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Part 1 

ECONOMIC AND BUDGET POLICY 

On February 5, President Reagan spoke to the American people 
about the economic problems that we face: 

runaway inflation? 

— excessive regulation; 

tax burdens that have diminished incentives to work, 
produce, save, and invest; 

— large and increasing budget deficits; and 

— uncontrolled growth of the Federal budget. 

The Economic Plan 

The President then outlined his plan to deal with these problems. 
It consists of four broad parts: (1) an immediate, substantial, 
and sustained reduction in the growth of Federal expenditures; 
(2) a significant reduction in Federal tax rates over the next 3 
years; (3) elimination of unnecessary Federal regulations; and 
(4) a slower, steady, and predictable growth of the money supply 
set by the independent Federal Reserve System. These four 
complementary policies form an integrated and comprehensive 
program. 

This plan reflects faith in the private sector, rather than the 
Federal Government, as the fundamental source of economic 
motivation and growth. It is based on the belief that Government 
economic policy must again become reliable and consistent. The 
approach embodied in the Administration's plan is a major 
departure from past policies, which consisted of rapid growth of 
Federal spending, excessive increases in the money supply, 
frequent changes of direction, historically high and continually 
rising tax burdens, and unwarranted regulation. The plan 
proposes to restore State and local government responsibilities 
in areas of public services in which the Federal Government has, 
in recent years, become excessively or improperly involved. 

The major features of the President's economic plan were 
described in his address to a joint session of the Congress and 
in the February 18 report, A Program for Economic Recovery. The 
present document updates that report and contains further 
information on the budget revisions the President is proposing, 
including additional changes now proposed by the Administration 
to achieve the 1981 and 1982 outlay targets announced on 
February 18. This is summarized in the following tables. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

March 1981



Table 1.—BUDGET SAVINGS 
(in billions of dollars) 

1981 

Outlays 
Savings listed on February 18 a/ 4.8 
Additional savings now listed b/ 1.6 

Subtotal, Outlay savings 6.4 
Savings included above that were also 
included in the January budget (0.3) 

Receipts 
Proposed user charges and other proposals... 0.3 
Proposals included above that were also 
included in the January budget.. (0.2) 

Total budget savings 6.6 

a/ Measured from a current policy base, 
b/ Measured from the January budget. 

1982 

34.8 
13.8 

48.6 

(8.2) 

2.6 

(1.8) 

1983 

50.1 
17.1 

67.2 

(9.1) 

2.9 

(2.0) 

1984 

61.4 
19.9 

81.2 

(9.7) 

3.3 

( 2 . 2 ) 

1985 

70.2 
22.6 
92.8 

(11.1) 

3.6 

(2.4) 

1986 

77.3 
25.4 

102.7 

(11.5) 

4.0 

(2.6) 
51.2 70.2 84.5 96.4 106.8 
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Table 2.—CHANGE FROM CURRENT POLICY BASE OUTLAYS TO TARGET OUTLAY CEILING 
(in billions of dollars) 

1981 1982 1983 1984 1985 1986 

February 18 current poli cy base 657 .8 729 .7 792 .1 849 .0 911 .4 972 .8 

Added defense funds.. .0 6 .2 20 .7 27 .0 50 .2 63 .1 
Reestimates and other adjustments 0 .2 6 .8 14 .4 17 .7 17 . 1 19 .8 

Current policy base with adequate defense. 660 .0 742 .7 827 .2 893 .7 978 .7 1055 .7 

Outlay savings (from Table 1) -6 .4 -48 .6 -67 .2 -81 .2 -92 .8 -102 .7 
Nondefense increases a/ .6 1 .2 1 .8 1 .9 1 .8 1 .7 
Additional savings to be proposed — — . — -29 .8 -44 .2 -43 .7 -42 .7 

Target outlay ceiling... 655 .2 695 .3 732 .0 770 .2 844 .0 912 .0 

a/ Measured from the January budget. 
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Lessons of Past Economic Events 

The experience of the past decade has taught workers and 
businessmen alike that frequent Government tinkering with 
economic policy results in increased uncertainty, unpredictable 
interest rates, rapid price increases, steep increases in Federal 
budget outlays, and uncertain real returns to savings and 
investment. In contrast, the President's economic plan moves 
toward dependable stability. 

For the future, budget control is essential. The excessive past 
rates of increase in Federal outlays have inhibited economic 
growth, raised the Nationfs real tax burden, diverted resources 
from more productive private uses, and discouraged production and 
investment. 

Borrowing to finance growing deficits has brought about a 
substantial reallocation of national savings from the private 
sector to the Federal Government. More than three-fourths of the 
nondefense portion of the Federal budget is for current 
expenditure rather than investment. The growing public sector 
demands on available savings, to finance current expenditures by 
the Government, has impeded the private sector capital formation 
necessary for sustained economic growth. 

Sluggish growth and rising unemployment led, in a vicious circle, 
to additional budget spending, higher budget deficits, and still 
less growth. The budget became a captive of deteriorating 
economic forces rather than a catalyst for economic improvement. 
A year ago, for example, the Congress and the executive branch 
reached a consensus as to the need to balance the budget, and 
made an effort to do so. An economic recession, however, along 
with the explosive increase in interest rates, overwhelmed these 
efforts. This volatility and deterioration in the performance of 
the national economy increased estimated 1981 spending by $47 
billion while receipts increased by less than $8 billion. The 
plan to balance the budget fell apart. Once again, external 
economic forces reversed planned policy. 

This Administration's budget control plan explicitly recognizes 
the interaction between external economic forces and internal 
Federal policy changes. The surest path to a balanced budget is 
a coordinated program to rejuvenate economic growth and restore 
the value of money. If this is done, external economic forces 
will act to enhance the Government's internal fiscal policies 
rather than to undermine them. 
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Budget Restraint 

Restraining the growth of Federal spending lies at the center of 
the program for economic recovery. In recent years, deeply 
embedded inflationary fears have been reinforced by numerous 
upward budget revisions and growing Federal deficits. During the 
past 2 years, Federal spending has increased from the original 
budget estimates by amounts totaling nearly $100 billion, and the 
rate of increase in Government spending has averaged 16%. The 
President's budget control plan is designed to create a much 
better economic environment. Compared to the current policy 
base, the plan will save $40 billion in outlays in 1982. 
Reduction targets of $97.0 billion in 1983 and more than $125 
billion annually during 1984-1986 have been established. 

During the 1981-84 period, the budget plan would reduce the rate 
of growth of Federal expenditures to 5.5% annually. Together 
with a stable monetary policy, this abrupt downward shift in 
spending growth is the only credible way to reduce inflationary 
expectations and remove the historically large inflation premium 
that is currently embedded in interest rates. 

As indicated in the following tables, this Administration's 
proposals substantially alter the previous administration's tax 
and spending policies. Sharp reductions in spending growth would 
occur under the budget reform plan. Spending in 1982 would grow 
by 6.1% under the Administration's revised budget, only about 
half as fast as the 11.6% growth in spending proposed by the 
previous administration. The substantial reduction in the 
Government tax burden is illustrated by: 

a much slower growth rate in budget receipts during 
1982 — 8.3% for the revised budget in comparison to 
17.2% in the January budget; and 

— almost a 2 percentage point reduction in the receipts 
share of GNP in 1982 — from 22.1% under the January 
budget to 20.4% under the Administration proposals. 

In addition to budget spending reductions, off-budget outlay 
savings of $4.7 billion are proposed in 1982, and significantly 
larger reductions are proposed for later years. Some of these 
budget and off-budget reductions, which are partially offset by 
upward revisions to the base, occur in Federal lending or loan 
guarantee programs. Under the revised budget, direct loan 
obligations would be $2.6 billion lower for 1982 than under the 
January budget proposals, and new loan guarantee commitments 
would be $18.4 billion lower. 
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Table 3.—JANUARY VERSUS REVISED BUDGET TOTALS 
(in billions of dollars) 

Actual 
1980 

Estimate 
1981 1982 

Budget Authority 
January budget 658.8 

Change 

Revised budget 658.8 

Outlays 
January budget 579.6 

Change 

Revised budget 579.6 

Receipts 
January budget 520.0 

Change 

Revised budget 520.0 

Deficit (-) 
January budget -59.6 

Change 

Revised budget -59.6 

726.5 
-16.3 

710.1 

662.7 
-7.6 

607.5 
-7.2 

600.3 

-55.2 
0.3 

-54.9 

809.8 
-37.5 

772.4 

739.3 
-44.0 

655.2 695.3 

711.8 
-61.4 

650.3 

-27.5 
-17.4 

-45.0 

The combination of incentive-strengthening tax rate reductions 
and firm expenditure control will lead to a balanced budget by 
1984. The President's proposals project a 1984 spending target 
of $770 billion, which is $120 billion below the January budget 
projection for that year. The 1984 outlay target share of GNP is 
estimated at 19.3%, 2.7 percentage points below the January 
budget estimate. The receipt share of GNP under President 
Reagan's proposals also stands at 19.3% in 1984, with the Federal 
tax burden reduced by $152 billion from the January budget 
estimate. 

As a result of the President's tax proposals, Federal receipts 
are estimated to rise by 28% between 1981 and 1984, when budget 
balance is first attained, and by 57% over the entire 1981-1986 
period. Under the previous administration's proposals, Federal 
receipts would have risen by 96% over this 5-year period. But 
this extraordinary tax burden would inhibit investment and output 
growth, and thus would have triggered additional outlays for 
unemployment benefits and the like, resulting in higher budget 
deficits. However, the new policy of tax rate reduction is 
expected to expand the economy's productive base, lower 
unemployment, and reduce budget outlays. As a result, the 
decline in tax rates is likely to generate both strong economic 
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improvement and impressive gains in receipts, paving the way for 
a balanced budget. 

Table 4.—FISCAL TRENDS 

1981 Estimate 1982 Estimate 
January Revised January Revised 

Percentage Growth 
Receipts 16.8 15.4 17.2 8.3 
Outlays 14.3 13.0 11.6 6.1 

Percent of GNP 
Receipts 21.4 21.1 22.1 20.4 
Outlays 23.3 23.0 23.0 21.8 

By "holding the growth of Federal spending below the rate of 
growth of gross national product, the new policy achieves serious 
and reliable budget control. The tax share will be equal to the 
outlay share by 1984, at significantly lower levels than under 
previous policy. The reduced size of the public sector will free 
up the resources for a strong, rapidly growing private sector. 

The reduced Federal share of GNP under the new budget plan, 
reinforced by monetary stability, will signal a sharp reduction 
in future rates of inflation, and will thus have beneficial 
effects on financial, labor, product, commodity, and foreign 
exchange markets. As inflationary expectations moderate, 
interest rates will decline and business confidence will improve. 
Long-term capital markets will recover, making possible the 
refinancing of corporate balance sheets. Wage and price demands 
will become less aggressive. Commodity prices will stop rising, 
and the dollar will strengthen in foreign exchange markets. Tax 
burdens will ease. Better fiscal policies will become the basis 
for economic revival. 

Budget Reduction Plan 

The expenditure plan proposed in this document is complete for 
1981 and 1982. Projections of 1983 and future-year spending 
consistent with the specific budget reductions included in this 
program are also shown. However, is shown in Table 2 above, 
further spending reductions affecting 1983 and subsequent years 
are also planned. These further reductions will be identified in 
later messages and budgets. 

Because of the long lags in the Federal spending process, large 
reductions in spending authority do not result in corresponding 
immediate reductions in outlays. For example, the proposed 
reductions in budget authority amount to $21 billion in 1981. 
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The resulting outlay reductions in 1981 are estimated to total 
less than a third of this amount. 

Spending has achieved runaway momentum because criteria on which 
to judge the merits of spending programs have been largely 
absent. As a result, virtually any demand for Federal 
assistance, from any sector of the economy or region, has been 
considered valid. 

The President's budget revisions represent a sharp departure from 
the policies of the past two decades. The January budget 
estimates showed Federal spending increasing at an annual rate of 
13.3% over the period from 1977 to 1981. This Administration's 
program will reduce the rate of growth of Federal spending to 
only 5.5% a year over the 1981-1984 period. Restrained and 
steady fiscal policy will replace the excessively expansionary 
and erratic policies of the past and will permit sound monetary 
policies. 

This change will benefit Americans of all income classes, 
regions, and ages. Similarly, as is fitting in our democracy, 
the impact of budget restraint will be widely shared. No group 
except the truly needy should be exempt. No one should expect to 
share the benefits of budget restraint without also sharing its 
costs. 

Despite the limited time that this Administration has had to 
review the budget, the proposed revisions are extensive and 
detailed. This detail demonstrates clearly that the costs of the 
budget restraint program are shared equitably. 

The proposed budget reductions were developed on the basis of a 
set of clear, consistent, and economically sound criteria. The 
Administration has applied the following nine criteria for 
evaluating claims for Federal support. 

The first criterion is the preservation of the social safety net. 
The social safety net consists of those programs, mostly begun in 
the 1930's, that now constitute an agreed-upon core of protection 
for the elderly, the unemployed, and the poor, and those programs 
that fulfill our basic commitment to the people who fought for 
this country in times of war. Under the President's plan, 
expenditures for these programs will increase as a percentage of 
total Federal outlays, from 36.8% in 1981 to 40.1% in 1984. 

The second criterion is the revision of entitlements to eliminate 
unintended benefits. This criterion applies primarily to newer 
Federal entitlement programs and related income security programs 
that have undergone rapid growth during the last 20 years. The 
criterion also applies to certain aspects of social safety net 
programs that have been added unnecessarily or have grown 
excessively. Outlays for new or expanded entitlements have grown 
from $5.6 billion in 1970 to a January budget estimate of $56.9 
billion for 1982. 

The third criterion is the reduction of benefits for people with 
middle to upper incomes. Given the current economic climate and 
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the proposed major reductions in income taxes, these spending 
reductions are a matter of simple equity and common sense. This 
criterion directly challenges the drift toward the 
universalization of social benefit programs. 

The fourth criterion is the recovery of allocable costs by means 
of user fees. The user fee principle is applicable to activities 
that provide direct economic benefits to a specific and known 
group of individuals or enterprises and where there is no need or 
reason for these beneficiaries to be subsidized by all taxpayers. 
The Administration proposes applying this criterion to certain 
Coast Guard expenses, inland waterways, and the air traffic 
control system. The scope for application of this principle 
extends to other areas as well. 

The fifth criterion is the application of rigorous standards to 
economic subsidy programs. The budget reform plan proposes to 
eliminate grants and subsidies that were designed to alleviate 
specific problems of economic deterioration, but have instead 
made our economic problems worse by interfering with the workings 
of the marketplace. Significant reductions are proposed for 
nonproductive jobs programs, unnecessary subsidies to develop 
energy technologies, and a host of other subsidy programs that 
contribute to, rather than help solve, our national economic 
problems. 

The sixth criterion is a stretch-out of public sector capital 
investment programs. Many of these projects are desirable and 
should be completed expeditiously under normal economic 
conditions. However, the present economic crisis argues for 
stretching out and delaying these investments in the short run. 

The seventh criterion is the imposition of fiscal restraint on 
other programs of national interest. These programs have some 
merit, but given current constraints on available resources they 
must be curtailed or eliminated. 

The eighth criterion is consolidation of many categorical grants 
to State and local governments into block grants. The Federal 
Government in Washington has no special wisdom in dealing with 
many of the social and educational issues faced at the State and 
local level. By consolidating many of the 550 categorical grant 
programs, it will be possible to achieve numerous efficiencies. 
The health, education, and social services programs proposed for 
consolidations encompass 616 pages of law, 1,400 pages of 
regulations, over 10,000 separate grants, and approximately 
88,000 grant sites. It takes over 7 million hours to fill out 
the reports that are required each year, and several thousand 
Federal employees to administer these programs. 

The ninth and final criterion is the reduction of Federal 
overhead, personnel costs, and program waste and inefficiency. 
As a start, President Reagan placed a complete freeze on Federal 
hiring and ordered limits on the procurement of office equipment, 
consulting services, and travel. This is a beginning. Federal 
management, personnel levels, and administration are being 
further evaluated and tightened. 
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Many people will find some of the individual, specific budget 
reductions described in these pages difficult to accept. This is 
because every dollar now paid in Federal taxes or borrowed by the 
Federal Government in private financial markets is paid out to a 
recipient who has an interest in seeing this payment continued, 
whether the Federal Government and its taxpayers can truly afford 
it or not. People who plead for special treatment or exemption 
from the criteria outlined above threaten the rationale and 
validity of the entire budget reform plan. The plan is designed 
to share the temporary economic burden of constraining the 
Federal Government to its proper role, based on stated 
principles. One exception logically leads to many other 
exceptions and to erosion of the plan and of its long-term 
benefits for the economy and for all Americans. 

The application of these criteria makes it possible to continue 
to finance programs that comprise the social safety net and aid 
the truly needy, and those — like a strengthened national 
defense — that are essential Federal Government 
responsibilities. 

The benefits of the President's economic plan to the average 
American will be substantial. Inflation, now at double-digit 
rates, can be cut in half by 1986. Reduced tax burdens and 
increased private saving will provide funds for productive 
investment. As a result, the American economy should be able to 
produce some 13 million new jobs by 1986. 

The creativity and ambition of the American people are the vital 
forces of economic growth. The motivation and incentive of our 
people — to supply new goods and services and earn additional 
income for their families — are the mainspring of our Nation's 
economy. The U.S. economy faces no insurmountable barriers to 
sustained growth. It confronts no permanently disabling 
tradeoffs between inflation and unemployment or between high 
interest rates and high taxes. New economic policy can revive 
the incentives to work and save. It can restore the willingness 
to invest in the private capital required to achieve a steadily 
rising standard of living. Most important, it can help the 
American people regain their faith in the future. 
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