
The Costs of 
Slowing Inflation 

Four Views 

Suppy-side theory, unlike Keynesianism, asserts that inflation can be reduced 
without slower economic growth and greater unemployment Supply-siders also do 
not always agree with monetarists and rational expectations theorists, although all 
three views advocate non-activist policies by the federal government 

Since President Reagan announced his four-part 
program for economic recovery in February, a 
spirited debate has flared over the potential 
impact of that blueprint on the nation. Can the 
program accomplish what the administration 
says it can, through its combination of reductions 
in the growth of federal spending, tax cuts for 
both individuals and businesses, regulatory reform 
and slow and steady money growth?1 Can any 
program simultaneously drive down a superheated 
inflation rate while stimulating output at the 
fastest annual growth rate in three decades? 

The debate transcends mere academic jousting, 
since the administration's program is based largely 
on the premises of one of the contending theories, 
supply-side economics—although it contains 
strong overtones of other theories as well. 

Clearly, the stakes are high. If the ambitious 
venture pays off as administration economists 
project, the nation's inflation rate will be slashed 
and the economy will prosper. But if it fails, just as 
clearly, millions of jobs and billions of dollars in 
production may be lost. 

Outspoken in the debate are economists ex-
pounding at least four theories: Keynesians, who 
emphasize the importance of demand in the 
economy; the supply-siders, who feel-that the 
Keynesians have erred in failing to consider the 
importance of the supply, or production, side of 
the economy; monetarists, who consider money 
growth the key factor in cooling or fueling inflation, 

1 For a detailed discussion of the entire economic program, see the articles 
by James Barth in the September and October issues of the Federal 
Reserve Bank of Atlanta Economic Review. 

and proponents of the rational expectations 
point of view, who emphasize the importance of 
people's expectations in shaping what actually 
happens within an economy. 

Those various theorists hold widely differing 
outlooks on what makes the nation's economic 
machine run, and the form of overhaul needed to 
get a sputtering economy purring again. Despite 
their contradictory views, however, some of the 
theorists find themselves in surprising agreement 
on many significant points. That irony helps 
explain why the administration's program does 
not represent "pure" supply-side thinking, but 
incorporates aspects of both monetarism and 
rational expectations theory as well. 

Yet, even when advocates of the contradictory 
positions concur on the likely impact of an 
action, they may remain worlds apart on whether 
that impact will take place over the short term or 
only over the long run. 

One factor adding to the urgency of the 
debate is the amazingly prompt support the 
program gained in the Congress early on, although 
more recent budget-cutting provisions have en-
countered growing resistance. Within six months 
after the program was announced, the Congress 
passed legislation granting the President most of 
his spendingand tax cut proposals. The spending 
bill, titled the Omnibus Budget Reconciliation 
Act of 1981, provides for spending cuts estimated 
to total about $140 billion over the next three 
years, even after allowing for a defense buildup.2 

2 See "Omnibus Budget Reconcil iation Act of 1981," Conference Report, 
Books 1 and 2, U.S. Government Printing Office, Washington, D.C. July 29, 
1981. 
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The Economic Recovery Tax Act of 1981, as 
the tax bill is titled, will reduce federal revenues 
by an estimated $280 billion over the same 
years, fiscal 1982 through 1984.3 

The President also has made significant progress 
on the other two parts of his economic program. 
N umerous federal regulatory changes have been 
approved which the administration estimates 
can give consumers and businesses a sizeable 
one-time saving as well as smaller but still sub-
stantial savings each and every year. 

What's more, the Federal Reserve, whose 
policy of monetary restraint has been consistent 
with that of the administration, has helped slow 
the growth of the money supply to about 2 
percent during the first half of 1981, from an 
explosive 13 percentforthe second half of 1980. 
(It has experienced some difficulty achieving 
steady growth.) 

Despite its accomplishments, the administration 
expects to fall short of its goal of a balanced 
budget by 1984.4 

The administration's critics not only feel justified 
in doubting earlier claims that the budget could 
be balanced as early as 1984, but they dispute 
the administration's forecasts for substantially 
reduced inflation together with sizeable increases 
in real GNP by 1984. 

"...the crucial factor separating 
the four groups is not whether 

inflation can be reduced, but 
whether it can be reduced at 

little or no cost." 

The skeptics contend that, if the administration 
does succeed in bringing the inflation rate down 
as much as predicted, then real output growth 

3 See "Economic Recovery Tax Act of 1981," Conference Report, August 1, 
1981. Some of the major provisions in the tax bill include the reduct ion of 
individual income marginal tax rates by 5 percent on October 1 ,1981 ,10 
percent on July 1,1982, and 10 percent on July 1,1983. The top marginal 
tax rate is reduced to 50 percent on January 1,1982, form the current 70 
percent rate. Furthermore, starting in 1985, annual adjustments wil l be 
made in the personal exemption, zero-bracket amount and income 
brackets to offset so-called "bracket-creep" caused by inflation. Business 
tax relief includes faster write-off of capital expenditures over 3,5, and 10 
years for various kinds of equipment, rather than over the so-called useful 
life of an asset. 

4 See "Mid-Session Review of the Budget," Executive Off ice of the President, 
Off ice of the Management and Budget, Washington, D.C., July 15 ,1981, 
p.67. 

will fall short of administration forecasts. On the 
other hand, they argue, if the administration 
achieves its goal for real output growth, then 
inflation will remain higher than predicted. In 
either case, they contend, a balanced budget by 
1984 appears out of the question. 

Let's take a look at the supply-side premises 
and those of its three competitors, comparing 
their similarities as well as their differences. In 
doing so, we hope to shed some light on the 
controversy that to date has generated more 
heat than illumination. We will see that the 
crucial factor separating the four groups is not 
whether inflation can be reduced, but whether it 
can be reduced at little or no cost. As we outline 
the basic economic assumptions underlying these 
four views, perhaps the lay reader will be better 
able to match economists (and himself) with the 
appropriate labels. 

A. Supply-Siders and Inflation 

The tax cuts for individuals and business repre-
sent a clear victory for supply-side economists. 
According to supply-siders, cuts in marginal tax 
rates stimulate saving, investment, productivity 
and economic growth.5 All of these positive 
developments, furthermore, are expected to 
reduce inflation. Cuts in marginal tax rates for 
individuals will increase the after-tax rate of 
return to saving, so individuals are expected to 
save more. Tax relief measures for businesses are 
expected to produce additional investment in 
productive plant and equipment. With more 
plant and equipment, labor productivity should 
increase. The increased saving by individuals not 
only will be available to finance the additional 
business investment, but also to finance the 
federal government deficits expected to occur 
during the first few years because of reduced 
revenue from the tax cuts. 

Spending cuts will lessen the size of the deficit 
resulting from the cuts in tax rates, thereby 
reducing the amount of private saving that is 
needed to finance the deficit. Cuts in marginal 
tax rates also should increase the after-tax real 
wage from working, theoretically inducing more 
individuals to work and encouraging those already 
employed to work more hours. In that way, the 
tax cuts are expected to increase employment. 

5 For a more detai led discussion of supply-side economics, see James Barth, 
"The Reagan Program for Economic Recovery: Economic Rationale," 
Federal Reserve Bank of Atlanta Economic Review, September 1981, 
and the references c i ted therein. 
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Chart 1. Inflation and U n e m p l o y m e n t Rates 
The Historical Pattern and the Reagan Plan" 
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Chart 1 shows the past inflation and unemployment rates 
as well as the administration's forecasts. Clearly the 
administration expects to reduce inflation and unemploy-
ment rates simultaneously. Thus, in the administration's 
view, the expected cost (in terms of foregone output or 
increased unemployment) of reducing inflation is zero.6 

According to supply-side economics, the tax 
cuts should spur the growth of both labor produc-
tivity and employment, thereby providing for a 
greater output of goods and services. If the rates 
of growth in money and velocity (the turnover 
rate of money) do not increase, then clearly the 
rate of inflation will decline. Thus, according to 
supply-side economics, the tax cuts alone should 
reduce inflation. 

But will the growth rates in money and monetary 
velocity remain constant? According to supply-
siders, this is not an unreasonable assumption in 
the long run, especially since the Federal Reserve 
has apparently adopted a slow and steady money 
growth policy. In the short run, supply-siders 
expect fluctuations in the growth rates of both 
money and velocity, but these fluctuations should 
be small and relatively unimportant. If the growth 

6 As Norman Ture (currently a Treasury Department official and supply-sider) 
has stated, "Supply-side economics rejects outr ight any so-called'Phil ips-
curve-' relationships between inflation and unemployment. By the same 
token, it rejects the view that price-level stability can be purchased only at 
the cost of unacceptably high level of unemployment, or that acceptable 
growth in employment depends on pursuit of f iscal and monetary policies 
which are likely to spur inflation" ("Forecasting the Supply Side of the 
Economy") Joint Economic Committee, May 21, 1980, p.61). 
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rate in money were to increase rather than 
decrease as the administration proposes, it could 
outweigh the tax cuts' positive effects on inflation.7 

On the basis of supply-side economics, then, 
the key part of the administration's program for 
economic recovery is the tax cuts. These cuts, by 
themselves, are expected to spur real output 
growth, improve productivity, and stimulate em-
ployment (or reduce unemployment) while sim-
ultaneously reducing the rate of inflation. All 
these developments, however, will take time. 
Supply-siders view tax cuts not as a short-run 
stabilization device, but as a device to produce 
longer-run improvements in output and labor 
productivity. 

B. Keynesians and Inflation 

The traditional Keynesian view of the impact 
of tax and spending cuts is quite different. The 
tax cuts, according to this view, will increase 
after-tax or disposable income. With more take 
home pay, people are likely to spend more out of 
current income. Increased consumption inceases 
the demand for goods and services.8 This will 
drive up prices and, assuming that nominal 
wages fail to respond fully and immediately, real 
wages will fall. With lower real wages, firms will 
hire more workers. The increased employment, 
in turn, will increase real output and income. 

From the Keynesian perspective, higher incomes 
and prices will cause people to demand more 
money to finance their increased transactions. 
But if the money supply does not increase, this 
will lead to an increase in velocity as well as to 
higher interest rates as demand for money increases. 

The financing of the federal deficit, moreover, 
will help drive up interest rates. If the administra-
tion sells government bonds to finance the 
deficit as it states it will do, it will have to pay 
higher rates of interest to induce the public to 
hold the additional securities. The higher interest 
rates will reduce interest-sensitive consumer 

7 This possibil ity helps explain why some supply-siders are call ing for a 
return to the gold standard. Some contend that only under a gold standard 
is it possible to achieve the goal of slow and steady money growth as wel l 
as the credibil i ty necessary for this policy to reduce the inflation rate 
quickly and painlessly. 

8 In other words, even though government purchases areassumed to have a 
greater impact per dollar on income taxes, the net impact of both the tax 
and spending cuts is expected to be expansionary. 
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and business spending, including investment in 
productive plant and equipment. 

But, according to Keynesians, this "crowding 
out" is unlikely to be complete.9 Offsetting the 
negative effects on investment are the positive 
effects of increased consumer purchases of goods 
and services. Any resulting increase in investment, 
in turn, eventually should stimulate productivity 
growth.10 

Ultimately, these tax and spending cuts would 
increase the growth rates of labor productivity, 
employment and velocity. If the growth rate of 
money remained constant, the net effect of 
these opposing growth rates would be higher 
inflation, at least in the short run.11 

The growth rate of money, however, is unlikely 
to remain constant. Indeed, the administration 
expects the Federal Reserve gradually to reduce 
money growth. According to traditional Keynesians, 
such a tight monetary policy will clash with the 
expansionary fiscal policy. Slower money growth, 
they say, will drive up interest rates, reducing 
private investment spendingon plantand equip-
ment. Thus, instead of higher productivity growth, 
the result will be slower productivity growth. 

By reducing aggregate demand, slower money 
growth leads to reduced inflation. Since Keynes-
ians assume that the growth in nominal wages 
will not slow down by the same amount as 
inflation, real wages will grow faster. This will 
induce firms to hire fewer workers, so employ-
ment will grow more slowly, if at all.12 

The net effect of slower money growth, 
according to Keynesians, is a reduction in the 
inflation rate at the cost of slower output growth.13 

What if fiscal policy is expansionary while 
monetary policy is contractionary? According to 

9 Even when one includes the secondary effects of increases in both 
consumpion and the demand for maney due to the greater wealth 
result ing from bond-f inanced deficits, Keynesians contend that crowding 
out is less than complete so that tax and spending cuts wil l increase 
aggregate demand. 

, 0 Standard Keynesian analysis is usually concerned with the short run, a 
period of t ime in which the capital stock is assumed to be fixed. In this case, 
changes in investment are assumed to affect only aggregate demand, not 
labor productivity. For purposes of comparison with supply-side economics, 
however, investment changes wil l be permitted to affect labor productivity. 
These particular effects, however, should be considered as taking place in 
the long run, not short run. 

11 Once again, it should be emphasized that tradit ional Keynesian economics 
concentrated almost entirely on aggregate demand. Increases in invest-
ment therefore should be viewed as increasing potential rather than 
actual labor productivity during the horizon considered relevant for 
Keynesian analysis. The short run, in turn, was meant to include business 
cycles but not long-term or trend growth in economic activity. 

12 Notice that the slower growth in employment will depress business sales 
and thus further dampen investment. 

13 Recall that changes in actual labor productivity are assumed to occur in the 
long run. Changes in employment, however, are assumed to occur in both 
the short and long runs. 

Keynesians, tax and spending cuts increase infla-
tion but also increase output growth. Slower 
money growth reduces inflation but also reduces 
output growth. Depending upon the actual amount 
by which the Federal Reserve slows money 
growth, therefore, tax and spending cuts can 
lead to more inflation and greater output growth 
or to less inflation and slower output growth. But 
regardless of the money growth that actually 
occurs, Keynesians do not expect the reduction 
in inflation and the growth in output that the 
administration predicts. To Keynesians, inflation 
can be reduced only by incurring the cost of 
slower output growth and increased unemploy-
ment.14Thus to Keynesians, unlike supply-siders, 
the initial impacts of tax and spending cuts will 
be on demand, not supply. It is not possible, 
according to Keynesians, simultaneously to reduce 
inflation and unemployment. 

C. Monetarists and Inflation 

Monetarism, on the other hand, is more com-
patible with supply-side theory, largely because 
monetarists, more than Keynesians, distinguish 
between short-and long-run effects of fiscal and 

"Monetarists...argue that 
when money growth is reduced, 

the inflation rate also falls." 

monetary actions.15 They agree that the deficits 
resulting from the tax and spending cuts, if bond 
financed, will do essentially what the Keynesians 
predict. Inflation will be increased, they say, but 
so will output growth. However, they consider 
these effects far less important than those associat-
ed with monetary actions. 

Furthermore, they expect the output and em-
ployment effects to be just short-run, disappearing 
as complete crowding out takes place. Monetary 
actions, on the other hand, have both short- and 
long-run effects. But the short-run effects include 
both price and output changes, whereas the 
long-run effects include just price changes. This 

14 As Robert Solow (a Keynesian economist at MIT) has stated, "squeezing 
the inflation of the 1970s out of the system in the conventional way is such 
a long and painful process" ("What We Know and Don't Know About 
Inflation," Technology Review,January 1979, p. 44). 

15 The distinction between short and long runs made in this subsection is 
based upon whether "money il lusion" exists or not. This will become clear 
below. 
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means, according to monetarists, that decreased 
money growth will reduce inflation but at the 
cost of slower output growth. Yet they see this as 
only a short-run effect. In the long run, output 
growth will return to its initial rate, reducing 
inflation permanently at no cost. 

Monetarists, explaining the difference between 
short and long-run effects of slower money growth 
on inflation, argue that when money growth is 
reduced, the inflation rate also falls. In the short 
run, Keynesians argue, it is reasonable to assume 
that nominal wages do not fall as rapidly as 
prices. Thus, real wages grow faster and employ-
ment growth is reduced—increasing unemploy-
ment and slowing output growth. But, they 
argue, workers base their decisions on real, not 
nominal, wages. Although workers may have 
initially been "fooled" into believing that falling 
prices also represented a decline in real wages, 
this "money illusion" will not persist. In the long 
run, any unemployed workers will compete for 
available jobs by bidding down nominal wages 
until the real wage is restored to its original level. 
Thus, accelerations or decelerations in money 
growth only generate short-run output growth 
effects.16 

Monetarists argue that reduced money growth 
coupled with tax and spending cuts will most 
likely lead to short-run decreases in the growth 
rate of employment. They expect velocity growth 
to increase, but too little to offset the reduced 
money growth. Growth in labor productivity would 
remain essentially unaffected. Therefore, they 
expect the net effect of these changes to be 
reduced inflation. 

In the long run, they believe employment and 
velocity will return to their original growth rates, 
with the inflation rate permanently lower. Accord-
ing to monetarists, therefore, the cost of reducing 
inflation is short-run slower output and increased 
unemployment.17 In contrast, Keynesians argue 

16 Another way to state this is that, in the short run, the expected inflation rate 
may differ from the actual fate. But in the long run the two wil l become 
equal. The unemployment rate that prevails when this occurs is referred to 
as the "natural" rate of unemployment. Attempts to reduce the unemploy-
ment rate below the natural rate through activist macroeconomic stabili-
zation policies can be successful only in the short run, unless one 
continuously accelerates upwards the inflation rate. 

" As monetarist Jerry Jordan of the Council of Economic Advisors has stated, 
a policy that "sharply curtails monetary growth over the next few years.. 
.would reduce inflation, but it also would be accompanied by slow growth 
of output and employment. . . ." If accompanied by a goal of l imiting 
government spending as a percent of GN P to less than 20 percent, Jordan 
says "we would hear a lot of complaining about the 'loss of output'..., but 
the patience would ultimately pay-off in a vigorous investment-led expan-
sion" ("Monetary Policy, Fiscal Policy and Interest Rates," in Shadow Open 
Market Committee, Policy Statement and Position Papers, September 21 -
22, 1980, pp. 56,59). 

"According to monetarists, 
therefore, the cost of reducing 
inflation is short-run slower 

output and increased 
unemployment" 

that this cost, though it may diminish, persists 
into the long run. Supply-siders, on the other 
hand, contend that the slower output growth 
and increased unemployment need not occur 
because of the tax rate cuts. 

D. Rational Expectations and Inflation 

According to the rational expectations view of 
inflation, more than the other three views, one 
must distinguish carefully between anticipated 
and unanticipated economic policy actions. Adher-
ents argue that only unanticipated policy actions 
affect real variables, such as output growth and 
unemployment. Thus, to the extent that policy 
actions are anticipated, they have no impact 
upon growth rates in real output and employment. 

Assume, for example, that the Federal Reserve 
announces it is going to reduce money growth to 
a slow and steady rate and that the public 
believes the announcement. What will happen? 
First, people will expect lower inflation. Lower 
price expectations will induce them to settle for 
lower nominal wages. So long as the actual 
inflation rate falls by the same amount as expected, 
real wages remain unaffected.18 Business firms 
therefore have no incentive to alter employment, 
leaving real output unaffected. 

But will the actual inflation rate be reduced by 
as much as announced? This depends upon 
whether the Federal Reserve fulfills its promise. 
If it doesn't, and the money supply grows slower 
but not as slow as anticipated, then actual 
inflation will be reduced but not by as much as 
expected. Nominal wages will fall further than 
prices do, so that real wages will fall. At least 
temporarily, employers will hire more workers 

18 Keynesians and monetarists do not ignore the dist inct ion betwen actual 
and expected inflation. However, unlike rational expectat ions theorists, 
these groups do not assume that expectat ions are formed "rationally" or 
that expectat ions have to be correct on average. Price expectat ions are 
typically assumed to be adaptive which means they are based solely upon 
past prices. As a result, nominal wages do not fully adjust to actual price 
changes, so real wages change with all price changes. 
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"...the only factors which 
can affect real output, according 

to rational expectations theorists, 
are expectational errors, due to 

uncertainty or lack of 
complete information." 

and real output will rise. Thus,the only factors 
which can affect real output, according to rational 
expectations theorists, are expectational errors, 
due to uncertainty or lack of complete informa-
tion.19 

What about the impact of tax and spending 
cuts on inflation and output? Based upon the 
rational expectations view, if taxes are cut and 
the resulting deficit is bond-financed, there need 
not be any effects on output and employment. If 
the deficit ultimately is financed through the 
public sale of securities and people fully anticipate 
this action, then private saving will increase by 
the same amount as the resulting deficit.(The 
amount people invest in government securities 
is counted as savings.) This theory assumes that 
people realize that the issuance of additional 
government bonds implies a higher future tax 
liability for which they must save. If they do that, 
no change in aggregate demand occurs, so prices 
and real output remain unchanged. 

To determine the impact of spending cuts, 
rational expectations theorists distinguish between 
temporary and permanent changes in government 
expenditures. They assume that tax rates will be 
setto produce the revenues necessary to finance 
permanent government expenditures. Changes 
in permanent government spending, therefore, 
will be associated with corresponding changes in 
tax rates.20 If permanent spending is decreased, 
then people will expect tax rates to be permanent-
ly reduced. As a result, aggregate demand will be 

" T h i s theory assumes that only unanticipated money changes affect real 
output and that these output effects are not due to wage rigidities and/or 
"money illusion." Keynesians consider these rigidities and/or il lusions as 
signs of "market failure," which generates involuntary unemployment. To 
correct this situation, Keynesians consider activist stabilization policies 
appropriate. Monetarists, however, general ly regard such policies as an 
addit ional source of instability due to the uncertain impact and implemen-
tation lags associated with macroeconomic stabil ization policies. 

20 Notice that if all changes in government spending were permanent 
then the budget would be balanced on average, with surpluses and 
deficits due to random f luctuat ions in national income. 

unaffected because decreased government spend-
ing will be offset by increased consumption 
stimulated by the tax cuts. 

Temporary changes in government spending, 
on the other hand, can affect real economic 
activity. Consider, for example, increases in spend-
ing for wars. Rational expectations theorists main-
tain that this type of spending will not affect 
aggregate demand, but will affect aggregate supply. 
People will realize that the reward for work is 
temporarily high and thus will work more. As a 
result, real output will increase temporarily. Thus, 
temporary changes in government spending gen-
erally affect real output and employment, whereas 
permanent changes do not. 

The combination of spending and tax cuts 
poses something of a dilemma, according to 
rational expectationists. The tax cuts are extended 
over three years, not to mention the indexation 
provision, whereas the spending cuts are for just 
one year, with promised cuts in future years. This 
confuses people and therefore is disruptive. 
People do not know whether future spending 
cuts will be forthcoming as promised, and whether 
the tax cuts will be permanent. Furthermore, the 
larger the deficits and the longer they persist, the 
more concern grows that the Federal Reserve 
will monetize a portion of them. In sum, rational 
expectations theorists believe the spending and 
tax cuts add to uncertainty and make it difficult 
for a slow and steady monetary policy to reduce 
inflationary expectations and thus both actual 
inflation and interest rates. 

To summarize the rational expectations view, 
adherents believe that, over the long run, tax and 
spending cuts coupled with slower money growth 
will essentially leave velocity, labor productivity 
and employment largely unaffected. They believe 
the rate of inflation will be reduced, however. In 
the short run, the same results are possible, 
depending upon whether or not policy actions 
are fully perceived and anticipated. If they are, 
then the inflation rate will be reduced at no cost 
to the economy. If the actions are not fully 
perceived and anticipated, then the inflation 
rate will still be reduced, according to this theory, 
but growth in output and employment may 
either rise or fall. Whether output and employment 
effects are positive or negative depends upon 
the public's expectational errors, which cannot 
be determined in advance. In other words, 
rational expectationists, unlike supply-siders, do 
not say with certainty what the impact of tax and 
spending cuts will be on the economy. 
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Table 1 
Post-World War II Annual Growth Rates in Selected Economic Variables 

Administration 
Actual Projection 

1950-54 1955-59 1960-64 1965-69 1970-75 1975-79 1980 1981-86 
GNP Deflator 2.6 2.6 1.5 3.6 5.8 7.2 9.0 6.8 
Real GNP 4.7 3.2 4.0 4.4 2.8 3.6 -0.2 4.0 
Real GNP in Private 4.1 3.0 4.1 4.5 2.7 3.9 -0.9 N.A. 

Business Sector 
a. Hours 0.4 0.6 0.5 2.0 1.0 2.5 -0 .6 N.A. 
b. Output per hour 3.7 2.4 3.6 2.5 1.7 1.4 -0 .3 N A 

Unemployment Rate 4.0 5.0 5.7 3.8 5.4 7.0 7.1 6.5 

Source: Economic Report of the President, January 1981, and "Mid-Session Review of the Budget, Executive Off ice of the President Off ice of the 
Management and Budget, Washington, D. C-, July 15, 1981. 

What is the Cost 
of Reducing Inflation? 

As is quite clear, supply-side theory conflicts 
with the other economic views (most dramatically 
with the Keynesians) on inflation. The disagree-
ment, however, is not over whether inflation can 
be reduced, but whether the cost of doing so will 
be slower economic growth and greater unem-
ployment. Supply-siders, supporting the admin-
istration's economic predictions, contend that 
there are actually benefits, rather than costs, that 
result from the tax cuts. 

The cuts will provide the necessary incentives 
to assure faster economic growth and lower 
unemployment, lessening inflation. Spending cuts, 
though considered far less important than tax 
cuts to supply-siders, will assist in reducing the 
size of the federal deficit and thus lessen infla-
tionary fears. Slow and steady money growth 
should contribute to reducing inflation without 
producing any adverse output or employment 
effects. However, according to some supply-
siders, the only way to be sure that monetary 
growth will be slowed and steadied is to return to 
a gold standard.21 

21 As Arthur Laffer (a professor of business economics at the University of 
Southern California and a supply-sider) states, "whi le restricting the 
growth of the money supply theoretically could bring inflation under 
control, practical application is not within reach." He says " the solut ion to 
high inflation and high interest rates centers on the wil l ingness of the 
government to guarantee the value of the currency through free converti-
bility into gold" (Both Monetary Goals Can Be Met, Los Angeles Times, 
August 25, 1981). 

Published administration projections as of mid-
summer for inflation, real output growth and 
unemployment are presented in Table 1. These 
figures, which are subject to revision at any time, 
indicate that the inflation rate will drop from an 

"The administration projects 
that...roughly one million people 

will find work as the 
inflation rate drops sharply." 

actual rate of 9.0 percent in 1980 to an annual 
average of 6.8 percent for the 1981-86 period. 
They show real output increasing to an annual 
average growth rate of 4.0 percent during the 
same period, a big jump from an actual —0.2 
percent growth rate in 1980. The unemployment 
rate is expected to average 6.5 percent, though 
by 1986 it is expected to be down to 5.5 percent, 
down from 7.2 percent in 1980. 

The other three economic views we have 
discussed depart significantly from the supply-
side view. Where supply-siders consider increased 
productivity growth resulting from the tax cuts to 
be quite important, the Keynesians, monetarists 
and rational expectations theorists do not. These 
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groups concentrate on short-run (a period of 
time in which the capital stock is essentially 
assumed to remain constant) fluctuations in 
economic activity. In any event, Keynesians expect 
that any reduction in inflation will only be achieved 
at a cost of slower economic growth and increased 
unemployment.22 

If the Federal Reserve retreats from its stated 
tight policy, then real output would grow faster 
but at a cost of a smaller reduction, or possibly an 
increase, in the inflation rate. The important 
point is that Keynesians do not expect the 
inflation rate and output growth to move in 
opposite directions as a result of the tax and 
spending cuts coupled with slow money growth. 

Keynesians doubt the administration's forecast 
that the inflation rate will drop 2.2 percentage 
points while output grows at a 4.2 percentage 
point faster rate (see Table 1). Table 1 shows that 
the administration expects real output to grow at 
an annual rate during 1981-86 faster than the 
average annual growth rate during the previous 
three decades. To Keynesians, this rapid growth 
in real output seems inconsistent with the sharp 
reversal in the inflation rate. 

Monetarists also tend to be skeptical of such 
projections. However, unlike Keynesians, they 
are relatively unconcerned over any clash between 
fiscal and monetary actions. To monetarists, the 
tight monetary policy will be the deciding factor 
on inflation and real output growth.23 If the 
Federal Reserve pursues a slow and steady 
money growth policy, monetarists believe the 
inflation rate will decline, but at the cost of 
slower output growth and unemployment. How-
ever, they consider these to be short-run costs, 
with no long-run costs. 

Lastly, rational expectations theorists believe 
that tax and spending cuts coupled with a proper 
slowing in money growth can reduce inflation at 
zero cost—assuming that the promised future 
spending cuts become a reality quickly or that 
the public becomes convinced that they will. Of 
course, while the inflation rate falls, it is possible 
that real output growth will slow. But they believe it 
just as likely that the opposite will occur. To this 

22 Traditional Keynesians focus on the actual spending cuts, not both these 
cuts and the promised future cuts so as to balance the budget. In contrast, 
rational expectat ions theorists place emphasis on both when at tempt ing 
to assess the likely impact of the current budget and the tax cuts on the 
economy. 

" J e r r y Jordan does state that "when fiscal policies are expansionary, the 
impact of restrictive monetary policies falls on saving and investment" 
("Monetary Policy, Fiscal Policy and Interest Rates," p. 58). If correct, the 
result will be reduced potential output growth. 

group, the business cycle is essentially random; 
whatever happens to output growth and unem-
ployment is not due to any deliberate and 
systematic fiscal and monetary actions.24 These 
effects as well as those for the other economic 
views are summarized in Table 2. 

"Despite their divergent views 
about how the economy operates, 

the major competing theories 
agree that inflation 

can be reduced." 

In addition to knowing about the potential 
impacts of monetary and fiscal actions, it is 
important to know the likely magnitudes of 
these impacts. Keynesians contend that the cost 
of reducing inflation through monetary and fiscal 
measures is quite high, whereas the supply-
siders contend that there is no cost or at least not 
an unacceptable cost (see footnote 6). Indeed, 
supply-siders contend a reduction in inflation is 
compatible with faster real output growth and 
declining unemployment. These two economic 
views therefore provide upper and lower bounds to 
the expected costs associated with bringing 
inflation under control. 

As far as the upper bound is concerned, 
according to one prominent Keynesian economist, 
about one million people will be put out of work 
for every 1 percent decline in the rate of inflation."25 

Since one million jobs represent roughly one 
percent of the labor force, an extra point of 
unemployment will cost, based upon the Keynes-
ian estimate, about $60 billion in real output 
each year.26 

24 Some economistsassume that individualsform expectat ions rationally, but 
still f ind that del iberate and anticipated policy actions affect real variables. 
Nominal wage contracts and/or informational advantages of the Federal 
Reserve, for example wil l enable anticipated as well as unanticipated 
policy act ions to affect real output and employment. However, it is 
general ly assumed that the output and employment costs associated with 
a t ight money policy are substantially below those expected by tradit ional 
Keynesians. 

25 See Barry Bosworth, "The Carter Administration's Anti-Inflation Program,' 
in Inflation and National Survival,Clarence C. Walton, ed., Proceedings 
of the Academy of Political Science, Vol. 33, No. 3, New York, 1979, p. 15. 

26 See George Perry, "Slowing the Wage-Price Spiral: The Macroeconomic 
View," Curing Chronic Inflation, The Brookings Institution, Washington, 
D.C., 1978, pp. 23-25. Also, according to Robert Solow ( Ibid., p. 44), "an 
extra point of unemployment for three years costs the economy about 
$180 bill ion of product ion " 
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FOUR VIEWS OF INFLATION: A SUMMARY 

In order to Supply-S ide Keynesian Monetarist Rational Expectat ions 
reduce inflation: 

Money Growth An important component Slower money growth is 
to reducing inflation is not critical to reducing 
slower money growth. inflation. 

A critical factor. Unless 
money growth falls, 
inflation will not. 

Slower money growth is 
essential, provided it 
changes people's 
expectations. 

Velocity Growth Velocity may be erratic If money growth is Velocity may accelerate, In the longer run, velocity 
under supply-side slowed, velocity growth but not enough to offset growth is unaffected by 
policies, but will be will rise to compensate. reduced money growth. lower inflation, 
stable over longer 
periods. 

A problem. Curtailed Essentially unaffected Essentially unaffected. 
money growth will lead by slower money growth. 
to "crowding out" of 
investment. Slower 
economic growth will 
make investment 
unattractive and 
productivity will slow. 

Productivity For lower inflation, we 
Growth need faster productivity 

growth (stimulated by 
cuts in marginal tax 
rates and more saving 
and investment). 

Work Effort/ 
Employment 

Employment will rise, 
stimulated by cuts in 
marginal tax rates. 

A problem. Employment 
will fall as 
output growth falls. 

Temporary problem. 
Employment will be 
reduced temporarily by 
money deceleration. 

Essentially random. 

Basic Policy 
Implication 

Stable monetary policy 
critical; employment 
increases will produce 
lower unemployment at 
same time as inflation 
abates. 

Inflation can only be 
reduced by curbing 
output and employment. 

Inflation can be reduced 
by lowering money 
growth, provided we are 
willing to put up 
with temporary 
reductions in economic 
growth and higher 
unemployment. 

If expectations of inflation 
and money growth can be 
changed, inflation can be 
reduced at no cost in 
output and employment. 

By contrast, the administration projects that 
the inflation rate will decline by 8.3 percentage 
points while the unemployment rate falls by 1 
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Summary 

These figures suggest the substantial differences 
between Keynesians and supply-siders regarding 
the costs associated with anti-inflation policies. 
Rational expectations theorists offer some indirect 
support for the supply-side "position by contending 
that the Keynesian estimates of the length of 
time and the costs of stopping inflation in terms 
of foregone output(...)are erroneous.27 Instead, 
this group argues that it is possible to halt 
inflation without any cost in terms of foregone 
output.28 Given these widely varying estimates, it 
is no wonderthat there is so much concern about 
the Reagan program's impact on the economy. 

Despite their divergent views about how the 
economy operates, the major competing theories 
agree that inflation can be reduced. However, 
whether one can stop inflation abruptly and 
painlessly is another matter. Keynesians say the 
prospect for this happening is nil, whereas supply-
siders believe it highly probable. The differences 
between these two views are not just conceptual, 
since administration economic policy is being 
based largely upon supply-side premises. If this 
policy is successful, inflation will be reduced and 
the economy will prosper. Yet if it fails, jobs and 
production will suffer. 

It is worth repeating that supply-siders empha-
size the initial impact of monetary and fiscal 
measures on aggregate supply, while Keynesians, 
monetarists and rational expectations theorists 
emphasize the initial impact of these actions on 
aggregate demand. Supply-siders consider pro-
ductivity a key channel through which monetary 
and fiscal actions affect economic growth and 
inflation. The other three groups concentrate on 
analyzing business cycles. They assume that in 
the short run the capital stock is fixed and so 
place little emphasis upon the impact of monetary 

and fiscal measures on productivity growth through 
this channel. 

By emphasizing productivity growth, supply-
side economics appears to be largely a long run 
view of how the economy operates. But how 
does this square with the administration's short 
run forecast? 

First, supply-siders contend that tax cuts provide 
the incentives necessary to increase the supply 
of labor, an essential input for the short run 
production of goods and services. The other 
economic views do not dispute that this is 
possible, but contend that the supply of labor 
just as likely may decrease. 

Second, supply-siders appear to adopt the 
rational expectations view of the broader impact 
of monetary and fiscal measures on aggregate 
demand, interest rates and inflation. They tend 
to hold their own view regarding the impact of 
monetary and fiscal actions on aggregate supply 
and then adopt the rational expectations view of 
these policies' impact on aggregate demand. 
Thus, supply-siders seem more in agreement 
with rational expectations theorists than with 
either monetarists or Keynesians. 

However, their disagreements with monetarists 
are relatively minor when compared to those 
with Keynesians. Generally speaking, unlike Keynes-
ians, supply-siders, monetarists and rational ex-
pectations theorists all advocate non-activist sta-
bilization policies by the federal government 
and the Federal Reserve and the allocation of a 
smaller share of GN P to the government, providing 
more resources to the private sector and thus a 
greater opportunity for the market system to 
function more efficiently. 

—James R. Barth 

2 7See Thomas J. Sargent "The Ends of Four Big Inflations," NBER Conference 
Paper No. 90, August 1980, p. 2. 

28 Ibid.Peter M. Garber ("Transition from Inflation to Price Stability," March 
1981 ), however, reaches substantially different conclusions than Sargent 
for at least one country. For a comprehensive and critical assessment of 
the rational expectat ions view, see P.AV.B. Swamy, J. R. Barth and P. A 
Tinsley, "The Rational Expectations Approach to Economic Modell ing," 
Special Studies Paper No. 143, Federal Reserve Board, July 1980 and 
forthcoming in the Journal of Economic Dynamics and Control. 
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