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A SPECIAL INTRODUCTION


by Arthur B. Laffer, Ph.D.





















[S]hould the economy remain in its current disarray, the administration could quickly lose control of the economic policy agenda. By summer, ignited by a weak economy, the Congress could press for a host of measures to stimulate the economy generally and to shore up particularly weak sectors such as autos, housing, thrift institutions, and small businesses. Under such circumstances, the administration could easily find itself on the defensive…. We would essentially be reduced to reacting to events and congressional initiatives rather than shaping the economic agenda.


FINAL REPORT OF THE INITIAL ACTIONS PROJECT FOR PRESIDENT RONALD REAGAN, JANUARY 29, 1981





LARRY SUMMERS, DIRECTOR of the National Economic Council under President Barack Obama, should be issuing such a warning for today’s top policymakers instead of succumbing to the exigencies of the crowd. The above quote actually derives from a little-known policy blueprint that President Ronald Reagan followed during his first six months in office. Put together by Richard Wirthlin and David Gergen (my Yale classmate), the Initial Actions Project (IAP) is a report worth studying to compare the styles and policies of the all-time hero of conservatives, President Reagan, a man I still refer to as “the Real President,” with the newly anointed liberal hero, President Obama. The similarities between early 1981, when Reagan took office, and early 2009 are uncanny.


Before delving into the IAP, let me walk you through some economic history of the United States. I am an economist, and it’s obviously in my nature to judge a society by its economy, but that really should be how we all judge our society. Bad economics produces all sorts of collateral problems. The first of all goals is always economics. If a nation has a strong economy, the rest will fall into place. But with a bad economy, all hell breaks loose. Bad economics is the breeding ground for all sorts of other problems society faces. Unemployment is a waste of our precious resources, causing misery and personal indignity.


As is common practice in my profession, the world of political economics is divided into four all-inclusive grand partitions: fiscal policy, monetary policy, trade policy, and incomes policy. There’s substantial overlap and ambiguity when it comes to the details of which actions go in which category, but the broad boundaries should be fairly understandable.




Fiscal Policy


FISCAL POLICY ENCOMPASSES the domain of government spending and taxing, whether at the federal level or at the state and local levels. And in this arena, the conceptual framework of just how fiscal policy works has been turned upside down since the mid-twentieth century. How fiscal policy actually works is discussed later.


Monetary Policy


MONETARY POLICY IS more narrowly focused on Federal Reserve policies regarding money supply, prices, and those sorts of arcana. It is unquestionably an incredibly important part of the equation. Yet because it is, at least in theory, supposed to be beyond the realm of the administration (the president nominates Fed governors, but the Federal Reserve Board is an independent body), I am going to touch on it only briefly. The story of monetary policy is the story of wisdom lost, then reacquired. Using Star Trek vernacular, the Prime Directive of monetary policy is to stabilize prices, thereby eliminating inflation and deflation. Just how monetary policy achieves this price stability is open to debate, but suffice it to say that inflation is basically too much money chasing too few goods. Inflation is everywhere and at all times a monetary and goods phenomenon. It is as elementary as that, my dear Watson.


And with this concept of inflation in mind, it is easy to see that more goods with the same amount of money, or less money with the same amount of goods, leads to lower prices. Higher prices are the direct consequence of fewer goods and/or more money. Stable prices require a continuous balance between the quantity of goods and the quantity of money.


Trade Policy


TRADE POLICY, OF course, has to do with imports, exports, tariffs, quotas, and other impediments to the free flow of goods and services across national boundaries. Trade policies today are unequivocally freer than they have been in many centuries. Back in the sixteenth, seventeenth, eighteenth, and even nineteenth centuries, tariffs provided the lion’s share of government revenues, and customs was a major government activity. Government’s malignant focus on trade peaked at the end of the third decade of the twentieth century, when the United States imposed a huge set of tariffs on imported goods collectively known as the Smoot-Hawley tariff. The pattern of stock-market collapse as this tariff legislation wended its way through the U.S. House and Senate demonstrates beyond reasonable doubt the prescience of markets.1 What followed this massive intervention against free trade was the biggest stock-market crash in history, a period of unimaginable economic contraction and ubiquitous misery called the Great Depression.


Incomes Policy


INCOMES POLICY IS generally a catchall category for anything missed in the first three categories and includes all sorts of government actions that indirectly affect the economy, such as regulations, restrictions, and requirements such as the minimum wage, wage and price controls, Obama’s health-care policy, union sanctions, and so on. Today, incomes policies may not be at their all-time lowest levels, but they are extremely close to those lows. For perspective, one has only to think back to the economic restrictions under President Dwight Eisenhower and President Lyndon Johnson or remember President Richard Nixon’s and President Gerald Ford’s wage and price controls or President Jimmy Carter’s gasoline rationing. It was all pretty shocking.


As is only natural, the reason we concern ourselves with public economic policy is that we believe these policies matter a great deal to the health and welfare of our nation. And they do!


Now, let me walk you through the history of these economic policies in the United States and the economic results that accompanied them.
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A REVOLUTION IN economic reasoning associated with the name John Maynard Keynes began in the 1930s. Keynesian economics, as it is called, was totally preoccupied with demand—or, more precisely, insufficient demand. Government policies were developed to “stimulate” demand, policies such as increasing government spending and reducing taxes (these first two items are referred to collectively as deficit spending), printing money, and devaluing a country’s currency. The experience most closely associated with the ascendancy of Keynesian economics was the depression of the 1930s, following as it did on the heels of the boom of the “roaring” 1920s. In order to stabilize the cyclical movements of an economy, automatic increases in spending were tied to unemployment and low incomes. Taxes, which in the Keynesian framework dampened economic excesses, were tied to incomes in a progressive fashion so that taxes would decline disproportionately in times of recession, thereby stimulating a recovery, and rise disproportionately in times of economic excess. Likewise, easy money and currency depreciation were seen as appropriate tools to combat economic declines.


Increasingly, Keynesian thought came to dominate public policy up to and including the Carter presidency (1977–1981). By the time of the U.S. entrance into World War II, the period immediately following the Great Depression, the highest federal marginal personal income-tax rate had risen to 81 percent (after being made constitutional by the Sixteenth Amendment in 1913), and by the end of the war, that rate had risen to an unfathomable 94 percent.


From the perspective of today’s America, it’s hard to imagine just what the debate back then was like between liberals and conservatives. How high would tax rates have had to go before a majority in Congress felt it was gouging? Did politicians back then really believe an 81-percent tax rate was a “giveaway to the rich”? If it weren’t so serious, it would have been funny.


Surprisingly, the first counterrevolution to ever-increasing tax rates occurred on President Harry Truman’s (1945–1953) watch. The Revenue Act of 1945 was signed into law and repealed the excess profits tax, cut the top personal income-tax rate from 94 percent to 86.45 percent, and cut the corporate income-tax rate from 40 percent to 38 percent. It may seem at first blush like a small cut, but if you were in that top tax bracket, the cut from 94 percent to 86.45 percent actually represented a 127-percent increase in the after-tax return for each dollar of gross income on the margin (from 6 cents to 13.6 cents). Unfortunately, the relief was short-lived, and the top personal and corporate income-tax rates were raised beginning in 1950 and reached 92 percent and 52 percent, respectively, by 1952.


World War II was also a period of highly restrictive trade policies by which enemy combatants were literally embargoed; that is, all trade stopped. Following World War II, there were many policies aimed at rebuilding the world’s economies, including massive foreign aid and freer trade, but trade was still far from free. In fact, it wasn’t until 1958 that the continental European economies actually had convertible currencies. Before convertibility, each government had to grant special permission if one of its citizens wished to buy foreign currencies. Such policies are inconceivable today.


It wasn’t until the election of President John F. Kennedy (1961–1963) that Keynesian economics received its first strong challenge in the United States. Kennedy promised huge tax-rate cuts in 1963, and he certainly delivered. The Kennedy tax cuts passed Congress and went into law in 1964, just months after he was assassinated. Kennedy cut the highest federal marginal income-tax rate from 91 percent to 70 percent and the lowest rate from 20 percent to 14 percent. He also cut the highest corporate income-tax rate from 52 percent to 48 percent. He had proposed cutting the highest corporate rate to 46 percent, but—thank goodness—the Republicans, led by Senator Barry Goldwater, were able to prevent Kennedy from doing something so rash.


Kennedy also pushed for dramatically lower tariffs on traded products with the Trade Expansion Act of 1962 and with the Kennedy Round tariff negotiations (1964–1967). His policies on trade were not universally pro–free trade, but they were a move in the right direction.





OEBPS/page-template.xpgt
 
   
     
	 
    
     
	 
    
     
	 
	 
    
     
	 
    
     
	 
	 
    
     
         
             
             
             
             
             
        
    
  
   
     
  




OEBPS/Images/colophon.jpg





OEBPS/Images/crlogo.jpg





OEBPS/Images/titlepage.jpg
PRESIDENT RONALD REAGAN’S

INITIAL ACTIONS

PROJECT

Special Introduction by Arthur B. Laffer; Ph.D.

=

THRESHOLD
EDITIONS

New York London Toronto Sydney





OEBPS/Images/cover.jpg
THE HISTORIC DOCUMENT FROM RONALD REAGAN'S FIRST 100 DAYS—HOW HE
WOULD CARRY OUT HIS VISIONARY POLICIES AND RESTORE THE AMERICAN ECONOMY

PRESIDENT

INITIAL ACTIONS
PROJECT

SPECIAL |NTRUDUCT|UN BY ARTHUR B LAFFER, Ph.D.
Coauthor of The End of Prosperity






