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SUPPLY-SIDE ECONOMICS:
“VYOODOO ECONOMICS” OR LASTING CONTRIBUTION?

By Bruce Bartlett*

Introduction

In the mid-1970s, a new term began to appear in discussions of economic policy: supply-side economics.” It was controversial
from the very beginning. Indeed, even Republicans like George H.W. Bush referred to it as "voodoo economics" (Cannon 1982:
325). Nevertheless, it was embraced by Ronald Reagan and formed the basis for the 1981 tax cut and many of Mr. Reagan's
other policies.

Not much is heard about supply-side economics these days. Many economists view the prosperity of the 1990s as refutation of
it. Whereas supply-side economics was based on tax cuts that led to large budget deficits, it is often said, growth in the 1990s
was triggered by the 1993 tax increase, which led to lower deficits and eventual surpluses (Stevenson 2000).

Indeed, in certain quarters, supply-side economics is viewed as nothing but an elaborate trick played on the American people.
Like the alchemists of old, who said they could make gold from lead, the supply-siders promised increased revenues from lower
tax rates, knowing full well that this is impossible. Former Senator Daniel Patrick Moynihan (D-NY) has argued forcefully that
supply-siders never expected higher revenues and simply made the whole thing up (Moynihan 1985). David Stockman, Director
of the Office of Management and Budget under President Reagan, said more or less the same thing (Greider 1981).

The Moynihan/Stockman charge is a serious one, implying intellectual dishonesty on the part of many prominent economists,
including myself. | was a part of the supply-side movement starting in 1977, when | joined the staff of Congressman Jack Kemp
(R-NY), one the earliest and most vocal advocates of supply-side economics. As the most junior member of the group, | had the
opportunity to observe all of the key players at close hand during the formative period of the development of supply-side
economics.

The basics of supply-side theory had already been formulated when | came on the scene. Much of the early work had been
done by economists Paul Craig Roberts, who preceded me on Kemp's staff, and Norman Ture, a private economist long
affiliated with the National Bureau of Economic Research.> Another key player was Jude Wanniski, an editorial writer for the
Wall Street Journal, who came to supply-side economics through the work of economists Robert Mundell and Arthur Laffer.

| believe that an examination of what these and other supply-siders said and wrote during the critical period of 1974 to 1981
shows that there was a much firmer foundation to their work than is commonly believed. A lot of serious research underlay
supply-side economics, much done by economists who would have rejected the supply-side label.

Although it is only one aspect of supply-side economics, the Laffer Curve has come to represent what it was all about, in the
minds of most people. It simply makes the indisputably true point that neither a zero percent tax rate nor a 100 percent tax rate
collect any revenue; the former because there is no tax and the latter because no one will earn taxable income, knowing that the
government will confiscate all of it.

The Laffer Curve implies that there is some point between zero and 100 percent that will maximize revenue. If rates are above
this point—in the prohibitive range—then a tax rate reduction could theoretically raise revenue. A more important lesson of the
Laffer Curve is that there are always two tax rates that will collect the same revenue—a high rate on a small base and a low rate
on a large base.

'Bruce Bartlett is a senior fellow with the National Center for Policy Analysis.
The late Herb Stein coined the term “supply side fiscalists” in 1976 (Stein 1984: 241).

3Roberts (1984: 30-33). Roberts later was Assistant Secretary of the Treasury for Economic Policy in the Reagan Administration. Ture was named Under
Secretary of the Treasury for Tax and Economic Policy. For biographical details, see Committee on Finance (1981a, 1981b).
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Obviously, there are massive problems with translating a pedagogic device like the Laffer Curve into something that will predict
the actual impact on revenues of any particular tax change. Whether something like the 1981 Reagan tax cut would raise
revenue and over what period of time could only be answered by careful empirical analysis.

No such analysis was ever done. Every official document and statement ever released by the Reagan Administration made
clear that the 1981 tax cut would lose large revenues. Moreover, its estimates were comparable to those of independent
analysts such as the Congressional Budget Office.

In the words of Bill Niskanen, a member of the Council of Economic Advisers under President Reagan, "Supply-side
economics.... does not conclude that a general reduction in tax rates would increase tax revenues, nor did any government
economist or budget projection by the Reagan Administration ever make that claim."

Nevertheless, the charge continues to be made that the American people were deluded into thinking that the 1981 tax cut would
not increase the federal deficit. The rest of this paper tries to answer the question of what the supply-siders really thought about
the effect of tax changes on revenues, what were their sources of information and inspiration, and whether their work was based
on serious analysis or built on the quicksand of wishful thinking. | pay special attention to what was said during the period
leading up to passage of the 1981 tax cut.

Intellectual Roots

It will come as a surprise to many people that the intellectual origins of supply-side economics can be traced to a 14th century
Muslim philosopher named Ibn Khaldun. In his masterwork, The Mugaddimah, he wrote about the rise and fall of empires. He
argued that high taxes were often a factor in causing empires to collapse, with the result that lower revenue was collected from
high rates.” As Khaldun wrote:

It should be known that at the beginning of the dynasty, taxation yields a large revenue from small assessments.
At the end of the dynasty, taxation yields a small revenue from large assessments (Khaldun 1958: 2: 89).

It may seem implausible that this ancient philosopher could have exercised any direct influence on 1970s American
policymakers. However, there is a paper trail. In 1971, the Journal of Political Economy published an article about Khaldun by
Jean David Boulakia, which quoted the passage above.® Robert Mundell had been editor of the JPE until just before this article
appeared and was responsible for accepting it for publication.7 On September 29, 1978, the Wall Street Journal published a
long passage from The Mugaddimah. It was probably this excerpt that caught Ronald Reagan's eye. He referred to Khaldun by
name during an October 1, 1981, press conference (Reagan 1982b: 871).

Another unlikely influence was Jonathan Swift, the famous satirist and author of Gulliver's Travels. In a 1728 article, he noted
the negative effect of high tariff rates on government revenue (Swift 1964). His catchy phrase, "in the business of heavy
impositions, two and two never make more than one," influenced many 18th century thinkers regarding the deleterious effect of
tax rates on revenue, including David Hume, Adam Smith and Alexander Hamilton (Bartlett 1992).

These 18th century thinkers unquestionably were influential in the development of supply-side economics. Supply-siders often
drew parallels between their views on tax cutting and those of the Founding Fathers.?

Smith's work, in particular, was well known to all supply-siders, as well as to the Founding Fathers. The following quote from
The Wealth of Nations is especially apt: "High taxes, sometimes by diminishing the consumption of the taxed commaodities, and
sometimes by encouraging smuggling, frequently afford a smaller revenue to the government than what might be drawn from
more moderate taxes" (Smith 1937: 835).

The Founding Fathers also found inspiration in the work of political philosopher Montesquieu, who wrote in The Spirit of the
Laws (1748): "Liberty produces excessive taxes; the effect of excessive taxes is slavery; and slavery produces a diminution of
tribute" (Montesquieu 1949: 216).

“Niskanen (1988: 19). See also Anderson (1988: 140-63), Muris (2000) and Roberts (1992). Congressional Budget Office (1981: 47) shows revenue loss
estimates virtually identical to the Reagan Administration's.

5For example, the fall of Rome is often blamed on excessive taxes. See Bartlett (1994a), Bernardi (1970), and Jones (1959). Wilson (1939, 1969) argued that
high taxes were a key factor in the economic decline of The Netherlands.

6Other articles referring to Khaldun's tax theories include Roy Adams (1981), Andic and Andic (1985), Andic (1965), Haddad (1977), Nagarajan (1982), Oweiss
(1988), and Spengler (1964).

"In private correspondence, Mundell tells me that he was familiar with Khaldun before seeing the Boulakia manuscript because he and Khaldun were born
exactly 600 years apart.

8James Adams (1981, 1984), and Keleher (1979, 1982a, 1982b).
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Another influence on supply-siders was 19th century economist Jean-Baptiste Say. In my 1981 book, Reaganomics, the first
chapter begins, "In many respects, supply-side economics is nothing more than.... Say’s law of markets rediscovered," a view
echoed by George Gilder (1981: 40). By this | meant that Say had placed supply above demand in importance to the economy.
Aggregate demand can be stimulated easily by printing money. Calling forth additional work and production is much harder.
Hence, economic policy should be more concerned with the production of goods and services than with the stimulation of
demand. As Say put it:

The encouragement of mere consumption is no benefit to commerce; for the difficulty lies in supplying the
means, not in stimulating the desire of consumption.... It is the aim of good government to stimulate production,
of bad government to encourage consumption (Say 1834: 143).

John Stuart Mill made much the same point (Mill 1874: 49). In Reaganomics, | quoted both Say and Mill, and cited Thomas
Sowell's 1972 book as well. But | was also aware of W.H. Hutt's 1974 book and other works rehabilitating Say's Law.’
Needless to say, Say's concern with incentives for production led him easily into the idea that high taxes can reduce revenue by
stifling output. As he wrote:

Taxation, pushed to the extreme, has the lamentable effect of impoverishing the individual, without enriching the
state.... The diminution of demand must be followed by diminution of the supply of production; and,
consequently, of the articles liable to taxation. Thus, the taxpayer is abridged of his enjoyments, the producer of
his profits, and the public exchequer of its receipts.... This is the reason why a tax is not productive to the public
exchequer, in proportion to its ratio; and why it has become a sort of apophthegm, that two and two do not make
four in the arithmetic of finance. Excessive taxation...extinguishes both production and consumption, and the
taxpayer into the bargain (Say 1834: 453-54).

Interestingly, one of the clearest statements of the Laffer Curve ever made was from the famous American statesman John C.
Calhoun. While serving in the U.S. Senate in 1842, he made the following observation about the revenue effects of tariffs:

On all articles on which duties can be imposed, there is a point in the rate of duties which may be called the
maximum point of revenue—that is, a point at which the greatest amount of revenue would be raised. If it be
elevated above that, the importation of the article would fall off more rapidly than the duty would be raised; and,
if depressed below it, the reverse effect would follow: that is, the duty would decrease more rapidly than the
importation would increase. If the duty be raised above that point, it is manifest that all the intermediate space
between the maximum point and that to which it may be raised, would be purely protective, and not at all for
revenue....[Alny given amount of duty, other than the maximum, may be collected on any article, by two distinct
rates of duty—the one above the maximum point, and the other below it (Calhoun 1842: 772).10

In the 20th century, a number of economists wrote about the limits of taxation from the point of view of revenues. An early
contribution was by Edwin Cannan, who posited a version of the Laffer Curve by pointing out that a 100 percent tax rate would
raise zero revenue (Cannan 1901). In the 1930s, no less a personage than John Maynard Keynes argued that lower tax rates
can sometimes increase government revenue. As he wrote in The Means to Prosperity (1933):

Nor should the argument seem strange that taxation may be so high as to defeat its object, and that, given
sufficient time to gather the fruits, a reduction of taxation will run a better chance than an increase of balancing
the budget. For to take the opposite view today is to resemble a manufacturer who, running at a loss, decides
to raise his price, and when his declining sales increase the loss, wrapping himself in the rectitude of plain
arithmetic, decides that prudence requires him to raise the price still more—and who, when at last his account is
balanced with nought on both sides, is still found righteously declaring that it would have been the act of a
gambler to reduce price when you were already making a loss (Keynes 1972: 338).

During World War Il, there was much discussion of the limits of taxation, focusing mainly on labor supply.11 In the postwar era,
Colin Clark (1945) argued that excessive taxes become inflationary above 25 percent of GNP.* In Human Action (1949),
Austrian economist Ludwig von Mises pointed out that high taxes can be self-defeating in terms of revenue:

The true crux of the taxation issue is to be seen in the paradox that the more taxes increase, the more they
undermine the market economy and concomitantly the system of taxation itself.... Every specific tax, as well as
a nation's whole tax system, becomes self-defeating above a certain height of rates (Mises 1949: 734).

9See Baumol (1977), Clower & Leijonhufvud (1973), and Skinner (1967).
19/ am indebted to Kurt Schuler for calling this quote to my attention.
HSee, for example, Bronfenbrenner (1942), Kuznets (1942), Paish (1941), and Shoup (1943).

12Keynes agreed that "25 percent taxation is about the limit of what is easily borne" (Clark 1977: 23).
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In 1960, political scientist C. Northcote Parkinson, famous for his "law" about work expanding to fill the time for its completion,
put forth a second law about expenditures rising to meet income. In The Law and the Profits, he suggested that there were
diminishing returns once taxes reached 20 percent of national income (Parkinson 1960: 95).

Contemporary academic economists also noted the disincentive effects of high tax rates on government revenue. For example,
in a 1973 article, Richard B. McKenzie wrote:

The main purpose of this paper is to demonstrate that not only may statutory and effective rates differ, but that it
is distinctly possible on theoretical grounds that statutory rate increases may result in lower tax collections for
some groups (i.e., lower effective rates). Furthermore, | submit that this perverse effect is most likely to occur
among the rich, and it may even occur when work incentives are unaffected (McKenzie 1973: 20).

In short, the ground was well plowed long before the first supply-sider showed up, making the case that excessive tax rates can
lose government revenue and that, conversely, lower rates can, under certain conditions, raise revenue.

Historical Roots

It was not just theoretical discussions about lower tax rates raising revenues that influenced supply-side thinking. We were also
aware of actual experience, most especially in the U.S. during the 1920s and 1960s (Wanniski 1976a, 1976b). Herb Stein's
Fiscal Revolution in America (1969) was an invaluable resource on the history of these episodes. Indeed, Wanniski has said
that Stein's discussion on pp. 9-10, regarding the belief by politicians in the 1920s that lower tax rates might raise revenue, was
the first he ever heard of this idea. We were also aware of evidence at the state and local level and in foreign countries.

The federal income tax came into being permanently in 1913 with a top statutory rate of just 7 percent. However, due to the
extraordinary revenue demands of World War |, tax rates were sharply increased. By war's end, the top rate had risen to 77
percent.

Although Republican presidents of the 1920s got most of the credit for reducing wartime tax rates, the initiative actually began in
Democrat Woodrow Wilson's Administration (Murray 1978). Indeed, in his 1919 State of the Union Address, President Wilson
used supply-side arguments to urge tax rate reduction. As he said:

The Congress might well consider whether the higher rates of income and profits taxes can in peace times be
effectively productive of revenue, and whether they may not, on the contrary, be destructive of business activity
and productive of waste and inefficiency. There is a point at which in peace times high rates of income and
profits taxes discourage energy, remove the incentive to new enterprise, encourage extravagant expenditures
and produce industrial stagnation with consequent unemployment and other attendant evils (Wilson 1919: 53).

Treasury Secretary Andrew Mellon, who served continuously through the administrations of Warren G. Harding, Calvin Coolidge
and most of Herbert Hoover, spearheaded the tax reduction effort.? By 1929, he managed to get the top statutory rate down to
just 24 percent. In his book, Taxation: The People's Business (1924), Mellon made plain his belief that high tax rates on the
wealthy lowered government revenue and that lower rates would raise revenue. As he put it:

The history of taxation shows that taxes which are inherently excessive are not paid. The high rates inevitably
put pressure upon the taxpayer to withdraw his capital from productive business and invest it in tax-exempt
securities or to find other lawful methods of avoiding the realization of taxable income. The result is that the
sources of taxation are drying up; wealth is failing to carry its share of the tax burden; and capital is being
diverted into channels which yield neither revenue to the Government nor profit to the people (Mellon 1924: 13).

The evidence strongly indicates that the tax cuts of the 1920s did indeed raise revenue among those most affected by the rate
reductions. Historian Benjamin Rader concluded, "Despite sharply reduced tax rates for upper income groups...the wealthy paid
a larger share of the federal tax burden at the end of the decade than at the beginning" (Rader 1971: 434).14 The latest study
confirms this conclusion:

Though the marginal tax rates were cut much more for the highest income taxpayers, the effective burden of
taxation shifted away from the lower-income taxpayers toward the higher-income taxpayers. The resulting
decline in tax avoidance, in conjunction with economic growth, led to some increase in personal income tax
receipts despite the huge tax cuts from 1921 through 1926. Thus, the tax rate cuts worked much as Mellon and
other early “supply-side” supporters had argued that they would (Smiley & Keehn 1995: 302).

BThe Treasury Secretary's annual reports throughout this period strongly stressed supply-side arguments for tax reduction.

4see also Ekelund & Thomton (1986), Gwartney & Stroup (1982), and Rudney (1976). For a contrary view, see Keller (1982, 1984).
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Of greater relevance to the supply-siders was the experience of the Kennedy tax cut. Jack Kemp was already drawing parallels
to his early tax proposals, such as the business-oriented Jobs Creation Act, and Kennedy's when | joined his staff. Norman
Ture was an important link to the Kennedy experience because he worked for Wilbur Mills, chairman of the House Ways and
Means Committee, during the time of the Kennedy tax cut.'®

In August 1976, Kemp received data from the Congressional Research Service on the estimated revenue loss from the Kennedy
tax cut.'® By comparing these revenue loss figures with actual revenue increases from the 1960s, Kemp concluded that the
Kennedy tax cut increased federal revenue.

Kemp's point was more of an assertion than hard evidence, since he had no data on what aggregate revenues were expected to
be in the absence of the Kennedy tax cut. Interestingly, however, Walter Heller, chairman of the Council of Economic Advisers
under Kennedy, soon made the case for him. In testimony before the Joint Economic Committee on February 7, 1977, he was
asked by Senator Jacob Javits (R-NY) to comment on Kemp's analysis of the CRS memo. | was in the hearing room when
Heller gave this response:

What happened to the tax cut in 1965 is difficult to pin down, but insofar as we are able to isolate it, it did seem
to have a tremendously stimulative effect, a multiplied effect on the economy. It was the major factor that led to
our running a $3 billion surplus by the middle of 1965, before escalation in Vietham struck us. It was a $12
billion tax cut, which would be about $33 or $34 billion in today's terms. And within 1 year the revenues into the
Federal Treasury were already above what they had been before the tax cut.... Did it pay for itself in increased
revenues? | think the evidence is very strong that it did (Heller 1977: 161).

Heller was later embarrassed to have provided the supply-siders with the proof they lacked and tried to take it back (Heller
1980). But as a witness to the event, there is no reason to think he was not stating a sincere belief. Indeed, a review of
statements by Kennedy, his advisers and supporters at the time clearly indicates their expectation that the tax cut would in fact
raise federal revenue.’ Kennedy said in his Economic Club of New York speech on December 14, 1962:

It is a paradoxical truth that tax rates are too high today and revenues are too low, and the soundest way to
raise the revenues in the long run is to cut the rates now (Kennedy 1963: 869).

During floor debate on September 24, 1963, Wilbur Mills, manager of the Kennedy tax cut in the House of Representatives,
said, "There is no doubt in my mind that this tax reduction bill, in and of itself, can bring about an increase in the gross national
product of approximately $50 billion in the next few years. If it does, these lower rates of taxation will bring in at least $12 billion
in additional revenue" (Mills 1963: 17907).18 Contemporary analyses by the Council of Economic Advisers (1965: 65-66),
Lawrence Klein (1969), and Arthur Okun (1968) suggest that Mills was definitely in the ballpark with his estimate.

Once the impact of the Kennedy tax cut became a political issue in the late 1970s, further analyses were undertaken. Data
Resources, Inc. (DRI) and Wharton Econometric Forecasting Associates were contracted to study the impact of the Kennedy tax
cut (House Budget Committee and Joint Economic Committee 1978). After reviewing these studies, the Congressional Budget
Office drew the following conclusion:

The effect of the 1964 tax cut on the federal deficit has been a matter of controversy.... The direct effect of the
tax cut was to reduce revenues by some $12 billion (annual rate) after the initial buildup. The increase in output
and later in prices produced by the tax cut, according to the models, recaptured $3 to $9 billion of this revenue
at the end of two years. The result was a net increase in the federal deficit of only about 25 to 75 percent of the
full $12 billion (Congressional Budget Office 1978b: 25).

Thus, while the Kennedy tax cut may not have paid for itself immediately, there is overwhelming evidence that the federal
government did not lose nearly as much revenue as it expected, owing to the expansionary effect of the tax cut on the
economy.19 Consequently, Ronald Reagan was really not too far off when he asserted that the Kennedy tax cut paid for itself
(Reagan 1982b: 871).

15Ture worked on the Joint Economic Committee, of which Mills was also a member, and functioned as Mills' staff economist.
16The memo is reprinted in Bartlett (1982b: 226-227).

17Some liberal supporters of the Kennedy tax cut even used Mellon's arguments to tease Republican opponents (Swanson 1963). On the other hand, some
liberals, like John Kenneth Galbraith, opposed the Kennedy tax cut precisely because it was too Republican for their taste (Galbraith 1965).

18t should be noted that Kennedy's official revenue estimates, like Reagan's, all showed significant revenue losses (Fowler 1967).

19(:anto, Joines & Webb (1983) come closest to proving that the Kennedy tax cut paid for itself by including higher revenues that accrued to state and local
governments with those obtained by the federal government.
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The real importance of the feedback argument has to do with how much additional federal borrowing is necessitated by tax cuts.
If it leads to higher real interest rates, it is plausible to argue that they could offset much of the beneficial impact of tax cuts on
growth. However, in this respect, it is also important to know whether a tax cut increased private saving. If saving expands, it is
reasonable to include this in revenue feedback estimates.

In a 1981 article, Paul Evans argued that the Kennedy tax cut raised saving by more than the total amount of the tax cut. That
is, households saved more than 100 percent of the tax cut. Therefore, one can conclude that the Kennedy tax cut did not put
any upward pressure on interest rates due to an increase the federal budget deficit. Supply-siders often made this point with
regard to the Reagan tax cut when questions were raised about its impact on federal borrowing and interest rates (Roberts
1981, Michael Evans 1981).%

The experience with taxes at the federal level was confirmed by that at the state and local level, where relatively easy
opportunities for moving to other jurisdictions magnified the economic impact of tax changes. Grieson (1980), for example,
concluded that Philadelphia's income tax was so high that it was reducing city revenues below what lower rates would have
brought in.?*

It should be noted that supply-siders were well aware of the effects of tax reduction efforts in other countries, especially
Germany and Japan, as well as the negative effects of high taxes in countries like Britain and Sweden (Bartlett 1982b: 182-203;
Reynolds 1985). There is strong evidence that multiple tax reductions played a key role in the rapid recovery of Germany and
Japan after the war, and that tax revenues rose steadily in both countries.?? There is also evidence that high taxes hampered
growth in Britain and Sweden.? Interestingly, when Britain cut tax rates after the election of Margaret Thatcher in 1979, there
was a sharp increase in the share of taxes paid by the wealthy.?*

Keynesian Breakdown

The rise of supply-side economics cannot be understood outside the intellectual climate of the time in which it originated. A
critical factor was the breakdown of the Keynesian consensus. Since World War Il, the economics profession and economic
policymaking in Washington had been dominated by Keynesian theories, which viewed federal budget deficits as stimulative and
monetary policy as largely irrelevant. Inflation was not considered a serious problem in the Keynesian model, because it could
not arise as long as there was significant unused capacity.

Thus, the 1974-75 recession presented something of a crisis for the Keynesians. The federal budget deficit was huge, but
appeared to have no stimulative effect. Inflation was shooting through the roof, but so was unemployment (i.e., unused
capacity). Increasing the deficit to lower unemployment was not viable, nor was cutting the deficit to lower inflation. The
Keynesians were, so to speak, "between a rock and a hard place." The result was that economic policy effectively was
impotent.

By the late 1970s, it was common to hear policymakers complain that the Keynesian model offered them no way out of the
problem of rising inflation and unemployment. For years, they had been led to believe that there was a conceptually simple
trade-off between the two—more of one would cure the other. All politicians had to do was figure out which way the political
winds were blowing; tightening monetary and fiscal policy when inflation was the bigger political/leconomic problem, and
loosening when unemployment rose to politically intolerable levels. This relationship was codified in the Phillips Curve.®

Although there are no references to anything like the Phillips Curve in Keynes' writings, since he was primarily concerned with
deflation rather than inflation, it gradually became a central feature of Keynesian economics in the postwar era.’® Thus the
obvious failure of the Phillips Curve became a deathblow to Keynesian economics. By 1976, even a Labour government in the
land of his birth explicitly rejected Keynes as a useful guide to current economic problems. That year, British Prime Minister
James Callaghan had this to say to his fellow Labourites:

20Boskin (1978) had suggested that the saving elasticity was high.
ZLsee also Gruenstein (1980), and Inman (1992).
20on Germany, see Hauser (1966), Reuss (1963), and Wertheimer (1957). On Japan, see Pechman & Kaizuka (1976).

Z0n Britain, see Bacon & Eltis (1978), Beenstock (1979) and Smith (1975). On Sweden, see Blomquist & Hansson-Brusewitz (1990), Hansson & Stuart (1985),
Strand (1999), and Stuart (1981).

24According to Adam & Kaplan (2002), the top 1 percent of income taxpayers increased their share of total income taxes from 11 percent in 1978 to 23 percent in
2002. The top 10 percent of taxpayers increased their share from 35 percent to 52 percent over the same period.

25Phillips (1958) is credited with identifying the relationship empirically, although Fisher (1926) had anticipated it.
%5ee Hicks (1955), Phelps (1967), and Samuelson & Solow (1960).
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We used to think that you could just spend your way out of a recession and increase employment by cutting
taxes and raising government spending. | tell you, in all candor, that that option no longer exists and that it only
worked on each occasion since the war by injecting bigger doses of inflation into the economy, followed by
higher levels of unemployment, as the next step.?’

In terms of economic theory, the monetarists, led by Milton Friedman, did the heavy lifting in discrediting the Keynesian model
(Johnson 1971). When the 1976 Nobel Prize in economics was awarded to Friedman, in large part for his work attacking some
of the central tenets of Keynesian economics, it was widely interpreted as a repudiation of Keynesian economics by the
economics profession (Malabre 1977, Ruby 1977). Friedman used the opportunity of his Nobel lecture to pound nails into the
coffin of the Phillips Curve (Friedman 1977).

The burgeoning Public Choice school also had a role in burying Keynes. In Democracy in Deficit: The Political Legacy of Lord
Keynes (1977), James Buchanan and Richard Wagner accused Keynesians of responsibility for the vast postwar growth of
government, by removing the stigma of budget deficits. Deficits, they argued, created a fiscal illusion, fooling voters into thinking
they could get more from government at no additional cost in terms of taxes. In a review of their book, however, Roberts (1978b)
noted that in the long-run deficits usually lead to higher taxes, which often erode the tax base and result in still larger deficits.?®

The Rational Expectations school played a part as well in undermining the foundations of Keynesian economics. From the point
of view of supply-siders, a key element of their critique related to econometric models (Lucas 1976; Lucas & Sargent 1979).
These models were often used to evaluate public policies and almost universally had Keynesian underpinnings. This tended to
bias public policy in favor of Keynesian policies, even after they were generally discredited (Evans 1980a, 1980b).

The most important area in which this mattered was for revenue estimating. This issue was especially a problem after
enactment of the Budget Act of 1974, because no tax bill could even be considered in Congress unless there was provision for it
in the annual budget resolution. This meant that Congress needed to know in advance the precise revenue loss expected from
a tax cut before it could be voted upon. Although revenue estimates had been done for many years previously, they had never
been an essential requirement for consideration of tax legislation.

Historically, revenue estimates for Congress have been done by the Joint Committee on Taxation, which has existed since the
1920s, although Treasury estimates were often used. These estimates were usually done by accountants for perhaps one or
two years out. But by the 1970s, economists had replaced the accountants, and computers started to be used in lieu of adding
machines. Moreover, the Budget Act required 5-year revenue estimates, which increased the need for economic forecasts upon
which to base such estimates. The Congressional Budget Office was created to provide the macroeconomic forecasts upon
which the JCT based its revenue estimates.

Thus CBO's estimate of the macroeconomic effect of tax changes became critically important in determining their net revenue
impact. Such estimates were based upon commercial econometric models, such as those of DRI, Wharton and Chase
Econometrics. However, as noted, these models were largely based on Keynesian assumptions. This tended to make the
budgetary cost of tax cuts high relative to equivalent government spending programs, and biased the legislative process in favor
of temporary tax cuts designed to stimulate consumption against supply-side tax cuts, such as marginal tax rate reductions.

An example of how this worked in practice can be seen in one of the CBO's earliest studies, which looked at various fiscal
options for reducing unemployment (Congressional Budget Office 1975: 69). Because of the Keynesian underpinnings of the
models used to evaluate these alternatives—spending drives growth in the Keynesian model, while saving is a drag on it—
increased government spending appeared preferable to tax cuts. Direct spending created more jobs per $1 billion increase in
the deficit than tax cuts, because all of the former was assumed to be spent while some of the latter was saved. In political
terms, therefore, supply-side tax cuts were at a disadvantage compared with Keynesian-style public service jobs programs.
Permanent tax rate reductions were also deemed more costly and less effective than temporary tax rebates.”

Paul Craig Roberts (1978a) was among the first supply-siders to recognize that the breakdown of the Keynesian system and the
creation of a new congressional budget process created an opportunity to promote the supply-side approach to fiscal policy.
Given the constraints of the econometric models and the budget process, it suddenly became very important to be able to show
that certain types of tax cuts did not increase the deficit as much as direct spending programs.

27Callaghan (1976). Shortly thereafter, German Chancellor Helmut Schmidt of the liberal Social Democratic Party, also rejected Keynes, saying, "The time for
Keynesian ideas is past, because the problem of the world today is inflation" (Silk 1977).

ZRoberts posited a version of the Laffer Curve on page 611 of this review, showing that an increase of government rules, by which he meant the size of
government, lowered GNP and, presumably, government revenue. A similar figure appeared in Roberts (1971: 54). In a personal note to me about the
latter, he explicitly drew a parallel to the Laffer Curve.

The Tax Reduction Act of 1975 gave taxpayers up to a $200 rebate to stimulate demand. Subsequent research, however, found that aimost all of it was saved
in the short run, and thus provided no stimulus to demand, exactly as Friedman (1957) predicted. See Blinder (1981), and Modigliani & Steindel (1977).
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Traditional tax-writers, such as Senator Russell Long (D-LA), chairman of the Senate Finance Committee, now found
themselves at a disadvantage relative to the appropriators. The CBO gave spending programs the benefit of a Keynesian
multiplier in calculating their economic effects. But tax cuts were calculated by the JCT on a static basis, as if they had no
macroeconomic impact whatsoever. Long was no supply-sider, but he had been around a long time and seen a lot of tax
changes and their effects at close hand. His experience told him that there was something to the supply-side argument that tax
cuts would not lose as much revenue as static forecasts said they would. During a 1977 hearing, he had this to say:

Revenue estimates have a way of being very, very far off base because of the failure to anticipate everything
that happens.... Now, when we put the investment tax credit on, we estimated that we were going to lose about
$5 billion.... Instead of losing money, revenues went up in corporate income tax collections. Then we thought it
was overheating the economy. We repealed it. We thought that the government would take in more money.
But instead of making $5 billion, we lost $5 billion. Then, after a while, we thought we made a mistake, so we
put it back on again. Instead of losing us money, it made us money. Then, after a while, we repealed it again
and it did just exactly the opposite from what it was estimated to do again by about the same amount. It seems
to me, if we take all factors into account, we wind up with the conclusion that taking the investment tax credit
alone and looking at it by itself, it is not costing us any money. Because the impression | gain from it is that it
stimulates the economy to the extent, and brings about additional investment to the extent, that it makes us
money rather than loses us money.*°

Long responded by commissioning Michael K. Evans, an experienced econometric modeler, to build a supply-side model for the
Senate Finance Committee (Cameron 1978, Cowan 1980). However, by the time Evans finished his work, control of the
committee had shifted to the Republicans, and Senator Bob Dole (R-KS) was now chairman. Bob Lighthizer, his chief of staff,
told me personally that he had no interest in the project, because it originated on the Democrats' watch. When | asked Evans
himself what happened to the model, he wrote to say that he made one copy, sent it to the Finance Committee in fulfillment of
his contract, and had no other copies.**

Another failed effort to build a supply-side model, financed by the American Council for Capital Formation in 1978, appears to
have been the victim of a business dispute between the economists hired to do the work, Arthur Laffer and David Ranson.
Norman Ture's model was sold to the accounting firm of Coopers & Lybrand when he joined the Treasury Department in 1981.
Unfortunately, Ture was dogged by ethical questions about the sale after Treasury gave the company a contract to revise and
update the model (Gerth 1981a, 1981b). By the time the revisions were completed, Ture had left the Treasury and it appears
that neither it nor Coopers & Lybrand made any use of it (Pierson 1983).

Capital Gains and the Tax Revolt

In the midst of these developments, an important legislative fight took place that highlighted both the weakness of the Keynesian
approach to fiscal policy and the failure of standard revenue-estimating methods to account for the supply-side effects of tax
changes. It involved a cut in the long-term capital gains tax rate. Almost simultaneously, a huge political battle arose in
California over Proposition 13, a voter initiative to cut property taxes. Its successful enactment on June 6, 1978, overwhelmingly
demonstrated the potency of the so-called tax revolt, which dramatically altered the political dynamics for tax legislation in
Washington.

The roots of the capital gains controversy dated back to 1969, when the maximum long-term tax rate was increased from 25
percent to 35 percent. On April 13, 1978, Congressman William Steiger (R-WI) introduced legislation to reduce the top rate
back to 25 percent. The ensuing debate was extremely important to the development of supply-side economics for two reasons.
First, a number of respected economists, such as Martin Feldstein, argued vigorously that a cut in the capital gains tax rate
would almost immediately recoup the static revenue loss through a combination of unlocking and increased investment.

Second, the obvious expansionary potential of a capital gains tax cut clearly illustrated the supply-side argument that tax rate
cuts could be stimulative, by increasing incentives, without any Keynesian impact on disposable income. Thus the 1978 capital
gains debate was seminal in the development and acceptance of supply-side theories by mainstream economists (Feldstein
1994a: 14).

Of course, the idea that cutting the capital gains tax might not reduce federal revenue was not a new one. Hinrichs (1963: 228)
had concluded that "investors' elasticity to capital gains rate changes may exceed unity, thus allowing rate cuts without impairing
Treasury revenues." Also, it had been long recognized that capital gains are a unique form of income, because taxpayers have
the freedom to decide when and whether to realize gains for tax purposes. When rates are high they encourage a lock-in effect

30Long (1977: 242). Interestingly, Judd (1987) later confirmed Long's casual observation that the Investment Tax Credit probably paid for itself.

3IMichael K. Evans to Bruce R. Bartlett, 21 May 1981, in possession of the author. Of course, Evans was being totally disingenuous. He knew perfectly well that
because the Finance Committee had no further interest in his work, he was free to do what he wanted with it, and had no intention of giving it away for free.
Much of the research, however, ended up in Evans (1983).
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that reduces revenues, as investors hold on to potentially taxable gains (Holt & Shelton 1962). Therefore, a rate reduction may
result in a rapid unlocking effect that could cause revenue to rise quickly.

Feldstein was outspoken in his conviction that the Steiger bill would actually increase federal revenue almost immediately, and
testified before Congress to that effect (Feldstein 1978a, 1978b). The basis of his testimony was a paper that circulated on
Capitol Hill as a National Bureau of Economic Research working paper in June 1978 (Feldstein, Slemrod & Yitzhaki 1980).

Other prominent economists also forecasting higher revenues from the Steiger bill included Gary Ciminero of Merrill Lynch
Economics (Ciminero 1978), and Michael Evans, then head of Chase Econometrics (Evans 1978b). Although the Joint
Committee on Taxation officially continued to estimate the Steiger bill as a revenue-loser, after it was enacted into law in 1978
the JCT conceded that it probably would raise revenue (Joint Committee on Taxation 1979: 252). Subsequent analysis confirms
this judgment.*?

In the midst of the capital gains debate, an equally important political debate was taking place in California that also had
important implications for supply-side economics. It showed there was real political power behind the idea of cutting taxes, and
that it was not just an "inside the beltway" issue. Proposition 13 also helped unite the supply-siders with more traditional
elements of the Republican Party on fiscal policy.

In the 1950s and 1960s, the roles of the major parties switched on taxes. Under Dwight Eisenhower, the Republican Party,
which had been the tax cutting party from the 1920s through the 1940s, became the party of "fiscal responsibility.” The
balanced budget became the sine qua non of Republican fiscal policy. At the same time, under John F. Kennedy, the
Democratic Party, which had been the party of high taxes, became the spearhead for tax rate reductions.

Republicans in Congress mostly opposed the Kennedy tax cut. Republican President Richard Nixon raised taxes to balance the
budget in 1969, and Republican President Gerald Ford torpedoed every effort to cut tax rates on his watch because it would
increase the deficit. Even Ronald Reagan raised taxes as Governor of California in order to balance the budget (Adams 1977).
It was only due to the defeat of Ford in 1976 and massive Republican losses in Congress in 1974 and 1976 that the party once
again became receptive to tax cutting.

Still, there was resistance among both Republican politicians and conservative economists to cutting taxes without
simultaneously cutting spending.33 It was often said that the "true” burden of government is what it spends, not what it taxes.
Hence, tax cuts without spending cuts do nothing to reduce the burden of government and thus cannot be expected to have any
stimulative effect, in the view of conservatives.>* Supply-siders also saw spending as burdensome, but believed that the excess
burden of taxation—the output that is discouraged over and above the tax take—was greatly underestimated in the conservative
fiscal model.

Geoffrey Brennan and James Buchanan (1977, 1979, 1980) addressed the spending problem by arguing that the political
dynamics in a democracy make it extremely difficult, if not impossible, to cut spending without tax cuts. Tax increases simply
fueled additional spending, while tax cuts put pressure on legislatures to cut spending. Therefore, the best way to limit the size
of government is by denying it revenue to spend.*

Proposition 13 showed dramatically that voters instinctively believed that cutting taxes unilaterally was an effective way of
cutting government waste (Clymer 1978). Subsequent analysis shows that they were largely correct. Proposition 13 led to no
significant reduction in vital government services, contrary to predictions of its opponents, but did limit spending grow’[h.36
Indeed, Proposition 13 did almost nothing to reduce the size of government in California (Shapiro & Sonstelie 1982).

After Proposition 13, there was a noticeable change in tone among previous Republican critics of big federal tax cuts. They
began trying to rationalize tax cuts within a traditional fiscal responsibility framework. Herb Stein, for example, explicitly rejected
any significant growth effects from tax rate reductions, but supported them anyway because taxes were too high and politicians
were unresponsive to voter concerns about continually rising taxes and spending (Stein 1978). Conservative columnist George
Will (1978), citing Alan Greenspan, made much the same point. Irving Kristol explained the changing attitude among
conservatives this way:

32See Lindsey (1987a), and U.S. Treasury Department (1985). Indeed, the Treasury eventually changed its revenue-scoring methodology to show that capital
gains tax cuts can raise revenue (Gideon 1990).

33Libertarians also opposed tax rate reductions, but because they feared that it really would lead to an increase in revenue, and were opposed to any increase in
federal tax collections even if they resulted from lower tax rates. See Bartlett (1982a).

34 A forceful statement of this view can be found in Federal Reserve Bank of Minneapolis (1980). See also Christ & Walters (1981).
%5see also Marlow & Orzechowski (1988).

% Franchetti (1983), Lipson (1980), and Rabushka & Ryan (1982).
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They have learned the lesson of Proposition 13, which is that tax cuts are a prerequisite for cuts in government
spending. The politics of the budgetary process is such that a cut in any particular program will provoke intense
opposition from a minority, and only indifference from the majority. In such a case, it is unreasonable to expect
politicians to pay the high political costs involved. They can only cut when they are seen to have no alternative
(Kristol 1978).

Milton Friedman made the point succinctly in one of his Newsweek columns. "l have concluded that the only effective way to
restrain government spending is by limiting government's explicit tax revenue—just as a limited income is the only effective
restraint on any individual's or family's spending" (Friedman 1978a).

The point is that the supply-siders were not just counting on revenue reflows to avoid the growth of budget deficits if their
proposed tax cuts were enacted into law. They were well aware that tax cuts would set in motion political forces leading to
spending cuts. They did not set forth their own proposals for such cuts because they understood that their critics would focus on
them to the exclusion of all else. Instead, they adopted the Proposition 13 model of putting the burden on those who were
concerned about deficits to find ways of reducing expenditures.

In short, contrary to the Moynihan/Stockman view, the idea that supply-siders thought spending cuts were unnecessary for
budget balance is untrue. They just thought balancing the budget was not an especially important goal, although limiting the
size of government was.*” However, spending would only be cut if taxes were cut first. Ronald Reagan made the point explicitly
in a nationally televised address early in his presidency:

There were always those who told us that taxes couldn't be cut until spending was reduced. Well, you know, we
can lecture our children about extravagance until we run out of voice and breath. Or we can cure their
extravagance by simply reducing their allowance (Reagan 1982a: 81).

Academic research suggests that the Reagan approach was the right one. Alesina and Perotti (1995: 228) report that direct
taxes are often cut during successful fiscal adjustment programs. Becker, Lazear and Murphy (2003) argue that to the extent
tax cuts force spending cuts, their positive economic impact is multiplied. Moreover, tax increases seldom improve fiscal
baIances.gBThis is consistent with research showing that higher taxes generally lead to higher spending, rather than deficit
reduction.

Mundell, Laffer and the JEC

Certainly the two best-known academic economists involved in the origins of supply-side economics were Robert Mundell,
winner of the 1999 Nobel Prize in economics for his work on international economics, and Arthur Laffer, famed as originator of
the "Laffer Curve." In the critical developmental stage of supply-side economics, the Joint Economic Committee of Congress
became a powerful institutional supporter.

Both Laffer and Mundell came to supply-side economics primarily through their interest in international monetary policy. They,
like all economists from the 1970s, were deeply concerned about the problem of "stagflation"—rising inflation and slow growth.
Laffer and Mundell, however, saw the roots of stagflation as arising from final abandonment of the gold standard in 1971. In
their view, once the gold link to the dollar was broken, there was no longer any effective brake on government's ability to inflate
at will.

Inflation then interacted with the tax system to sharply raise marginal tax rates. Workers receiving pay increases were pushed
up into higher tax brackets, even though they might not have received any real increase in purchasing power; corporations
found that depreciation allowances based on historical cost were inadequate to replace old equipment, while taxes were
assessed on illusory inventory profits; and investors found that much of their capital gains simply represented inflation, but were
taxed as if they were real.*

Therefore, a two-prong strategy was needed to end stagflation, Laffer and Mundell said. First, money growth needed to be
sharply tightened, preferably by targeting the price of gold and reestablishing a de facto gold standard. Second, tax rates
needed to be cut in order to restore incentives and increase the demand for money. Mundell first spelled out this tight-money-
and-tax-cuts policy mix in a 1971 paper published by Princeton's International Finance Section:

37Bartlett (1979), Ture (1980, 1982). Milton Friedman emphasized this point often. See Friedman (1978a, 1978b, 1981, 2003).
38Ahiakpor & Amirkhalkhali (1989), Blackley (1986), Joulfaian & Mookerjee (1990), and Manage & Marlow (1986).

390n inflation and the individual income tax, see Aaron (1976); Advisory Commission on Intergovernmental Relations (1980); Congressional Budget Office
(1980); Fellner, Clarkson & Moore (1975); and Furstenberg (1975). On capital gains, see Eisner (1980) and Feldstein & Slemrod (1978). On corporations, see
Fabricant (1978), Gonedes (1980), and Shoven & Bulow (1975, 1976).
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Monetary expansion stimulates nominal money demand for goods, but, without rigidities or illusions to bite on, it
does not lead to real expansion. But growth of real output raises real money demand and thus abets the
absorption of real monetary expansion into the economy without inflation. Tax reduction increases employment
and growth and this raises the demand for money and hence enables the Federal Reserve to supply additional
real money balances to the economy without causing sagging interest rates associated with conditions of loose
money. Monetary acceleration is inflationary, but tax reduction is expansionary when there is unemployment
(Mundell 1971: 24-25).

At this time, Mundell was at the University of Chicago, where Laffer was teaching in the business school. Their mutual interest
in international monetary issues brought them together and Laffer absorbed Mundell's ideas.”” In 1974, Laffer organized a
conference sponsored by the American Enterprise Institute on the problem of worldwide inflation (Meiselman & Laffer 1975).
This was the first opportunity many Washington policymakers had to hear about what came to be called supply-side economics.

Although most of the AEI conference dealt with monetary issues, Mundell reiterated the point made in his 1971 paper about the
vital role of tax cuts in the fight against inflation (Mundell 1975: 143). This was important because the Keynesian view that fiscal
deficits caused inflation was widespread. Indeed, it is not now remembered, but when Reagan, Kemp and others first began
pushing for big tax cuts in the late 1970s, the principal attack against them was that such a policy would be massively
inflationary.**

Among those in attendance at the AEI conference was Jude Wanniski, then an editorial writer for the Wall Street Journal. He
was fascinated by the discussion and immediately wrote an article for the Journal explaining the Laffer-Mundell worldview
(Wanniski 1974). He later expanded the analysis in an article for The Public Interest. Interestingly, his discussion of the tax side
of their work only appeared in a footnote, which was the first place Laffer explained his famous curve in print. As Wanniski
wrote:

Taxes should be cut and government spending maintained through deficit financing only when a special
condition exists, a condition Mundell and Laffer say exists now. “There are always two tax rates that produce
the same dollar revenues," says Laffer. “For example, when taxes are zero, revenues are zero. When taxes
are 100 percent, there is no production, and revenues are also zero. In between these extremes there is one
rate that maximizes government revenues.” Any higher tax rate reduces total output and the tax base, and
becomes counterproductive even for producing revenues. U.S. marginal tax rates are now, they argue, in this
unproductive range and the economy is being “choked, asphyxiated by taxes,” says Mundell. Tax rates have
been put up inadvertently by the impact of inflation on all the progressivity of the tax structure. If the tax rate
were below the rate that maximizes revenues, tax cuts would reduce tax revenues at full employment. But a
multiplier effect operates if the economy is at less than full employment, and the tax cut then raises output and
the tax base, besides making the economy more efficient. Even if a bigger deficit emerges, sufficient tax
revenues will be recovered to pay the interest on the government bonds issued to finance the deficit. Thus,
future taxes would not have to be raised and there would be no subtraction from future output. Tax cuts,
therefore, actually can provide a means for servicing the public debt (Wanniski 1975: 49-50).

Wanniski later went on to write the first book about supply-side economics, The Way the World Works (1978). He also wrote
many unsigned editorials for the Wall Street Journal spelling out various aspects of supply-side theory. And he helped many
supply-siders, such as Arthur Laffer and Paul Craig Roberts, get published in the Journal, thereby raising their visibility and
stature as economic commentators.*? Indeed, when Wanniski left the Journal in 1978 to found a private consulting firm, Roberts
was hired by the Journal to replace him on the editorial page staff.

Adding important institutional support to the growth of supply-side economics at this time was the Joint Economic Committee of
Congress, under the leadership of its chairman, Senator Lloyd Bentsen (D-TX). The JEC was created by the Employment Act of
1946 as the congressional counterpart to the Council of Economic Advisers. The great economist Paul Douglas, famous for the
Cobb-Douglas production function, was among the committee's previous chairmen.”® Other well-known economists, such as
DRI founder Otto Eckstein, had served on its staff.

In the 1960s, the JEC had been known as a hotbed of Keynesian economics. So the intellectual collapse of that school hit the
committee hard. This led to much soul-searching on the part of both its members and staff. By the late 1970s, the JEC was
ready to make a complete break. In a number of hearings and staff studies, the JEC began placing increasing emphasis on the

0L affer (1999) discusses his work with Mundell.

418ee, for example, the statements by Alan Blinder, John Brittain, Edward Denison, Otto Eckstein, Martin Feldstein, John Kenneth Galbraith, Edward Gramlich,
and Joseph A. Pechman in Committee on Ways & Means (1978). Note that Beck (1979) showed how tax cuts could reduce inflation in a standard 1S-LM model.

428ee, for example, Laffer (1976), and Roberts (1978c).

43Douglas was a Democratic senator from lllinois from 1948 to 1966. He chaired the JEC during the 84th, 86th and 88th Congresses.
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role of supply in the economy, concluding that inadequate incentives for saving and investment lay behind the national economic
malaise.

By 1980, the JEC was a full-blown advocate of supply-side economics, despite having a majority of liberal Democrats, such as
Senators Edward Kennedy (D-MA) and George McGovern (D-SD). Its annual report that year was entitled, "Plugging in the
Supply Side." Chairman Bentsen summarized the committee's new view in his introduction:

The 1980 annual report signals the start of a new era of economic thinking. The past has been dominated by
economists who focused almost exclusively on the demand side of the economy and who, as a result, were
trapped into believing that there is an inevitable trade-off between unemployment and inflation.... The
Committee's 1980 report says that steady economic growth, created by productivity gains and accompanied by
a stable fiscal policy and a gradual reduction in the growth of the money supply over a period of years, can
reduce inflation significantly during the 1980's without increasing unemployment. To achieve this goal, the
Committee recommends a comprehensive set of policies designed to enhance the productive side, the supply
side of the economy (Joint Economic Committee 1980a: 1).

The JEC also injected itself into the debate over econometric modeling. A May 21, 1980, hearing strongly supported the idea
that existing models were too heavily based on Keynesian assumptions and gave short shrift to the economy's supply-side (Joint
Economic Committee 1980b). Partly as a consequence of the JEC's prodding, DRI changed its model to incorporate more
supply-side features (Eckstein 1983: 55-76).

The JEC's conversion to supply-side economics was extremely important in adding respectability and bipartisanship to the idea.
For example, it led Leonard Silk, economics columnist for the New York Times, to write sympathetically about the new
philosophy:

A major change is on the way in economic theory and policy; that change will involve a deeper integration of
supply-side and demand-side economics, and an integration of thinking about both the long and short run. The
change is long overdue (Silk 1980).

Even after Ronald Reagan had taken office and liberal Congressman Henry Reuss (D-WI) replaced the more conservative
Bentsen as chairman of the JEC, it remained skeptical of old-fashioned Keynesianism. Said Reuss in 1981, "We have learned
from our mistakes in the past. We've given up blind pursuit of Keynesian demand acceleration." Supply-side economics was
important in depriving demand-side economics of "an undeserved primacy,” he added (Rattner 1981).

Kemp-Roth

It was in this atmosphere that Congressman Kemp and Senator William Roth (R-DE) introduced the legislation that defined
supply-side economics. It grew out of a desire by Kemp to duplicate the Kennedy tax cut by having a pure, across the board
individual income tax rate reduction, without the many corporate provisions that had been the central features of his earlier tax
efforts.

Work on the legislation began in early 1977. It was my job to figure out exactly what it meant to "duplicate" the Kennedy tax cut,
given that the rate structure had changed dramatically in the years since 1964, when the Kennedy tax cut was rammed through
Congress by Lyndon Johnson. Working together with Bruce Thompson from Roth's office, Pete Davis of the Joint Committee on
Taxation and the rest of the group, we eventually decided to reduce the top statutory rate from 70 percent to 50 percent and the
bottom rate from 14 percent to 10 percent. We felt that this was roughly comparable to Kennedy's reduction in the top rate from
91 percent to 70 percent and the bottom rate from 20 percent to 14 percent.

It took about a year before the Kemp-Roth proposal began to get widespread attention. Interestingly, the idea that it would
stimulate growth enough to pay back some of the static revenue loss was not especially controversial at first. Indeed, Bert
Lance, Jimmy Carter's Office of Management and Budget Director, had testified shortly before Kemp-Roth was introduced to
that effect:

My personal observation is that as you go through the process of permanent tax reduction, that there is an
awfully good argument to be made for the fact that the revenues of the Government actually increase at a given
time. | think it has been proven in previous circumstances. | have no problem in following that sort of thing
(Lance 1977: 478).

When the Congressional Budget Office reviewed the Kemp-Roth legislation, it estimated that feedback effects would recoup

between 14 percent and 19 percent of the static revenue loss the first year, rising to between 26 percent and 38 percent in the
fourth (Congressional Budget Office 1978a: 43).
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This is consistent with what the supply-siders themselves thought would happen. Contrary to popular belief, none of them ever
said that there would be no revenue loss at all. Clearly, there would be large revenue losses in the short-run. But they thought
the net revenue loss would be much less than the static estimates predicted.

Although supply-siders certainly thought there would be increases in economic growth, increased investment and labor supply
from marginal tax rate cuts, this was not by any means the only way they expected revenues to be recouped. They anticipated
many changes in behavior that would have the effect of increasing taxable income.

Among the most important areas where expansion of the tax base was anticipated was from a shrinkage of the so-called
underground economy. | vividly remember reading Gutmann's pathbreaking 1977 article, which estimated that the underground
economy equaled about 10 percent of recorded GNP.* Although not motivated solely by tax evasion, high tax rates
unquestionably contributed heavily to its growth. Hence, tax rate reduction would cause some underground economic activity to
move above ground, so to speak, and become taxable.*®

Supply-siders further anticipated that workers would alter their compensation so as to increase the taxable portion of their
wages. In particular, tax-free fringe benefits would be somewhat less attractive relative to cash wages. There is considerable
evidence that rising tax rates in the 1970s were behind much of the growth in fringe benefits such as health insurance.*®

Investors were also expected to alter their portfolios in ways that would raise taxable income. For example, with lower rates, the
value of tax losses and other deductions, such as for Individual Retirement Accounts, would no longer be as valuable. Home
ownership, with its many tax advantages, would no longer be as appealing relative to renting. And taxable dividends and
interest would become more attractive compared with more lightly taxed capital gains and tax-free municipal bonds. All of these
factors W%re expected to have a powerful effect on raising taxable income even in the absence of any growth effects from lower
tax rates.

Finally, supply-siders believed that spending would fall automatically to some extent if expansionary tax cuts were enacted.
They saw much government spending for such things as unemployment compensation and welfare as costs of slow growth that
would be much smaller as employment rose.”® Hence, the impact on the deficit from something like Kemp-Roth would include
both the revenue reflows and the automatic reduction in spending for cyclical spending programs. That is why Laffer always
emphasized the impact of Kemp-Roth on the deficit and not just on revenues. In his first formal statement on Kemp-Roth in
1978, he said:

Kemp-Roth would partially redress the counterproductive structure of current tax rates leading to a substantial
increase in output, and may well, in the course of a very few years, reduce the size of total government deficits
from what they otherwise would have been (Committee on Ways & Means 1978: 64).

Laffer also always talked about the effect of revenue reflows on all levels of government, including state and local
governments.49 This was a valid point because state and local governments tend to run budget surpluses in the aggregate.
Hence, higher revenues in that sector would add to national saving. In 1978 testimony, Laffer had this to say along these lines:

As | look at the Roth-Kemp bhill, it cuts tax rates across the board over 3 years by approximately 30 percent....
On the Federal level, there is quite a reasonable chance that within a very short period of time, a year or two or
three, that not only will the cut in taxes cause more work, output and employment, but the incomes, profits, and
taxes, because of the expansion of the tax base, would actually increase. It is very clear to me that a cut in
these tax rates, along the lines you suggested, sir, would increase State and local revenues substantially.
There is no ambiguity there. Any increase in incomes, productivity and production will increase state and local
revenues substantially. If you take the Government as a whole, it is likely that revenues will increase (Laffer
1978: 129).

*4Gutmann's work was well known on Capitol Hill and the subject of 3 congressional hearings. See Committee on Government Operations (1979), Committee
on Ways & Means (1980), and Joint Economic Committee (1980c).

“SGutmann’s work spawned a vast literature, well summarized in Schneider & Enste (2000). Among articles showing that tax rate reductions can significantly
reduce tax evasion are Alm (1988); Clotfelter (1983a); Neck, Schneider & Hofreither (1989); and Waud (1986).

46See Farber (1978), Hirsch & Rufolo (1986), Long & Scott (1982, 1984), Sloan & Adamache (1986), Vroman & Anderson (1984), and Woodbury &
Hammermesh (1992).

“"See Canto & Miles (1981), Clotfelter (1983b), Gwartney & Long (1984, 1986), and Long (1982a, 1982b, 1984, 1990). Note that lowering the top rate at this
time automatically lowered the capital gains rate, because 60 percent of gains were excluded from taxation, with the balance taxed at ordinary income tax rates.

“8 Johnson (1981), and Office of Income Security Policy (1975).
49Baye & Parker (1981) also emphasize this point.
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Laffer pulled these various points together in a 1979 academic paper, in which he included higher federal revenues, higher state
and local government revenues, lower government spending, and higher private saving in the reflows expected from tax rate
reductions. As he wrote:

The relevant question is not whether revenues actually rise or not but whether a change in tax rates is “self-
financing.” Therefore, one should focus not only on the specific receipts for which the rates have been changed
but also on other receipts, on spending, and on savings. Other receipts must rise if a rate is reduced. The
expansion of activity will elicit a greater base upon which all other unchanged rates will obtain greater revenue.
Government spending at all levels will fall because of lowered unemployment, reduced poverty, and thus less
welfare. Likewise, government employees will require less in real wages because with lower tax rates the same
real wages will yield greater after tax wages, and so on. Finally, a cut in tax rates will yield greater savings in
order to finance any deficit. Using a broader interpretation these tax rates and revenue positions should refer
basically to the self-financing nature of tax rate changes (Laffer 1979: 54-55).50

Laffer never made a precise estimate of the economic or revenue impact of the Kemp-Roth bill or the Reagan tax cut in 1981.
The closest he ever came to saying that the Reagan tax cut would be self-financing was in a 1981 academic paper, where he
said:

It is reasonable to conclude that each of the proposed 10 percent reductions in tax rates would, in terms of
overall revenues, be self-financing in less than two years. Thereafter, each installment would provide a positive
contribution to overall tax receipts. By the third year of the tax reduction program, it is likely that net revenue
gains from the plan's first installment would offset completely the revenue reductions attributable to the final 10
percent tax rate cut. It should be noted that a significant portion of these revenues would accrue to state and
local governments, relieving much if not all of the fiscal stress evident in these governmental units as well >

These vague statements about relatively fast reflows from across the board tax rate reductions, however, contrast with more
detailed estimates done by Norman Ture and Michael Evans that explicitly included supply-side effects. Ture's estimate of
Kemp-Roth in 1978 saw substantial revenues losses, net of feedback, even 10 years after enactment, when revenues would still
be $53 billion (in 1977 dollars) below baseline (Committee on Ways & Means 1978: 96). Evans' figures were very similar,
showing a current dollar increase in the deficit in 1987 of $61 billion (Evans 1978a: 76).

Interestingly, among the strongest supporters of Kemp-Roth in Congress was then-Congressman David Stockman (R-MI).
Later, after serving as Director of the Office of Management and Budget, he broke with the supply-siders and became obsessed
with budget deficits. But in the 1970s, he would often speak on the House floor and in committee in favor of passing an across-
the-board tax rate reduction and against tax increases for the purpose of reducing budget deficits. For example, on March 1,
1978, he said:

A tax increase to achieve budget balance would be even less appropriate. Such a move would “crowd-out”
output just as surely as more pump priming will “crowd-out” investment. Mr. Speaker, these considerations
make clear that the time is ripe for implementing the only new fiscal policy idea that has been proposed in
decades: A deliberate across-the-board reduction in marginal tax rates for the purpose of reducing the burden of
Government on the productive sectors of the economy (Stockman 1978a).

In testimony before the Senate Finance Committee on July 14, 1978, Congressman Stockman explicitly refuted the charge that
Kemp-Roth would lead to large deficits and inflation:

These charges are based on a total misunderstanding of what Kemp-Roth is all about. We are not merely
advocating a simple tax cut, an election-year gimmick. Instead, we view this measure as just one policy step in
a whole, new fiscal policy program based on the supply side of the economy; based on the idea of getting more
labor, capital, innovation, risk-taking and productivity into the economy by removing Government barriers and
deterrents, the most important of which, | would suggest to the committee today, is the rapidly rising marginal
tax rates that Congressman Kemp has just discussed.... | would like to suggest to the committee that if this
proposal that we are making is properly looked at, that these scare stories about these horrendous fiscal results,
the deficits, cannot be validated at all. If you understand that we are substituting tax cuts and an incentive,
supply-side approach for pump priming and demand stimulus, it can clearly be done with a large surplus
produced within less than four years (Stockman 1978b).

OThe original text is in error. It says “increased poverty,” but Laffer meant it to read, “reduced poverty.” In addition, “exchanged rates” in the original text
should have read “unchanged rates.” These quotes have been corrected.

51 affer (1981a: 21). Feldstein (1994a: 25) cites this quotation in refutation of the statement by Anderson (1988) that the Reagan Administration never predicted
higher revenues from its tax cut. Of course, Laffer was not an administration official, although he was a member of President Reagan's Economic Policy Advisory
Board, a group of private economists who met with him occasionally to give informal advice. As noted above, all the official revenue estimates of the Reagan
Administration showed no feedback effects at all and were consistent with those of the CBO.
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There were many other occasions as well where Stockman defended unilateral tax cuts (Stockman 1978c, 1980a, 1980b).
Having worked with him closely at the time, | never heard the slightest concern from him that the basic supply-side message
was not sound. And this was long before there was even the remotest prospect of Ronald Reagan being elected, or of
Stockman becoming his OMB Director. In fact, it is worth remembering that Stockman actually supported John Connally during
the primaries, endorsing Reagan only after Connally dropped out of the presidential race. Therefore, one can conclude that he
was not merely posturing about tax cuts in hopes of getting a cabinet appointment.

Reagan and After

In 1980, Ronald Reagan essentially adopted the Kemp-Roth bill as his principal campaign economic issue. After taking office,
one of his first actions was to send a proposal to Congress on February 17, 1981, requesting passage of a tax cut closely
modeled on Kemp-Roth. It showed a loss in revenue of $53.9 billion the first year, rising to $221.7 billion by 1986. No revenue
feedback was assumed (White House 1981: 16).

Interestingly, old-time Keynesian economists were more optimistic about the potential revenue reflows of the Reagan tax cut
than was the White House. For example, Richard Musgrave of Harvard, dean of America’s public finance economists, testified
before the Joint Economic Committee in early 1981 that the Reagan plan would likely recoup 18 percent of the static revenue
loss through increased demand and another 30 percent to 35 percent through increased supply (Musgrave 1981). Gardner
Ackley, chairman of the CEA under Lyndon Johnson, compared Reagan's plan favorably to Kennedy's:

| think the response to the proposed Reagan tax cuts would be similar to that of the Kennedy tax cuts. | think,
yes, in a general way, taking the tax cut part by itself, independently of everything else. | think we would find a
response of aggregate demand very substantially to a tax cut, and this would tend, as it did following 1963, to
stimulate additional production and employment and investment. It would do so again today. The results of that
would be beneficial (Ackley 1981: 449).

Laffer testified that he thought it would take 10 years before the Reagan tax cut would pay for itself, a view he said was
consistent with what he had said about Kemp-Roth (Laffer 1981b: 469). Interestingly, Joseph A. Pechman of the Brookings
Institution was largely in agreement with Laffer's assessment. Speaking at the same congressional hearing, he said:

| was pleased to hear that Arthur Laffer did not exaggerate some of the things that have been attributed to the
supply-side economists. What he told us was that, if you reduce taxes or increase the net return to saving and
to labor, there will be an increase in the incentives to work and to save. | think every economist, regardless of
his persuasion, would agree with that (Pechman 1981: 430).

Again, David Stockman spoke forcefully about the need for tax rate reduction to accompany budget control. Because of bracket
creep and still-high inflation rates, future revenue projections always tended to show budget balance within reach a few years
out. But spending always increased by a greater amount. Hence tax reduction was essential to holding down the growth of
spending, which was the Reagan Administration's goal, not budget balance. As Stockman told the Senate Finance Committee
at his confirmation hearing:

Mr. Chairman, it is my very strongly held belief that if we fail to cut taxes then we have no hope, over the next 3
or 4 years of bringing the budget into balance, and of closing this enormous deficit that we face again this year.
Of course, there are those who will show you a paper projection, a computer run, and will try to demonstrate
that if we can keep the rate of inflation high and allow the tax rates on businesses and individuals to continue to
creep up, we will then automatically, by fiscal year 1983 or 1984, have a balanced budget. But that is pure
mythology. That is only a computer projection. That is only a paper exercise that would never come true in the
real world. We have had those forecasts made every year for the last 4 or 5, but as we have moved down the
path toward the target year, these balanced budgets have seemed to disappear like the morning haze. There
are reasons for that. The primary reason is that the tax burden today is so debilitating that it prevents the
economy from growing, and without a growing economy we simply cannot hope to achieve a balanced budget
(Stockman 1981: 24-25).

Even long after he had broken with the Reagan Administration over the problem of budget deficits, Stockman conceded that the
tax cut was not really the cause of deficits, because all it did was offset tax increases that would have resulted automatically
from inflation. In his 1986 book, The Triumph of Politics, Stockman wrote:

The Carter revenue estimates assumed the greatest sustained period of income tax bracket creep in U.S.
history. But when you started with an inflation- and bracket-creep-swollen revenue level and trotted it out four or
five years into the future, fiscal miracles were easy (p. 67).

With high inflation, the Reagan program amounted to little more than indexing the fiscal status quo; the Kemp-
Roth tax cut simply offset bracket creep (pp. 94-95).
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In fact, a number of analysts pointed out that the Reagan tax cut was not big enough to fully offset bracket-creep (McKenzie
1982a, 1982b; Meyer & Rossana 1981). The New York Times even attacked it for this very reason (New York Times 1981a,
1981b). Subsequent analysis confirms that the Reagan tax cut did little more than effectively index the tax system, keeping
aggregate revenues from rising as a share of income.>

With the emergence of large budget deficits after passage of the Reagan tax cut in 1981, the issue of its supply-side effects was
answered in the minds of many. The simple cause-and-effect relationship seemed obvious: a tax cut is enacted and deficits
emerge. Therefore, the tax cut caused the deficits.

Lawrence Lindsey was the first to calculate the effect of the Reagan tax cut on revenues after the fact, taking into account the
economy's actual performance, as opposed to projections based on forecasts and assumptions. His initial effort (Lindsey
1987b) concluded that on net the tax cut induced reflows of about 25 percent of the static revenue loss through behavioral
effects. An estimate by some CBO economists came to similar conclusions (Neilsen, Sammartino & Toder 1987). Lindsey's final
calculation was that reflows paid for about a third of the direct cost of the tax cut, including both Keynesian demand-side effects
and supply-side effects. In his words:

So who was right about the effect of tax changes on the economy, the Keynesians or the supply-siders? The
answer is both, at least in part. The Keynesians were right in claiming that such a substantial reduction in rates
would powerfully boost demand, a point the supply-siders never denied but perhaps underestimated. The
demand-side revenue feedbacks and the combined behavioral feedbacks (supply-side and pecuniary) turned
out to be roughly equal. On the other hand, the revenue results vindicate the supply-siders' most important
claim: The tax cut produced quite large changes in taxpayer behavior. That claim, strongly confirmed by results,
ran directly counter to Keynesian theory and most Keynesian predictions. The combined supply-side and
pecuniary effects recouped well over one-third of ERTA's estimated direct cost, a very powerful response
(Lindsey 1990: 76).

Feldstein (1986: 29) came to a similar conclusion: "The evidence suggests that the reduction in tax rates did have a favorable
effect on work incentives and on real GNP, and that the resulting loss of tax revenue was significantly less than the traditional
revenue estimates would imply."

So if the tax cut was too small to fully offset bracket creep and feedback effects recouped much of the static revenue loss, then
where did the huge budget deficits come from? Obviously, a lot came from higher spending on defense and other programs.
But Roberts (1987, 2000) argues that most of it came, ironically, from the enormously greater success against inflation than
anyone thought was possible.

Remember, the conventional wisdom said that even without additional demand stimulus in the form of a tax cut, it would take
many years to get inflation down from its double-digit level in 1980 to the low single digits. Indeed, a simple Okun's Law
calculation would have suggested the need for something like another Great Depression to bring inflation down to tolerable
levels.>®

Since taxes are assessed on nominal incomes, not real incomes, the fall of inflation from 12.5 percent in 1980 to about 4
percent in 1982 and throughout the 1980s simply collapsed the expected tax base. In essence, the Reagan Administration was
counting on inflation coming down fairly slowly—even though it was frequently attacked for being far too optimistic on this
score—which would increase revenues from bracket creep even as tax rates were cut.>* When inflation came down far faster
than anyone inside or outside the administration thought possible, revenues inevitably came in far lower than expected as well.

To put this effect into perspective, the Carter Administration's last budget forecast 12.6 percent inflation in 1981 and 9.6 percent
in 1982. It further estimated that each one-percentage point decline of inflation below forecast would reduce revenues by $11
billion (Office of Management and Budget 1981: 3, 59). With actual inflation (CPI) coming in at 8.9 percent in 1981 and 3.8
percent in 1982, this suggests that lower than expected inflation alone added $41 billion to the deficit in 1981 and $64 billion in
1982. That is equal to half the deficit in those years.

It has been argued that budget deficits offset all of the stimulative effect of the 1981 tax cut (Akhtar & Harris 1992). This
extreme view, however, isn't shared by most economists. Even many of Ronald Reagan's political opponents concede that
bringing down inflation so rapidly, at far less economic cost than was previously imaginable, was a remarkable accomplishment.
Moreover, the rebound of growth and productivity in the 1980s, after the malaise of the 1970s, was at least in part due to the
stimulative effect of the tax cut.

52Andrianacos & Akarca (1998), Clotfelter (1984), Meyer (1983), and Tatom (1984).
53Okun (1978) said that to bring the basic inflation rate down by one percent would cost 10 percent of a year's GNP.

4White House (1981: 25) anticipated an increase in the GNP deflator of 36 percent between 1981 and 1986. It actually came in at 21 percent.
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In 1989, Paul Samuelson admitted, "The latter half of the 1980s, historians will recognize, has been an economic success story."
Even Bill Clinton's Council of Economic Advisers conceded that the 1981 tax cut had been a major factor in stimulating growth.
"It is undeniable that the sharp reduction in taxes in the early 1980s was a strong impetus to economic growth," it said in the
1994 Economic Report of the President (p. 88).

Conclusion

One of the main reasons why so little is heard about supply-side economics anymore is because so much of what the supply-
siders were trying to accomplish was achieved. That is, many of the supply-side propositions that were highly controversial
when first made in the 1970s, are now accepted as conventional wisdom among professional economists.® For example:

* A vast number of studies now conclusively show that taxes and the size of government are critical determinants of
economic growth. Although elasticities vary, almost all studies show that higher taxes and bigger government reduce
56
growth.

« The welfare cost of the U.S. tax system is now generally considered to be very high.57 In the 1970s, this simply was
not a matter economists gave much thought to.

« The economic cost of tax progressivity is now considered to be far higher than previously thought, encouraging efforts
to institute a flat rate income tax system.>®

e The Laffer Curve is a frequent topic of discussion in academic journals.59 Although most articles are critical, the fact
that the idea is taken seriously shows a significant change in the intellectual climate over the last 25 years.

« It used to be said commonly that labor supply was insensitive to changes in tax rates.® Today, it is generally conceded
that labor supply is much more responsive than previously believed.”

 International organizations, such as the World Bank and International Monetary Fund, now often find tariff rates in
developing countries to be in the prohibitive range. That is, tariff rate reductions are estimated to raise revenue.®
Similar views are expressed with regard to taxes as well.%®

« Even critics of supply-side economics concede that tax cuts may produce substantial revenue reflows, lowering their
net cost, and that tax increases may produce negative reflows, increasing their net cost.**  Some liberals now label
their own policies as “supply-side.”®

Perhaps the best evidence that supply-side economics has entered the mainstream is Robert Mundell's Nobel Prize. Although
his Nobel citation does not mention any of his relevant work in this area, it would be naive to think that the Nobel Committee was

A view shared by Henderson (1989). As F.A. Hayek once noted, a school of economic thought “has its greatest success when it ceases as such to
exist because its leading ideals have become part of the general dominant teaching” (Hayek 1992: 52).

%garro (1991), Carlstrom & Gokhale (1991), Engen & Skinner (1996), Grier & Tullock (1989), Heitger (1993), Karras (1993), King & Rebelo (1990), Koester &
Kormendi (1989), Landau (1983, 1985), Marlow (1986), Martin & Fardmanesh (1990), Peden (1991), Peden & Bradley (1989), and Scully (1992).

57Ballard, Shoven & Whalley (1985a, 1985b), Browning (1987), Jorgenson & Yun (1991), and Stuart (1984).

58Auerbach, Kotlikoff & Skinner (1983); Cassou & Lansing (2000); Caucutt, Imrohoroglu & Kumar (2000); Feldstein (1999); Gruber & Saez (2002); Hakkio &
Rush (1989); Hunter & Scott (1987); Li & Sarte (2001); Marchon (1979); Padovano & Galli (2001); and Widmalm (2001).

*Becsi (2000); Bender (1984); Buchanan & Lee (1982); Fullerton (1982); Goolsbee (1999); Hemming & Kay (1980); Malcomson (1986); McGuire & Van Cott
(2002); Peacock (1989); Sanyal, Gang & Goswami (2000); Shaller (1983); and Yunker (1986).

80Reference was often made to a series of studies done at the Harvard Business School in the early 1950s showing virtually no impact on business executives of
even extremely high wartime tax rates. See Sanders (1951). For a summary of mid-1970s knowledge on taxes and labor supply, see Godfrey (1975).

61See Aaronson & French (2002); Bianchi, Gudmundsson & Zoega (2001); Congressional Budget Office (1996); Gwartney & Stroup (1983); Hausman (1981,
1985); Lindbeck (1982); Prescott (2002, 2003); Showalter & Thurston (1997); Triest (1990); and Ziliak, Kniesner & Holtz-Eakin (2003).

52The summary of a recent IMF seminar concluded, "A number of countries maintain tariff rates that exceed revenue maximizing levels. These countries could
liberalize, at least initially, without significantly adverse consequences for revenues from trade taxes" (International Monetary Fund 1999). A recent World Bank
study came to similar conclusions: "Above a certain level of the official tariff rate, further increases in the official tariff rate produces no increase (and there is
some evidence of a decrease) in the collected rate" (Pritchett & Sethi 1993).

83«The simulation resuits.... point to the presence of ‘self financing,” whereby reductions in various tax rates lead to lower budget deficits in the long run,
as the result of an expanding tax base and lower unemployment insurance outlays” (Rijckeghem 1997). See also Dabla-Norris & Feltenstein (2003),
Gandhi (1987), and Marsden (1983).

64"Credible evidence overwhelmingly indicates that revenue feedback from tax cuts is 35 cents per dollar" (Chimerine 1996). See also Auerbach (1996, 2002),
Auten & Carroll (1999), Bartlett (1994b, 1996, 1997), Congressional Budget Office (1982), Feldstein (1994b), Goolsbee (2000), Krugman (1995), Lindsey (1986),
Lyon (1996), and Sammartino & Weiner (1997).

in 1996, CEA Chairman Joseph Stiglitz claimed that the Clinton Administration was practicing supply-side economics. "Our growth policies are supply
side," he said (Uchitelle 1996).
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unaware of it, since Mundell was often referred to as a supply-side "guru” in the popular press (Bennett 1986). It is also well
known that the committee thoroughly researches all aspects of a candidate's life and work before making an award. Therefore,
it is reasonable to assume that the committee was well aware that giving Mundell the Nobel Prize would recognize his work in
supply-side economics.®®

Supply-siders can also claim a piece of 1995 Nobel Prize winner Robert Lucas. In a neglected 1990 paper, he virtually declared
himself to be a born-again supply-sider:

| have called this paper an analytical review of "supply-side economics," a term associated in the United States
with extravagant claims about the effects of changes in the tax structure on capital accumulation. In a sense,
the analysis | have reviewed here supports these claims: Under what | view as conservative assumptions, |
estimated that eliminating capital income taxation would increase capital stock by about 35 percent.... The
supply-side economists, if that is the right term for those whose research | have been discussing, have delivered
the largest genuinely free lunch | have seen in 25 years in this business, and | believe we would have a better
society if we followed their advice.®’

For myself, | have always found Joseph A. Pechman's presidential address to the American Economic Association in 1989 to be
a profound admission of how far supply-side economics had joined the mainstream. Pechman virtually defined the mainstream
on the economics of taxation for a generation of economists. In innumerable books and papers, he argued forcefully for a highly
progressive tax system on a Haig-Simons income base. So it must have been painful for him to make the following concession:

The federal income tax has been under attack by the economics profession for more than a decade. The attack
comes from two directions: supply-siders who believe that progressive income taxation impairs economic
incentives, and more traditional economists who would substitute a progressive expenditure tax for the income
tax.... Today, it is fair to say that many, if not most, economists favor the expenditure tax or a flat rate income
tax. This group has joined the opponents of progressive taxation in the attack on the income tax (Pechman
1990).

Of course, supply-side economics still has its critics. Gerard Baker, economics columnist for London's Financial Times, recently
referred to "quack theories about supply-side tax cuts" (Baker 2001). However Floyd Norris, a columnist for the New York
Times, was more sympathetic:

Two decades ago, the supply-siders performed a valuable service. They persuaded a popular new president,
who had been elected as a fiscal conservative, to slash taxes and claim that no budget deficit would result.
Lower tax rates, they said, would miraculously bring higher tax revenues. That proved to be wrong. But it was
a good idea nonetheless. The United States was going through painful economic times, and the tax cut
provided real relief for the majority who were not to be victims of the cutbacks that were needed to make
American businesses more competitive. The economic stimulus helped to end a severe recession (Norris
2001).

In closing, | will quote from Congressman Richard Gephardt (D-MO), former Minority Leader of the U.S. House of
Representatives and someone not given to praising Republican economic policies. So it is revealing that even he now believes
that cutting taxes may actually raise government revenue. In an interview on "Meet the Press” on Sunday, January 27, 2002,
Gephardt had this to say about tax cuts:

The purpose of tax cuts is not just to have a tax cut for a particular time. It is to get the economy to grow. If you
can get the economy to grow, you will start having more money coming into the government. It's a synergistic
process that moves both the budget forward and the economy forward.®®

In politics, that's called an endorsement.

The popular press certainly saw it that way. See, for example, Egan (1999), and Phillips (1999).
5Lucas (1990: 314). See also Lucas (2003).

68
Downloaded at www.msnbc.com.
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