pul l jump in the underly-
ing inflation rate by 4 or 5 percent. This was 
fo l lowed by the economic adventure in price 
and wage controls in 1971-73, producing vari-
ous economic distort ions and inequities. 

At the same t ime, the 1970s gave birth to new 
adventures in regulation (worker and product 
safety, air and water standards, and other "man-
dated costs" to business). These new regula-
tions were enacted in the face of extensive 
economic analysis urging the wisdom of dere-
gulation. It is now clear that these federal regu-
lat ions have fa i led to ref lect a sensible 
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balanc ing of nat ional pr ior i t ies , and have 
largely disregarded the costs, benefits and 
least-cost solut ions to proposed regulations. 

I am convinced we wi l l cont inue to give gov-
ernment regulations a " f resh l ook " to deter-
mine whether they should be modi f ied or 
discarded altogether in the light of new eco-
nomic and technical knowledge or new condi-
t ions. I expect this process to extend beyond 
railroads, t rucking, airl ines, energy, telecom-
municat ions, and banking to the new regula-
tory agencies (EPA, NHTSA, CEQ, OSHA, CPSC, 
etc.), as well as other government interven-
t ions, inc luding unwarranted subsidies to busi-
ness. 

In short, whi le it is clear that business wants 
to get the federal government of f its back, in 
the course of events I suspect it wi l l become 
clear that some businessmen mean " just the 
government, not its subsidies." 

The United States faces the same economic 
d i lemma in the 1980s as in the 1970s: that is, are 
we wi l l ing to manage our economic affairs to 
correct the devastating inf lat ion that fosters a 
kind of economic warfare among our citizens? 

In forging a policy to correct the inf lat ion, it is 
essential to understand inflation's sources and 
why it has increasingly developed a "ratchet-
l ike" character. In addi t ion to supply shocks, 
the 1960s and 1970s suffered f rom excess aggre-
gate demand, decl in ing product iv i ty growth, 
and a refusal of wages and prices to decl ine in 
response to slack in the economy. 

This downward insensitivity of both wages 
and prices has some rather deepseated struc-
tural origins, inc luding multiyear wage con-
t rac ts w i t h c o s t - o f - l i v i n g c lauses , n o n -
competi t ive influences in the operat ions of 
various markets, and government interventions 
in individual markets to fix wages, prices, qual-
ity, and product ion condit ions. 

Moreover, unions, business, and the publ ic 
have welcomed the periodic validation by the 
Congress that economic policy wi l l cont inue to 
be expansionary, and that Congress wi l l con-
t inue to provide "specia l " relief and assistance 
when high prices and wages generate competi-
tive dif f icult ies. 

Most of all, I believe the inf lat ion of the past 
15 years has been a monetary and financial 
phenomenon, created by excess l iquidity, ex-
cessive credit expansion, and ultimately, exces-
sive money-supply expansion. 

There is ample empirical evidence that bud-
get deficits have contr ibuted to recent surges in 

inf lat ion both by contr ibut ing to higher aggre-
gate demand and by just i fy ing expectations 
about levels of future aggregate demand. As we 
all know only too wel l , fiscal policy or iented 
toward st imulat ing aggregate demand to drive 
d o w n u n e m p l o y m e n t requ i res m o n e t a r y 
authorit ies to monetize the publ ic debt. 

The real challenge for economic policy is 
whether we can arrest and reverse the inf lat ion 
w i thout inf l ict ing equally devastating side ef-
fects on output and employment . A corol lary to 
this is whether our economic theory and 
econometr ic models are adequate to provide 
guidance and support to the supply-side strat-
egy as the centerpiece of the new economic 
policy. 

The Way Out : Tax Cuts, Monetary Restraint 

Many things fall under the rubric of "supply-
side economics." Essentially, it deals w i th the 
economics of p roduct ion (as contrasted wi th 
the economics of consumpt ion and aggregate 
demand). It includes anything that influences 
cost, eff iciency, product iv i ty, and the level and 
compos i t ion of GNP. 

Principal at tent ion is focused on incentives, 
and whether sharp tax cuts wi l l "generate more 
supply than demand," by creating incentives to 
wo rk , save, invest, and produce. 

In this connect ion, it is argued that tax cuts 
can pay for themselves in 1982 and 1983. The 
answer depends, of course, on the type of tax 
cuts adopted. 

Personal tax cuts wi l l tend to increase aggre-
gate demand by more than the tax cut, by vir tue 
of the mul t ip l ier process. Hence, to the extent 
the supply response to such actions is less than 
the addit ional aggregate demand created, any 
such tax reduct ions are l ikely to add to inf lat ion-
ary pressures f rom the demand side, at least in 
the short run. 

Recent studies demonstrate conclusively that 
one of the pr incipal causes of the decline in 
product iv i ty g rowth dur ing the 1970s was the 
decl ine in the growth of capital stock relative to 
the labor force. In order to restore the growth 
of our capital stock per worker to the growth 
rate of the 1960s, real business fixed investment 
as a percentage of real GNP must rise by at least 
one- to- two percentage points (above the re-
cent average of around 10 percent). 

Hence, tax cuts in the fo rm of accelerated 
depreciat ion al lowances, larger investment tax 
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credit, or lower corporate income tax rates are 
likely to generate the required increases in 
business f ixed investment, a significant in-
crease in our capital stock and a significant 
increase in the level of productivi ty. 

It goes w i thou t saying that demand-side and 
supply-side economic policies must be har-
monized in a f ramework of fiscal restraint if we 
are to realize addit ional saving, investment, 
faster product iv i ty g rowth , and reduct ion in the 
inflation rate. 

My analysis of the probable macro-economic 
effects of alternative tax reduct ions leads me to 
t h e c o n c l u s i o n t h a t i n v e s t m e n t - a n d 
product iv i ty-or iented tax cuts for business are 
likely to increase saving, investment, and pro-
ductivity by much more than cuts in personal 
income taxes. Moreover , since the supply re-
sponse requires t ime to produce the intended 
effects, any personal tax cuts should be t imed 
to be consistent w i th the degree of demand 
restraint needed to reduce inf lat ion. 

Tax reduct ions accompanied by reductions in 
federal spending of roughly the same magni-
tude wi l l not change aggregate demand. But a 
very large tax cut not l inked to spending cuts 
probably wou ld lead to both an increase in 
inflation and a sharp rise in interest rates. More-
over, some of the st imulus to investment 
spending f rom the targeted tax cuts thus might 
be weakened by higher interest rates, generat-
ing new uncertaint ies. 

In my op in ion , the desired pol icy-mix is one 
emphasizing tax cuts for business, coupled 
wi th monetary restraint. If personal tax cuts are 
also inc luded, it wou ld be prudent to delay the 
effective date to July 1, or preferably October 1, 
1981. This strategy offers the best prospect for 
significant reduct ion in the inf lat ion rate w i th in 
a span of two- to- three years. 

I am opt imist ic about the economic policies 
of the Reagan administrat ion because it is clear 
they wi l l be t i l ted in the direct ion of measures 
or iented toward long-term policy goals, rather 
than short - run economic crises. 

Accepting the Costs 

This wi l l mean accepting slower economic 
growth in order to stimulate investment in plant 
and equipment , new technology, and higher 
productivity, even if it means in the short run 
there wi l l cont inue to be some relatively high 
levels of unemployment , lower profi ts and 
slower rates of growth in total personal income. 

I am convinced that the American publ ic as 
wel l as the American business communi ty is 
prepared to accept the necessary austerity that 
must accompany this per iod of transit ion f rom 
"an economy in distress" to an economy capa-
ble of maintaining viable growth and stability. 
The prospects for the U.S. economy for 1981 
and beyond thus depend principal ly upon our 
success in br inging down the rate of inf lat ion. 

At this juncture, even though I am strongly 
support ive of the approach President Reagan is 
planning, I am not opt imist ic that the inf lat ion 
rate wi l l fall much in 1981. This judgment is 
based on my earlier comments about the perva-
sive inst i tut ional izing of the inf lat ion th rough 
wage escalators, indexed transfer and pension 
payments, and other contractual arrangements 
which are not likely to be altered in the short 
run. Accordingly, wage costs wi l l accelerate in 
1981 for both "catch up " and "keep u p " reasons 
in the face of rather d im prospects for produc-
tivity gains. 

Whi le there still are no clear indicators of the 
widely predicted recession for early 1981, the 
out look is not strong for much real growth in 
GNP. The wide swings we witnessed in 1980 are 
not likely to recur this year. 

It is important also to ensure that the high 
volati l i ty of interest rates in 1980 is not re-
peated. I look for some reduct ion in the growth 
of monetary aggregates and shall be both sur-
prised and disappointed if the Fed's recently 
announced reductions in target growth rates 
for 1981 are not implemented. 

What does all this signify w i th respect to the 
economic out look for the U.S.? The President's 
program is bold, and the proposed changes in 
economic policy should produce a quantum 
improvement in the long-run economic out-
l ook . The character of t he p r o g r a m un-
d o u b t e d l y already has favorab ly a f fec ted 
producer and consumer expectations. 

The real test, however, must be measured in 
terms of the actual effects on economic perfor-
mance, particularly the rate of inf lat ion, na-
t i ona l i n c o m e , o u t p u t , and p roduc t i v i t y . 
Economic processes are complex and of ten 
s low; hence, several years wi l l be required to 
correct cumulat ive errors in economic pol icy 
and to unwind the tangles and imbalances 
generated. In short, even assuming the pro-
gram, wi th all of its strengths, is adoped intact 
by the Congress, history and prudence caution 
us that in the economic wor ld there are " n o 
instant miracles." BE] 
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