
CHAPTER 1

The Strategy of Economic Policy
THE ECONOMIC RECOVERY IN 1983 was a very favorable com-

bination of rising output, falling unemployment, and declining infla-
tion. These economic improvements and the long-term economic
strategy that the Reagan Administration has been pursuing since
1981 are a welcome change for the American economy.

The Administration's redirection of economic policy was a neces-
sary antidote to the poor economic performance of the 1970s. The
real earnings per week of the average employee were actually lower
in 1980 than they had been a decade earlier. The unemployment rate
doubled between the end of the 1960s and the start of the 1980s.
The level of consumer prices more than doubled and the rate of in-
flation increased from 5.5 percent in 1970 to 12.4 percent in 1980.
Net private capital investment declined from 7.1 percent of gross na-
tional product (GNP) in the 1960s to 6.4 percent of GNP in the
1970s and only 4.1 percent of GNP in 1980.

During these same years, the government expanded and tax bur-
dens rose. Federal Government outlays for all nondefense programs
rose from 10.3 percent of GNP in 1970 to 15.1 percent in 1980.
Total Federal outlays rose from 20.2 percent of GNP to 22.4 percent
of GNP despite the sharp fall in the GNP share devoted to defense.

Although Federal tax receipts took one-fifth of GNP in both 1970
and 1980, many taxpayers found themselves pushed by inflation into
higher marginal tax brackets despite the absence of any rise in real
income. A two-earner family earning twice the median income faced
a marginal tax rate that was 26 percent in 1970 but 43 percent in
1980. The number of taxpayers facing marginal tax rates of 50 per-
cent or higher rose more than five-fold during the decade. Inflation
not only pushed people into higher tax brackets, but also distorted
the measurement of interest income and capital gains, causing dra-
matic increases in the effective tax rates on real income from savings.

Nevertheless, the Federal budget moved from a position of near
balance in 1970 (a deficit of only 0.3 percent of GNP) to a deficit of
2.3 percent of GNP in 1980.

By 1980 there was widespread agreement that the direction of eco-
nomic policy had to be changed if economic performance was to im-
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prove. The accelerating growth of the money stock would have to be
slowed in order to bring down inflation. The high marginal tax rates
would have to be reduced and the tax structure reformed in order to
lower the adverse effects on the incentives to work, save, invest, and
take risks. The share of government domestic spending in GNP
would have to be reduced in order to decrease the distorting effects
of government programs, raise defense outlays, and reduce the
budget deficit.

These aims guided the formation of the Administration's economic
policy in 1981 and in the years since then. Now, 3 years later, mone-
tary policy has been successful in reducing the rate of inflation. Gov-
ernment spending on domestic programs has been reduced to a
smaller share of national income. Tax rates have been lowered and
the tax system has been improved.

This chapter begins with a brief review of the economic recovery
of 1983; a more complete analysis is presented in Chapter 6. Here
the primary focus is on the strategy of economic policy. Three ele-
ments of the Administration's long-term economic strategy will be
discussed: sound monetary policy, reduced government spending on
domestic programs, and a tax structure that is conducive to individu-
al initiative and economic growth. The fourth facet of the Adminis-
tration's economic strategy, the reduction in regulation, was dis-
cussed in detail in the 1983 Economic Report; the deregulation of fi-
nancial markets is the subject of Chapter 5 of this year's Report The
final section of the present chapter describes the medium-term prob-
lem of reducing the projected budget deficits.

ECONOMIC RECOVERY

The inherent vitality of the American economy was amply demon-
strated in 1983. In this first full year of economic recovery, real GNP
rose 6.1 percent and business output climbed 7.0 percent. Industrial
production rose 16.3 percent in the 13 months following its Novem-
ber 1982 low, and the capacity utilization rate in manufacturing
bounced back from 68.8 percent to 79.4 percent during this same
period.

Civilian employment rose by 4.0 million in 1983 and the civilian
unemployment rate declined from 10.7 percent in December 1982 to
8.2 percent a year later. Although unemployment remains unaccept-
ably high, the progress in raising employment and reducing unem-
ployment in virtually every demographic group has been gratifying.
Civilian employment rose 4.0 percent between December 1982 and
December 1983, while employment among blacks rose 5.0 percent
and among teenagers rose 1.7 percent. The unemployment rate de-
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dined 2.5 percentage points, while the unemployment rate for blacks
declined 3.1 percentage points and for teenagers declined 4.2 per-
centage points. Despite this progress, it is clear that more than cycli-
cal recovery will be needed to reduce the very high unemployment
rates among these problem groups. The Administration's employ-
ment and training policies and proposals (discussed in detail in
Chapter 2 of the 1983 Economic Report) offer several ways of helping
these individuals and others with temporary unemployment problems
to find work.

The sharp increases in output and employment were accompanied
by an inflation rate that was even lower than in the previous year.
The GNP implicit price deflator rose only 4.1 percent in 1983 after
rising 4.4 percent in 1982 and more than 8.7 percent in 1981. The
consumer price index at the end of 1983 stood only 3.8 percent
above the level of a year earlier, after rising 3.9 percent in 1982, 8.9
percent in 1981, and more than 12 percent in 1980. And the index of
producer prices for finished goods rose only 0.6 percent in 1983, the
smallest increase in nearly two decades and far below the 3.7 percent
in 1982, 7.1 percent in 1981, and 11.8 percent in 1980.

The decline in price inflation accompanied smaller nominal wage
increases and a slower rise in nominal compensation per hour. The
5.6 percent increase in compensation per hour was the slowest rise
since 1967. In combination with the substantial cyclical improvement
in productivity, the slow rise in compensation raised unit labor costs
only 2.4 percent in 1983, far below the 7.9 percent rise in 1982 and
the lowest since 1965.

Despite the slow rise in nominal compensation per hour, the low
rate of inflation meant that real earnings and incomes increased sig-
nificantly. Real average weekly earnings rose 2.5 percent in the 12
months to December 1983, after rising 0.5 percent in 1982 and de-
clining in each of the 4 preceding years. Real personal income per
capita rose 3.0 percent between the final quarter of 1982 and the
final quarter of 1983 after rising a total of only 1.4 percent in the
entire 3-year period between 1979 and 1982.

A significant problem in the otherwise outstanding recovery was
the sharp decline in net exports. American imports rose while our ex-
ports of goods to the rest of the world declined. The U.S. merchan-
dise trade deficit—the excess of imports of goods over our exports of
goods—reached a record of about $65 billion in 1983, nearly twice
1982's record level of $36 billion. This trade deficit, and the even
larger trade deficit projected for 1984, reflects several causes, includ-
ing the decline of imports among less developed countries and the
relatively advanced stage of the U.S. recovery, but of primary impor-
tance is the high real value of the dollar relative to other currencies.
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(For discussion of the trade deficit and the high dollar, see Chapter
2).

MONETARY POLICY

The fundamental guiding principle of the Administration's ap-
proach to monetary policy is that the rate of growth of the money
stock should be reduced gradually until the rate is consistent with
price stability. This principle is consistent with the general approach
enunciated in recent years by the independent Federal Reserve.

Controlling the growth of the money stock may be viewed as a
means of achieving a desirable path of nominal GNP. Because the
growth of nominal GNP tends to follow the growth of the money
stock, this strategy of monetary policy can be expected to be consist-
ent with a gradual decline in the trend rate of growth of nominal
GNP, although the mix of real growth and inflation is subject to
other influences. In the remaining years of this decade, this decline
in the rate of growth of nominal GNP should be compatible with
both a continuing growth of real GNP and a continuing decline in
the rate of inflation.

Last year's Economic Report discussed the difficulty of applying the
principle of steady monetary deceleration in a time of rapid institu-
tional change. An appropriate monetary policy must balance the prin-
ciple of steady monetary deceleration with the need to take account
of changes in asset preferences or institutional arrangements that
cause sustained shifts in the velocity of money, i.e., sustained shifts in
the ratio of nominal GNP to the money stock. There are, however,
many uncertainties about the timing, magnitude, and direction of the
effects of such financial changes on velocity.

The year 1983 was a time of significant change in financial regula-
tions that substantially altered the nature of the monetary aggregates
(Ml, M2, and M3) and the pattern of portfolio demand for monetary
assets. In December 1982 depository institutions were permitted to
offer money market deposit accounts, a form of small-denomination
time deposit with no limit on the permitted interest rate. These de-
posits are classified as a part of M2. Beginning in January 1983,
Super-NOW accounts—checkable deposits with no ceiling on the in-
terest rate—were permitted. These accounts are classified as part of
Ml.

The desirability of stable money growth rests on the stability of the
demand for money relative to the stability of other relationships in
the economy, and on the role of stable money growth in reducing
inflationary expectations. A change in the available mix of financial
assets or in the characteristics of the monetary aggregates may
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change the equilibrium ratios of nominal GNP to the monetary ag-
gregates. The Federal Reserve can in principle adjust the supply of
money to compensate for the shift in demand without altering the
degree of liquidity in the economy or, equivalently, the likely growth
of nominal GNP; however, because of the uncertainties mentioned
above in practice it is often difficult to do so. As an example of these
uncertainties, it is not clear at this time the extent to which the
increases in the monetary aggregates in the early part of 1983 reflected
demand shifts that will produce a sustained shift in the velocity of
money.

In 1983 especially, there was no way to know by exactly how much
the financial deregulation changed the demand for each of the mone-
tary aggregates. The Federal Reserve appears to have followed a rel-
atively passive strategy during the early months of the year, not put-
ting pressure on bank reserves. This policy had the effect of not put-
ting much pressure on interest rates. Between December 1982 and
May 1983, the monthly average of the 91-day Treasury bill rate
varied between 7.9 percent and 8.4 percent. After May, however, the
Federal Reserve permitted short-term interest rates to increase.

The Federal Reserve's approach to the very difficult task of adjust-
ing the monetary policy to the new regulatory environment permitted
major adjustments to occur in 1983 with minimal disruption in the
financial markets. Some observers, however, are concerned that the
rapid expansion of the monetary aggregates in early 1983 may lead
to much higher inflation by the end of 1984. Some also fear that the
slow growth of Ml in the second half of 1983 may cause output
growth to decline sharply, or even turn negative, by the middle of
1984. All that can be said with certainty at this time is that monetary
policy has come through a very difficult year of substantial deregula-
tion without destabilizing either real growth or inflation in 1983. It
may be noted also that on the basis of data currently available, all
three monetary aggregates ended the year 1983 inside the target
ranges that the Federal Reserve had established in February for M2
and M3 and in July for Ml.

All too often at this stage of an economic recovery, as growth
slows from the unsustainable pace of the recovery's first year, politi-
cal pressures have built to try to reduce interest rates through raising
money growth. The Administration rejects calls to abandon a sound
monetary policy. Interest rates cannot prudently be lowered by creat-
ing more money. The Administration recognizes that if the Federal
Reserve were to try to maintain a strong recovery through excessive
expansion of money and credit the rate of inflation would inevitably
rise and undercut the prospect for sustained growth of employment
and output.
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The Administration desires a steady growth of real GNP and a
gradually declining inflation rate. The monetary policy consistent
with this outcome is expected to be one of gradually declining rates
of growth of the monetary aggregates. Although no regulatory
changes comparable to those of 1982 and 1983 are expected, future
shifts in institutional arrangements could cause changes in velocity
that would require a recalibration of the money growth targets. It is
important that any such recalibration be made only in response to a
significant and persistent shift in velocity.

GOVERNMENT SPENDING

The second major aspect of the Administration's economic strategy
is to reduce the burden of government domestic spending. For the
first time in a half century, total appropriations for domestic pro-
grams began a sustained decline in real terms and total Federal
spending on all nondefense programs began to take a declining share
of the Nation's potential output.

In 1929, Federal Government spending was only 3 percent of
GNP. But the Great Depression ushered in a new era for American
Government. In the half century after 1930, government spending
exploded. By 1960 nondefense spending (excluding interest pay-
ments) by the Federal Government was 7.5 percent of GNP. Even
after adjusting for inflation, the Federal Government spent nearly
four times as much on nondefense programs in 1980 as it had spent
in 1960. Between 1930 and 1980 there was a dramatic increase in the
role of the government and of government outlays in American eco-
nomic life.

Of course, not all government outlays represent government pur-
chases of goods or services. By 1980, 56 percent of Federal Govern-
ment expenditures were transfers to individuals or to State and local
governments. But transfers as well as direct purchases shift the use of
the economy's resources and require a sacrifice by present or future
taxpayers.

The speed at which many of the outlays grew was itself unintended
and unanticipated, reflecting the so-called "entitlement" character of
many of the programs introduced or modified in the 1960s or early
1970s. In such programs, the basic legislation does not appropriate a
fixed amount of money for a particular purpose, but establishes rules
that define who is eligible for benefits and the nature and amount of
the benefits for which each person is eligible. Funds must then be
made available for these benefits.

The medicare program is a good example of the unintended and
unanticipated growth in outlays. Medicare was introduced in 1966
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and immediately experienced costs that were far greater than had
been generally anticipated. A decade ago, medicare outlays were less
than $10 billion; in the current fiscal year, they will exceed $50 bil-
lion. Medicare actuaries now project that by 1989 the cost of the pro-
gram will exceed $100 billion, or more than 2 percent of GNP. The
dramatic growth of this program reflects greater utilization of health
care services than had been anticipated and a very much faster rise in
the cost of hospital care than had been forecast. For example, the
cost of a day of hospital care, relative to all consumer prices, rose 67
percent in the decade before medicare was introduced, but jumped
more than 100 percent in the decade after medicare began. This very
rapid rise in the real cost of a day of hospital care reflected primarily
the use of more personnel, equipment, and supplies for every pa-
tient. The increase in utilization and the rapid rise in cc :s were not
accidents of history but were in large part a direct response to the
medicare program itself.

The medicare example is paralleled in a wide variety of other pro-
grams in such disparate areas as housing, nutrition, and disability in-
surance. Other new programs were enacted and old programs ex-
panded without a proper understanding of the future burdens that
they would impose on the economy. The members of the Congress
who enacted these programs and the analysts who advised them fre-
quently underestimated substantially the future costs of the programs
that they were creating. They failed to anticipate that introducing
new programs or liberalizing old program rules would markedly
change economic behavior—that a higher level of retirement benefits
would significantly reduce the average age of retirement, that the in-
troduction of medicare and medicaid would contribute to an explo-
sive growth of hospital costs, and that the more generous provision
of disability benefits would be followed by a four-fold increase in the
number of persons collecting disability checks.

In addition to underestimating future program costs, many analysts
in the 1960s and early 1970s also overestimated the future growth of
economic resources with which to pay for them. The first half of the
1960s was a period of unusually rapid economic growth, with real
GNP rising at a 4.7 percent annual rate. In the mid-1960s, when the
Great Society programs were launched, and even in the late sixties
and early seventies, there was a comforting but mistaken assumption
that continued rapid growth would make it easy to finance an ever-
increasing level of government spending. Unfortunately, the real rate
of growth fell from the 4.7 percent experienced in the first half of
the 1960s to 2.8 percent in the years since then. If that earlier rate of
growth had continued, real GNP would now be nearly 40 percent
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higher and, with current tax and expenditure rules, the Federal
budget would now be in substantial surplus.

If the public had foreseen the future costs of the expanded social
programs or the modest rate of economic growth during the past two
decades, the Congress might not have enacted all of those programs
and government would be smaller today. But once those programs
were started, it became extremely difficult to stop them or even to
reduce the level of benefits,

THE DECLINE OF DOMESTIC SPENDING

Between 1960 and the end of the 1970s, government outlays on
nondefense programs nearly doubled as a share of GNP. The govern-
ment took a larger and larger share of the typical family's income and
used it to finance programs that came to be widely regarded as neither
generally useful nor directed at the truly needy. Many observers
concluded that many well-intentioned programs were actually often
exacerbating the very problems that they set out to solve and usually
creating adverse side effects of their own.

Since 1980 there has been a remarkable revolution in government
spending. Social security benefits now take a decreasing share of
GNP and all nondefense spending other than social security and
medicare has already declined significantly as a share of GNP. Table
1-1 presents Federal Government outlays and receipts as percentages
of GNP in fiscal years 1960, 1970, and 1980 through 1989. The
values for 1984 through 1989 reflect current services levels for all do-
mestic programs, the Administration's 1984 budget proposal for de-
fense, and the economic assumptions with respect to real growth and
interest rates used in the Administration's current budget calcula-
tions. (These economic assumptions are discussed in detail in Chap-
ter 6.)

Spending on social security benefits (including disability benefits as
well as benefits for retirees and dependents) rose dramatically from
2.3 percent of GNP in 1960 to 5.3 percent in 1983. Although social
security benefits will continue to grow in the future because of the
increased number of retirees and rising benefit levels, the social secu-
rity share of GNP has begun to decline and will shrink to 4.7 percent
of GNP over the next 5 years.

The reduced share of GNP spent on all nondefense programs
except social security and medicare (line 5 of Table 1-1) has been
even more dramatic. In 1980 government spending on these activi-
ties took 9.3 percent of GNP. In the 1984 fiscal year, that share is
down to 7.5 percent of GNP, a decline of one-fifth.

Between fiscal years 1980 and 1984 real government spending on
all nondefense activities except social security and medicare will have
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TABLE 1-1.—Budget outlays and receipts as percent ofGNP, fiscal years 1960, 1970, and

1980-89

[Percent; fiscal years]

Item

Actual

1960 1970 1980 1981 1982 1983

Estimates

Current services

1984 1985 1986 1987 19881989

Poti-

Total outlays

National defense

Net interest ,

Other

Non-OASDHI

OASDHI

Social security

Medicare

Total receipts

OASDHI

Other

Deficit

18.5

9.7

1.4

7.5

5.1

2.3

2.3

0

18.6

2.1

16.4

- . 1

20.2

8.4

1.5

10.3

6.5

3.8

3.1

.6

19.9

3.9

16.0

22.4

5.2

2.0

15.1

9.3

5.8

4.6

1.2

20.1

5.3

14.8

2.3

22.8

5.5

2.4

15.0

8.8

6.2

4.8

1.4

20.8

5.6

15.2

2.0

23.8

6.1

2.8

15.0

8.4

6.6

5.1

1.5

20.2

5.8

14.4

3.6

24.7

6.5

2.8

15.4

8.4

6.9

5.3

1.6

18.6

5.7

12.9

6.1

24.0

6.7

3.0

14.3

7.5

6.8

5.0

1.7

18.7

5.9

12.9

5.3

24.3

7.3

3.0

14.0

7.2

6.7

4.9

1.8

19.0

6.1

12.9

5.3

24.1

7.6

3.0

13.4

6.7

6.7

4.8

1.9

19.0

6.1

12.9

5.1

23.8

7.7

3.0

13.1

6.4

6.7

4.8

1.9

19.0

6.2

12.9

4.8

23.4

7.7

2.8

12.9

6.2

6.7

4.7

2.0

19.3

6.5

12.9

4.1

23.0

7.8

2.6

12.6

5.8

6.7

4.7

2.1

19.4

6.6

12.8

3.6

22.1

7.6

2.4

12.1

5.5

6.6

4.6

1.9

19.8

6.7

13.1

2.3

Sources: "Budget of the United States Government, Fiscal Year 1985" and Council of Economic Advisers.

fallen by 12.5 percent. This real 4-year decline, which includes out-
lays for everything from entitlement programs to the administrative
costs of running government departments, is absolutely unprecedent-
ed. During each of the five 4-year periods between 1960 and 1980,
this spending rose between 11 percent and 38 percent even after ad-
justing for inflation

The changes that have been enacted since 1980 mean that the
share of GNP spent on all nondefense activities except social security
and medicare will continue to decline in the future even if the Con-
gress adopts no further spending cuts. By fiscal 1986 this domestic
spending share will be down to 6.7 percent of GNP and therefore
back to the same GNP share that such nondefense spending took in
the late 1960s. This decline as a percent of GNP means that total
spending on these nondefense government activities will average $84
billion less a year in the 3 fiscal years from 1984 through 1986 than
it would have if the 9.3 percent GNP share of 1980 had continued.
Although future spending could of course be increased by legislative
action, it is significant that the Congressional Budget Resolution for
1984 through 1986 also called for essentially this same declining
share of GNP.

Moreover, under current law this spending share will continue to
decline to only 6.2 percent of GNP by 1988, back to the level of the
early 1960s. And this lower level of outlays means savings that aver-
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age $157 billion a year from 1987 through 1989 relative to what would
have been spent if the 1980 share of GNP had been maintained.

Chart 1-1 shows the share of potential GNP that nondefense
spending excluding social security and medicare would represent at
full employment. The growth in the 1960s and 1970s of these outlays
will have been almost completely reversed by 1989.

Chart 1-1

Nondefense Non-Interest Spending
Excluding OASDHI

Percent of potential GNP

8 -

I I I I I I I I I I I I I I I I I i I I I I I I I I

7 -

6 -

5 -

I
1960 62 64 66 68 70 72 74 76 78 80 82 84 86 88

Fiscal Ye^rs

Sources: Office of Management and Budget and Council of Economic Advisers.

These projected spending reductions relative to the 1980 GNP
share reflect the current rules of entitlement programs and the as-
sumption that the Congress will continue to appropriate funds to
maintain the current level of service for all programs governed by
annual appropriations. The President's 1985 budget proposes addi-
tional reductions in nondefense spending in each year from 1985
through 1989. These spending reductions total an additional $74 bil-
lion.
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Total nondefense government spending as a share of GNP, includ-
ing social security and medicare as well as all other domestic pro-
grams, is now falling and will, on the basis of current law and the
current services levels of annually appropriated programs, decline
from 15.1 percent of GNP in 1980 to 12.6 percent of GNP in 1989.
This decline represents an annual saving of more than $138 billion a
year in 1989.

One implication of the very substantial reduction in nondefense
spending is that it permits an increase in defense spending without
an equal increase in tax revenue. The Administration's budget calls
for a rise in defense spending from 5.2 percent of GNP in 1980 to
7.6 percent of GNP in 1989. For comparison, defense spending was
8.4 percent of GNP in 1970 and 9.7 percent of GNP in 1960.

Unfortunately, the rapid rise in interest on the national debt will
absorb a substantial share of the budget savings achieved by reduced
domestic spending. The net interest paid by the government will in-
crease from 2.0 percent of GNP in 1980 to 2.6 percent in 1989, even
if the rate of interest on Treasury bills declines from the current level
of nearly 9 percent to less than 6 percent by the end of 1989.

Putting these pieces together shows that nondefense spending ex-
cluding social security and medicare will decline by 3.5 percent of
GNP between 1980 and 1989 while defense spending will rise by 2.6
percent of GNP and the net interest paid by the government will rise
by 0.6 percent of GNP. The reduction in domestic outlays financed
by general revenues is thus slightly more than sufficient to balance
the increase in defense spending and interest costs, leaving total out-
lays excluding social security and medicare virtually unchanged as a
share of GNP.

Despite the dramatic progress in reducing spending on domestic
programs, government outlays are still projected to equal 23 percent
of GNP in 1989, about 3 percentage points higher than in 1970 and
5 percentage points higher than in 1960. This increase in outlays
does not reflect greater defense spending, because the GNP shares
devoted to defense would actually be lower in 1989 than in either
1970 or 1960. The rapid growth of social security and medicare out-
lays (from 2.3 percent of GNP in 1960 to 3.8 percent of GNP in 1970
and 6.7 percent of GNP in 1989) accounts for nearly all of the in-
creases in outlays as a fraction of GNP since 1960 and 1970. The ad-
ditional source of increased outlays, the rise in interest payments on
the national debt, will be more than offset by the fall in defense
spending as a share of GNP between 1960 and 1989.

These are the fundamental facts that define the budget dilemma.
Despite the remarkable reduction in domestic spending on a wide
range of activities, the growth of the social security and medicare
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programs raises the share of Federal Government outlays in national
income. With the budget balanced in 1960 and with taxes taking the
same share of GNP in 1984 as in 1960, the growth of spending since
then implies large budget deficits. Before discussing the problem of
the budget deficit, this chapter considers the changes in the nature of
the tax system that have occurred in the past 3 years.

THE CHANGE IN TAX STRUCTURE

The third principal part of the Administration's economic strategy
is to reduce the tax burden and restructure the tax system. The Eco-
nomic Recovery Tax Act passed in 1981 substantially changed the
quantity and quality of taxation. It reduced personal income tax rates
by a cumulative 23 percent over 3 years. Special provisions reduced
the tax on two-earner families, introduced the indexing of tax bracket
and personal exemptions, and lowered the effective tax rates on
income from saving and investment. The total Federal taxes paid by
a median-income family, including both the personal income tax and
the social security payroll taxes, will be $1,750 lower in 1984 than
they would have been without the tax cuts. These changes represent
a reduction of 36 percent in Federal income tax liabilities and of 26
percent in total tax liabilities.

The total share of GNP taken by taxes has come down significantly
(see Table 1-1, line 9). In fiscal 1980, all Federal taxes took 20.1
percent of GNP. In the current fiscal year, this tax share will be 18.7
percent of GNP. Continuing economic recovery and the rise in social
security payroll taxes will raise the tax share of GNP to 19.4 percent
by 1989, if there are no further legislative changes. Without the 1981
changes, the tax share would have risen substantially from the 20.1
percent share of 1980.

These tax reductions occurred despite the rise in the social security
payroll tax. If the social security payroll tax is excluded, the reduc-
tion in all other taxes has been even greater, falling from 14.8 per-
cent of GNP to 12.9 percent of GNP. This fall is equivalent to a $68
billion tax cut in 1984 alone.

The tax changes in the past 3 years have, however, gone far
beyond reducing the amount of taxes and have achieved fundamental
improvements in the nature of the tax system. The tax burden on the
economy depends not only on the quantity of taxes but also on the
quality. Although most taxes have adverse economic effects, some
taxes are more harmful than others. Taxes are undesirable not only
because they take away the fruits of labor, of risk-taking, and of
saving, but also because they distort economic decisions and thereby
lead to a wasteful misallocation of resources. Although there is no
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simple rule for improving the quality of taxes, there are a few useful
principles. The most basic principle is to minimize the tax-induced
distortions of economic choices—choices about which goods to buy,
how much to work, how hard to save, and how to invest the capital
that results from savings. A key implication of this principle is that
the marginal tax rates paid on additional income or profits are more
important than the average tax rates. A second implication is that
taxes do more harm when levied on individuals or activities that are
more responsive to tax rules. Taxes that reduce the incentive to save
or that cause a misallocation of capital among different uses are par-
ticularly undesirable, because they unnecessarily increase the total
economic burden of the tax system and reduce productivity and eco-
nomic growth.

The 1981 tax changes improved the quality of the tax system in
several ways. The top marginal individual income tax rate was re-
duced from 70 percent to 50 percent and marginal tax rates at all
income levels were reduced nearly one-fourth. Moreover, the re-
duced tax rates for two-earner families focuses tax relief on married
women, a group whose labor supply is known to be particularly sen-
sitive to tax rates.

In addition to reducing marginal tax rates, the Economic Recovery
Tax Act provided for the indexing of tax brackets, beginning January
1985, to prevent inflation from pushing individuals into brackets with
higher marginal tax rates. Without indexing, a decade of 5 percent
inflation would more than offset the 23 percent reduction in tax
rates.

Perhaps the most fundamental change has been in the taxation of
personal saving. The American tax system has long been biased
against saving and in favor of current consumption. The tax law
changes in the Economic Recovery Tax Act represent a major shift
away from this antisaving bias. The universal extension of eligibility
for Individual Retirement Accounts (IRAs), the expansion of IRA and
Keogh plan limits, the reduced tax rates on investment income,
and other specific changes should spur private saving in the years
ahead.

The favorable effect of these tax changes on saving can be expect-
ed to occur only gradually. At first, by transferring previously saved
funds from existing accounts, many individuals can deposit the maxi-
mum $2,000 a year to an IRA without doing any additional saving.
Some individuals may extend this period by borrowing. But, after a
few years, most taxpayers will have exhausted all previously accumu-
lated funds; they can then make additional IRA contributions only if
they save more.
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The new tax treatment of saving represents something far more
basic than just an increased stimulus to saving. The universal avail-
ability of IRAs and the increase in IRA and Keogh limits will allow
most American taxpayers to pay tax only on that part of their income
that they do not save—that is, only on the part of their income that
they consume. It is also true that two-thirds of taxpayers do not item-
ize deductions and therefore cannot deduct interest expenses. Thus,
for most Americans, the income tax system has now been virtually
transformed into a consumption tax. This is a very fundamental
change in the character of our tax system.

An indirect but important source of reduction in the effective tax
rate on the income from savings has been the fall in the rate of infla-
tion. Because our tax law bases tax liability on nominal interest
income and nominal capital gains, a lower rate of inflation implies a
substantial reduction in the effective rate of tax. An individual in the
30 percent tax bracket who earns a 15 percent nominal interest rate
when the inflation rate was 10 percent had an after-tax nominal yield
of 10.5 percent and an after-tax real yield of only 0.5 percent. By con-
trast, if the individual earns a nominal 10 percent interest rate when
the inflation rate is 5 percent, the nominal after-tax yield is 7 percent
and the real after-tax yield is 2 percent. The effective tax rate on the
same real interest income falls from 90 percent when inflation is 10
percent to 60 percent when inflation is 5 percent. With no inflation
and an interest rate of 5 percent, the effective tax rate would fall to
30 percent and the real after-tax rate of return would be 3.5 percent,
or 7 times as great as it was with a 10 percent inflation rate.

The tax climate for business investment has also been substantially
improved in the past 3 years. During the 1970s the rising rate of in-
flation combined with the old depreciation rules to raise very sub-
stantially the effective rate of tax on the income from investment in
business plant and equipment. The 1981 changes in the tax rules
governing depreciation, as modified in the Tax Equity and Fiscal Re-
sponsibility Act, and the sharp decline in inflation reduced this effec-
tive tax rate substantially. The result is higher after-tax rates of
return on business investment, and therefore a renewed incentive to
invest in plant and equipment.

The present strength of business investment in the face of very
high real rates of interest can be attributed at least in part to the
lower effective tax rates on business income and the higher real
after-tax rates of return that result. What matters for investment is
not just the rate of interest or the profitability of investment, but the
difference between the net-of-tax real cost of funds and the after-tax
real profitability of investment.
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Similarly, the strength of the stock market in the face of very high
real interest rates reflects in part the improved after-tax profitability
that investors now expect. Indeed, one way to explain the current
level of investment is to note that the change in business tax rules
has raised the value in equity markets of new physical capital (or,
equivalently, reduced the cost of equity capital to finance new invest-
ment). This has stimulated business to increase its investment.

The recent reductions in high marginal tax rates and the improved
tax treatment of saving and investment represent major improve-
ments over earlier tax rules. Much more can and should be done,
however, to reduce the adverse effects of the tax system on individual
and business incentives and therefore on the potential income and
growth of the economy. The President has emphasized his interest in
further improvements of the tax law. The Administration will contin-
ue to examine possible directions for tax reform and will propose re-
forms aimed at making the tax system simpler, fairer, and more effi-
cient.

REDUCING THE BUDGET DEFICIT

Despite the dramatic reduction in the share of national income
taken by government domestic spending and the fundamental im-
provement in the character of our tax system, the Nation still faces
the serious potential problem of a long string of huge budget defi-
cits. Vigorous economic growth can eliminate the cyclical component
of the deficit. But without legislative action, the structural component
is likely to grow just as fast as the cyclical one shrinks. The Adminis-
tration's economic projections imply that the budget deficit will
remain roughly $200 billion a year—or about 5 percent of GNP—for
the rest of the decade unless there is legislative action to reduce
spending or raise revenue. Deficits of that size would represent a se-
rious potential threat to the health of the American economy in the
second half of this decade and in the more distant future.

DEFICIT PROJECTION

The cyclical component of the budget deficit is the part of the defi-
cit that occurs because the unemployment rate exceeds the inflation
threshold level of unemployment, i.e., the minimum level of unem-
ployment that can be sustained without raising the rate of inflation.
This excess unemployment raises the deficit by depressing tax rev-
enues and by increasing outlays on unemployment benefits and other
cyclically sensitive programs.

The remaining part of the budget deficit, known as the structural
component, is the amount of the deficit that would remain even if
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the unemployment rate were at the inflation threshold level. The Ad-
ministration estimates that the inflation threshold level of unemploy-
ment is now 6.5 percent and will decline in the coming years as the
relative number of inexperienced workers declines and as the Admin-
istration's employment policies are enacted and take effect.

Table 1-2 presents the cyclical and structural components of the
budget deficit for 1980 through 1989. The 1983 deficit of $195 bil-
lion was divided about evenly between the cyclical and structural
components. Because of the lower level of unemployment projected
for 1984, a much larger share of the current year's deficit is structur-
al. The projected deficit of $187 billion includes a cyclical compo-
nent of $49 billion and a structural component of $138 billion. By
1989, the entire projected budget deficit is structural.

TABLE 1-2.—Cyclical and structural components of the deficit, fiscal years 1980-89

[Billions of dollars]

Fiscal year

Actual:

1980

1981 ....

1982

1983 . . . .

Estimates (current services):

1984

1985 .

1986

1987

1988

1989 ,

Total

60

58

111

195

187

208

216

220

203

193

Cyclical

4

19

62

95

49

44

45

34

16

—4

Structural

55

39

48

101

138

163

171

187

187

197

Sources: Budget of the United States Government Fiscal Year 1985 and Council of Economic Advisers.

A rate of economic growth for the next 5 years that is sufficiently
greater than the growth forecast by the Administration and by virtu-
ally all private forecasters could in principle eliminate the deficit
without legislative action. However, a 1 percent increase in the cur-
rent level of real GNP would reduce the budget deficit by only about
$12 billion. It would require an increase of 40 percent in the project-
ed growth rates over the next 6 years to eliminate the budget deficit
by the end of the decade without a change in spending or tax rules.
It would clearly be unwise to rely on such an unprecedented and im-
probably fast rate of growth. A prudent policy at this point must
assume that economic growth alone will not eliminate these deficits.

The economic assumptions that are used to project the budget
outlays and receipts are based on the premise that there will be a
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sound monetary policy and that future legislative changes will reduce
budget deficits sharply in the years ahead. In the absence of legisla-
tive changes to reduce deficits substantially in future years, interest
rates will be higher than projected and the real growth rate will prob-
ably be lower than projected. The budget calculations assume that
real GNP grows at an average annual rate of 4.3 percent from 1983
to 1989. The calculations also assume that the Treasury bill rate will
fall from the current 8.9 percent to 5.0 percent by 1989. These as-
sumptions are reasonable if the budget deficit in that year is about
1.5 percent of GNP and is moving toward complete balance. But if
legislative changes to reduce outlays and increase receipts are not en-
acted and the Treasury bill rate remains at its current level, the
higher interest payments on the national debt will raise the 1989
deficit by about $60 billion, bringing the total deficit in that year to
approximately $250 billion. Growth rates of real income slower than
those assumed in the budget calculations would raise the deficit even
more.

LONG-TERM CONSEQUENCES

The projected budget deficits would directly and substantially in-
crease the future size of the national debt. If legislative action is not
taken, the cumulative budget deficit would be more than $1,100 bil-
lion over the next 6 years. The annual interest on this extra debt
alone would represent a permanent cost of about $60 billion in 1989,
if interest rates fall as assumed, or at least $100 billion a year if the
interest rates remain at their present level. These amounts are equiv-
alent to between 10 percent and 17 percent of the personal and cor-
porate income tax revenue now projected for 1989.

This growth of the national debt and the interest on the national
debt shows that budget deficits do not eliminate the need for spend-
ing cuts or tax increases, but just postpone the time when extra
spending cuts or larger tax increases must take effect to pay for cur-
rent deficits.

The most important long-term economic effect of the prospective
budget deficits would be to absorb a large fraction of domestic
saving, and thereby reduce the rate of capital formation and slow the
potential long-term growth of the economy. Federal borrowing to fi-
nance a budget deficit of 5 percent of GNP would absorb about two-
thirds of all the net domestic saving that would otherwise be availa-
ble to finance investment in plant and equipment and in housing.

The reduced availability of investable funds means that the real
rate of interest must rise until the demand for funds for private in-
vestment is reduced to the available supply. Stated more generally,
the real net-of-tax cost of capital must increase relative to the real

37
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



net-of-tax return on capital until the demand for funds is reduced to
the available supply.

Although the 1981 tax changes and the reduced rate of inflation
will direct a higher share of the remaining capital formation to busi-
ness investment and away from owner-occupied housing, the effect of
the budget deficits nevertheless would be a lower rate of investment
in business plant and equipment as well as in housing.

Each dollar of additional budget deficit does not necessarily reduce
capital accumulation by a dollar. The actual impact varies over time,
with less crowding out of capital formation likely in the first year or
two after an increase in the budget deficit than in subsequent years.
This is particularly so when, as in recent years, the increase in the
budget deficit occurs when there is substantial excess capacity in the
economy.

The current situation also shows how the extent of the crowding
out of capital formation in the United States can be temporarily re-
duced by an inflow of foreign funds that are attracted to the United
States by the rise in our real interest rate and increased real after-tax
return on equity investments. This capital inflow usually begins after
a lag, rises to a peak, and eventually shrinks. Even if the budget defi-
cit remains at a high level, the inflow of capital from abroad eventu-
ally contracts as foreigners become increasingly unwilling to hold
even more U.S. assets in their portfolios.

If the current services budget deficits that are currently projected
were actually to occur, the likely result would be to reduce net invest-
ment in plant and equipment to a substantially lower share of GNP
than prevailed in the 1960s and 1970s. Net private investment has
fallen from 6.7 percent of GNP in the three-decade period through
1979 to only 3.2 percent of GNP in the past 3 years. Much of this
decline is attributable to the stage of the business cycle. The 1983
deficit strengthened the recovery and thereby boosted business fixed
investment, although the government's competition for funds to fi-
nance the structural deficit also depressed the level of investment
below what it would otherwise have been.

DEFICITS AND THE RECOVERY

The deficits will have effects on the economic recovery as well as
on the capital stock and on long-term economic growth. To under-
stand the effect of budget deficits on the economic recovery, it is im-
portant to distinguish the deficits in the early years of the recovery
from the deficits that are projected for subsequent years. Although
the projected future deficit would be likely to have serious adverse
consequences on the character and possibly the duration of the re-
covery, the near-term deficits probably have a positive impact on the
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pace of recovery in 1983 and 1984. The tax cuts in 1982 and 1983
raised after-tax incomes and therefore contributed to the rise in con-
sumer spending that has been responsible for so much of the recov-
ery. Similarly, the direct fiscal stimulus of the large 1984 deficit will
do more to raise demand in 1984 than the increased real interest
rates that result from the 1984 deficit will do to depress demand.

It is the continuing string of large deficits projected out through
the end of the decade and beyond that is the serious threat to the
health of the near-term recovery. The prospect of such prolonged
deficits inevitably raises the real long-term interest rate above what it
otherwise would have been, reducing current activity in key interest-
sensitive sectors and causing the recovery to be lopsided. The most
conspicuous example of such current crowding out is the sharp de-
cline in net exports. High interest rates in the United States attract
funds from the rest of the world, causing the exchange value of the
dollar to rise. The strong dollar makes it difficult for U.S. products
to compete in world markets and makes foreign products more at-
tractive to American buyers. In addition, the high real interest rate is
no doubt also causing the demand for housing, for some consumer
durables, and for some plant and equipment investment to be lower
now than it would otherwise have been. In these ways, the anticipa-
tion of future deficits may weaken the pace of recovery now even
though the current deficit strengthens the pace of the current recov-
ery.

If the deficits persist, the crowding out would also persist but the
pattern of crowding out would change over time. As the value of the
dollar declines, the merchandise trade deficit is likely to shrink, fo-
cusing more of the crowding out on the domestic capital market. The
current rise in profits and retained earnings that result from the cy-
clical upturn and from the 1981 tax changes temporarily protects
business investment and concentrates more of the domestic crowding
out on residential construction. This too will change with time, plac-
ing more of the burden of future crowding out on business invest-
ment in plant and equipment.

No one can be sure of exactly how the pattern of crowding out
would evolve through time. It is clear however that the persistence of
large structural budget deficits would contribute to producing a lop-
sided recovery. The recovery would not be shared fully by the export
industries and by those firms that compete with imports from abroad.
Nor would the construction industry and those industries that are di-
rectly involved in the production of capital goods and consumer du-
rables be likely to keep pace with overall economic activity.

As a result, employment and economic activity would shift from
these contracting interest-sensitive sectors to the areas of expanding
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demand in the services and nondurable goods industries and in the
defense-related industries. If this shift of demand proceeds smoothly
enough, the overall recovery would continue at a satisfactory pace
with declining total unemployment. It is quite possible, however, that
the additional demand would concentrate in sectors that are operat-
ing close to capacity while the crowding out withdraws demand from
industries where a great deal of excess capacity exists. If so, much of
the additional demand might be absorbed in price increases while the
crowding out adds to unemployment. If this occurs, the resulting re-
covery would be slower paced, more fragile, and more inflationary
than a more balanced recovery.

No one can predict in detail the effects of a continuing series of
such large deficits. The economy could continue to experience a sat-
isfactory overall pace of recovery for several years with declining
rates of unemployment and inflation. But deficits of this magnitude
could lead instead to imbalances within the economy that cause the
recovery to lose momentum. There is also the risk that the persistent
deficits could lead to inappropriate economic policies in the future.
An overly expansionary monetary policy would cause increased infla-
tion while a sudden large fiscal contraction could depress economic
activity. Although no one can be sure just how the economy would
behave in the face of such unprecedented deficits, the longer the
deficits are allowed to persist, the greater are the risks to our eco-
nomic future.

BUDGET STRATEGY

A major reduction in the structural budget deficit must therefore
be achieved over the next several years. This must be done without
causing a contraction of economic activity. Because the direct effect
of reducing the budget deficit is to reduce government spending and
private consumption, there must be an increase in investment and
net exports if real incomes and economic activity are to remain at
high levels.

A reduction in the level of the current or future budget deficits
automatically stimulates investment and net exports by lowering the
real rate of interest and the exchange value of the dollar. However,
experience shows that the rise in investment and in exports follows
the fall in interest rates and the exchange rate only with a substantial
lag.

It would be unwise, therefore, to reduce the 1984 deficit by a very
substantial amount. To reduce the deficit by a significant amount
without jeopardizing the recovery, the financial markets should be
given adequate advance notice of the intended deficit reduction. The
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result would be a stronger economy that could absorb the deficit re-
duction without a contraction of overall economic activity.

In the fiscal year 1984 budget that was presented to the Congress
in January 1983, the Administration proposed a deficit reduction pro-
gram that would begin with small reductions in the deficits of 1984
and 1985 but then would reduce the 1986 deficit by 41 percent and
cut the 1988 deficit by 61 percent to only 1.6 percent of GNP. Unfor-
tunately, the Congress failed to adopt those proposals.

The Administration is now taking a two-stage approach to dealing
with the prospective budget deficits. The President has called upon
the leaders of the Congress to establish a bipartisan group to work
with the Administration to develop a "down payment" package that
will reduce the deficit by about $100 billion over the next 3 fiscal
years. The aim of these negotiations is to achieve a deficit reduction
package in the next few months. This package would be comprised of
some of the less contentious spending cuts still pending before the
Congress, certain measures to close tax loopholes, and additional
outlay savings achieved through improvements in management pro-
cedures and elimination of unnecessary or inefficient activities.

Such legislation to reduce the deficit by about $100 billion during
the next 3 fiscal years would make a significant contribution to re-
ducing deficits and the future national debt. It could also give in-
creased confidence to the financial markets, business investors, and
consumers that the projected deficits can be controlled and eventual-
ly eliminated. The result should be a stronger economy in 1984 and
1985.

Enacting a "down payment'* package is just a first step in reducing
budget deficits. The President has indicated that he will propose leg-
islation in early 1985 that will further reduce deficits and point the
way toward budget balance. If these proposals are enacted, the econ-
omy can enjoy continuing expansion and a reduced burden of na-
tional debt.
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