Supply-Side Economics:
A Return to Basic Principles?

E. C.

THERE 1s a growing consensus that the
Keynesian doctrines which have dominated

public policy for a generation have con-

tributed little toward a solution of current
economic problems. Indeed, there is
mounting evidence that Keynesian
economic policies have contributed to cur-
rent problems of inflation, unemployment,
low capital investment, reduced economic
growth, and a rapid rise in the
“underground economy.” As the disen-
chantment with Keynesian economics in-
creased in the late 1970’s, supply-side
economics received increased attention
and it has occupied center stage in the

political arena since the November, 1980

elections. However, supply-side economics
has received widely mixed reviews by
economists, political analysts, politicians,
and the news media since Congressman
Jack Kemp began to discuss supply-side in-
centives in the mid-1970’s. Some observers,
focusing on the effects of positive economic
incentives, have interpreted supply-side
economics to be merely a return to classical
economic principles.

In the view of other critics, the approach
is best described as “Voodoo economics.”
Some of the Kemp-Roth tax cut advocates,
for example, have seemed to suggest that
the reason for tax cuts is to cause real out-
put to grow faster than government spend-
ing.! In this view, tax cuts are a means to
more tax revenue to finance current or
even higher levels of government spending.
The relative unconcern of some supply-side
enthusiasts about the level of government
spending and the implication that a reduc-
tion in tax rates will increase tax revenues
relative to expenditures and reduce budget
deficits led Milton Friedman and others to
describe the Kemp-Roth tax cut bill as a
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“free-lunch” proposal. The purposes of this
essay are threefold: (1) to explain the prin-
ciples behind supply-side economics and
the importance of distinguishing between
tax rates and tax revenues; (2) to explain
the relationship of supply-side economics
to Keynesian economics; and (3) to place
supply-side economics in historical
perspective.

Supply-Side Economics

SuppLY-SIDE ECONOMIGS stresses tax rate in-
centives rather than growth of the federal
budget to stimulate productivity and
economic growth but this emphasis, rooted
in the ideas of Adam Smith and other
classical economists, has a long history.2
Smith, James Mill, David Ricardo and J.S.
Mill emphasized the importance of positive
incentives on saving, investment, and
capital formation. Widespread acceptance
by the classical economists of Say’s Law
—“supply creates its own demand”
—reflected an emphasis on production and
aggregate supply or output. The underly-
ing premise of Say’s Law is that people pro-
duce in order to consume. Further, since
increased output will increase purchasing
power and create demand of equal value,
it was held that any shortfall of demand
would be temporary. The classical writers
also emphasized the relationship of high
tax rates to circumvention through smug-
gling, fraud, and evasion (the “under
ground economy”) and it was explicitly
recognized that high tax rates may erode
the tax base. In the words of Adam Smith:

High taxes, sometimes by dimin-
ishing the consumption of taxed
commodities, and sometimes by en-
couraging smuggling, frequently af-
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ford a smaller revenue than what
may be drawn from more moderate
taxes.?

Few prominent academic economists have
contributed to the current revival of the
supply-side movement. Arthur Laffer of
the University of Southern California is a
notable exception. The movement in-
itiated by Kemp and Laffer has been
popularized by a number of columnists in-
cluding Paul Craig Roberts and Irving
Kristol in the Wall Street Journal, by Tom
Bethell in The National Review, by Jude
Wanniski in his book devoted to supply-
side ideas, The Way The World Works,
and, most recently, by George Gilder in
Wealth and Poverty.*

The basic idea of supply-side economics
is that increased tax rates deter economic
activity, drive it underground, or cause it
to switch into legal but untaxable outlets.
In stressing the relationship between tax
rates and incentives, supply-side economics
represents a return to classical economic
principles which were downplayed for a
generation after the Keynesian revolution
in economics of the mid-1930’s.® The
significance and awareness of the impor-
tance of increased tax rates on human ac-
tion increased during the 1970’s as infla-
tion and a progressive income tax inten-
sified the effects of “bracket creep.”
Whereas only 2.9 percent of taxable
returns faced a 25 percent or higher
marginal tax rate in 1960, this figure had
increased to 38.2 percent by 1976.% There
is an increasing recognition that increasing
tax rates affect incentives and responses of
taxpayers generally and not just people in
“high” tax brackets.

Tax incentives reduce productive output
and manifest themselves in a number of
ways.” First, as tax rates increase, people
substitute leisure for productive market ef-
fort in a variety of ways including longer
vacations, less overtime work and earlier
retirement. Second, increased tax rates
cause people to reduce the amount of pro-
ductive market exchanges. A lawyer, in a
60 percent tax bracket, for example, may
paint his own house and engage in other
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work activities outside his area of com-
parative advantage. Third, an individual
may be induced to substitute tax deducti-
ble for preferred nondeductible goods. For
the individual in a 70 percent marginal tax
bracket, the personal cost of a $5,000 tax
deductible vacation would be only $1,500
since the tax liability would be reduced by
$3,500. Fourth, increasing tax rates mean
that more and more valuable resources are
devoted to the tax shelter industry. Tax
lawyers, accountants, and investment con-
sultants assist physicians, lawyers, teachers,
electricians and other tax-payers in finding
ways to reduce their tax liability.

Finally, high marginal tax rates erode
the moral basis of the tax system and in-
crease the incentive to evade taxes.® In the
U.S., Sweden, Italy, and other countries,
increasing tax rates have been accom-
panied by an increasing amount of
economic activity in the “underground
economy” where the exchange of goods
and services is “off the books” and not sub-
ject to taxes. According to Gunnar Myrdal:
“The tax system is turning Swedes into a
gang of hustlers...the present tax system is
making nine out of ten Swedes criminals.”®
Similarly, in Italy where marginal tax rates
are also high it is estimated that between
one-fourth and one-third of national in-
come is produced in the underground
economy.!® The phenomenon of avoiding
taxes by working in the unobserved sector
is not restricted to Europe. A recent study
estimated that unreported transactions in
the U.S. are large and growing rapidly.!!
The rise of the underground economy is
likely associated with rising marginal in-
come tax rates resulting from progressive
tax rates, inflation, and the consequent
“bracket creep.”

The contention that tax rates affect in-
dividual choice and, hence, human action
does not suggest that people respond only
to economic incentives. It does suggest that
given income, other prices, and tastes and
preferences, the demand curve for a par-
ticular good or service is downward slop-
ing. If price of a good increases, other fac-
tors constant, people will consume less of
the good. An increase in tax rates
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represents a change in relative prices—the
price of work is increased and the price of
leisure is decreased. Thus, as the price of
work increases relative to the price of
leisure, individuals will (to some unknown
extent, highly variable between in-
dividuals) substitute leisure for work.
Taxes then affect individual
choices—choices between work and
leisure, between market and non-market
activity, and between consumption and
saving. Hence, as tax rates increase, in-
dividuals make adjustments in a variety of
ways.

In the supply-side approach, high tax
rates are considered to be barriers to pro-
duction and a key idea is the relationship
between changes in tax rates and tax
revenue. When tax rates are near zero, it is
argued, necessary public services, (e.g.,
law and order) could not be provided and
output would be low.!? As tax rates in-
crease to provide essential public services,
economic activity expands and tax
revenues increase. At low levels of taxa-
tion, increases in productive efficiency
outweigh any disincentive effects of higher
tax rates. As tax rates increase, however,
the disincentive effects become more im-
portant and “at some point, the loss in
revenue due to the reduction in incentives,
as well as the increase in tax avoidance,
overwhelms the increase in tax rates, and,
consequently, tax revenues peak and begin
to decline.”'® Thus, when tax rates are
high, lower tax rates can so stimulate
business and shift income from shelters to
taxable activity that tax revenues
increase.!* The conclusion is that the effect
of tax rate reductions depends critically
upon the current level of taxation and can
lead to either increases or decreases in tax
revenue. No one knows what the effect of a
decrease in U.S. tax rates would be under
current conditions, but Laffer and others
contend that tax revenues would increase.
A similar relationship between tax rates
and tax revenues also applies in the case of
individuals. Thus, when the tax rate for an
individual taxpayer is raised above some
level, the result will be a reduction in taxes
paid. Consequently, an across-the-board
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cut in tax rates is likely to have a larger ef-
fect on the “rich” than on the “poor.” That
is, such a tax cut may increase tax collec-
tions from the “rich” while decreasing tax
collections from the “poor.” In this case,
tax cuts are a painless way of “soaking the
wealthy,” or in Gilder’s words, “...to help
the poor and middle classes, one must cut
the tax rates of the rich.”!® One source of
confusion concerns the significance of the
pattern of tax rates which maximizes tax
revenues collected by the government.
Although Laffer explicitly states that tax
rates which maximize tax revenue are not
optimal, Wanniski considers the largest
amount of tax revenue as “the point at
which the electorate desires to be taxed.”®
The pattern of tax rates which results in
maximum government revenues, however,
is inconsistent with the classical limited
role of government.

Historical Examples

THERE 1s A GREAT deal of uncertainty con-
cerning the effect of reductions in tax
rates, but a number of historical examples
have been cited as precedents in arguing
that a decrease in current U.S. tax rates
would increase tax revenues.!” An early ex-
ample cited is that of Great Britain from
the 1840’s to the 1880’s, a period of high
taxes and economic stagnation. A reduc-
tion of tax rates in this era, engineered by
William Gladstone, led to rapid economic
growth and eliminated budget deficits.!
Another example is that of the United
States after WWI. Marginal income tax
rates no higher than 7 percent in 1913 had
increased to a top rate of 73 percent by
1921. Andrew Mellon, using arguments
similar to those of today’s supply-side ad-
vocates, recommended decreases in tax
rates to increase output, growth, and tax
revenues. The maximum tax rate was cut
to 55 percent in 1922 and to 25 percent in
1926, and these reductions appear to have
contributed to the rapid economic growth
of that era.!® Not only did the economy
benefit, but the millionaires themselves
paid three times as much in taxes at lower
tax rates.?°

The tax cut of 1964 provides another ex-
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ample of tax cuts which increased tax
revenues. Congress reduced the corporate
tax rate to 48 percent and enacted a 14 to
70 percent personal rate schedule in
February 1964—a 20 percent average
cut.?! Tax revenues began to increase soon
after the decrease in tax rates and,
measured in dollars of constant purchasing
power, annual tax revenues from both cor-
porate and income taxes rose faster during
the 3 years after the tax cut than during
the 3 years before the reduction.?
Although revenue increased in tax brackets
as low as the 26 percent marginal rate
(which was cut to 22 percent) in the 1964
tax cuts, the effect on incentives at that
time and now is greatest where taxes are
highest; 7.e., at upper income levels.?
Thus, maintaining high marginal tax rates
in upper tax brackets to “save revenue”
may, in reality, be counterproductive.

Supply Side versus Keynesian Economics

WHILE THE supply-side approach
represented economic orthodoxy prior to
the 1930’s, since that time the Great
Depression has been taken as irrefutable
evidence of the failure of classical
economic theory. Moreover, for the past
generation, the conventional wisdom has
held that the economic problems of excess
capacity and idle resources characteristic
of that era were solved or alleviated by the
“new economics” of John Maynard
Keynes.?* A brief review reveals how com-
pletely the accepted truths of the classical
economists were supplanted by Keynesian
theory. First, there was a rejection of Say's
Law.?* The existence of unemployment
and unsold goods was considered to be
prima facie evidence that supply does not
create its own demand. According to the
new conventional wisdom, not all of the in-
come earned by people in a given period
will necessarily be spent. If consumers
“save” some of their income, all of the
goods produced in a given period will not
necessarily be purchased resulting in
reductions in production and “involuntary
unemployment.” Thus, in solving output
and employment problems, Keynesian
fiscal policy was directed toward increasing
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and stabilizing aggregate demand. In its
stabilization policies, Keynes “...believed
that the state would take a long view and
would not be influenced by short term
changes in economic activity.”?® At the
same time, there was a shift in emphasis
from the effects of taxes on incentives, pro-
duction, and economic growth to the use of
taxes to redistribute income. Keynes
favored income redistribution on the
grounds that it increases spending.?’

A second important change was the shift
in emphasis from production and supply to
aggregate demand.?® Say's law was replac-
ed by Keynes Law—“demand creates its
own supply.” Keynesian theory assumes
that as long as total demand is adequate to
achieve full employment, there is no need
to worry about incentives to save, invest, or
engage in entrepreneurial activity. If con-
sumers spend more, more goods and ser-
vices will be produced. Thus, the effect of
tax rates on incentives, factor supplies, and
growth was largely ignored. Moreover, if
production is taken for granted, income
distribution can be considered apart from
production. And, for a generation,

_egalitarians have stressed that the tax

system should be progressive to make]the
rich pay more. A third feature of the
Keynesian or aggregate demand approach
concerns the implications of a “shortage of
demand” in terms of savings and capital
formation. In the Keynesian approach,
shortages of demand are caused by too lit-
tle spending; 7.e., by too much saving; con-
sequently, saving is antisocial or harmful.
Indeed, the “paradox of thrift” still oc-
cupies a prominent place in college courses
in macroeconomics.?® The paradox of
thrift holds that the intention of firms and

households to increase savings may be

frustrated by the resulting decrease in pro-
duction and income. That is, Mr. Smith
alone can increase savings. But, if many
households make the same decision at the
same time, the level of consumer expen-
ditures will decrease resulting in a decrease
in the production of goods and services so
that the net resuit might be a reduction in
employment and in savings. It is a Keyne-
sian legacy that saving typically represents
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an increase in money balances. The im-
plication is drawn that saving is bad
because savings are sometimes not in-
vested. The problem, to the extent that
there is a problem, of course, is not with
saving but rather that the saving by Smith
(and other individuals) is not invested (or
spent by other consumers). Indeed, there
cannot be investment if there is not first
saving. Since saving is a necessary prere-
quisite for investment, the paradox of
thrift doctrine to the extent that it has
discouraged saving has contributed to cur-
rent economic problems related to the rate
of saving, capital formation, productivity
and growth.

A fourth facet of Keynesian economics is
the belief in the inherent instability of the
market and stress on use of government
policies to correct “market failure.” The
conventional wisdom is that a market
economy is inherently unstable and that
the massive economic contraction of the
1930’s happened without a cause. It is only
recently that a number of writers have
marshalled a host of evidence showing that
the Great Depression was not caused by
“market failure” but rather represented
the predictable consequences of govern-
ment policies which ignored the lessons of
classical economic theory. When the ac-
tions of government are taken into ac-
count, the Great Depression can more ac-
curately be described as an example of
“government failure” rather that of
“market failure.” Consider the prevailing
conditions in the 1930’s—a large
unemployment problem, gluts of
agricultural and manufactured goods, low
amounts of private investment, and a
rapidly falling price level (deflation)—and
the governmental actions taken which in-
duced or exacerbated these problems. The
Smoot-Hawley Tariff Act raised import
duties to the highest levels in U.S. history.
The consequences for domestic prices and
U.S. exports of agricultural products were
predictable. Farm exports were reduced by
two-thirds from 1929 to 1933, and farm
loans turned bad as product prices de-
creased.?® The Federal Reserve, moreover,
exacerbated financial conditions by
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decreasing the money supply by one-third
during the same period.

Government policy toward wages and
product prices were equally counter-
productive. The classical view is that a
surplus of any good or service is caused by
price being arbitrarily held above the
market clearing level. Yet, with the
unemployment rate ranging from 15-25
percent from 1931-1939 (and exceeding 20
precent from 1932-1935), the government
actively resisted downward adjustments in
wages and prices.?! President Hoover first
jawboned to keep wages up. The NRA
(National Industrial Recovery Act) of the
New Deal prevented wages and prices from
falling through shorter working hours,
minimum wages, and price fixing.
Although the Supreme Court ruled that
the NRA was unconstitutional in 1935,
other New Deal legislation followed which
reduced the work week and imposed
minimum wages.?? The net effect was that
the real wage rate rose 4 percent from 1929
to 1933 and 27 percent from 1933 to
1937.23® Thus, the severe unemployment
problem was a predictable effect of ill-
conceived governmental policies. Further-
more, the policies were inconsistent.
Although high tariffs reduced exports and
decreased product prices, governmental
measures such as the NRA and the
deliberate destruction of agricultural crops
were taken to hold prices up.

In the tax area, as well, the harmful
results of government policy were fully
predictable on the basis of classical theory.
In 1932, the Hoover Administration put
through the biggest percentage increase in
taxes in peacetime history. This was fol-
lowed by a New Deal tax policy more con-
cerned with the redistribution of wealth
than with raising revenue as President
Roosevelt hiked taxes in 1935 and routinely
thereafter.’* By 1938, the corporate tax
rate had gone from 11 to 19 percent and
the top income tax rates from 24 to 79 per-
cent.’® Thus, in the tax area (as in other
areas) the policies followed could hardly
have been better devised to stifle initiative
and encourage economic stagnation.
Finally, the conventional wisdom is that in-

61



vestment remained low even when interest
rates were reduced to very low levels during
the Great Depression—a violation of
classical doctrines which suggests that a
decrease in interest rates will increase in-
vestment. There is a great deal of evidence
that investment was low during the 1930’s,
however, not because of excessive savings
but because real (as opposed to nominal)
interest rates were high.%® Short term
business loans in major cities, for example,
were 4.7 percent in 1932. Since prices fell
by 11.2 percent in 1932, the real interest
rate was roughly 16 percent. Thus, the in-
terest rate prevailing in 1932 was
equivalent to a nominal rate of about 30
percent at today's rate of inflation.
Moreover, in this period of falling prices
government policies were antithetical to in-
vestment as the discount rate was hiked by
2 percent in 1932 and monetary policy was
tightened again in 1937 with increases in
the discount rate and reserve re-
quirements. The low rate of investment is
no mystery in view of the combination of
high interest rates and New Deal antipathy
toward business.

Failure of Aggregate Demand Approach

DespiTE THE abundant evidence that the
Great Depression was caused by tariffs,
taxes, monetary mismanagement, and
political manipulation of wage rates and
prices, the Keynesian aggregate demand
theory reigned supreme by the end of the
1930’s and has represented economic or-
thodoxy since World War II. During the
1970’s, however, there was increasing
recognition not only that government is in-
capable of “fine-tuning” the economy but
also that current unemployment, inflation,
and economic growth problems were
caused or exacerbated by governmental
policies based on the aggregate demand
approach. First, in Keynesian theory,
unemployment is almost exclusively a pro-
blem of aggregate demand.®’ In assuming
that budget deficits stimulate aggregate
demand and alleviate unemployment, the
effects of wage incentives on unemploy-
ment are ignored. There is an implicit
assumption that the demand for labor is
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perfectly inelastic—that employers will
hire the same number of workers regardless
of whether the prevailing wage rate is
$2.00 per hour or $3.35 per hour. In reali-
ty, of course, labor is similar to other goods -
and services in the sense that the quantity
of labor demanded is inversely related to
price so that the higher the wage rate the
smaller the amount of labor employed.
Thus, the focus on aggregate demand has
detracted attention from the economic in-
centives which motivate decisions by in-
dividual workers and employers. A closely
related implication of Keynesian theory is
that a dollar spent by government will in-
crease aggregate demand, employment,
and output more than an equivalent
reduction in taxes since individuals are
assumed to save some of any reduction in
taxes and savings increase idle cash
balances.?® The supply-side approach, on
the other hand, stresses that a decrease in
tax rates will increase incentives and bring
about an increase in employment and out-
put.

Second, Keynesian policy prescribes a
government deficit during years of slack
economic activity. Consequently, after the
Keynesian revolution in economic policy,
budget deficits were no longer taken to be
a sign of irresponsible government
action.*® Moreover, in the aggregate de-
mand approach, government debt is con-
sidered to be unimportant when held inter-
nally within the country since interest
payments to holders of government debt
are “merely transfers” and, consequently,
“we owe it to ourselves.” Thus, in this view
of government debt it is implicitly assumed
that incentives and distribution questions
are unimportant. Since an increase in
government debt means an increase in
taxes, however, an increase in debt affects
the individual taxpayer in two ways. First,
higher tax rates adversely affect incentives
and output. Thus, the higher the tax rates,
the greater the work disincentive and the
greater the incentive to avoid and evade
taxes. Second, since all taxation involves
coercion, the higher the debt, the more
coercion involved in financing the debt.

In the aggregate demand approach, the
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federal budget should be balanced over the

business cycle, running a deficit during

periods of economic slack and a surplus
during boom periods. This “fine tuning”
approach has been characterized as the
“genie” conception of government.*® It
assumes that government will always want
to, know how to, and be able to act in the
“public interest.” However, economic
policies are instituted by politicians rather
than “economic eunuchs” who “act solely
to maximize social efficiency without
regard to their own utility, power, prestige,
income or vote appeal.”! In reality, the
government, not being omnicient, is faced
with uncertainty and information pro-
blems. Moreover, there are important
lags — between the beginning of a problem
and its awareness, between awareness and
action taken, and between action taken
and the result of that action. Furthermore,
government decision-making in reality, is
fragmented and short-run oriented where
the “long run” is the next election. Spend-
ing by politicians is popular while taxation
is unpopular so that a politician can often
strengthen his electoral support by increas-
ing expenditures and reducing taxes.*?
Thus, budget deficits and surpluses are
asymmetrical and there is a strong bias
toward deficit spending. In practice,
money creation and inflation becomes a
way of financing deficits. Moreover, infla-
tion and a “progressive tax system” also
means that tax rates increase (through
“bracket creep”) without formal action be-
ing taken by legislators.

Third, it has become increasingly
recognized that the Phillip’s Curve is not
an accurate representation of reality.+®
The Phillip’s Curve purports to show that
there is a trade-off between inflation and
unemployment. Since inflation is always a
monetary phenomenon, however, there
can be no permanent trade-off between in-
flation and employment as once
hypothesized. Instead, it is more likely that
today’s unemployment is the result of
yesterday’s inflation.** The Phillip’s Curve
also implies that higher employment and
economic growth can be achieved by
deliberately causing inflation. The
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simultaneous occurrence of high inflation,
high unemployment, and low productivity
in the U.S. in recent years, however, has
done much to disabuse people of the once
commonly accepted idea that employment
and productivity problems can be at-
tributed to a lack of aggregate demand.

Finally, and closely related, there is in-
creasing dissatisfaction with economic
forecasts based on macroeconomic models.
Most forecasting models (like Keynesian
economics) focus on aggregate demand
and are based on nationwide statistical ag-
gregates such as national income, GNP, in-
vestment, and savings and ignore the in-
centive effects associated with reductions in
tax rates and government spending, Incen-
tives and expectations are not easily
modelled and macroeconomic averages
and aggregates often conceal causal rela-
tionships.*® Keynesian forecasting models,
for example, assume that a decrease in
taxes will stimulate demand for goods
faster than it generates output and will
result in inflation. Whether or not this is
the case is, of course, a moot point. Fur-
ther, Keynesian models used by the Con-
gressional Budget Office and the Office of
Management and Budget in the Carter
Administration predicted that investment
and GNP will fall if corporate tax rates are
decreased.*® It was only in 1980 and 1981
that economic modellers began to take
seriously the supply-side incentive effects of
cuts in taxes and government spending.
There is still no consensus as to how impor-
tant these effects are. In early 1981, the
forecasting models, based on aggregate de-
mand depicted a less rosy scenario in terms
of future budget deficits and inflation
relative to Reagan Administration supply-
side forecasters.4” However, the fact that
forecasting is necessarily judgmental is
becoming more widely recognized. And,
although business still spends large sums
for economic forecasting services, there is
an emerging consensus that econometric
modellers have oversold their ability to
predict economic conditions.*®

Conclusions and Implications

IN MANY RESPECTS, current economic con-
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ditions of the U.S. are similar to those of
the mercantilist era which Adam Smith
and the classical economists were reacting
against — vz, high and increasing tax rates,
increasing government regulation and in-
tervention, low rates of productivity and
growth, and a growing underground
economy.* There is a growing consensus
that economic incentives and en-
trepreneurship are not readily quantified
or handled in macro forecasting models,
and that the tax system should place in-
creased priority on incentives and long run
growth and less emphasis on short run
stabilization and distribution.

Oxford University economist Colin Clark
in the 1940’s predicted that a tax burden in
excess of 25 percent in peacetime would
greatly discourage saving and work. To-
day, 70 percent of taxable income in the
U.S. encounters tax rates of 25 percent or
higher, and there can be little doubt about
the unfavorable climate for saving.®® In-
come is taxed when earned and interest
and dividends from savings are taxed. In
the case of interest or dividend income, the
marginal tax rate currently is often greater
than 100 percent. If a taxpayer in the 30
percent tax bracket, for example, invests
$100 for one year at 10 percent while the
inflation rate is 12 percent, the taxpayer
loses about 5 percent in purchasing power
during the year. That is, after paying $3 in
taxes on the $10 interest income, the re-
maining money will purchase about 5 per-
cent fewer goods and services than the
money invested one year earlier would have
purchased at that time. Thus, it is not sur-
prising that many people have decided that
saving is counterproductive under current
economic conditions.

There is little doubt that current tax and
spending policies of the federal govern-
ment discourage productive efforts. An in-
crease of transfer payments encourages
leisure just as an increase in tax rates
discourages entrepreneurial creativity and
productive efforts by tax payers. The
higher tax rates are, the greater the incen-
tive effects of reducing taxes. Thus, the
egalitarian redistributionist mentality is
central to current productivity problems.
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Since most savings are by individuals in
higher tax brackets, tax cuts for taxpayers
in upper income tax brackets, will provide
the greatest effect on savings and capital
formation. Moreover, there is considerable
evidence that our progressive tax system is
counterproductive both in terms of pro-
duction and tax revenues.5! There is then a
paradox of a progressive tax sys-
tem —above some level, lower tax rates
yield more tax revenue. Yet, a decrease in
tax rates which reduces the progressivity of
the tax system is counter to egalitarian
views.

The stress on the importance of
economic incentives is rooted in the
classical principles of public finance. The
supply-side approach in this sense
represents a return to economy orthodoxy
which was eclipsed for a generation by
Keynesian doctrines and, in this context, is
radical only in terms of the reigning
Keynesian orthodoxy. However, to the ex-
tent that the importance of government
spending is discounted, the supply-side ap-
proach is not consistent with classical prin-
ciples of political economy. First, it is
essential to consider political as well as
economic incentives. In the view of some
supply-side enthusiasts a decrease in tax
rates will bring about an increase in out-
put, an increase in tax revenues, and per-
mit an increase in government spending
without increasing budget deficits.*? This
approach ignores or downplays the em-
phasis by Adam Smith and other classical
economists that public expenditures should
be held to a “necessary minimum.”

Moreover, when political considerations
are taken into account, it becomes clear
that reducing the disincentive effects of
high taxes will not solve current economic
problems associated with the “special in-
terest” state. Since the benefits of various
government programs are highly concen-
trated while the costs are widely diffused,
pressures to expand government spending
are great even though specific programs
may benefit relatively small numbers of in-
dividuals. The benefits of the sugar price
support program, for example, which
results in domestic sugar prices being more

Winter 1982



than twice the world market price, are very
important to the 15,000 sugar producers in
the United States.5* Yet, our expenditures
on sugar as individual consumers are low
enough that it is not in our economic in-
terest as individuals to devote much time to
sugar legisiation. When the bias in favor of
government spending is recognized, it
becomes clear that the only way to control
government expenditures is to deny politi-
cians the money in the first place. Thus,
tax revenues cannot be considered in-
dependently of government spending.
Rephrasing Parkinson’s Law, “Govern-
ment expenditures always expand to ex-
ceed government revenues in the special in-
terest state.”

Second, both supply side and Keynesian
fiscal policy provide good news to political
entrepreneurs.®® As suggested earlier,
Keynesian theory suggests that spending
will lead to economic growth and that
government should run a deficit in periods
of economic slack. However, borrowing or
money creation to finance a deficit
weakens the responsibility of legislators for
their budgetary decisions.®® A severing of
the link between government expenditures
and the taxes necessary to finance the ex-
penditures has been welcome news to
politicians who find it more popular to
spend than to levy taxes. Similarly, in sug-
gesting that a decrease in tax rates will in-
crease tax revenues, Gilder, Laffer, and
Wanniski also provide welcome news to
politicians. Interpreted in this way, a
reduction in tax rates will permit continua-
tion of Great Society, New Deal, and other
welfare state programs and at the same
time reduce budget deficits and inflation.
Supply-side economics defined in classical
terms, however, also requires a reduction
in government intervention and spending.
Thus, Laffer’s claim that with tax cuts the
government would not have to cut
spending is beside the point. Tax cuts and
budget cuts make sense irrespective of
whether a decrease in tax rates increases
tax revenues.?®

Third, there is an assumption on the
part of some supply-side economists (as
well as some monetarists) that inflation can
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be solved easily and painlessly: “At this
juncture, there is no practicable anti infla-
tion program except Lafferite eco-
nomics...."5” Most economists agree that a
reduction in the rate of growth in the
money supply will be required to reduce
the rate of inflation. However, there is no
consensus on the nature of the adjustment
process. Irving Kristol, for example, holds
that reductions in tax rates, government
spending, and in the rate of growth of the
money supply can reduce inflation without
serious disruption in economic activity.*® A
similar view is shared by many monetarists.
This view is at variance with that of the
neo-Austrians. Hayek, for example, con-
tends that a little inflation always generates
higher inflation and that there is no way to
cure a serious inflation without a steep
recession.’® While Gilder, Kemp, Kristol,
Laffer, and other supply-siders contend
that the budget can be balanced through a
renewal of economic growth achieved by
tax cuts, Hayék holds that government
spending must be reduced to reduce
budget deficits. The Reagan Administra-
tion contended in 1981 that the proposed
30 percent cut in income tax rates over
three years would increase incentives suffi-
ciently so that tax revenues would increase.
However, the Reagan Administration’s
proposals are consistent with those of the
classical economists in also emphasizing
reductions in government spending and
government regulation.,

Fourth, it should be recognized that all
statistical economic relationships are
historical in nature and that any particular
relationship is unique to time and place.
The effect of a tax cut on savings, invest-
ment, output, and tax revenues, for exam-
ple, will likely vary between countries and
over time within a given country for
various reasons including cultural factors,
level of current tax rates, expectations
regarding inflation, and the investment
climate. Relationships among economic
variables as well as people’s reactions to
economic, political, and social devel-
opments change over time in unpredict-
able ways. In short, there are no constants
in human behavior.®® Thus, past relation-
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ships cannot be assumed to provide a good
prediction of future events, and the con-
clusion as to whether a reduction in tax
rates will increase tax revenues is a matter
of inference and judgment.®'

Finally, in evaluating the merits of
various government remedies to cope with
inflation, productivity, and employment
problems, it is important to take a prin-
ciples approach rather than one of case-by-
case opportunism.®? The principles ap-
proach recognizes that the task of a policy
maker is not to “fine tune” fiscal policy or
to maximize social welfare somehow con-
ceived. It is concerned instead with the
framework of institutions and rules within
which people can effectively cooperate in
pursuing their own diverse ends through
decentralized coordination of their ac-
tivities. In this focus on constitutional
issues, it is recognized that economic
policies cannot be considered independent-
ly of the political process. When the im-
perfections of the political process are
taken into account, there is no convincing
evidence that government has been or can
be effective in stabilizing economic activi-
ty.®® In a return to basic principles, the in-
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dividual must occupy the center of the
economic universe. Moreover, it should be
emphasized that market interactions are
subtle, that the feedbacks are complex,
and that econometric models cannot
satisfactorily simulate the interactions and
feedbacks of real world markets. Thus, it is
important to recognize both that monetary
and fiscal policies cannot be “fine tuned”
on the basis of such models and that deci-
sions to reduce government spending
should not hinge on projected changes in
revenues from reductions in tax rates. In-
stead, reductions in taxing, spending and
government regulations must all be em-
phasized in a return to basic principles.
Government transfer payments are dif-
ficult to stop because of concentrated
benefits and diffuse costs, and it is likely
that effective constraints on government
spending must take the form of constitu-
tional restraints.® In conclusion, supply-
side economics properly defined is an im-
portant facet of a principles approach that
“would go far...toward reinstating
the wisdom of the Founding Fathers regard-
ing the scope and power of govern-
ment. %
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