
The Reagan Program 
For Economic Recovery 
Economic Rationale 

(A Primer on Supply-Side Economics) 

The Reagan administration has proposed a 
four-part economic program to spur economic 
growth while simultaneously reducing infla-
tion. The specific parts of this program are 
reductions in marginal tax rates, cuts in the 
growth in government spending, a slow and 
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Restrain money growth 

Reform regulatory system 

steady growth in the money supply, and 
regulatory reform. Critics of President 
Reagan's Economic Recovery Program contend 
that it is very unlikely that this program will 
achieve its twin goals of lower inflation and 
greater economic growth. They argue instead 
that the proposed program will more likely 
result in continued inflation and sluggish 
growth. 

To judge whether or not the economic 
program proposed by President Reagan will 
be successful requires an understanding of 
the program's economic rationale. Although 
most people now know that the rationale is 
"supply-side" economics, that is about all they 
know about it. What exactly encompasses this 
particular approach to economic policy still 
remains largely a mystery. This article attempts 
to eliminate the mystery by explaining the 
administration's program in terms of supply-
side economics.1 

Tax Cuts 

The centerpiece of the administration's 
economic program is the recently enacted 
cuts in personal tax rates and business taxes. 
The personal part of the tax package calls for a 
25 percent across-the-board three-year reduc-

tion in marginal tax rates.2 These cuts are 
intended to provide incentives to work harder 
and save more. The cuts are in marginal rather 
than average tax rates because it is believed 
that it is at the "margin" where people make 
decisions. "Marginal tax rates" are the rates 
paid on a dollar of additional income. 

According to supply-side economics, such 
tax reductions first and foremost affect relative 
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Both supporters and critics of the Reagan economic program have marshalled 

theoretical justifications and empirical evidence for their positions. James R. 

Barth of George Washington University (and visiting scholar at the Federal 

Reserve Bank of Atlanta) analyzes the evidence and evaluates the arguments of 

both sides. 

prices. Specifically, tax cuts alter the relative 
price of work versus leisure as well as the 
relative price of saving versus consumption. 
Supply-side proponents argue that an individ-
ual chooses between working an additional 
hour or devoting the hour to leisure based 
upon the after-tax real wage for that hour. If 
marginal tax rates are reduced, the after-tax 
real wage for working an additional hour rises. 
In other words, the price of work relative to 
leisure falls. Individuals are therefore induced 
to trade-off leisure for work at the margin. 

This relative price effect is supposed to 
provide an incentive for those persons cur-
rently working to increase hours worked 
and/or reduce absenteeism. Persons not 
currently working presumably will have a 
greater incentive to seek employment, while 
persons currently working in the "under-
ground economy" (to reduce their tax 
burden) will be induced to reenter the regular 
economy.3 Of course, if the tax cuts do result 
in an expansion in total employment, then the 
economy should grow faster. 

The predicted impact of marginal tax reduc-
tions on work effort, however, is theoretically 
questionable. As a result of an increase in 
after-tax real wages, people may work less, 
not more. The reason is that with higher 
after-tax real wages an individual may be able 
to work fewer hours, while still maintaining or 

'For additional information about supply-side economics, the reader is urged to 
consult the references cited at the end of this article. 

2The tax package has been referred to as the Kemp-Roth tax cut because the 
"Tax Reduction Act of 1978" (the Kemp-Roth bill) also represented a 
commitment to a very large tax cut over a period of three years. 

3lt is also assumed that the incentive to avoid taxes through "tax-shelters" will 
diminish with cuts in marginal tax rates. This is considered important because it 
is believed that tax shelters siphon off funds from investment in productive 
plant and equipment. More generally, the tax cuts are across-the-board so as to 
avoid the distortions generally associated with targeted or selective cuts. 

AFTER TAX CUTS: Will the worker 
spend more of his time at 

even improving upon his real income or 
standard of living. This means that although 
the tax rate cut will change the relative price 
of work vis-a-vis leisure and thus induce a 
"substitution effect" of work for leisure, this 
may be more than offset by the "income 
effect" that induces people to work less and 
devote more time to leisure. 

Whether or not a cut in marginal tax rates 
will therefore increase employment is an 
empirical issue. The empirical evidence, 
unfortunately, is mixed. Some studies find that 
tax cuts significantly increase the supply of 
labor, while others do not. The more recent 
studies, however, seem to find almost unani-
mously a positive employment effect resulting 
from tax cuts, at least for secondary workers4. 

••Secondary workers are to be distinguished from primary or head-of-household 
wage earners. 
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There thus seems to be an emerging empirical 
consensus that tax cuts do stimulate employ-
ment. But even though one may find a 
significant positive impact on employment 
resulting from tax rate reductions, it is not 
clear that the resulting employment is suffi-
cient to contribute substantially to the growth 
in output. 

Regard i ng the impact of reductions in 
marginal tax rates on the decision to save or 
consume, the story is somewhat similar. An 
individual uses his after-tax income to con-
sume and/or save. The decision to save today, 
however, is simply the decision to consume 
tomorrow. The more one consumes today, 
therefore, the less one consumes tomorrow. 
By increasing saving, an individual is able to 
increase future consumption. The exact link 
between saving and future consumption is 
determined by the after-tax rate of interest. 
Future consumption is equal to current saving 
plus the after-tax interest earnings on that 
saving. 

A tax cut thus raises the price of current 
consumption relative to the price of future 
consumption. Specifically, a reduction in 
marginal tax rates decreases the relative price 
of future consumption to current consump-
tion. People therefore will have an incentive 
to consume more in the future, which means 
to save more today. In short, the tax cut 
increases the after-tax rate of return to saving 
and thus provides an incentive to save more 
and to consume less. 

Once again, there are theoretical reasons to 
question this predicted result. As the after-tax 
rate of return rises due to a tax cut, an individ-
ual may save less and yet still maintain or even 
increase future consumption. The reason 
should be clear. Higher after-tax rates of 
interest applied to a lower level of saving may 
still lead to an increase in total interest earn-
ings, meaning that future consumption need 
not fall. Although tax cuts provide people with 
an incentive to save more and to consume 
less, this substitution effect may be more than 
offset by the income effect resulting from 
increased after-tax interest earnings. Whether 
or not people save more or less as a result of a 
tax cut, therefore, cannot be determined on 
theoretical grounds alone. 

The issue is instead an empirical one and 
empirical results, again, are mixed. Some 
studies find that reductions in after-tax rates of 
return significantly increase saving, while 

others do not. Furthermore, even in those 
cases in which there are statistically significant 
positive saving effects, it is unclear whether 
the enacted reductions in marginal tax rates 
provide enough of an incentive to increase 
saving substantially. 

The increase in private saving, which as a 
share of income is at an historically low level, 
is a crucial component of supply-side eco-
nomics because presumably most, if not all, of 
the increase would be channeled directly and 
indirectly through financial institutions into 
corporate securities, both bonds and stocks.5 

Business firms thus would be provided with 
the funds necessary to finance the acquisition 
of new plant and equipment. To stimulate 
capital formation further, the Reagan program 
also provides investment incentives in the 
form of greater depreciation allowances. More 
specifically, the business part of the tax 
package calls for more rapid write-offs of 
investments in newly acquired plant and 
equipment.6 

Although it is generally agreed that this 
action will stimulate investment, there is some 
concern that there may be distortions in the 
type of investment stimulated. Critics con-
tend, for example, that industries (such as the 
automobile and steel industries) already 
employing rapid depreciation write-offs 
and/or experiencing losses will gain little from 
these tax actions. Administration officials 
expect increased saving and investment 
resulting from the tax cuts to generate the 
additions to the capital stock necessary for 
improved productivity and greater economic 
growth. Presumably, of course, the federal tax 
cuts would not be offset by tax increases at 
the state and local level, over which the 
administration has little control.7 

Thus, according to supply-side economics, 
the tax cuts will change two important relative 
prices and thereby provide the necessary 

It should also be pointed out that the tax cuts should reduce consumer 
borrowing, which represents negative saving, because the benefits of 
deducting the interest expense from taxable income are reduced. Such a 

' e
o

d"C ' ° n ' n c o n s u r n e ' borrowing should channel more funds into the business 
sector of the economy. 

6 o v e r C f s a l » n ^ e S S 'a ,X r e l i 6 f i n C ' U d e s , a s , e r w r i t e - 0 " C a p i t a l expenditure 
d , n , y e a , r s f 0 r v a r l o u s k i n d s o f equipment, rather than over the 

years " " a s s e t M o s t b u i l d l n 9 S could be written off over 15 

7 ^ n C h 6 n h ! U
(
S ' k 3 X ® y S , e m i s n o t i n d e x e d > i n f l a t i o n ^ s tended to push people 

0 V e r , i m e - T h e C U t S i n m a r 9 ' n a ' tax rates will contribute 
£ j a c k e t creep: Furthermore, starting in 1985, annual adjustments 

d l t on anH b r a C e C r e f P ' N e v e * h e l e s s , questions still remain about the 
duration and magnitude of any incentive effects resulting from the tax cuts. 
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SUPPLY-SIDE 
Tax cuts will increase work 

effort, saving and investment, 
thus improving productivity. 

incentives for people to work and to save 
more and for business firms to invest more. 
This additional work, saving and investment 
will improve productivity and increase the 
supply of goods and services in the U.S. 
economy, though the exact timing of these 
effects is not known with any degree of 
certainty. Hence the term supply-side eco-
nomics. The increase in supply, moreover, 
gives rise to the income to create the neces-
sary increase in the demand for goods and 
services. 

This approach to economic policy is in 
contrast to demand-side or Keynesian eco-
nomics. According to traditional Keynesians, 
the first and foremost effect of tax cuts is to 
increase consumption and thus the demand 
for goods and services, due to the increase in 
after-tax or disposable income. The resulting 
increase in demand, in turn, creates the 
necessary increase in supply. For supply-

KEYNESIAN 
Tax cuts increase demand 
and therefore inflation 

siders, therefore, supply creates its own 
demand and for demand-siders or Keynesians 
demand creates its own supply. This, at least, 
appears to be the view of administration 
advocates of supply-side economics. 

In sum, supply-side economics emphasizes 
the longer-run aspects of fiscal policy (the 
increased supply due to tax rate cuts), 
whereas Keynesian economics emphasizes the 
shorter-run stabilization aspects of fiscal 
policy (the use of tax-rate cuts to increase 
demand when supply is below its potential). A 
more important distinction, perhaps, is that 
Keynesians contend the tax cuts stimulate 
demand and thereby create additional output 
but only at the cost of higher inflation, 
whereas supply-siders contend that the 
increased supply resulting from tax cuts will 
lower inflation so long as the Federal Reserve 
behaves properly. More will be said about this 
below. 

Spending Cuts 

Another important element in the adminis-
tration's economic program is a reduction in 
the rate of growth in government spending. 
To understand the importance of spending 
reductions, it is important to realize that 
government spending must be financed by 
taxes, by borrowing from the public and/or by 
printing money. Given that cuts in tax rates 
have been enacted, unless government 
spending is correspondingly reduced, a deficit 
may arise.8 A deficit arises when government 
spending exceeds tax revenues. If tax reve-
nues fall as a result of tax cuts, then a deficit 

8The size and persistence of any deficit depends upon the exact timing and 
magnitude of any positive supply-side effects. Unfortunately, however, there is 
no direct evidence pertaining to the length of the lags associated with 
stimulating the economy as the supply-siders propose going about it. 

will be created so long as government spend-
ing remains unchanged. 

It is, however, theoretically possible for tax 
revenues to rise as a result of tax rate cuts. 
According to the "Laffer Curve," there is some 
range over which tax rate reductions will 
increase tax revenues, not decrease them. 
This is perhaps more fully grasped by realizing 
that when the tax rate is zero, so too are 
revenues. Similarly, when the tax rate is 100 
percent, the incentive to earn income disap-
pears and tax revenues are again zero. As the 
tax rate rises, in other words, revenues will 
rise until at some tax rate they finally begin to 
fall toward zero as the disincentive effect of 
the higher tax rate causes income to fall faster 
than the rate rises. 

Having said this, however, there is no clear 
evidence that the U.S. economy currently is 
operating in the perverse tax rate range. If 
not, then tax cuts will reduce tax revenues and 
thus create a deficit (or increase an existing 
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deficit). Since the administration predicts a 
deficit, the full Laffer effect (tax cuts that 
finance themselves) does not appear to be an 
integral part of the administration's economic 
program. In other words, supply-side eco-
nomics as being interpreted and implemented 
by the administration does not depend upon 
the specific positioning of the economy on 
the Laffer curve. However, although the 
administration does anticipate a deficit in the 
shorter-term, it expects that the predicted 
growth in the economy will produce a 
balanced budget within three years. 

Supply-side 
economics, as 
being interpreted 
by the 
administration, 
does not depend 
upon specific 
positioning of the 
U.S. economy on 
the Laffer curve. 

Given the government budget restraint, any 
deficit created by tax cuts must be financed by 
printing money and/or borrowing from the 
public. Under the administration's program, 
the deficit is intended to be bond-financed, 
not money-financed. Administration planners 
believe that financing the deficit in this 
manner will not be inflationary. Due to the tax 
cuts, disposable income will rise, providing 
people with the additional funds with which 
to purchase the U.S. government securities 
being sold. According to that premise, people 
will use their increase in disposable income to 
save rather than to consume so that demand 
does not increase. As a result, the predicted 
deficit will not be inflationary. 

Keynesians, however, contend that even a 
bond-financed deficit will be inflationary 
because U.S. government securities are 
considered to be part of private wealth. An 
increase in the amount of these securities 
outstanding resulting from the financing of 
the deficit therefore leads to an increase in 
private wealth. According to traditional 
Keynesian economics, as people become 
wealthier they will increase their spending or 

consumption. But if consumption increases, 
so too does aggregate demand. And the 
increased demand for goods and services will 
put upward pressure on prices.910 

If the supply-siders believe that deficits 
resulting from tax cuts are not inflationary 
when bond-financed, then why were spend-
ing cuts proposed? Actually, the 
administration proposed changes in the mix of 
government spending. The question therefore 
should be, more specifically, why are social 
expenditures being cut while defense expen-
ditures are being increased substantially? 

The answer seems to be that this change in 
the mix of government spending toward 
defense and away from social programs is 
broadly consistent with the administration's 
goal to provide work incentives. Some claim, 
for example, that the current level of govern-
ment expenditure on welfare benefits, 
unemployment benefits and public-service 
jobs deters individuals from obtaining produc-
tive work. Reductions in government 
spending, furthermore, reduce the size of the 
deficit and thus the amount of borrowing 
from the public, thus providing more funds 
for private investment (i .e., the amount of 
"crowding out" is lessened). More generally, 
the spending cuts probably reflect a belief that 
federal expenditures are simply too high: that 
goods and services are being provided that 
could be provided more efficiently by the 
private sector if such goods and services are 
actually desired.11 

9Keynesians do contend, however, that in periods of substantial unemployment 
increases in demand are only moderately inflationary, if at all, 

10There is a more subtle argument, based upon "ultra-rational" behavior by 
taxpayers, that bond-financed deficits do not add to demand and thus are not 
inflationary. According to that argument, the government bonds that are issued 
to finance the deficit impose a liability on the federal government. To pay the 
future interest on these bonds, future taxes must also be higher. This implies 
that the present discounted value of the bonds is offset by the present 
discounted value of the tax liability. As a result, there is no "wealth effect" to 
stimulate demand; people will not view government bonds as a component of 
their wealth because of the offsetting tax liability. The asserted equivalence of 
debt and taxes is usually referred to as the "Ricardlan equivalence theorem." It 
should be noted that there are both theoretical and empirical objections to this 
"theorem." Many simply find the degree of foresight and rationality required by 
this argument "hard to swallow." More seriously, it is contended that either 
people do not fully discount the future tax liability or do not expect the 
government ever to redeem its securities. In the latter case, government 
bond-financed and money-financed deficits are essentially the same, and both 
are inflationary. Less than full tax discounting implies a wealth effect and thus 
an inflationary increase in demand. 

"Interestingly enough, the government spending cuts may also moderate the 
inflationary fears of those concerned about the size of the tax cuts. 
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Slow and Steady Money Growth 

Another key part of the Reagan Economic 
Program is a slow and steady rate of growth in 
the money supply. The administration looks to 
the Federal Reserve to implement this part of 
the program. Although many contend the 
Federal Reserve has been unable and/or 
unwilling to pursue such a strategy, the 
administration assumes in its planning that 
this will no longer be the case. If the Federal 
Reserve is unsuccessful, some would argue 
that the time has finally arrived for a return to 
the gold or some other commodity standard 
to provide discipline over the money supply. 

Under the proposed economic program, 
the Federal Reserve is assigned the responsi-
bility of reducing money growth to a slow and 
steady rate. Such a policy is expected to bring 
the inflation rate quickly down, but not by 
producing sluggish growth in the economy. 
The administration believes that a publicly 
announced commitment by the Federal 
Reserve to this policy will generate the credi-
bility necessary to alter the "inflationary 
psychology" that currently exists. This should 
lead to lowered "inflationary expectations." 
Lowered inflationary expectations, in turn, 
should reduce the rate of wage increases and 
thus price increases. A reduction in the 
expected inflation rate should also lead to a 
decline in the nominal interest rate. 

All of this occurs, contrary to the belief of 
Keynesians, without slowing output growth. 
The reason is that as long as the Federal 
Reserve fulfills its commitment, people's 
expectations about inflation coming down will 
be realized. Without any surprises, the slower 
money growth should affect only prices and 
wages. Keynesians, however, believe that 
wage rigidities will upset this process. Slower 
money growth will drive up real wages and 
thus reduce employment, producing slower 
growth. 

The administration's confidence in its 
expected result is based upon the belief that 
the Federal Reserve will be better able to 
pursue a policy independent of fiscal actions. 
Until now, it is argued, the Federal Reserve 
has responded to ever larger budget deficits 
by monetizing ever larger parts of them to 
moderate upward pressure on interest rates or 
government borrowing costs. As budget 
deficits grew under the old regime, ever larger 

amounts of government securities had to be 
sold to the public to finance the deficits. To 
borrow such increasingly larger amounts, it 
was assumed that interest rates had to rise to 
induce the public to part with its funds. 

It was believed that, historically, the Federal 
Reserve moderated the rise in interest rates by 
monetizing a portion of the deficit. But this 
required ever larger expansions in the money 
supply and thus put continual upward pres-
sure on prices. The resulting inflation, it is 
argued, generated inflationary expectations 

The Federal 
Reserve will be 

better able to 
pursue a policy 
independent of 
fiscal activities. 

.which only led eventually to higher, not lower, 
interest rates. The administration proposes to 
put a halt to this process, relying on the 
Federal Reserve to bring the money supply 
under control, so that it grows at a slow and 
steady rate.12 It is not expected to monetize 
budgetary deficits or to attempt to hold 
interest rates down. If it accomplishes its 
assigned task, the result should be a decline 
in both the inflation rate and interest rate. 

The historic record of the Federal Reserve's 
ability and/or willingness to control the money 
supply is considered by many to be mixed. 
Some contend that the Federal Reserve has 
exacerbated fluctuations in interest rates and 
contributed to inflation, while others, though 
probably far fewer in number, contend just 
the opposite. Whether the Federal Reserve 
will accomplish its task to the administration's 
satisfaction is debatable. Whether or not the 
administration's inflation forecast will be 
achieved in any event, depends largely upon 
what happens to future money growth. 

12Steady growth is considered to be important so as not to convey false signals 
about the intentions of the Federal Reserve. Steady growth, in other words, 
contributes to credibility of the monetary authorities. The time frame during 
which these events are expected to take place is a matter of considerable 
conjecture. 
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Regulatory Reform 

The last important part of the administra-
tion's economic program is regulatory reform. 
On February 17,1981, President Reagan issued 
Executive Order No. 12291 on regulatory 
reform calling for a cost-benefit analysis 
before issuing any new federal rule or regula-
tion. By comparing the economic and social 
benefits and costs of individual rules, the 
administration aims to make the regulatory 
process more cost-effective, thereby reducing 
the "hidden tax" (including paperwork 
requirements) of complying with federal rules 
which do not contribute to the public welfare. 

More generally, regulatory reform is 
intended to curtail government intervention 
into the economy, thereby placing more 
reliance on the workings of the market for the 
pricing and allocation of resources. This view 
assumes that in many cases the profit motive 
is more likely to generate the desired out-
come than existing regulations. Some Reagan 
advisors believe that an insufficient use of 
cost-benefit analysis in the past has led to 
excessive regulation that has contributed 
unnecessarily to a misallocation of resources 
and to inflation. 

An Historical Comparison 

As we have seen, there are both theoretical 
and empirical reasons for questioning to some 
degree the predicted outcome of President 
Reagan's Economic Program. Tax cuts (even if 
sufficient to initially offset and to eventually 
eliminate bracket-creep and social security tax 
hikes) may actually reduce employment and 
saving, or at least not increase them very 
much. If this were to happen, it might not be 
possible for the administration to simultane-
ously reduce inflation and increase economic 
growth. Furthermore, interest rates may not 
come down significantly and productivity may 
not show much improvement. But, of course, 
the opposite scenario cannot be dismissed out 
of hand. 

Given the substantial skepticism toward its 
economic program, the administration has 
been under constant pressure to provide 
evidence that its program will work. Thus far, 
the main evidence supporting supply-side 

economics has taken the form of a retrospec-
tive look at what happened after the Kennedy 
tax cuts of February 1964. It is claimed that the 
recent tax cuts are quite similar to the earlier 
cuts and therefore should have essentially the 
same effect. According to the administration, 
the economic events which followed the 
Kennedy tax cuts provide evidence bearing on 
the likelihood of the supply-side effects. As a 
result, it is worthwhile examining this histori-
cal period.13 

When examining the effect of the Kennedy 
tax cuts, it is useful to concentrate on what 
happened to saving. The reason is that the 
claim that the tax cuts will raise saving enough 
to more than offset any resulting deficits has 
received the most skepticism. This is because 
Keynesian theory maintains that a tax cut will 
increase after-tax income and thereby increase 
both consumption and saving. But the tax cut 
will also produce a deficit which will more 
than offset the increase in saving, unless 
government spending is sufficiently reduced 
and/or enough new tax revenues are pro-
duced. According to Keynesian theory, it is 
very unlikely that the economy will grow fast 
enough as a result of the tax cuts for this to 
happen. 

The administration view, however, is quite 
different. The tax cuts will increase the after-
tax rate of return to saving, thus causing 
saving to increase. This increase is in addition 
to the increase in saving resulting from the 
rise in after-tax income. In other words, the 
tax cuts will produce an increase in saving 
even if income were held constant. Corre-
spondingly, of course, these across-the-board 
cuts will produce a decrease in consumption 
at each and every level of income. If the 
after-tax rate of return effect is strong enough, 
tax cuts can even cause a net reduction in 
consumption. In this case, a $1 cut in taxes 
will cause more than a $1 increase in saving 
since after-tax income goes up by $1 and 
consumption actually declines. This increase 
in saving is expected to more than offset the 
deficit resulting from the tax cuts, especially 
given the reductions in government spending. 

1 This raises the issue regarding not just this administration's forecast, but any 
forecast, which is by how much and for how long does reality have to fall short 
of expectations before one declares a program unsuccessful. 
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What actually happened to saving following 
the Kennedy tax cuts, the purpose of which, 
interestingly enough, was "not to create a 
deficit but to increase investment, employ-
ment, and the prospects for a balanced 
budget?"14 As Chart 1 shows, if one considers 
the entire 1963-64 period to be the relevant 
point of departure rather than simply late 
February 1964 when the tax reduction bill was 
passed, personal saving did indeed rise 
markedly following the tax cuts. Furthermore, 
as has been pointed out by the Reagan 
administration, real consumer spending 
actually declined as a percentage of income 
while the real saving rate rose markedly.15 

From 1963 to 1969, business capital spending 
in real terms also grew at a 7.6 percent rate, 
up from 4.2 percent between 1959 and 1963. 
Chart 2 provides information as to why the 
budget position was close to balance in 1965 
despite the tax cut. As may be seen, in real 
terms, federal revenues increased markedly 
and were substantially above the trend of the 
years prior to the tax cut. 

Certainly, all of these figures are consistent 
with supply-side economics. But they are also 
consistent with other views about how the 
economy operates, including Keynesianism. 
The reason is that relative to the four-year 
period preceding enactment of the Kennedy 
tax cuts, real output growth increased more 
than 37 percent in the subsequent period. 
Such rapid cyclical output growth, according 
to Keynesian theory, should lead to substantial 
increases in the level of real saving, a rise in 
the real saving rate and a fall in the real 
consumption rate.16 Increases in investment 
spending are also not unexpected under 
Keynesian theory, given the magnitude of the 
output growth. The same applies to the 
increases in real federal receipts. 

The problem with simply examining growth 
rates in various key variables visually (as has 
been frequently done) is that the variables 
incorporate many different effects. As a result, 
it is not possible to identify the separate 
effects. But until this is done, one can only 
conclude that the Kennedy tax cut episode is 

14President Kennedy, Special Message to Congress on Tax Reduction and 
Reform, January 24,1963. 

15The figures and charts which follow are based upon Paul Craig Roberts, 
"Reagan's Tax-Cut Program: The Evidence," The Wall Street Journal, 
Thursday, May 12, 1981, p. 6. 

16lf the real consumption function is written as c = a + by, it is easy to show that 
consumer spending (c) as a percentage of income (y) will fall as income rises 
(which also implies that the saving rate increases). 

Chart 1 
Personal Saving Before and After Kennedy Tax Cuts 
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Source: U.S. Treasury Department, 

Chart 2 
Real Federal Receipts in the Kennedy Tax-Cut Years 
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Source: U.S. Treasury Department. 
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evidence that is not inconsistent with Keyne-
sian theory. Such evidence for supply-side 
economics must therefore be viewed as 
circumstantial. 

Apart from these difficulties, one must be 
extremely careful in extrapolating events from 
the past to the present. After all, the eco-
nomic environment in 1963-64 was vastly 
different from that in 1981. Furthermore, 
whereas President Reagan considers a 
reduced rate of growth in the money supply 
an important part of his economic program, 
the money supply accelerated both before 
and after the Kennedy tax cuts. The Kennedy 
program also placed no emphasis on the need 
to reduce the growth in government spend-
ing. In short, the administration's money and 
government spending growth program is 
quite different from those prevailing during 
the Kennedy period. 

The Major Controversy 

At the outset of this article it was noted that 
the administration's economic program is 
designed to reduce inflation while simultane-
ously spurring economic growth. Although 
there are many supporters of this program, 
there are also critics. As the foregoing discus-
sion has by now no doubt made clear, there 
are theoretical justifications and empirical 
evidence supporting both sides. This means 
that the economic rationale for the Reagan 
program for economic recovery cannot be 
simply dismissed as "voodoo economics." 
However, one can legitimately question the 
likelihood that the program will achieve its 
stated objectives. In other words, even if one 
supports the economic program as proposed, 
will it simultaneously lower inflation and 
improve economic growth? 

The main controversy that remains after all 
has been said and done is whether the 
administration's predicted deficit is inflation-
ary or not. The related issue is whether output 
growth will be sluggish or not if the deficit is 
not inflationary. The best way to summarize all 
that has been discussed thus far is as follows. 
It is well known that 

(1) MV = PY, 
where M is the money supply, V is the velocity 
or turnover rate of money, P is the price level, 
and Y is real income or output. It therefore 
follows that 

(2) %AM + % AV = %AP 4- %AY. 

This equation states that the growth rate in the 
money supply plus the growth rate in velocity 
equals the rate of inflation plus the growth 
rate of output. 

Now the tax and spending cuts as well as 
the regulatory reform parts of the administra-
tion's program are designed to stimulate 
supply or to increase output growth, %AY, 
without increasing demand, %AM + %AV. 
This growth in output should contribute to a 
reduction in inflation, %AP. The remaining 
part of the program calls for a reduction in 
money growth, %AM. This reduction in %AM 
should further contribute to a reduction in 
inflation, %AP. The actual administration 
scenario is shown in Table 1. As may be seen, 
according to the administration, between 1980 
and 1986 the inflation rate will decline to 4.9 
percent from 9.0 percent, while simultane-
ously real output growth rises to 4.2 percent 
from -0.1 percent. 

What concerns the skeptics of this forecast 
is the implied increase in velocity that must 
take place. As may be seen, velocity must 
increase to a growth rate of 5.7 percent from a 
rate of 2.5 percent. Not only is such an 

increase considered unlikely based upon the 
historical record, but even more unlikely 
given the forecast that interest rates will be 
falling during this period (see Table 1).17 This 
concern is perhaps best reflected in the 
following quote: "More troublesome (than 
the administration's predicted rise in velocity), 
the rapid rise in money velocity is assumed to 
occur simultaneously with a substantial drop 
in interest rates."18 However, this concern is 
based upon the unadjusted nominal interest 
rate. 

But the more appropriate interest rate is the 
after-tax rate. As Table 1 shows, when one 
examines the after-tax interest rates (those 
reported should only be considered sugges-
tive), depending upon whether one is 
referring to individuals or businesses, interest 

17Lower interest rates are thought to increase the demand for money, thereby 
reducing, not increasing, velocity. 

, 8 See Congressional Budget Office, Economic Policy and the Outlook for the 
Economy, March 1981, p. 71. 
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Table 1. Actual and Forecast Growth Rates in Selected Economic Variables 
1980-1986 

(Percent change, except for the interest rate) 

Administration's Forecast After-tax Interest Rate 
%AY Interest Rate I n d i v i d u a l s i n 

%AV %AP (real growth na- (3 month U.S. 70% marginal 
Corporations 

M1B) (velocity) (GNP deflator) tional product) Treasury Bill) tax bracket Corporations 

1 9 8 0 6 . 4 2 . 5 9 . 0 - 0 . 1 1 1 . 5 3 . 5 8 . 4 

1 9 8 1 5 . 9 5 . 1 9 . 9 1 . 1 1 1 . 1 3 . 7 8 . 1 

1 9 8 2 5 , 4 7 . 1 8 . 3 4 . 2 8 . 9 3 . 6 6 . 9 

1 9 8 3 4 . 9 7 . 1 7 , 0 5 . 0 7 . 8 3 . 7 6 . 2 

1 9 8 4 4 . 4 6 . 1 6 . 0 4 . 5 7 . 0 3 . 5 5 . 6 

1 9 8 5 3 . 9 5 . 7 5 . 4 4 . 2 6 . 0 3 . 0 5 . 0 

1 9 8 6 3 . 4 5 . 7 4 . 9 4 . 2 5 . 6 2 . 8 4 . 7 

NOTE- The money growth rate figures are based upon the administration's economic scenario which "assumes that the growth rates of money and credit are steadily 
reduced from the 1980 levels to one-half of those levels by 1986." (See A Program for Economic Recovery, February 18,1981, p. II-23.) The choice of M1B is based upon 
the followinq statements by David Stockman: "During the past 4 years, the growth of M1B, the basic money supply measure, has averaged nearly 8 /o. Over the next 5 years, 
however the administration expects the rate of money growth to decline by approximately one-half." (See Statement of David Stockman before the House Committee on the 
Budget, March 26,1981, p. 9.) Also, it is reported that the reduction in the rate of growth is expected to take place in one-half percentage point steps. 

rates fall by only 0.7 percentage points or 3.7 
percentage points. These declines are in sharp 
contrast to a decline in the before-tax interest 
rate of 5.9 percentage points. Since the 
quoted statement is based upon the before-
tax rather than the after-tax interest rate, what 
is "substantial" may be only modest and 
therefore what is "more" troublesome may be 
only slightly troublesome. But if velocity does 
not grow or grows more slowly than expected, 
something has to give. In other words, if the 
increase in %AV falls short of the administra-
tion's expectations, one would expect inflation 
to be reduced less and/or output growth to be 
smaller. Most skeptics contend that the most 
likely result will be less of a reduction in 
inflation and more sluggish growth than 
advertised. 

The administration's response appears to be 
that the historical record for velocity is not a 
good guide for the current period and that 
there have been periods in which velocity has 

risen while interest rates fell. Perhaps more 
importantly, they argue that there is no 
theoretical reason that velocity cannot grow 
more rapidly while interest rates decline 
simultaneously.19 Finally, the administration 
seems to contend that if the forecast for 
velocity growth is too optimistic, then the 
inflation forecast is too pessimistic.20 

, 9 l f the demand for money function is written as M = a0r"a1 Y 3 2 , where M is 
money demand, Y is income and r is the rate of interest, it follows that velocity, 
V, is given by V = Va/^Y (1"a2>. Appropriate manipulation can show that even 
though the interest declines, velocity need not fall. 

^Some claim that large-scale macroeconometric models show that the 
administration's economic program will not lower inflation and spur economic 
growth as much as predicted. However, it should be pointed out that these 
models, apart from not being truly supply-side models, are subject to the 
"Lucas critique." This means that the users of these models use historically 
estimated relationships to predict what will happen if the administration's 
program is implemented. But the use of historical or fixed relationships to 
predict the impact of a new policy can produce inaccurate predictions (as the 
evidence amply demonstrates), since economic behavior will changeas a 
result of the new policy. The administration is therefore skeptical about 
criticisms of its policies based upon forecasts obtained from the large-scale 
macroeconometric models. Whether or not the administration bases its forecast 
on a model not subject to this criticism and/or instead "informed judgment" is 
not publicly known. 

Conclusions 

The Reagan Program for Economic Recovery 
consists of four inter-related parts: (1) tax 
cuts, (2) spending cuts, (3) slow and steady 
money growth, and (4) regulatory reform. The 
economic rationale for this four-part package 
is supply-side economics. If fully imple-
mented, the President contends that this 
program will reduce inflation while simultane-
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ously providing the incentives necessary for 
improved productivity and faster economic 
growth. Given the fact that the theoretical and 
empirical support for supply-side economics 
is not beyond dispute, it is not surprising that 
people have been and are still opposed to 
implementing the entire package and/or 
skeptical about the predicted outcome. 
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Although Congress has recently enacted, with 
modifications, the spending and tax cuts 
requested by the President, many members of 
Congress, like the Wall Street bond traders, 
are still concerned that the tax and spending 
cuts will create inflationary deficits, despite 
the administration's claims to the contrary. 

This concern already seems to have put the 
administration on the defensive, as many, 
including administration officials, now talk 
openly about larger deficits than originally 
predicted and thus the necessity for additional 
budget cuts. If a much larger deficit actually 
materializes, will it be a crippling blow to 
supply-side economics and thus the economic 
forecast? Furthermore, would such a deficit 
lead to a movement away from supply-side 
economics and toward Keynesian economics 
(which supply-siders blame for our progres-
sively worsening economic performance 
during the past fifteen years or so), or perhaps 

closer to Monetarism, thereby implying a new 
and different economic forecast? Alternatively, 
are the spending cuts being mentioned meant 
to mollify those concerned about the possibil-
ity that the deficits resulting from the tax cuts 
will be inflationary? 

The answers to these questions are, of 
course, not known at this time. Recent eco-
nomic news further clouds the picture. On 
the one hand, a recent report that the econ-
omy grew by an annual rate of 8.4 percent in 
the first quarter of 1981 doesn't help the 
administration's contention that broad tax cuts 
are essential to speed up economic growth. 
On the other hand, reports that the rate of 
growth in consumer prices has dropped 
below 10 percent in recent months could 
mute the fears that the tax cuts will have a 
substantial inflationary impact. 01] 

—lames R. Barth 
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