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It is a pleasure to speak to an academically oriented audience 
here in Minnesota, the home of "rational expectations," on the need to 
bring down inflation.

The battle against inflation has been going on for many years, 
and, on the part of the Federal Reserve, with increasing vigor since the 
adoption of the new reserve-based techniques of controlling the money supply 
implemented on October 6, 1979. The Federal Reserve has always said that it 
could not carry the burden of this battle alone, that help was needed from 
the side of the administration and the Congress, through better fiscal 
policies, deregulation, and elimination of the myriad of price-raising 
actions of the federal government. This battle against inflation is now 
entering into a new phase.
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Supply-Side Economics
New ideas arc being put forward and fresh thinking is being 

brought to bear. In particular, the focus of fiscal policy is to be 
shifted from the demand side to the supply side. I believe that this 
is profoundly important. We have neglected the supply side to the point 
where productivity gains have fallen and fallen over a period of 1.5 years 
until, for the last two years or so, they have been zero or negative. We 
have continuously favored the interests of the consumer to the detriment 
of the producer. We have expropriated the saver to subsidize the borrower. 
As a result, investment and saving in the American economy are among the 
lowest of major industrialized countries. Our growth has fallen far behind 
that of other countries that save and invest more. This trend must be 
reversed if the United States is to maintain its position in the world.
That is the function of supply-side economics.

Of course, these thoughts are not altogether new. Ever since I 
was appointed to the Federal Reserve Board, I have been talking about the 
capital shortage in the United States, about the need to reform corporate 
taxes to permit more investment and to reform personal taxes to permit more 
saving. The course of events, unfortunately, has gone the other way. I 
never had the good sense to summarize my arguments, which, of course, were 
put forward by many people, under the descriptive and catchy phrase "supply- 
side economics." I now feel like the man in the play by Moliere who one day 
discovered that for 40 years he had been speaking prose. I have discovered 
that for many years I have been talking supply-side economics .
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Manj' measures to improve business taxation have been suggested.
They range from a reduction in the corporate profits tax to increased 
investment tax credits, accelerated depreciation and elimination of double
taxation of dividends. In particular, it will be important to overcome the 
effects of inflation on the depreciation allowances businesses can charge. 
Original-cost depreciation in the face of rapidly rising prices for plant 
and equipment causes effective underdepreciation, overstatement of profits, 
excessive taxes and dividends, and inadequate retention of profits for 
reinvestment. Tax changes to remove these distortions are true supply-side 
measures. They aim directly at stimulating business saving, business invest
ment, and output. There is good reason to believe that business decisions 
are highly responsive to tax changes of this kind.

Personal Income Tax Cut
The centerpiece of the present tax discussion, however, is not 

business taxation, but a cut in the personal income tax. The Kemp-Roth 
tax cut would reduce personal tax rates by 10 percent during each of three 
years. It is argued that this will release great productive forces that 
will massively increase work incentives, saving, and production.

This proposal recognizes that personal tax rates in the upper 
brackets are far too high for optimum efficiency. Our present system of 
high top-bracket taxes for individuals blunts incentives, undermines tax 
morale, and, under conditions of inflation, drives people with unchanged 
real incomes into higher tax brackets. The ensuing growth of revenues,
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together with the borrowing piled on top of the taxes, enables the government 
to enlarge continually its share of the economy and to squeeze down the 
private sector. Again because of inflation, the taxation of interest and 
of capital gains is severely distorted. Interest rates today are for the 
most part an inflation premium, only in small part real interest. Paying 
the inflation premium is for the borrower a form of amortizing his debt, 
since the debt continually loses purchasing power. For the lender, the 
inflation premium is a means of protecting himself against shrinkage in 
the real value of his principal. Nevertheless, the inflation premium is 
tax deductible to the borrower and taxable to the lender as if it were true 
income. It is as if the government treated the money received from a 
casualty insurance company in payment of some accident as taxable income. 
Meanwhile, capital gains are taxed when in constant-dollar terms there was 
no gain, making the capital gains tax a tax on capital itself. None of this 
was ever intended by the legislator. It is the result of inflation. If 
we do not want to deal with these extremely damaging distortions directly, 
we should at least cut personal tax rates.

But can we afford a tax cut that would further enlarge the govern
ment deficit? The government will have a publicly stated deficit of perhaps 
$55-60 billion this year. In addition, however, there are some $20 billion 
of off-budget expenditures. There are another $20-25 billion of borrowing 
by agencies sponsored by the federal government. There are about $50 billion 
of government-guaranteed borrowings. Including off-budget, government-sponsored 
and government-guaranteed financing, the total of federal and federally
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assisted borrowing was estimated by the Office of Management and Budget 
at $141.5 billion, before allowance for any tax cut. A personal tax cut 
of perhaps $35 billion, as is being talked about, would further increase 
the amount to be borrowed, depending on when the cut became effective.
If that borrowing were made easier by the Federal Reserve, through an 
increased growth in the money supply, it would surely be inflationary.
If the Fed did not make borrowing easier, interest rates would go up. Of 
course, an inflationary expansion of the money supply would very soon raise 
interest rates anyway.

Expenditure Cut
The key to the tax cut, therefore, which is urgently needed is an 

expenditure cut. That would avoid increasing the deficit. It would also 
Immediately have the desired result of cutting the size of the public sector. 
Everybody recognizes that expenditures will not be easy to cut. But I see 
a great deal of steam in Washington behind the effort to accomplish this 
overriding objective.

The expenditure cut need not match the tax cut dollar for dollar. 
When taxes and expenditures both are reduced equally, the operation is not 
neutral with respect to total demand, as it might seem to be at first sight. 
When the government relinquishes some of its revenues, which it would have 
spent in their totality, it leaves the taxpayer with some extra money, 
part of which he is likely to save. Given that our saving ratio out of 
disposable Income is only 5-6 percent, this reduction in aggregate demand may 

not seem very important. Moreover, some of it may and should be offset by
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increased investment. However, saving out of incremental income, however, 
at least initially, may be somewhat higher than the longer run average.
The saving out of remitted taxes means that the expenditure cut can be 
somewhat smaller than the tax cut without becoming inflationary.

It is argued that even if the expenditure cut is much smaller than 
the tax cut, or if it comes next year instead of this, there will be no 
inflationary effects because of the supply-side effects that the tax cut 
will generate. Incentives, it is said, will increase work, effort will 
be up, more people will enter the labor force, and GNP will rise so much 
that the enlarged revenues will balance the budget within a couple of years.

"Eccles1Error"
This idea is not new. It was put forward, for instance, by the 

late Marriner Eccles, a very innovative man, around 1940 when he was chairman 
of the Federal Reserve Board. The late professor Alvin Hansen, who originally 
taught at nearby University of Minnesota before moving to Harvard, discussed 
it with me as a possible topic for a dissertation. Hansen, a strong proponent 
of Keynesian ideas, was delighted by the thought of this possibility. But 
it soon became apparent to us that, at least in the stagnant climate of those 
days, the scheme would not work. If economic activity advanced because of a 
rising deficit, then elimination of the deficit would cause activity to fall 
back again. Only the maintenance of the deficit at a high level would keep 
activity at a high level. At Harvard in those days the proposal was often 
thereafter referred to as "Eccles1 Error."
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In those New Deal days, to be sure, an enlarged deficit would have 
been thought of in terms of bigger government spending, not of a tax cut.
Tax rates in fact went up severely during the 1930's. Thus, all the impact 
of the proposal would have come from the demand side. The present tax-cut 
proposal differs because, in addition to stimulating demand just like any 
Keynesian-style increase in the deficit, there is the expected supply effect 
deriving from all kinds of incentives being set free. Would these supply 
effects be sufficient to overcome the adverse consequences of a larger 
deficit and would they add sufficiently to income creation to lift the 
economy to a balanced budget without the stimulus of a continued deficit?

Supply Side Effects of Personal Tax Cut
A personal income tax cut has a twofold effect. By bringing down 

the top bracket rate of the taxpayer, it shifts incentives in the direction 
of more work and less leisure. The taxpayer can keep more of. any additional 
dollar earned, leisure becomes more "expensive." But, by raising the taxpayer's 
total income after tax, it shifts incentives in the other direction. It 
makes him richer and able to afford more of everything, including leisure.
He could have the same income for less work. Conceptually, the net decision 
could go either way -- more work, or less work. But we have the experience 
of a secular rise of income combined with a secular decline in hours worked.
Our grandparents worked 60 hours a week at low pay. Today, most of us are 
working 40 hours for much better pay —  not counting those who are going to 
Washington these days to work twice as hard for half the money. The predominant 
long-run reaction to higher income has been to choose leisure.
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Recent empirical studies on labor supply suggest that the principal 
impact of lower tax rates would be on the willingness of second earners in a 
household to join the labor force. Under our present tax system and rates, dis
incentive effects seem to be particularly severe for married women whose husbands 
already are earning a good income. The labor force effect of a tax cut of the 
expected magnitude has been estimated at 200,000-300,000, mostly women. However, 
there is no scarcity of workers today, and an increase in the labor force would 
therefore contribute to output only after some regrouping had occurred in the 
economy in response to a better tax system and stronger incentives.

Important though such regroupings would be, one must not under
estimate the time frame in which it is likely to take place. Some very 
fundamental things have to happen in the economy in order to overcome the 
neglect and unwise policies of many years. Research has to be activated, 
products developed, plants built, people trained. All these things can make 
a tremendous difference, and that is the strength of supply-side economics.
But only a small part of the total effect is likely to happen in the first 
year.

The magnitude of the proposed tax cut, moreover, must be seen 
in the perspective of the total tax burden. Thirty-five billion dollars 
per year is a lot of money. But at 10 percent inflation or more, the 
progressive personal income tax produces an increase of perhaps 15 percent each 
year in the burden of the average taxpayer. A 10 percent cut will not give 
him a cut in the dollar amount of his tax payment contrasted with the previous 
year. Of course, he will be better off. But will he feel that his lot has 
improved sufficiently to bestir greater effort?

%
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The expansive effects of a tax cut should not be overestimated for 
still another reason. Over many years, there has been a debate over the 
relative effectiveness of fiscal and monetary policy. In the days of Keynes 
and Hansen, we graduate students were taught that fiscal policy was powerful 
and monetary policy was feeble. Evidence of that seemed to come from the 
experience of the great depression and its long aftermath during the 1930's. 
Then, during the 1960's, Milton Friedman and the Federal Reserve Bank of 
St. Louis produced evidence that seemed to show just the opposite: monetary 
policy was strong, fiscal policy was weak. In part, this argument turned 
on a semantic trick, switching the definition of monetary policy from control 
of interest rates to control of money supply. But meanwhile, under the 
impact of inflation, that definition has been pretty widely accepted. Infla
tion makes interest rates less meaningful as a guide to monetary policy. Now 
come the supply-side advocates who once more seem to want to shift the balance 
of forces. Fiscal policy, if activated through a tax cut rather than expendi
ture increases, is very powerful in their view after all.

Consensus on Fighting Inflation
In contrast to the historic Keynesian view, the supply-siders share 

with the Federal Reserve a conviction that inflation must be brought down.
The rapply-siders seem prepared to rely on monetary policy to control inflation. 
They seem to believe, as does the Fed, that an essential condition of success 
is the control of the money supply. Thus, the basic conditions for 
constructive policies exist. The question remains as to the effect of 
stable monetary restraint on growth and inflation, respectively. If the 
inflation comes down relatively quickly, there will be room under the Fed's 
monetary tragets for real growth. If the inflation is slow to come down, 
such expansion will be much more difficult.Digitized for FRASER 
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Since inflation is so deeply imbedded now in wage contracts, 
interest rates, indexed government transfer payments, and expectations 
generally, it can be brought down rapidly only by a radical change in expecta
tions. To change present inflationary expectations policies would have to 
have full credibility. One may wonder how an increase in this year's deficit, 
accompanied by promises to roscue it next year, would affect expectations.
The public's belief that more deficits mean more inflation is deep-seated and 
well-founded in experience. People's expectations, as here in Minnesota I 
need hardly remind you, are rational. What we need to accomplish is to 
create rational expectations that inflation will come down. The most effective 
step to that end, I believe, is to move toward a balanced budget.

As I said earlier, it has always been the belief of the Federal Reserve 
that monetary policy alone should not have to carry the burden of fighting 
inflation. Experience shows that such a policy is costly in terms of high 
interest rates, investment and output foregone, and delay in the results, if 
any. Fiscal policy has been far too easy over the last few years to supply 
real support in the fight against inflation. Enlarging the deficit at this 
time would not only compound the earlier difficulty, it would also frustrate 
the purposes of the supply-siders by creating a condition in which the tax 
cut cannot have its intended effect.

#

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




