
T h e R e a g a n P r o g r a m for 
E c o n o m i c Recovery: 
A n Historical Perspective 
Comparison with policies over the last 30 years shows that the Reagan program is in 
fact a redirection of the federal government's role in the U.S. economy. The Reagan 
administration's determination to stick with its program is exemplified by the 
second round of proposed budget cuts under consideration as this issue went to 
press. 

On February 18, 1981, President Reagan pre-
sented to a Joint Session of the Congress a 
program for economic recovery from high 
inflation and sluggish growth. The program 
called for a "fundamental redirection" in the 
role of the federal government by proposing 
reductions in personal tax rates and business 
taxes, spending cuts, reductions in the burden 
and the intrusion of federal regulations, and a 
commitment to slow and steady money 
growth1. 

In August Congress approved in essence 
the tax part and the spending part (for fiscal 

' See Summary Fact Sheet, the President's Economic Program, Off ice of the Press 
Secretary, the White House, February 18, 1981. For a more detailed discussion of 
the economic rationale underlying the Reagan program's four parts, see James R. 
Barth, "The Reagan Program for Economic Recovery: Economic Rationale (A 
Primer on Supply-Side Economics)," this Review, September 1981. 

1982) of the President's economic program. 
This action does indeed represent a funda-
mental redirection in the federal budget. For 
this reason it is important to fully understand 
what it is about the Reagan economic program 
that represents a new and different role for 
the federal government in the U.S. economy. 
This article wil l examine the new role for gov-
ernment spending and tax revenues. A subse-
quent article wil l examine the new role for 
money growth and regulatory policy. 

An Overview 

Above all, the Reagan plan embodies a 
significantly reduced role for the federal gov-
ernment in the U.S. economy. Charts 1a and 
1b (as well as Table 1) demonstrate this clearly, 

Editors Note: All the numbers in this article are based on the Reagan economic plan as originally formulated in March 1981. As economic events 
unfold, however, the administration may respond by modifying its original plan. These modifications, as demonstrated by the President's Sept 24 
announcement of additional spending cuts, will depend on the degree to which economic events depart from the expected scenario This article's 
figures are significant in that, when compared to the Sept. 24 cuts and any additional changes, they reflect the extent to which the administration's 
original plan has been modified. 
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Chart 1. Reagan Plan Reduces Government's 
Role in the Economy. 

3 0 — Federa l S p e n d i n g as % of G N P 

2 0 -

1 0 -

0 — 

30 — Federa l Tax Rece ip ts as % of G N P 

2 0 — 

1 0 — 

0 = ì 
1950s '60s '70s 1980 '82-'86(avg/ 

showing federal spending and tax receipts as 
shares of gross national product. For the bud-
gets that would have resulted under existing 
law, the share would have exceeded 23 per-
cent in fiscal 1981 and 1982, then would have 
declined to about 21 percent by 1986.2 Under 
the Reagan plan, the decline in the share of 
outlays is significantly sharper and deeper. 
The figures for 1980 are the same, of course, 
and nearly so for 1981, but after that the share 
under the Reagan program drops below 20 
percent by 1984, falling further to 19 percent 
by 1986. (The existing law budget'shows what 
outlays and receipts would be if no policy 
changes were made, thus providing a base 
with which the administration's budget pro-
posals may be compared. In other words, 
existing law estimates reflect what would hap-
pen if all federal programs and activities were 
carried on during ensuing fiscal years at the 
same level as the fiscal year in progress and 
without presidential policy changes in such 
programs and activities.) 

The distinction on the tax receipts side is 
even more significant. Under the existing law 
budget, the share of receipts would actually 
have risen, from a little over 21 percent in 1981 
to 24 percent in 1986. In contrast, under the 
Reagan plan, federal receipts as a share of 
GNP fall f rom 21 percent to 191/2 percent dur-
ing the same period. The reason for this sharp 
divergence, of course, is the substantial tax 

rate cuts in the Reagan program. Without 
these tax cuts, inflation would continue to 
push taxpayers into higher and higher tax 
brackets, and the federal government's tax 
take would rise disproportionately to income. 
The tax cuts, however, plus the hoped-for 
resurgence of the economy in response to tax 
cuts, combine to raise the share of receipts in 
1985 and 1986 under the Reagan plan.3 

The difference between these two budgets 
with respect to future movements of outlays 
and receipts also changes the resulting move-
ments of federal budget deficits. Compared to 
existing law, the Reagan plan delays the pro-
jected balance in spending and revenue from 
1983 to 1984 and generally includes higher 
deficits (or lower surpluses).4 

There is reason to be skeptical, however, 
about the l ikelihood that these deficit fore-
casts wil l materialize — almost every adminis-
tration has projected a balanced budget 
during its tenure, but the budget has been in 
surplus only once in the past 20 years. The 
point to be emphasized is that there is 
obviously considerable debate and uncer-
tainty about the Reagan plan. The economic 
environment wil l change almost constantly. 
Congress may or may not pass additional leg-
islation consistent with the plan. As a result, 
the plan wil l doubtless change. But the plan is 
important, first because it points toward such 
a significant redirection of budget policy, and 
second because the recently signed legislation 
conforms so closely to the plan. 

The size and duration of the deficit is an 
extremely important part of the Reagan plan, 
and we shall return to it in a moment. Before 
we do, let's look more closely at the extent to 
which there is redirection of spending and 
taxation in the Reagan plan. 

Spending Cuts 

On the spending side, the Reagan plan 
involves both a sharp deceleration in federal 

2When the President transmits the budget to the Congress in January for the coming 
fiscal year (which begins on October 1), budget est imates for the four subsequent 
fiscal years are simultaneously transmitted. (All the figures in this article refer to the 
unified budget.) 

3Recent ly signed legislation included indexation of tax rates beginning in 1985, 
which will lessen the rise in receipts. 

4 l t should be pointed out that substantial areas of government spending remain 
completely outside the budgetary process. As the result of legislation, important 
federal programs have been removed from the budget, resulting in incomplete 
budget coverage and totals that understate the actual level of federal activities. 
"Of f -budget" activities include expenditures by the Board of Governors of the 
Federal Reserve System, Postal Service Fund, Federal Financing Bank, and the 
Synthetic Fuels Corporation. Outlays of all off-budget agencies amounted to about 
$14 billion in 1980. The administration estimates that this amount will decl ine to 
$9.5 billion in 1984 and then decl ine even further to $6.5 billion in 1986. 
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Chart 2.Growth in Federal Spending 
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spending growth and a distinct shift in the 
composit ion of spending from "human 
resources" programs to defense. From all the 
discussion of federal spending cuts, many 
people probably expect to see actual reduc-
tions in the dollar level of total spending. The 
Reagan plan, however, calls for deceleration, 
not shrinkage in the level. Actual reductions 
have been quite rare. During the past fifty 
years reductions in the dollar level of federal 
spending have occurred only 10 times, most 
recently in 1964. 

The deceleration, moreover, is not uni form. 
Actual spending grew by more than 17 percent 
in 1980 and wil l decelerate to 13 percent in 
1981. This, under the Reagan plan, is fo l lowed 
by a sharp reduction to 6 percent in 1982, 
more moderate reductions to about 5 percent 
in 1983 and 1984, and then by a reversal as the 
growth in federal spending accelerates again 
to more than 9 percent in 1985 and 8 percent 
in 1986. 

Even so, the average annual growth rate in 
total federal spending under the adminis-
tration's plan is about 6V2 percent for the 1982-

86 period (Chart 2). However, the growth rate 
for the 1982-86 period is only slightly below 
that for the 1960s, even though the latter 
period included the bui ldup for the Vietnam 
conflict.5 Despite this, the Reagan plan's 
spending cuts obviously represent a reversal 
in the upward trend in the rate of spending by 
the federal government.6 

As may be seen in Table 2, total federal 
spending as a share of GNP, after increasing 
steadily in the 1950s, 1960s, and 1970s, is 
expected to decline continuously f rom 1981 to 
1986. The outlay share of 22.6 percent in 1980 
was the highest recorded figure since the 
World War II years, when the share reached a 
high of 45.2 percent in 1944. So in both 
growth rates and in the share of spending 
relative to GNP, the Reagan plan reverses a 
steady upward trend in federal spending dur-
ing the post-World II period. 

Table 2 also documents the shift f rom 
defense to nondefense spending. The Reagan 
plan shows an average growth in defense 
spending of 16.7 percent during 1981-86 as 
compared to average growth of only 5.6 per-
cent in nondefense spending. 

Both of these figures represent sharp breaks 
with the past. Growth in defense spending fell 
f rom a rate of about 19 percent in the 1950s to 
about 4 percent in the 1970s. Growth in non-
defense spending, on the other hand, rose 
steadily f rom the 1950s to the 1970s. The 
Reagan plan's average growth in defense 
spending dur ing 1981-86 of about 17 percent is 
only exceeded in the post-World War II period 
by growth rates of 87 and 18 percent for the 
Korean and Vietnam war years, respectively.7 

As a share of GNP, defense spending stead-
ily increases from 1980 to 1986. The average 
for the 1981-86 period is 6.4 percent. During 
the past thirty years the share has been below 
6.4 percent only 8 times, all of which occurred 
from 1973 through 1981. Thus, the administra-

5Federal government spending grew at rates of 13.7,17.5, and 13.0 percent in 1966, 
1967, and 1968, respectively. 

6 l n constant 1972 prices, the growth rates for total federal spending are 6.5, 4.0, 0.2, 
and 0.6 percent for the periods 1950-59, 1960-69,1970-79, and 1982-86, respec-
tively. For 1982-84, however, the real growth rate is a 'negat ive 1.7 percent. 

7 l n constant 1972 prices, the average annual growth rate in defense spending during 
the 1981 -86 period is 9.1 percent as compared to a growth rate of 9.9 percent during 
the 1966-68 period. The defense buildup being proposed by the administration thus 
does not exceed that which occurred during the Vietnam conflict, at least when 
measured in real growth rates rather than actual dollar amounts. The current 
concern is that a rapid military buildup will encounter bott lenecks and thus add to 
inflationary pressures. 

1980 '82 '84 ' 8 6 ' 8 2 - ' 8 6 
(avg.) 

Nondefense spending will 
decelerate sharply, 
reversing postwar trend. 
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Chart 3. Composition of Federal Spending 

% -

60 — Defense 

8 0 — 

RO — 
Human Resources 

40 — 

I I I 
Interest share 

2 0 - Interest > 

o H i • • • • i i i i ~ T T 
— Sharp decline 

Other in "other". 

1950s '60s '70s 1980 '82 '84 '86 

tion's defense spending proposals do repre-
sent a reversal in the declining port ion of GNP 
being used for defense purposes. 

While defense spending is increasing as a 
share of GNP, nondefense spending is 
decreasing. As Table 2 shows, the nondefense 
share of GNP was at a record peace-time high 
of 17.3 percent in 1980, and had risen steadily 
since 1950. This figure is slated to decline 
throughout the 1981-86 period, representing a 
clear reversal in the share of overall economic 
activity devoted to nondefense purposes. 

To better understand the implications of the 
administration's budget for the mix of federal 
spending, the various percentages of total 
federal spending devoted to each of the major 
spending categories (national defense, human 
services and net interest) are presented in 
Table 3 (and Chart 3). Starting from an actual 
figure of 23.4 percent in 1980, the administra-
tion proposes increasing the defense port ion 
of the federal budget year-in and year-out 
through 1986, when it is expected to be 37.6 
percent. In contrast, during the previous three 
decades the defense share of the budget fell 
— from about 54 percent in the 1950s to 29 
percent in the 1970s.8 

The shares of federal spending devoted to 
human resources and net interest (mainly 
interest payments on the national debt), on 
the other hand, are expected to decline. From 
a share of about 52 percent in 1980, human 
resources wil l account for 5 percentage points 
less of total federal spending by 1986. Notice, 
however, that the average share of the budget 
devoted to human resources for the 1981-86 
period is 49.7 percent, which is still higher 
than the 48.5 percent figure for the 1950s.9 The 
net interest share declines more sharply from 
9.8 percent in 1981 to 6.9 percent in 1986. 
Until recently, this figure showed no real 
upward or downward trend, instead fluctuat-
ing around 7 percent. 

Tax Cuts 

The administration's economic program 
includes reductions in both personal income 
tax rates and business taxes. These reductions 
wil l affect federal government revenue or 
receipts. As Table 4 shows, the actual growth 
in federal receipts was 11.6 percent in 1980, 
and is expected to rise further to 15.4 percent 
in 1981 and then decline steadily to 8.7 per-
cent in 1984. However, the growth rate is 
expected to jump to 10.3 percent in 1985, and 
then rise further to 10.6 percent in 1986. For 
the entire 1981-86 period, the average rate of 
growth is expected to be 10.4 percent (or 9.4 
percent if one excludes the extremely high 
growth rate year of 1981). By slowing down 
the rate of growth in receipts, the administra-
t ion would be bringing the growth rate more 
into line with those prevailing in the 1960s (9.2 
percent) and the 1970s (9.7 percent). Clearly, 
the administration's tax package is not 
expected to lead to a decline in the level of 

8 l t should be noted that the federal outlays may be divided between those of an 
" investment" or capital nature and those devoted to "current" or operating pur-
poses. Doing this, one finds that defense spending is more investment-intensive 
than nondefense spending. In 1980, for example, investment- type out lays 
accounted for 35 percent of total defense spending versus only 20 percent for total 
nondefense spending (see Special Analyses, Budget of the U.S. Government, 
1982, pp. 87-105). This means that by changing the mix of total federal spending 
towards defense, the administration is increasing the proport ion of total outlays 
devoted to investment. 

9Since there is substantial interest in Social Security, it should be noted that Social 
Security expenditures accounted for 18.5 percent of total federal outlays in 1980 
and it is estimated by the administration that this figure wil l rise to 22.0 percent in 
1984 and then to 22.1 percent in 1986. The concern is that this growth will explode 
early in the next century when individuals born during the baby boom of the 1940s 
and 1950s reach retirement age. To control federal government spending in the 
longer-run, it is therefore argued that Social Security benefits must eventual ly be 
cut, despite the fact that there have been no major cuts in the program's 46-year 
history. 

Reversing the historical 
trend of federal spending: 
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federal receipts (that is, a negative growth 
rate). Indeed, since 1950, receipts actually fell 
only 4 times — in 1955, 1958,1959, and 1971. 

As a percentage of GNP, federal receipts are 
expected to decline to 19.5 percent in 1986 
from an actual figure of 20.3 percent in 1980 
(see Table 4). The average annual receipts 
share of GNP expected during the period 
1981-86 is about 20 percent, which represents 
a reduction f rom the actual 1980 figure, but 
still leaves it above the average figures for the 
past thirty years. It is interesting to note that 
during the 1950-79 period individual income 
taxes grew at a roughly constant rate of 9.6 
percent.10 This rate then jumped to 12 percent 
in 1980. The administration expects the growth 
in individual income taxes to increase further 
to 13.7 percent in 1981 and then to drop 
abruptly to 3.7 percent in 1982. After that, 
however, the rate of growth is expected to rise 
steadily unti l 1986. 

The average rate of growth in individual 
income taxes expected by the administration 
dur ing the entire 1981-86 period is 10.4 per-
cent, compared to actual average growth rates 
of about 9 percent during the 1950s, 1960s, 
and 1970s. It appears, therefore, that the 
administration is actually expecting not slo-
wer, but more rapid increases in the growth of 
individual income taxes than in earlier years. 

In contrast, corporate income taxes are 
expected to grow at a rate of only 2 percent, 
well below the average annual growth rates of 
the last three decades. 

Social insurance taxes and contr ibutions are 
expected to grow at a rate of about 12 percent 
during the 1981-86 period, slightly below the 
average annual growth rate of 13 percent for 
the previous thirty years. 

Table 4 also contains information on the 
various shares of GNP accounted for by the 
major sources of federal receipts. The trend 
throughout the 1950s, 1960s, and 1970s has 
been for the individual income tax and social 
security tax and contr ibut ion shares of GNP to 
increase, whi le the corporate tax share 
decreases. The administration's budget plan 
wil l continue this trend. As shares of GNP, 
individual income taxes are expected to aver-

, 0 l t should be noted thai of the approximately 14.7 million income tax returns filed by 
businesses during the 1977-78 period — corporations, partnerships, and sole 
proprietorships — 1.8 million were taxed at corporate rates and nearly 13 million 
businesses, the vast majority of which are small, were taxed at individual rates (IRS 
Statistics of Income, 1977). 

Chart 4.Composition of Federal Taxes 
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age 9 percent (versus an average of 8.6 during 
the 1970s) and social security taxes and contri-
butions are expected to average 6.7 percent 
(versus an average of 5.4 percent during the 
1970s) during the period 1981-86. Corporate 
taxes as a share of GNP are expected to aver-
age only 1.9 percent during the*same period 
(versus an average of 2.6 dur ing the 1970s). 

Table 5 presents more complete informa-
t ion on the composit ion of receipts. It is inter-
esting to note that 1980 is an historic year 
during the 1940-80 period. In that year, as a 
percentage of total federal receipts, individual 
income taxes and social security taxes and 
contributions were at record highs, whi le cor-
porate income taxes were at a record low. 
More generally, the administration expects 
individual income taxes, social security taxes, 
and corporate taxes to account for 45, 34 and 9 
percent, respectively, of total federal receipts 
during the 1981-86 period. The comparable 
figures for the 1950-79 period were 43, 20 and 
21 percent. Clearly, the administration expects 
to rely ever more heavily upon individual 
income taxes and social security taxes and 
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contributions and increasingly less heavily 
upon corporate income taxes for revenues 
(Chart 4). 

Given all the discussion about not just tax 
cuts but cuts in marginal tax rates, it is worth-
while examining more closely the marginal tax 
rates that wi l l prevail in the near future as a 
result of the tax cuts enacted in August. The 
individual income marginal tax rates in Table 6 
are based on a family of four wi th median 
income that increases at the same rate as the 
administration expects personal income to 
grow. For purposes of comparison, Table 6 
also gives the marginal tax rates that would 
apply to a family of four with twice the median 
income. 

The actual marginal tax rate prevailing in 
1980 for the median income family was 24 
percent. This rate wil l increase to 27 percent 
in 1981, decline to 25 percent in 1982, rise to 
26 percent in 1983, drop back to 25 percent in 
1984 and 1985 and then increase to 28 percent 
in 1986. For the median income family, there-
fore, the amount of each additional dollar it is 
able to retain as a result of the marginal tax 
rate cut ranges f rom a plus 2 cents to a nega-
tive 3 cents over the 1981-86 period. As com-
pared to a marginal tax rate of 24 percent in 
1980, this family finds itself facing a 28 percent 
marginal tax rate in 1986.11 Thus, tax-bracket 
creep may more than offset the lower mar-
ginal tax rates, though the indexation of taxes 
beginning in 1985 eliminates the inflation-
induced component, leaving just the real-
income-induced component. 

The situation is somewhat better for a family 
of four wi th twice the median income (Chart 
5). The actual marginal tax rate for this family 
was 43 percent in 1980 and wil l fall to 38 per-
cent in 1984 and 1985, and then rise-to 42 per-
cent in 1986. As a result, this family 
experiences only a 1 percentage point reduc-
tion in its marginal tax rate in 1986 as com-
pared to 1980. 

Finally, although not reported in Table 6, a 
family of four earning $108,300 or more begin-
ning in 1980 was subject to a marginal tax rate 
of 70 percent. For this family the marginal tax 
rate steadily decreases to 50 percent in 1984 

Chart 5. Tax Rates 
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and remains at this level. Higher income fami-
lies thus benefit more f rom the recently 
enacted tax cuts than do lower income fami-
lies. Higher income families, in other words, 
are provided wi th more of a tax incentive to 
earn additional income than are lower income 
families.12 

Table 6 also presents information on the 
administration's expected corporation income 
tax rates. Unfortunately, it was not possible to 
calculate the marginal tax rates for corporation 
income on the basis of available data. Only 
average tax rates could be calculated. As may 
be seen, the average tax rate was actually 27 
percent in 1980. The administration expects 
this rate to decline steadily throughout the 
1981-86 period, reaching a low of 16 percent in 
the last year.13 

Before concluding this section, it may be 
useful to show the after-tax interest rates that 
are implied by the tax cuts. Table 7 presents 
the after-tax interest rates for a median 
income family of four and for a family of four 
subject to the highest marginal tax rate in 
effect. These after-tax rates are based upon 
the nominal 3-month U.S. Treasury bill rate 
expected by the administration during the 
1981-86 period. 

'A l though the concern here is federal tax changes, it should be pointed out that, 
according to the National Governors Association, 18 states enacted tax increases 
in 1980. Even more states have been considering tax increases in 1981. This 
means that federal tax cuts may be offset, at least partially, by state tax increases. 

12By"taking into account the scheduled increases in the social security tax rate and in 
the taxable earnings base, this point is reinforced. Families of 4 with twice the 
median income or higher will face no scheduled social security tax increases on 
each addit ional dollar earned. Families of 4 with the median income, however, paid 
a marginal tax rate of 30.1 percent in 1980 when one includes social security taxes 
and this marginal tax rate will rise to 34.2 percent in 1986, because for these 
families their income always remains below the maximum taxable earnings base. 

1 3Recal l from the previous footnote that nearly 90 percent of all businesses, mainly 
the small ones, are taxed at individual, not corporate, rates. 
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The administration expects the nominal 
3-month Treasury bill rate to decline from its 
actual value of 11.5 percent in 1980 to 5.5 per-
cent in 1986. Not surprisingly, the after-tax 
interest rate for the higher marginal tax rate 
family is substantially lower than the compara-
ble rate for the median income family. In 1980 
the difference was slightly more than 5 per-
centage points. This difference is expected to 
decline to 1.2 percentage points by 1986. 

Notice, however, what happens when one 
subtracts the administration's forecast inflation 
rate from the nominal after-tax interest rate to 
obtain a real after-tax interest rate. One finds 
that for both tax bracket families the real after-
tax interest rates are negative in every year but 
one. Whereas nominal after-tax interest rates 
generally decline during the 1981-86 period, 
real after-tax interest rates generally increase, 
at least for the median low income.14 

Budgetary Deficits 

There is substantial concern, if not alarm, 
over the continual federal deficits. Already, 
thirty-one state legislatures have approved 
resolutions petit ioning for a constitutional 
convention that would require a balanced 
federal budget on a fiscal year basis. Similar 
resolutions are being considered by other 
state legislatures.15 At the same time, a grow-
ing number of members of Congress are urg-
ing the federal legislature to fol low suit. The 
Senate Judiciary Committee has already 
approved a proposed amendment that would 
permit a budget deficit only in wartime or 
when authorized by a three-fifths majority of 
the House and Senate. Given all this concern 
over budgetary deficits, it is important to put 
the administration's proposed budgetary posi-
tion into perspective. 

Table 8 presents information about federal 
budgetary deficits during the 1950-86 period. 
As may be seen, the administration plans to 
reduce the deficit f rom an actual figure of 
roughly $60 bill ion in 1980 to nearly zero by 
1984. It should be pointed out, however, that 
the recent spending cuts are insufficient to 

1 4 l t should be noted that for a nominal rate of interest of 12 percent and a 10 percent 
inflation rate, a 50 percent tax rate is effectively a 300 percent tax on the real return. 
This is due to the fact that the U.S. tax system is based upon nominal rather than 
real values, though this will change beginning in 1985. 

, 5 Act ion by only three addit ional states is all that is required to force Congress to 
organize a constitutional convention to consider a balanced-budget amendment. 
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reach a balanced budget by 1984. The adminis-
tration therefore plans to ask the Congress for 
additional federal spending cuts of at least $74 
bill ion in fiscal years 1983 and 1984. Once the 
budget is brought into balance in 1984, the 
estimates indicate surpluses in the two subse-
quent years. In view of the fact that there have 
been deficits in 42 of the past fifty years, the 
administration's program to eliminate federal 
deficits in only three years is a definite rever-
sal in trend (Chart 6).16 

Table 8 also shows that the federal deficits 
have been increasing in size, both absolutely 
and relative to CNP, during the past 30 years. 
Starting with an average annual deficit of $1.8 
bill ion during the 1950s, the average increased 
to $5.7 bill ion during the 1960s and then to 
$31.5 bil l ion. In 1980 the deficit was a huge 
$59.6 bil l ion, only exceeded once since 1789 
and then just four years ago in 1976. 

As a share of GNP, the situation is quite 
similar. During the 1950s average deficits 
accounted for only 0.4 percent of GNP. This 
figure doubled during the 1960s and then 

1 6 ln the past 20 years, there have been 19 deficits, the only surplus occurring in 1969. 
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jumped even fur ther to 2.1 percent dur ing the 
1970s. In 1980 the f igure was slightly higher at 
2.3 percent. The administrat ion plans to 
reduce this f igure in each of the next three 
years so that it is nearly zero by 1984. It then is 
expected that the federal budget wi l l tu rn a 
surplus each year thereafter th rough 1986, 
when the surplus wi l l represent about 0.6 per-
cent of GNP. Thus it is clear that the adminis-
tration expects to reverse the t rend towards 
persistent and growing federal deficits dur ing 
the ent ire post-World War II period.17 

Conclusion 

President Reagan announced last February a 
new economic pol icy to reduce inf lat ion and 
stimulate economic growth. Since then, con-
siderable momen tum has bui l t toward the 
successful implementat ion of this policy, as 

evidenced by recent Congressional enactment 
of spending tax cut legislation. This article has 
examined two key elements — l imi t ing the 
growth of federal expenditures and creating 
new tax incentives — of the President's four 
part economic program. Compar ing each of 
these elements to its pos t -WW II historical 
counterpart , it was shown that this new pol icy 
does indeed represent a " fundamenta l 
redi rect ion" in the role of the federal govern-
ment in the U.S. economy. A subsequent arti-
cle wi l l examine the extent to which the other 
two parts of the economic program — slow 
and steady money growth and regulatory 
reform — also cont r ibute to this redirect ion. 
Whether this redirected role of the federal 
government , if ful ly approved by the Con-
gress, wi l l achieve the stated goals of lower 
inf lat ion and improved economic growth, 
however, remains to be seen. 

fames R. Barth 
George Washington University 

The author wishes to acknowledge the helpful comments of Neela Manage, Michael Marlow, Gary 
Tapp, and especially William Cox. 

1 7 l t should be noted that inflation compl icates the measure of a deficit. This may be 
shown as follows. The nominal federal government deficit may be written as: (1) D 
= G + i B - T = dB + dM, where D is the nominal deficit, G is nominal 
government spending, i is the nominal interest rate on government bonds, B is the 
nominal amount of government bonds outstanding, T is nominal tax revenues, M is 
federal government monetary liabilities outstanding or currency held by the public 
plus reserves held by financial institutions at the Federal Reserve, dB is the change 
in government bonds outstanding, and dM is the change in monetary liabilities 
outstanding. In words, equation (1) says that government purchases of goods and 
services plus transfer payments plus interest payments on the federal debt minus 
taxes (when positive) represent a deficit that must be f inanced through the sale of 
bonds to the public or by "printing money." Of course, the government does own 
gold, foreign exchange, land, buildings and equipment which could conceivably be 
depleted to meet current expenditures, but since this is rarely done, a reduction in 
assets rather than simply an increase in liabilities does not enter equation (1). 

In the presence of inflation, equat ion (1) may be written as: 
(2) D/P = G/P + i B P - TP - (dP. P) B P - (dP.'P) M P = d(B/P) + d(M/P) where 
P is the price level and dP/P is the inflation rate (see James R. Barth and Joseph J. 
Cordes, "Substitutability, Complementarity, and the Impact of Government Spend-
ing on Economic Activity," Journal of Economics and Business, Spr ing/Summer 
1980, pp. 235-242.) This expression demonstrates that with inflation the real deficit 
is lower than in the absence of inflation (when dP P equals zero). In other words, 
inflation acts as a tax by reducing the value of government bonds and liabilities 
outstanding. If the nominal interest rate, i, increases with the inflation rate, then this 
effect may be offset to some degree. Given that B was equal to $594 billion and M 
was equal to $157 billion in 1980 and that the inflation rate in that year was 9 
percent, one would have to subtract about $68 billion f rom the nominal deficit to 
obtain the inflation adjusted measure given by equation (2). As Table 8 shows, 
when one does this, the result is that the deficit becomes a surplus. 
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Table 1. Budget Totals 
(dollar amounts in billions) 

Actual 
1980 

Administration Program 
1981 1982 1983 1984 1985 1986 

Budget Under Existing Law 
Totals 

Outlays 
Receipts 

579.6 
520.0 

658.0 

608.8 

736.5 
701.6 

806.5 

806.2 

866.7 
915.5 

928.5 
1028.1 

992.6 
1153.9 

Surplus or Deficit 59.6 - 4 9 . 2 34.9 - . 3 48.8 99.6 161.3 

Percent of GNP 
Outlays 
Receipts 

22.6 

20.3 
23.1 
21.4 

23.1 
22.0 

22.4 

22.4 
21.7 
22.9 

21.1 

23.4 
20.6 

24.0 

Surplus or Deficit ( - ] - 2 . 3 - 1 . 7 - 1 . 1 1.2 2.3 3.4 

Administration's Proposed 
Budget Totals 

Outlays 
Receipts 

579.6 
520.0 

655.2 
600.3 

695.3 
650.3 

732.0 
709.1 

770.2 
770.7 

844.0 
849.9 

912.0 
940.2 

Surplus or Deficit ( - ) - 5 9 . 6 - 5 4 . 9 - 4 5 . 0 22.8 0.5 5.8 28.2 

Percent of GNP 
Outlays 
Receipts 

22.6 

20.3 
23.0 
21 .1 

21.8 
20.4 

20.3 
19.7 

19.3 
19.3 

19.2 
19.3 

19.0 

19.5 

Surplus or Deficit ( - ) - 2 . 3 - 1 . 9 1.4 - . 6 3 .01 .13 .59 

Source: Federal Government Finances, March 1981 edition, U.S. Off ice of Management and Budget. 

Table 2. Growth in Federal Spending 
(1950-1980) 

Annual Rate of 
Growth (%) 

1940-1980 Actual Administration Program 
High Year Low Year 1950-59 1960-69 1970-79 1980 1981 1982 1983 1984 1985 1986 

National Defense 312.5 ( 1942 ) -72 .1 (1947) 19.8 6.3 
Nondefense 68.2 ( 1 9 4 7 ) - 2 1 . 6 (1951) 6.2 8.6 

4.1 15.4 19.3 16.5 19.7 13.1 18.9 12.8 
13.7 18.0 11.7 10.3 .09* 1.5* 5.0* 5.4* 

Total 

Outlay Share of 
GNP (%) 
National Defense 
Nondefense 

157.5(1947) -40 .5 (1946) 9.8 7.3 10.4 17.4 13.0 

38.7(1944) 1.6 (1940) 10.0 8.6 

17.3(1980) 5.0(1945) 8.2 10.8 

6.1 5.3 5.3 9.6 8.1 

6.0 5.3 5.7 5.9 6.3 6.4 6.9 7.1 
14.9 17.3 17.3 15.9 14.1* 12.9* 12.3* 11.8* 

Total 45.2(1944) 10.0(1940) 18.2 19.4 20.9 22.6 23.0 21.8 20.3 19.3 19.2 19.0 

"Assumes that savings to be presented subsequently by the administration will be from the nondefense programs. These savings are included in the administration's outlay 
estimates but have not yet been al located by program. 

Source: Federal Government Finances, March 1981 edition, U.S. Off ice of Management and Budget. 
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Table 3. Composition of Federal Spending 
(Percent of total spending) 

1940-1980 Actual Administration Program1 

Budget 
Category High Year Low Year 1950-59 1960-69 1970-79 1980 1981 1982 1983 1984 1985 1986 

National Defense 88 .3 (1945) 15.8(1940) 54.5 44.2 29.0 23.4 24.7 27.2 30.9 33.2 36.0 37.6 

Human Resources2 54.0 (1976) 1.9(1945) 22.6 30.5 48.5 52.3 53.3 52.4 49.4 48.5 47.7 47.1 

Net Interest 14.6 (1948) 1.9 (1943) 7.6 6.8 7.4 9.1 9.8 9.8 9.4 8.8 7.7 6.9 

All Other 28.8 (1940) 6 .4 (1945) 15.3 18.5 15.1 15.2 12.2 10.6 10.3 9.6 8.6 8.5 

'Assumes that savings to be presented subsequently by the administration will be from the human resources programs. These savings are included in the administration's 
outlay estimates but have not yet been al located by program. 

2Human resources is composed of the education, training, employment, and social services function; the health function; the income security function; and the veterans 
benefits and services function. 

Source: Federal Government Finances, March 1981 Edition, U.S. Off ice of Management and Budget. 

Table 4. Growth in Federal Receipts (1950-1986) 
1940-1980 Actual Administration Program 

High Year Low Year 1950-59 1960-69 1970-79 1980 1981 1982 1983 1984 1985 1986 

Annual Rate of 

Growth (%) 

Individual 

Income Taxes 211.7(1944) - 1 9 5 ( 1 9 4 9 ) 9.7 9.3 9.8 12.0 13.7 3.9 7.9 9.2 12.9 14.6 

Corporation 

Income Taxes 156.4 (1942) - 2 9 . 6 (1947) 6.2 8.6 6.9 - 1 . 6 - . 1 - 3 . 5 9.8 4.1 .1 1.9 

Social Insurance 

Taxes and 

Contributions 30.4(1967) - 1 0 . 5 ( 1 9 4 6 ) 12.1 13.4 13.6 13.5 15.9 15.1 11.9 9.9 12.2 10.6 

Other 41 .9 (1981) - 7 . 3 ( 1 9 5 5 ) 4.4 6.1 5.6 24.0 41.9 18.7 5.2 7.0 3.1 1.5 

Total 87 .2(1944) - 1 3 . 0 ( 1 9 4 6 ) 7.9 9.2 9.7 11.6 15.4 8.3 9.0 8.7 10.3 10.6 

Receipts Share 

of GNP (%) 

Individual 

Income Taxes 10.0(1944) 1.2(1940) 7.6 8.1 8.6 9.5 9.8 9.0 8.6 8.5 8.7 9.1 

Corporation 

Income Taxes 7 .6(1944) 1.0(1940) 4.6 4.0 2.6 2.5 2.3 2.0 1.9 1.8 1.6 1.5 

Social Insurance 

Taxes and 

Contributions 6 .3(1980) 1.5(1946,79) 2.1 3.6 5.4 6.3 6.6 6.7 6.7 6.6 6.7 6.8 

Other 3.9 (1946) 1.7(1979) 2.8 2.9 2.2 1.9 2.5 2.6 2.5 2.4 2.3 2.0 

Total 21 .9(1944) 6 .7 (1940) 17.8 18.6 19.0 20.3 21.1 20.4 19.7 19.3 19.3 19.5 

Source: Federal Government Finances, March 1983 edition, U.S. Off ice of Management and Budget. 
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Table 5. Composition of Federal Receipts 
(percent of total receipts) 

1940-1980 Actual Administration Program 
High Year Low Year 1950-59 1960-69 1970-79 1980 1981 1982 1983 1984 1985 1986 

Individual 

Income Taxes 
Corporation 

Income Taxes 
Social Insurance 

Taxes and 
Contributions 

Other* 

46.9(1980) 17.5(1940) 43.1 43.8 40.7 46.9 46.2 44.3 43.9 44.1 45.1 46.8 

40.5(1943) 12.4(1980) 27.6 21.3 14.9 12.4 10.8 9.6 9.7 9.3 8.4 7.7 

30.9(1976,80) 7.6(1945) 11.8 19.3 28.5 30.9 31.0 33.0 33.8 34.2 34.8 34.8 
40.2 (1940) 9.4(1978) 17.6 15.6 11.5 9.8 12.0 13.2 12.6 12.5 11.6 10.7 

"Excise taxes, customs duties and miscel laneous receipts 

Source: Federal Government Finances, March 1981 edition, U.S. Office of Management and Budget. 

Table 6. Individual and Corporation Income Tax Rates 
Family of 4 with Median Income Family of 4 with Twice Median Income Corporations 

Income Marginal Tax Rate Income Marginal Tax Rate Average Tax Rate 

1980 $24,409 24% $48,818 43% 27% 

1981 27,094 27 54,188 43 27 
1982 30,210 25 60,420 44 22 

1983 33,684 26 67,368 40 21 
1984 37,019 25 74,038 38 20 
1985 40,462 25 80,924 38 18 
1986 44,185 28 88,370 42 " 1 6 

Source: America's New Beginning: A Program for Economic Recovery, U.S. Off ice of Management and Budget, February 18,1981, and Economic Recovery Tax Act of 
1981, Conference Report, Aug. 1, 1981. 
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Table 7. Actual (1980) and Expected (1981-86) After-Tax Interest 
Rates for Families in Selected Income Tax Brackets* 

Nominal After-Tax 
Interest Rate Real After-Tax Interest Rate 

Administration's Expected 
Interest Rate (3-Month U.S. 

Treasury Bill Rate) 

Median 
Income 
Family 

Highest 
Marginal 

Tax Brack-
et Family 

Median 
Income 
Family 

Highest Marginal 
Tax Bracket Family 

1980 11.5% 8.7% 3.4% - 0 . 3 % - 5.6% 

1981 13.6 9.9 4.2 + 0.3 - 5 . 4 

1982 10.5 7.9 5.2 - 0 . 1 - 2 . 8 

1983 7.5 5.6 3.8 - 1 . 4 - 3 . 2 

1984 6.8 5.1 3.4 - 0 . 9 - 2 . 6 

1985 6.0 4.5 3.0 - 0 . 9 - 2 . 4 

1986 5.5 4.0 2.8 - 0 . 9 - 2 . 1 

"Based on administration's expected interest rate, tax rates and inflation rates. 

Table 8. Federal Budgetary Deficits 
(1950-1986) 

1940-1980 Actual Administration Program 
High Year Low Year 1950-59 1960-69 1970-79 1980 1981 1982 1983 1984 1985 1986 

Surplus or 

Deficit ( - ) 

(Billions) 12.0(1948) - 6 6 . 4 ( 1 9 7 6 ) - 1 . 8 - 5 . 7 - 3 1 . 5 - 5 9 . 6 - 5 4 . 9 - 4 5 . 0 - 2 2 . 8 0.5 5.8 28.2 

Surplus or 

Deficit ( - ) as 

a Share of GNP 
(%) 4.9(1948) - 31 .0 (1943 ) - 0 . 4 - 0 . 8 - 2 . 1 - 2 . 3 - 1 . 9 - 1 . 4 - . 6 3 .01 .13 .59 

Source: Federal Government Finances, March 1981, Edition, U.S. Office of Management and Budget. 
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