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THE 1982 ECONOMIC REPORT OF THE
PRESIDENT

WEDNESDAY, FEBRUARY 10, 1982

ConcrEss oF THE UNITED STATES,
JoinT EcoNomic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 6226,
Dirksen Senate Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss, Richmond, and Heckler; and
Senators Jepsen, Roth, Mattingly, and Proxmire.

Also present: James K. Galbraith, executive director; Louis C.
Krauthoff II, assistant director; Richard F. Kaufman, assistant di-
rector-general counsel; Charles H. Bradford, assistant director;
Betty Maddox, assistant director for administration; and William
R. Buechner, Chris Frenze, Kent H. Hughes, Paul B. Manchester,
and Robert Premus, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE Reuss, CHAIRMAN

Representative Reuss. Good morning. The Joint Economic Com-
mittee will be in order for its further hearing into the economics of
1982, with special emphasis this morning on the impact of Mr. Rea-
gan’s econemics on income distribution.

This Monday the President presented his budget for fiscal 1983;.
carte blanche for the Defense Department, deep cuts in social pro-
grams in the midst of a severe recession, and no trimming to the
excessive tax cuts for the affluent passed last year. Interest rates
are to be kept at exorbitant levels by the projected deficits in each
year of the President’s term. The projected deficit will exceed the
previous record achieved under President Ford, which was $66 bil-
lion in fiscal 1978.

A year ago, we were told by the administration that there would
be a cumulative surplus of $14.5 billion for fiscal 1983 to 1986. Now
this has been revised to a cumulative deficit of $312 billion. All of
this is based on a forecast which is widely believed to be as unreal-
istic as last year’s “rosy scenario.”

Public reception of the fairness of the administration’s program
has changed dramatically within the last year. In the ABC Wash-
ington Post poll of February 1981, 67 percent said the President
cared about all citizens equally; 24 percent said he cared more
about upper income people; and 9 percent said he cared more about
lower- or middle-income people.

1
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By November 1981, only 36 percent said he cared about all equal-
ly; 56 percent said he cared more about the affluent; and 8 percent
said he cared more about lower- or middle-income people.

Norman C. Miller, the Washington bureau chief of the Wall
Street Journal, no radical journal, in an editorial page piece 2 days
ago had this to say:

* * * Tt is fundamentally unfair for the administration to concentrate almost ex-
clusively on cutting assistance to the poor while simultaneously providing an exces-
sive array of tax breaks, several of dubious equity, to affluent persons and corpora-
tions.

The imbalance of the administration’s policies becomes more drastic when one ex-
amines it incredibly overstuffed military budget * * .

President Reagan’s budget makes it clear that the needs of our poorest people are
his least concern, notwithstanding his pious statements to the contrary. On that
count, his budget flunks the test of fairness.

Wall Street Journal, you can say that again.

This afternoon we will hear more about the President’s budget
fro:rgn36)MB Director David Stockman when he testifies in this room
at 3:30.

This morning we have a panel of the Nation’s leading experts on
the subject of the distribution of income and wealth. They are
going to discuss recent trends in distribution, the causes of those
trends, the impact of Mr. Reagan’s program, and policies to undo
the trend toward greater inequality.

I want to commend our witnesses, because they have turned
their studies in recent years to what seems to me to be a really
fundamental area of economics, the economics of distribution; and 1
urge them to be fruitful and multiply. We ought to have many,
many more of our economic experts zeroing in on this field.

So, this gallant few this morning is very welcome; an 1 particu-
larly thank Prof. Edward Budd of Penn State: Prof. Sheldon Dan-
ziger of the University of Wisconsin—I'm glad you were able to get
out of Wisconsin, Mr. Danziger, with all the snow; Prof. Stephen
Rousseas of Vassar; our friend Mr. Gary Shilling of A. Gary Shil-
ling & Co., of New York; and Prof. James Smith of the University
of Michigan. Prof. William Ryan of Boston College has submitted
an excellent statement, but unfortunately he was taken ill this
morning and can’t be with us; but his statement, like those of all
witnesses, will be enrolled on the record in full. Prof. Alan Blinder
of Princeton University was also scheduled to appear, but I'm told
that Mr. Blinder had shuttle troubles coming down from New York
and will probably not be here.!

So, thank you very much for being here, and all your statements,
as I say, are incorporated into the record. I will now ask you to pro-
ceed. Mr. Budd, would you lead off?

STATEMENT OF EDWARD C. BUDD, PROFESSOR OF ECONOMICS,
PENNSYLVANIA STATE UNIVERSITY

Mr. Bupp. I understand we have 10 minutes, is that right?

Representative REuss. Yes, but, particularly because of the non-
appearance of a couple of our witnesses, the clock will stop if you
go a little over.

1 Professor Blinder’s views are summarized in “The Level and Distribution of Economic Well-
Being,” National Bureau of Economic Research, Report No. 154, March 1981.
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Mr. Bupop. Thank you. I will not read the entire prepared state-
ment. I will try to summarize and paraphrase it in part. It is avail-
able for distribution,

I am pleased to see a renewed interest in income distribution and
distribution of wealth as represented by this morning’s hearings
before the Joint Economic Committee. Not only is it important to
review the evidence we have on the extent and changes in inequal-
ity, but to recognize distribution as an important policy objective to
be considered along with other economic objectives, such as effi-
ciency, economic growth, full employment, and price stability, in
determining the balance of economic policies.

I will confine my own remarks to trends in the distribution of
income, rely on Professor Smith, if he makes it, to discuss the area
of wealth distribution. In my data I relied primarily on Current
Population Survey [CPS] data, since those are the only ones that
are available for the entire postwar period. I start off by showing a
chart on the movement of a single-value measure of inequality, the
popular Gini concentration ratio, for both families and unrelated
ixl:dividuals, which I refer to as consumer units, and for families
alone.

XNEQUALXTf DECLINED IN THE 1960’5, BUT HAS RISEN LATELY

You can just see by examining that particular chart, at least for
consumer units, that there was some immediate postwar fall in the
inequality, a rise up to 1960, and then again a significant decline
by the late 1960's, and a subsequent rise thereafter.

For the family ratio, we note that inequality, in effect, has de-
clined quite significantly, rose again in the early 1960’s, declined in
the late 1960’s, and from the mid-late 1960s on, when it was
around 34 percent. It has now risen to 36% percent.

Single-value measures of inequality are popular, but I think we
learn more by looking at the shares of individual .income groups,
when those groups are ranked from lowest to highest, and, in this
case, for the Bureau of the Census data, split off by quintile. Those
are examined in my figures 2A and 2B.

These, in general, show somewhat the same story as the Gini
concentration ratio. They show for the very top group, the top 5
percent, a decline in their share up to about the late 1960’s and
then some small recovery thereafter. For families there was a sig-
nificant decline, and then their share since about the late 1960’s
has been approximately stable.

However, the significant thing to notice is the share of the group
immediately below them, which I picked out as the 8lst through
95th percentile; and you can see from my chart that, at least from
the late 1960’s on, those shares, both for families and consumer
units, have risen. For example, for the consumer units from the
late 1960’s, when the share was roughly 26% percent, it’s gone to
about over 282 percent, which is approximately close to a 10-per-
cent increase.

Now, this increase has come, if we turn to the figure 5B, has
come primarily at the expense of the middle quintile and the
second quintile from the bottom. The decline in the share of the
middle quintile is particularly evident for the consumer unit distri-
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bution, although there is some small decline for families from the
mid-1960’s. Prior to that, of course, their share had risen slightly.

On the other hand, at the very bottom of the distribution, that
share for the bottom quintile, has risen up to about the 1960’s and
tended to remain pretty stable thereafter.

My figure 3 doesn’t really have any more to provide than that.
It'’s a different way of representing the data. It plots, in effect, the
mean income of each of these different income groups in dollars of
1967 purchasing power; but it’s done on a ratio scale so that one
can also determine what’s happening to relative shares as well as
the mean real income. When those two lines of adjacent shares
narrow, then it means that, in my bottom lines there, the share of
the bottom group has risen relative to the quintile above it.

The thing that you can see in this graph is that the real income
of various quintiles has been roughly stable since the late 1960’s
on; whereas, in previous years there was a significant rate of
growth. For the upper quintiles the real income has continued to
grow, although, of course, at a very much reduced rate.

In figure 4, the series on persons below the poverty line, that
tells a rather similar story: a deep decline to the late 1960’s, with
rough stability in the proportion of all persons in poverty since
that time. '

Now, my prepared statement does emphasize changes in the size
distribution of income, but I think it’s just as interesting to look at
distribution by socioeconomic characteristics. I only had time to
work out some of the information for the distribution by age. This
represents, in effect, the ratio of the mean median income of those
age groups to the median income for the distribution as a whole for
about 5 selected years from 1960 to 1980, and you can see there
that what in effect has happened is that the median income of the
older age groups—I guess I should say middle, since it starts with
age 45—has risen; whereas, those below 45 their median relative to
that for the distribution as a whole has declined.

DISSUSSION OF UNREPORTED INCOME, OTHER DATA PROBLEMS

I do note in my prepared statement some qualifications to using
these data. For one thing, for the uninitiated, in looking at quintile
shares, they often interpret those to mean that over the years
people remained in the same quintile. And of course, if a person
receives a substantial increase or reduction in his income, he may
move from one quintile to another. So we shouldn’t interpret these
data as simply referring to exactly the same individuals in the
same quintile.

Second, I note in my statement that the CPS has certain defi-
ciencies in it, particularly in terms of the underreporting and un-
derstatement of income. The means I report in one of my figures
are probably understated by as much as 10 percent on the average.
And there is a bias in those with respect to the particular income
group, particularly the top.

For example, in a study we did at BEA we found that the share
of the top 5 percent would have been increased by as much as 30
percent rather than this 10 percent had we allowed fully for all
family personal income in the national income accounts, except im-
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puted income. A second important qualification concerns in-kind
income. A substantial amount of emphasis has been placed on in-
kind transfers and their rise in recent years, whether those trans-
fers are means-tested or whether they are entitlement programs
such as medicare.

But we often overlook the fact that there is a substantial amount
of other income, noncash, that we ought to allow for. For example,
in the national income and product accounts we include imputed
rent on owner-occupied dwellings, imputed interest, and a few
other minor items. But those two alone are not insignificant in
size, and they are more unequally distributed than is total money
income as a whole.

Another element is fringe benefits to employees, as well as non-
cash income received by executives. This has also grown very sub-
stantially in recent years.

Capital gains are another important element that are not includ-
ed in the Census distributions. And another element that I think
would round out the picture is the failure in these kind of survey
distributions, for appropriate reasons, not to include all of corpo-
rate products for imputed individuals, only those that are repre-
sented in the payment of dividends.

I have always been curious as to how much those would affect
shares, and some years ago I made a calculation from another field
survey that the share of the top 5 percent would increase by about
6 percent if we took all after-tax corporate income, which would in-
clude undistributed profits, and 19 percent if we took all corporate
income, since it’s an anomaly that the taxes that are paid by all of
these groups are included in all shares except for the corporate
income tax. It’s not clear to me how making all of these inclusions
would affect the trend or modify the figures that I have here. It’s
not even clear how it would affect their levels. That would require
a major research project to try to figure that out.

Some progress has already been made in this direction; particu-
larly Tim Smeeding has done a lot of work on this particular prob-
lem. However, I think it is evident from my remarks so far that
there is a substantial amount that we do not know about the distri-
bution of income, both levels and trends.

REAGAN PROGRAM WOULD CUT DATA ON INCOME DISTRIBUTION

This observation is even truer for the distribution of wealth.
Only more and better data will permit economists and analysts to
improve their answers on trends in income distribution, the rea-
sons for those trends, and the effects of various policies on them:;
yet the Reagan administration seems to be headed in precisely the
opposite direction, as if it had no interest in preserving the data
base that has been so painstakingly built up over many years,
much less in considering needed improvements.

BEA has already phased out its work on aggregate estimates of
nonmoney income and is in the process of phasing out all its work
on the size distribution of family personal income. Census is clearly
undergoing budget cuts and reductions in force that makes one
concerned about just what programs in the income distribution
area will survive, much less what will be their quality,
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But one of the biggest losses will be in the income survey devel-
opment program, previously sponsored and funded jointly by
Census, SSA, and ASPE of Health and Human Services, despite a
5-year development program which would have led to a continuing
ongoing survey, emphasizing the collection of data on income,
wealth, and participation of Federal and State programs, and incor-
porating many improvements in data collection methods. Funds for
instituting this survey were eliminated last summer.

Now it appears that funds and personal needed to complete the
processing of the experimental ISDP panel survey for 1979 are also
being eliminated. There is now a real danger that government and
private analysts will be prevented from getting access to this data,
making it impossible for anyone to complete the data processing
necessary to create a public use file since the executive branch is
unwilling to do it. :

In view of the millions of dollars that have been spent on this
program in past years, and interest and support of various Govern-
ment agencies as well as private research workers outside the Fed-
eral Government, I do not see how the scrapping of this work and
failing to release the resulting microdata files to the public domain
can be justified.

One wonders if this administration fears what the data show. Is
it true, to paraphrase some common sayings, what they believe
that “No data are good data” and “What they don’t know can't
hurt them.” In contrast to all previous administrations, the leaders
in this one appear to believe that economic policy can be made and

carried out in the dark.

EXPLANATIONS OF CHANGES IN INCOME DISTRIBUTION

I then go on to try to account for these changes that have oc-
curred in the distribution of income. I point out that one of the
most important may well be the level of unemployment. There
have been a number of studies of this problem, and they have all
come up with the finding that increased unemployment increases’
inequality. And you will know from my first chart that there has
11)823’ a significant rise in unemployment ever since the middle

8.

So far as the inflation rate is concerned, the findings of various
investigators, on the other hand, have not found very much of an
effect. Those studies are of course earlier, and perhaps more recent
ones using later data, if we had it, might indicate other findings.

One factor that I discuss at some length in the testimony con-
cerns changes in the demographic characteristics of the population.
Two of the most important of these are the rise in the proportion
of unrelated individuals since the late 1960’s from about 20 percent
to 30 percent; and since they have a greater degree of inequality
among themselves and a lower mean income, that may go a long
way to accounting for the divergent trends in distribution of con-
sumer units and the distribution of families.

A similar finding is true for female-headed families with no
spouse present, which for roughly the same period have risen from
about 10 percent of total families to 15 percent of total families. On
the other hand, a recent study done by one of my graduate stu-
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dents suggests that the rise in working wives has probably had, on
balance, a neutral effect on the family distribution.

A final source I point to are changes in shares, income type
shares, in total money income, and that'’s presented in my final
chart, figure 6, and there you will see—I don’t have much time to
discuss that chart—that those changes in shares have probably, on
balance, up to the middle-late 1960’s been favorable to increased
equality.

The wage share rose, in contrast to the share of self-employed
proprietors, where a large share of that income accrues to the
upper income groups. The top 5 percent for example, get about a
quarter of their income from self-employment income.

Property income has increased somewhat, but not as much as it
would have if it were interest alone. The decline in the share of
dividends for straight income and royalties has partially offset the
rise in interest income; but there is a small rise, probably from the
early 1970’s on. :

Furthermore, there is the rise in transfer payments that I have
shown here. You will see the entire postwar period as a whole has
been primarily represented in the rise of retirement income, gov-
ernment and private pensions, and social security benefits.

On balance, other transfer payments have probably remained
stable, or as my chart would suggest, even declined in importance
from the late 1940’s. Of course, the share of retirement income has
been roughly stable over the past 4 or 5 years, at 10 percent of
total money income received by persons. :

REAGAN POLICIES WILL WORSEN INCOME DISTRIBUTION

There are only a few parts in the short statement I had on the
effect of Reagan policies. I think their effect on social programs is
almost self-evident, at least in terms of their direction. We do not
have, nor have we performed any studies to determine, the size of
those distributional effects. With respect to the turning back of
some of those programs to the State, I think that will increase the
disparities that we have previously noted in the receipt of a
number of these benefits, such as benefits to dependent children.

With respect to the shift in expenditure from civilian to military,
I find it much harder to predict, on balance, what effect that will
have, even whether it will increase or decrease inequality. But
since, presumably, that kind of expenditure falls on a more skilled
labor force, particularly professionally trained people, perhaps
more capital-intensive, that might be unfavorable to inequality.

With respect to interest rates, I'm sure it’s not clear who we are
supposed to blame for the current recession or depression—the
President or Congress or Paul Volcker. But in any case, we know
that a tight money policy will react and have its primary effect on
the current level of unemployment, perhaps only later on the rate
of inflation, and that increases in unemployment are unfavorable
to more equality. The direct effects of high interest rates, apart
fror(r; their effect on output and employment, I think are harder to
predict.

I note, however, in the last part of this statement that we ought
not to judge policy solely on the basis of their distributional effects;
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that efficiency and growth are also important considerations, al-
though, even by these standards, it’s sometimes hard to understand
the President’s proposal. Why only minor cuts in agriculture price
supports program? Why only minor cuts, if any, on water and navi-
gation projects, since economists have been pretty unanimous in
their criticism of the efficiency aspects of these programs?

With respect to education, for example, why so much emphasis
on trying to stimulate the growth in nonhuman physical capital
assets through the tax laws and increased depreciation and not rec-
ognize the importance of forming more human capital through con-
tinuing loan programs and student aid programs for college stu-
dents?

Commenting directly on the tax policies would take even more
time than I now have, but I would say, on balance, that those will
be unfavorable. When you cut income tax rates and reduce the
maximum rate from 70 percent to 50 percent for property income,
that’s bound to reduce inequality of after-tax income, although, as I
noted earlier, we know very little about the distribution of after-
tax income. The CPS is geared to before-tax income, and I found
from my own work that it is exceedingly difficult and costly to esti-
mate an adequate after-tax distribution, although the effect of
taxes in some of the literature that I have examined seems to be
roughly proportional.

I think it would be desirable to rethink last summer’s tax pack-
age, and I add in closing what I consider a not so amusing side-
light: that the way things are going we are not even going to be
able to use personal income tax data to get a better estimate of
property income, since not much of it is going to get on those
forms. it’s been argued that not very much of that shows up now,
but even less will.

Thank you very much, Mr. Chairman.

[The prepared statement of Mr. Budd, together with the article
entitled “Killing the Bearer of Bad Tidings,” follows:]
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I am pleased to see a renewed interest in the distribution of income
and wealth, as represented by this morning's hearings before the Joint
Economic Committee. Not only is it important to review the evidence we
have on the extent of and changes in inequality, but to recognize
distribution as an important policy objective, to be considered along with
other economic objectives, such as efficiency, economic growth, fuyll
employment, and price stability, in determining the balance of economic
policies.

I will confine my written statement to trends in the distribution of
income, deferring to Professor Smith's expertise in the area of wealth
distribution, My data are drawn from the Current Population Survey, which,
despite its deficiencies, is the only continuous series on the distribution
of income in the postwar periocd. The upper panel of my first chart (Figure
1} summarizes the postwar trend in inequality in the distribution of tota!l
money income {TM1), as represented by a single-value measure of inequality
{the Gini concentration ratio}, separately for families and for consumer
units {the sum of families and unrelated individuals}., For consumer units
overall inequality has flyctuated within a range of about 5 percent,
reaching a low in 1951, 1957, and again in the late 1960's, increasing
again in the 1970's, with the last three years' reaching the level it was
in the very first year (1947) that the CPS series began. For families,
there was a decline in inequality from the late 1940's to the late 1960's
of the order of 7 to 8 percent, followed by an increase in the 1970‘s,

which continued up through 1980, the latest year for which we have data,
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’afihbugh the Giﬁi ratio is still below the level reached in the late
1940°'s.

By its very nature, a sing1e-valﬁed measure of inequality cannot tell
us what is happening ih various parts of the size distribution. My second
set of charts (Figures 2A and 2B) portray changes in the shares of various
income groups in the distribution. The distribution is divided into five
equal groups, or quintiles, based on a ranking of recipient units from
lowest to highest, although I have divided the top quintile into two
groups, the top 5 percent of recipients, and the 15 percentiles immediately
below it (comprising the 81lst through the 95th percentiles) to give a
better view of that group. To give you some idea of where these groups
fell in terms of 1980 money income, the mean income of the bottom quintile
of consumer units was about $3,800; that of the next quintile, $9,600; the
middle quintile, $16,300; the fourth quintile, $24,700; the 15 percentiles
immediately above them, $37,500; and the top 5 peréent, $67,630. The
corresponding figures for families are $6,100 for the lowest quintile,
$13,900 for the second, $21,000 for the middle quintile, $29,100 for the
“fourth, $42,000 for the next 15 percent, and $73,400 for the top 5 percent.
The share of the bottom group shows a small rise over the 33 year period as
a whole of about 10 to 20 percent, depending on the years selected,
although most of that gain for the family distribution has been lost in
recent years. On the other hand, shares of the second and middle quintiles
have not fared as well. A decline in the second quintile's share is
evident for both families and consumer units, particularly from the late
1960's on; for the middle quintile, the Qecline is much more apparent in
the consumer unit than in the family distribution. Turning to the top of

the distribution, the decline in the share of the top 5 percent over the
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period as a whole is clearly evident in the graph, although there has been
some recovery in the past dozen years. On the other hand, there has been a
noticeable rise in the past dozen years in the share of the group
comprising the fifteen percentiles immediately below the top 5. To
summarize, since the late 1960's the major redistribution in shares for
consumer units has been from the second and middle quintiles to the top
quintile of the distribution; for families, the major effect can be
cbserved somewhat farther down the ranking--a redistribution, in effect,
from the second quintile to the two groups comprising the 61st through 95th
percentiles.

While comparisons of relative shares are perhaps the most useful way
of summarizing changes in distribution, they do not tell us anything about
the changes in real income enjoyed by these various groups. I have tried
to capture these change for the family income distribution in Figure 3.
This chart shows the mean real income {in dollars of 1967 purchasing power)
of the various income groups over the entire postwar period. 1 have used a
ratio scale for income, since it permits us to infer changes in relative
shares as well as changes in the growth rate of real income. If, for
example, the vertical distance between the lines for any two shares
narrows, we can infer that the lower group has gained relative to one above
it, e.q., the share of the bottom quintile in the graph relative to that of
the second quintile. The well-known slowdown in the growth rate of the
real family income since the late 1960's is quite evident. The graph also
makes it clear that the real income growth virtually ceased for the bottom
three quintiles, whereas growth for the three upper groups, particularly
for the 81st through 95th percentiles, continued, although at a greatly

reduced rate.
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A similar picture is presented in my next chart, which shows (from
1959 on) the percent of all persons below the poverty line, as well as
those below poverty living in families headed by females and by blacks.
Again, the percentage in poverty declined up to the late 1960's and changed
very little thereafter.

The distribution of income among demographic groups, e.g., by age,
race, sex, educational attainment, has just as much interest as the
distribution among groups defined by size of income. Lack of time has
pre&ented me from showing more than one of these--that by age. Figure 5
portrays the median incomes of selected age groups (defined by the age of
the head), expressed as a percent of median family income, for selected
years over a twenty year period. (Nothing is said in this graph about the
degree of inequality within each age group, although we know that
inequality increases with ;ge and that it is much greater within the 65 and
older group than it is for any other.) The main conclusion that can be
drawn from this graph is that the incomes of middle and older age groups
have increased relative to those in younger age groups (below age 45) over
the period as a whole.

Before trying to account for some of these trends, I want to indicate
some of the qualifications that should be kept in mind in interpreting
these data. First, membership in each quintile is determined by the
ranking of recipient units by size of their incomes in each year. Thus,
the membership in particular quintiles in terms of individual recipients
changes from year to year, as some families experiencing substantial
increases in their incomes from one year to the next shift from lower to
higher quintiles, their places being taken by those whose incomes have not

risen by as much or have actually fallen. The data on shifts in income
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distribution among quintiles should not be interpreted as applying to
groups of unchanging membership.

Second, field survey data suffer from a number of deficiencies,
particularly the non- and under-reporting of income, Income is understated
by as much as 10 to 12 percent on the average in the CPS, Further, the
effects of such underreporting are not spread evenly throughout the
distribution, but concentrated in the two tails, particularly the upper
one, A study we made for 1972 at the Bureau of Economic Analysis showed
that the CPS mean family income of $12,635 would be increased to $14,019,
or by 11.0 percent, if all money income in the national income and product
accounts (NIPAs) were fully accounted for in the CPS income distributicn.
For the top S5 percent, on the other hand, the mean would have been
increased from $39,900 to $51,300, or by 28.5 percent; for the top 1
percent of families, the mean would have gone from $65,000 to $92,200, an
increase of 41.8 percent. This result is primarily due to the fact that
property income is so poorly reported in the CPS, compared, say, to the
reporting of wages and salaries or social security.

Third, the concept of total money income used in the CPS is not
necessarily the most appropriate one for a number of purposes. For one
thing, it excludes various kinds of nonmoney or imputed income, such as
means-tested in-kind transfer programs--food stamps, medicaid, school lunch
and rent subsidies--and entitlement programs such as medicare, although
Census has begun to measure the recipiency, and occasionally the amounts,
of such types. Other types of nonmoney income are the value of employee
fringe benefits, such as employer contributions to employee life insurance
and health and pension funds, and the noncash compensation of executives,

such as stock options; food and lodging furnished free to employees,
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imputed rent on owner-occupied dwellings, and imputed interest (imputed
income types included in BEA's family personal income but not in total
money income); and capital gains (including ordinary income that can be
converted to.such gains under favorable treatment provided by the tax
laws). While the direction of the change in inequality, if not the amount,
for any given year is evident if in-kind transfer payments were to be
jncluded, the effect on inequality of including all in-kind income in the
distribution; not just that accruing to lower income groups, is not at all
clear. In the absence of a full study of the matter, it is difficult to
determine whether on balance inequality would be increased or decreased.
Our results for both the 1964 and 1972 BEA size distributions show that
imputed rent and interest are more unequally distributed than is total
money income.

In contrast to the inclusion of the entire income of unincorporated
enterprises in Census's total money income, the latter includes only that
portion of corporate profits which are paid out in dividends to
shareholders. In a calculation I once made using the 1962 Survey of

Financial Characteristics of Consumers, the share of the top 5 percent

‘would have been raised by a minimum of 6 percent if all after-tax corporate
income had been distributed to share holders, and by a total of 19 percent
if all before-tax corporate income were imputed to shareholders (to place
such income on the same footing as other income types in TMI, which are all
on a before tax basis). The corresponding figures for the top 1 percent
were 11 percent and 35 percent, respectively.

In addition to not knowing just how the inclusion of nonmoney income
would affect the measurement of income shares for a given year, we are

uncertain about the effects of such inclusions on the trend in inequality
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that I referred to earlier. The expansion of in-kind transfer programs in
the last 10 to 15 years would certainly imply some rise in the share of the
lowest quintile, since this group draws about 60 percent of its income from
transfers, in contrast to the second quintile, for which the transfer share
is less than 30 percent. On the other hand, employee fringe benefits have
also expanded rapidly over the same period.

Another element omitted in CPS money income distribution is the effect
of taxes. The CPS shows the distribution of before-tax, not after-tax
incomes. Unfortunately, the estimation of accurate after-tax distributions
is difficult and time-consuming, and we have little accurate information to
go on. Indeed, I had been hoping that the Survey of Income and Program
Participation, funding for which has been terminated, would provide the
necessary data base for after-tax estimates. The studies ! have seen
suggest that the effect of all taxes--Federal, state and local--is, with
the possible exception of two tails of distribution, roughly proportional,
or at best mildly progressive, the results depending not only on the data
base used, but on the particular assumptions made about the shifting and
incidence of various taxes. {See, e.g., Pechman and Okner, Who Bears the
Tax_Burden? ch. 1.} Since, as noted above, only the corporate income tax
is in effect excluded from TMI, I would guess that the CPS before-tax
distributions are not bad estimates of.after-tax distributiens, although
the latter might show some small reduction in the Gini ratio if they were
available,

I think it is evident from my remarks so far that thore is a
substantial amount we do not know about income distribution--both in levels
and trends. This observation is even truer for the distribution of wealth.

Only more and better data will permit economists and analysts to improve
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their answers on trends in income distribution, the reasons for those
trends, and the effects of various policies, such as changes in taxes,
transfers, whether cash or in-kind, interest rates, and shifts in
government expenditure. Yet the Reagan administrations seems to be headed
in precisely the opposite direction, as if it had no interest in preserving
the data base that has been so painstakingly been built up over many years,
much less in considering needed improvements. BEA has already phased out
its work on aggregate estimates of nonmoney income and is in the process of
phasing out all its work on the size distribution of family personal
jncome. Census is currently undergoing budget cuts and reductions-in-force
that make one concerned about just what programs in the income distribution
area will survive, much less what will be their quality. But one of the
biggest losses will be in the Income Survey Development Program (1sDP},
previously sponsored and funded jointly by Census and by SSA and the Office
of the Assistant Secretary for Planning and Development (ASPE)\in HHS.
Despite a five year development program which would have led to a
continuing, ongoing survey emphasizing the collection of data on income,
wealth, and participation in Federal and state programs, and incorporating
many impfovements in data collection methods, funds for instituting the
Survey of Income and Program Participation were eliminated last summer.
Now it appears that funds and personnel needed to complete the processing
of the experimental ISDP panel survey for 1979 are also being eliminated;
there is now a real danger of that government and private analysts will be
prevented from getting access to the data, making it impossible for any one
to complete the data processing necessary to create a public use file
should the executive branch be unwilling to do it. In view of the millions

of dollars that have been spent on this program in past years, and the
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interest and support of various government agencies (both in the executive
and legislative branch} as well as private reséarch workers outside the
Federal government, I do not see how scrapping this work and failing to
release the resulting microdata files to the public domain can be
justified. One wonders if this administration fears what the data may
show. Is it true, to paraphrase some common sayings that they believe that
"no data are good data" and "what they don't know can't hurt them"? In
contrast to all previous administrations, the leaders in this one appear to
believe that economic policy can be made and carried out in the dark.

It is a more difficult job to account for the trends in income
distribution that I have noted. One cannot appeal to changes in tax rates
and laws, since, as I have already noted, the CPS distributions are before
tax. One important cause may be the increase in unemployment since the
late sixties. Whether by using time series regression analysis or
simulation studies, most investigators have found a significant direct
relationship between changes in inequality and changes in the unemployment
rate. One can even see a moderately clear relationship in the series shown
in Figure 1. To cite one study, Jean Salter and ! found, after controlling
for changes in income types and the inflation rate, that the Gini
concentration ratio for families was increased by a third of a percentage
point -for each one percentage point increase in the unemployment rate.
Regressions run on the quantile shares used in my charts imply a fall in
the shares of the two lowest quintiles and a rise in shares for those
income groups above them, given a rise in the unemployment rate. On the
other hand, we found no significant relation to the inflation rate, as
measured by the annual rate of change of the implicit price deflator for

GNP. While simulation studies, such as the one David Seiders and I did
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'some yearé ago, have shown some redistributive effects of unanticipated
inflation, with the bottom two quintiles énd the top 5 percent losing to
the middie groups, the effects were very small--less than a one or two
perceﬁt change in share for a change in the inflation rate of 5 percentage
points. This is not to deny that inflation may shift individual consumer
units about in the distribution, as some gain and others lose--only that
there is no systematic bias of inflation that shows up in overall measures
of inquality.

One hypothesis relates longer term changes in the demographic
composition of consumer units to changes in inequ}]ity; One of the most
jmportant of these changes is the rise in the proportion of unrelated
individuals (UIs) to consumer units (CUs). While the percentage of Uls to
total CUs was rising slowly in the eariier postwar period, the percentage
has grown rapidly in the past 14 years, increasing from 20 percent in 1966
to 31 percent in 1980. This change is of considerable importance, since
the mean income of UIs is only about 45 percent of that of families, and
the inequality in the UI distribution is greater than that in the family
distribution. (For example, in 1980 the Gini ratio for families was 36.5
percent; for Uls, 43.5 percent.)} This fact alone goes a long way to
reconciling the divergent trends in the distribution of income by consumer
units and by families.

A similar factor has been operating within the family distribution.
The percentage of families headed by females (no spouse present) to all
families was relatively stable until the mid-sixties, at about 10 percent.
It then began to rise, until in 1980 such families were 15 percent of the
total. Since the income of female-headed families again averages only

about 45 percent of male-headed families, the disequalizing effect of this
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demographic shift is readily apparent. On the other hand, with respect to
another important demographfc trend, the rising propertion of working
wives, a recent study by Douglas Wion shows that this increase has had only
minor effects on inequality in the distribution of the earnings of
married-couple families.

A final possible source of the observed changes in inequality is
changes in the distribution of total money income by income types. The
income type distribution is important because of differences in the
importance of income types at various income levels. For example, for
BEA's fully estimated total meney income in 1972, the bottom quintile
received 37 percent of its income in wages and 59 percent in transfer
payments; for the second quintile, the percentages are 61 and 26
respectively, The groups comprising the 41st through 95 percentiles, on
the other hand, received most of their income {approximately 80 percent) in
wages, with self-employment income making up another § percent. While a
Tittle over half of the income of the top 5 percent was from wages,
self-employment income accounted for 24 percent and property income another
21 percent of the income they received. It is easy to see, for example,
that an increase in wages relative to other income types will favor the
middle and upper income groups, whereas a rise in self-employment and
property income will tend to increase the share of the top 5 percent.

The shares of income types in total money income are shown in Figure
6. On balance, over the postwar period as a whole, the share of wages has
risen, that of self-employment income {(both farm and nonfarm) has fallen
drastically, and the share of property income has increased modestly, with
the significant rise in the share of interest income's being largely offset

by the relative decline in other types of property income (dividends,
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rents, royalties, and estate and trust income). The share of transfer
payments has grown substantially, although the primary growth has been in
the form of pensions and social security benefits; other transfers have on
balance declined as a percent of TMI over the entire period. The effect of
these changes should have been equalizing, at least up to about 1970; after
that date the fall in the wage share, the small rise in the share of
property income, and a tapering off in the rise in the transfer shares
after 1975, are all consistent with the observed increase in inequality in
the past 10 years.

I have little time left to consider the effect of President Reagan's
programs on the distribution of income. While it would take some time and
effort to try to nail down the quantitative impact of budget cuts in social
programs, increases in defense spending, and recent and scheduled
reductions in taxes, it is clear that nearly all bear in the direction of
increased inequality. This is virtually self-evident with respect to
budget reductions in welfare and social programs. The supply-side
considerations that appear to have motivated the tax reduction led to
placing of little weight on distributional considerations; in any case, a
percentage reduction in tax rates, coupled with a reduction in the maximum
tax rate on property income, from 70 to 50 percent, is bound to increase
after-tax income inequality, although it will have little effect on the
kinds of before tax distributional statistics I have used in this
statement. The distributional impact of the projected increase in defense
spending is more difficult to judge. Insofar as goods and services
purchased by the military are more capital intensive and require a higher
proportion of professional services and skilled labor than elsewhere in the

economy, it is possible that rates of remuneration for the productive
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services, which may well be owned by consumer units in the upper part of
the distribution, will be bid up. However, I am not clear about the
empirical basis for the possible scenario I have sketched out.

The proposal to turn back a number of social programs to the states
will have effects which are hard to predict at this time. Certainly, the
disparity by states in support levels for varibus programs will increase;
one might suspect as a result an increase in inequality among the poor
themselves, with an increase in the size of the poverty income gap, if not
in the number of poor. If the reduyction in Federal spending for these
decentralized programs is not fully offset by a rise in state-and local
spending, there is a further reason for suppoesing the share of the bottom
qunitile will decline, although it would be impossible to give a
quantitative estimate at this time.

It is not clear who we are supposced to "blame" for the current
recession or depression--the President, Congress, or Paul Volcker. In any
case, whoever or whatever its cause, we know that the current high level of
unemployment and probable further increages in that level will tend to
result in more inequality. High interest rates have their main effect on
distribution through their effect on output and employment; their direct
effects are harder to judge, although it is possible that the balance of
considerations would point to somewhat more inequality,

Policies must not, of course be judged solely on their distributional
effects. Efficiency and growth are also important considerations. Even
Jjudged by these latte;'standards, however, some of the President's
proposals are hard to understand. Is it efficient to make only minor cuts
in agricultural price support programs, or leave spending by the Corp of

Army Engineers for water and navigation projects largely unchanged? s it
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conducive to long-term economic growth--equity aside--to reduce drastically
the support for college students, both graduate student and undergraduates,
in the form of loans and aid? After going to great lengths in its tax
reform act to encourage investment in physical capital through such
policies as liberalized depreciation schedules, it proposes cuts that may
substantially reduce investment in human capital. Where is the evidence
that the return on the former is so much greater than that on the latter,
that we are justified in going out of our way to subsidize the former, but
reduce significantly the financing and subsidization of the latter?
Another anomoly, although it has been with us through the entire history of
income tax laws, is that only depreciation and depletion on physical
capital and selected natural resources can be deducted in determining net
taxable income from such resources; labor income, on the other hand, has
always been taxed gross of the corresponding depreciation of human capital.
On balance, it may be better to rethink recently adopted
administration policies, or closely scrutinize proposed ones, for their
effects on equity and efficiency, than to think up new ones that stand
1ittle chance of adoption in any case. What about rethinking last summer's
tax package? Was too much in the way of increased benefits to special
interest groups incorporated in the act just to get it passed? One not so
amusing side effect of this act, in terms of the quality of our tax
statistics for making size distribution estimates, is its effect on the
reporting of property income on individual tax returns./ While some have
argued there-is not that much there now (arguments that I am skeptical of),
the new law will make this situation far worse; IRS IRA's and all-savers'

certificates are two examples.
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[From the Washington Post, Feb. 6, 1982]
KILLING THE BEARER OF Bap TIDINGS

(By Ellen Goodman)

BosToN.—Sooner or later they were bound to solve this whodunit. The Reagan
people were determined to burrow down and root out the cause of all these expen-
sive social problems. '

Finally, they have come up with their favorite candidate for the ultimate Ameri-
can Troublemaker title; Data. The Data did it, and now Reagan is doing it to the
Data.

The latest agency in Washington to be “riffed” by the grim Reagan reaper is the
primary data-gatherer, the Bureau of the Census.

In the case of the Census Bureau, RIF, “reduction in force,” means a cutback in
employees—about 500 will be laid off and 5,400 given partial furloughs. But is also
and inevitably means a cutback in information. This is what makes the riffing of
the Census Bureau a case study of how Reagan is unraveling social programs.

The Bureau of the Census is the major outfit in Washington assigned to tell us
something about ourselves. It's a collector, sorter and keeper of statistics. It tallies
up our age, sex, race, income, employment and other geographic, social and econom-
ic facts.

Census is, in short, our public research bureau. And the Reagan administration is
not feeling warmly toward the researchers, public or private, in the federal bureauc-
racy or academia. After all, they have long been in the business of gathering up the
mischievous numbers.

During the era of creating federal programs, researchers were busy uncovering
problems. The safety net was woven in large part out of their data.

The 1950s way of expanding government programs went somewhat further, but
the process was similar. First, a group of people in academia or politics or the media
would “discover” a social issue—hunger for example. Then the researchers would go
out and collect the numbers.

Once the figures were in, we knew how many people were hungry and where they
were hungry. We has a certifiable problem. We held hearings, we called for solu-
tions, we passed legislation and started distributing things like food stamps.

Now we have an administration that wants to turn this process around, to con-
tract federal programs, or scatter them to the 50 state winds. You can’t unravel it
without unraveling the research. So it isn't a coincidence that the money to identify
social problems has shrunk along with the money to study them and the money to
alleviate them. ’

Meanwhile, if one agency is cutting food, shelter and medical care, the last thing
the administration wants is to see another agency tallying up the pain. If one
agency is cutting programs, they don’t want another spewing out numbers that
prove the programs are necessary. The are better off letting sleeping statistics lie.

The end result is that funding social research in this administration is as popular
as leaking defense secrets. What we don’t know can’t hurt them.

The Bureau of the Census isn’t going to fold up shop. Its basic functions are pro-
tected by the Constitution. But the bureau and the other agencies may be severely
limited in gathering and sharing information. As for the academics who depend on
federal grants, their studies of society has been crippled. But the rampant riffing of
researchers adds an elegant simplicity to the whole Reagan plan. You may not be
able to cure unemployment, but by golly, you can stop counting it. You may not be
willing to help the poor, but you can stop offering up the proof of their poverty. You
may not be willing to help the displaced homemaker, the abused child, the under-
nourished, but you can make them invisible again.

Who knows, without all that data around to keep bothering us, poverty, unem-
ployment, even hunger, will just disappear. This is the way they solve problems in
the New Reagan Era: they kill the Data.

Representative Reuss. Thank you very much, Mr. Budd.
Mr. Danziger.
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STATEMENT OF SHELDON DANZIGER, RESEARCH ECONOMIST,
INSTITUTE FOR RESEARCH ON POVERTY, AND ASSOCIATE
PROFESSOR OF SOCIAL WORK, UNIVERSITY OF WISCONSIN-
MADISON

Mr. DaNziger. Thank you, Congressman Reuss. To avoid overlap
with Professor Budd and some of the other discussants, I will sum-
marize my prepared statement and then emphasize the effect of
the current administration’s program on the poor, which is the last
part of my prepared statement.

After review of the evidence on the trend in inequality and anal-
ysis of the effect of several important demographic and economic
factors, which is shown in the first seven tables of my statement, I
derive the following conclusions:

TRENDS IN INCOME DISTRIBUTION

One, the degree of inequality was relatively constant over the
1950 to 1980 period; but it has been increasing at a slow and steady
rate for the past 15 years.

Two, demographic change has accounted for some of the increase
in inequality. However, because labor market forces contributed to
an increase in pretransfer inequality, inequality would not have in-
creased, even if there had been no demographic change.

Three, Government transfer programs dramatically reduce in-
equality for several population subgroups and have a significant
impact on the aggregate degree of inequality. If Government trans-
fers had not been growing, the increase in inequality would have
been substantially larger.

Four, the contribution of working wives to family incomes has re-
duced inequality while fringe benefits have increased inequality,
but the effects of both of these are smaller than those of Govern.
ment transfers.

TRENDS IN POVERTY

Because some have argued that Government policies should not
be addressed to the income distribution per se, the trend in poverty
is then examined. Again, 1 derive these conclusions: first, that the
growth of income transfers, not labor market improvements, has
been the primary factor in the reduction of poverty in the past 15
years.

Two, poverty remains at high levels for many subgroups among
the population, especially female-headed households with children,

Three, income transfer programs do create disincentives to work
and save, but their magnitude has been relatively small, and they
pose no threat to the overall efficiency of the economy.

EFFECT OF REAGAN PROGRAMS

Then, some projection of the effects of the Reagan administra-
tion’s economic programs are offered. The conclusions in this area
are: first, reductions in taxes for those toward the top of the
income distribution and decreases in transfers and other social wel-
fare programs for those toward the bottom will increase poverty
and income inequality.
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Because of their reliance on income transfers, employment and
training programs and regular public sector jobs, female-headed
families, minorities, and those in the second income quintile who
become unemployed are likely to experience the largest losses from
the administration’s program.

The incidence of poverty as officially measured is likely to return
to the levels that existed in the late 1960’s shortly after the war on
poverty was declared.

Finally, even if the economy recovers, the gains that trickle
down to those at the bottom of the distribution are not likely to be
large enough to offset the direct losses from the budget cuts.

FURTHER DISCUSSION OF POVERTY DATA

I would like to now turn from that summary to the part of the
prepared statement that deals with poverty. As I say, the summary
measures of inequality in my statement and in Professor Budd’s
statement are affected by changes in either the incomes of the poor
or the nonpoor. It has often been argued that Government policy
should not be addressed to income distribution per se. For example,
Robert Tolson and Kevin Hopkins, two administration representa-
tives, recently wrote in an issue of “Public Welfare” the following
quote:

Inequality of incomes in itself becomes something to be corrected only to the
extent that the poorest do not have sufficient resources to provide for their needs.

So, to reflect this concern evidenced by the administration
spokesmen with those at the bottom of the distribution, I would
like to look in some greater detail at the trends in poverty. The
trends in poverty mirror the trends in inequality in the sense that
we had a decline in the late 1960’s, but an increase recently.

GOVERNMENT PROGRAMS HAVE REDUCED POVERTY

It’s important to point out the official Census measure that in-
cludes only cash transfer shows a decline of 17 percent, while the
adjusted income measure—based primarily on the work of Timothy
Smeeding at the University of Utah and as a consultant to the
Census Bureau—which accounts for in-kind transfers and Federal
transfers, shows a decline of almost 50 percent in poverty. So there
have been important reductions in poverty, but they are due pri-
marily to the increases in Government cash and in-kind benefits.

Nonetheless, despite the growth in transfers, the official inci-
dences of poverty in 1978 among children living in female-headed
households was 31 percent for whites, 58 percent for blacks, and 61
percent for Hispanics. These high incidences and the recent
upward trend in the percentage of children living in female-headed
f::.lmilies refutes the view that poverty had been virtually eliminat-
ed.

As part of my prepared statement, I submit another paper “Chil-
dren in Poverty: The Truly Needy Who Fall Through the Safety
Net,” which I would like entered into the record, which provides a
lot of data on this particular group among the poor.

Representative REuss. Without objection, it will be received.
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Mr. DanziGER. Between 1965 and 1978, welfare recipiency did in-
crease in this group from about 26 percent of female heads of fami-
lies to 38 percent, but the percentage of female heads who worked
remained constant at about 65 percent working at some point in
the year.

Thus, despite increased welfare recipiency and the maintenance
of work effort, poverty among female heads remains a serious prob-
lem.

Table 9 in my statement presents data on the dependence on
cash transfers of all households and of pretransfer poor households,
classified by the age, sex, and race of the head. It’s important to
note how large a percentage of households depend on income trans-
fers. While almost all of the aged poor received transfers, however,
almost 40 percent of nonaged poor households received none. And
this is data from 1978 before the current cuts in transfer programs.
And the probability of receiving enough aid to escape poverty is
much lower for the nonaged than the aged.

The recent growth of income transfer programs has had impor-
tant beneficial effects—protection against income losses due to un-
employment, retirement, disability, and death; guarantees of access
to minimum levels of food, shelter, and medical care; and the re-
duction of poverty and inequality. This growth has been accompa-
nied by some declines in work effort and savings that have contrib-
uted to sluggish economic performance. But the magnitude of these
disincentives has been overstated.

A review of the available research published in the Journal of
Economic Literature in September by myself and several ccl-
leagues at the Poverty Institute suggested the decline in aggregate
work effort due to income transfers is less than 5 percent. The
effect on savings is quite speculative, depending on which author
one casts with, and it ranges from zero to 20 percent.

Nonetheless, these disincentives pose no serious threat to the
growth of the economy, and they could be reduced by reforming,
not eliminating, the transfer programs. The elimination of these
programs will lead to small gains in efficiency but large increases
in poverty and inequality.

REAGAN PROGRAM WILL INCREASE INEQUALITY * * *

The Reagan administration’s drastic fiscal retrenchment to
reduce Government presence in the economy was claimed to be
evenhanded; yet it is clear that the new priorities reflect dissatis-
faction with the growth of social welfare expenditures over the past
15 years. The program claims to maintain the safety net so as to
insure the well-being of the truly needy.

However, the short-run direct effect of the administration’s pro-
grams are clear. The tax changes will increase the disposable
income of those toward the top of the income distribution; and the
budget changes, especially those in the income transfer programs,
will lower the incomes of those toward the bottom. As a result,
both poverty and income inequality will increase.
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* % % AND WILL CUT WORK INCENTIVES FOR THE POOR

Consider the effects of the budget cuts on one of the poorest
groups I mentioned, female heads of household with children. They
will be disproportionately affected. Many relied on CETA jobs.
Others working in the private sector have either lost eligibility for
AFDC, which probably results in a loss of medicaid benefits or
have had their benefits significantly reduced by the new rules on
work expenses and allowable assets.

In your State and mine, Congressman, consider the fiscal 1982
changes on a typical working welfare mother with one child in
Wisconsin. She earned $432 per month, reported average work ex-
penses of $108, and received 3217 from AFDC. As a result, her
monthly disposable income was $140 higher than that of a non-
working AFDC mother with one child who received $401 per
month. Starting February 1, after 4 months of welfare recipiency,
her earnings reduce her welfare benefits even further, and she re-
ceives only $44 from AFDC. Her income after work expenses is now
actually $33 per month lower than that of the nonworking woman,
representing a 32-percent cut in her cash income.

Given cases like this, it should come at no surprise that program
administrators expect some of these women to quit working. If the
woman in this example does quit, AFDC costs would not fall from
$217 to $44, but would rise to $401.

At the same time as the proposed income tax reductions are cut-
ting tax rates for the rest of the population, welfare beneficiaries
who already face high benefit reduction rates are experiencing
even higher rates and work disincentives. If the lowered income
tax rates lead the nonpoor to work more, as is hoped, and the
higher rates lead welfare recipients to work less, as my example
suggests, the gap between the income classes will increase even
more.

In addition to welfare women, many low-income, two-parent
working families in the second quintile of the distribution will
suffer large income losses. Households in this group have experi-
enced the greatest reduction in their income share over the recent
past, partly because their incomes are too high to qualify for Gov-
ernment transfers and because their jobs are more cyclically sensi-
tive and offer lower fringe benefits than those in the higher quin-
tiles.

This decline in the share of the second quintile means—as you
know, since one of the papers I cite is that piece you published in
Challenge magazine recently—that the second quintile is now bear-
ing the brunt of the increased unemployment rate in the private
sector and the reduction in employment and training programs.

According to estimates by Lester Thurow, employment and train-
ing programs accounted for 14 percent of the earnings received by
the bottom two quintiles of the labor force. These households now
find that the extent of protection against income loss provided by
food stamps and extended unemployment compensation in recent
recessions has been reduced
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BLACKS WILL BE HURT WORST

Minorities will alse be disproportionately affected by the budget
cuts. A recent estimate shows that 27 percent of all blacks, as com-
pared to 16 percent of all whites, worked in the public sector.
About 55 percent of the net employment increase for blacks since
1960 occurred in the public sector, and most of this was in social
welfare programs. Thus, reductions in Government employment in
general, and social welfare employment in the public sector in par-
ticular, will affect blacks more than whites.

WILL “SUPPLY-SIDE’’ GROWTH HELP? NOT ENOUGH

But, what of the supply-side miracle? Suppose that the adminis-
tration’s program does succeed in stimulating economic growth. As
suggested above, the major factor contributing to the reductions in
poverty and offsetting increases in inequality was the growth in
Government transfer payments.

Peter Gottschalk has examined the evidence concerning the
trickle-down hypothesis in two public papers, which I cite, and I'd
also like to submit for the record something I just gave to your
staff this morning, a short piece entitled “Have We Already Lost
the ‘War on Poverty?” in which Professor Gottschalk provides
some projections of poverty that I will discuss now.

Representative Ruess. Without objection, that will be received.

Mr. Danzicer. Gottschalk concludes that there is little reason to
think that the earnings gains from economic growth that accrue to
those with labor market disadvantages are likely to be large
enough to significantly reduce poverty. Unless policies are imple-
mented to alter the structure of the labor market facing the poor,
then poverty would decline little in the 1980’s even if unemploy-
ment remained at 6 percent and cash transfers grew as fast as na-
tional income.

Gottschalk provides an estimate in the piece that’s been entered
into the record that poverty in 1980 will be 13.7 percent; whereas,
the official rate for 1980 is 13 percent.

I would like to point out that the budget cuts just went into
effect in October 1981, and so the effect on the poor is likely to be
larger than that indicated in Gottschalk’s estimate for 1981. As a
result, I've made a few calculations based on the model in this
paper.

Assuming an unemployment rate of 8% percent for 1982 and as-
suming a decline in real transfers of 5 percent, which would be a
drop of about $13 billion in cash transfers for 1982, poverty in 1982
I would project to be 15.34 percent, as officially measured. That’s a
rate which has not been recorded officially since 1966.

Obviously, as I mentioned earlier, the effect of inkind transfers,
which are not measured, does suggest that poverty is lower than it
was in 1966. But the cuts in cash and inkind transfers will none-
theless increase poverty in this case by at least 1% percent.

I then use Gottschalk’s estimates to say what if the supply-side
miracle works. Suppose we do have a decline in unemployment to
5% percent by 1984. That I believe would be a vindication of the
supply-side miracle.
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So I assumed in this calculation that unemployment does fall to
5% percent by 1984, but I also assumed that one of the costs of get-
ting to 5% percent unemployment is that real transfers will drop
by 15 percent in real terms. That would be about a $45 to $50 bil-
lion decline in income transfers, which again is the kind of magni-
tude that the administration is projecting.

Unfortunately, the decline in real transfers has a propoverty
effect which almost entirely offsets the antipoverty effect of the de-
cline in unemployment; so that my estimate for 1984, even if the
supply-side miracle does take place, would be a poverty rate of 13.5
percent, which would be only a significant—very insignificant de-
cline from Gottschalk’s estimates for 1981.

In conclusion, I would like to suggest that the information which
has been disseminated by the administration as to the problems of
income transfer programs has been to much extent not derived
carefully from the literature. I would argue that there have been
exaggerations about the degree to which poverty has been reduced,
that we find no evidence that poverty has been eliminated, particu-
larly for some of the groups that I've mentioned, that the extent of
the work disincentives and savings disincentives of transfer pro-
grams, again, has been overstated. The extent to which it has been
claimed that benefits will trickle down to the poor has been over-
stated. The extent to which the private sector is likely to fill gaps
has been overstated, and the extent to which Government pro-
grams can easily distinguish work from welfare has been overstat-
ed.

The research evidence cited in my prepared statement suggests
that there is some truth to each of these claims, but that the posi-
tive effects of income transfer programs are much larger than has
been admitted and the negative effects are much smaller.

In sum, even if the administration’s program generates a recov-
ery, the gains that trickle down to those at the bottom of the
income distribution are not likely to be large enough to offset the
direct losses from the reduced transfer and other social programs.

[The prepared statement of Mr. Danziger, together with the at-
tachments referred to, follows:]
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PREPARED STATEMENT OF SHELDON DANZIGER !

INTRODUCTION AND SUMMARY

The size distribution of househeld income has remained stable over
the past thirty years, despite sfgnificant changes ia various economic
and demographic factors--fluctuations In economic growth, increases {n
government transfer payments, increases in female labor force par-
ticipation and the changing age and household cowposition of the popula-
tion. This testimony reviews the evidence on the trends In income ine~
quality and poverty and offers some projections as to how the fiscal year
1982 budget cuts and those now being proposed for fiscal year 1983 rmight
affect the income distribution.

After a review of the evidence on the trend in inequality and an
analysis of the effect of several important demographic and economic fac-
tors, the following conclusions are derived.

' The degree of inequality was relatively constant over the 1950-1980

period, but it has been increasing steadily for the past fifteen

years.

Demographic change has accounted for some of the Increase in lne-
quality. However, because labor market forces contributed £o an
increase in pretransfer inequality, inequality would not have
decressed, even If there had been no demographic change.

* Government transfevs dramatically reduce inequality foc several
population subgroups and have a zignfficant impact on the aggregate
degree of lnequality. If transfers had not been growing, the
increase in inequality would have been substaarially iarger.

* The contribution of working wives to family incomes has reduced

irequality vwhile fringe Senefits have {ncreuased inequality, but

these effects are smaller than those of transfers.

' The author acknowledges the support of the Graduate School Research Committee of the

University of Wisconsin-Madison and the computational assistance of Daniel Feaster.



Because some have argued that government policies should not be
addressed to the income distribution per se, the trend in poverty 1s then
examined. It is shown that:

* The growth of income traasfers, not labor market improvements, has
been the primary factor in the reduction of poverty in the past
fifteen years.

+ Poverty remains at high levels for many subgroups among the popula-
tion, especially female-headed families with children.

 Income transfer programs create disincentives to work and save, but
their magnitude has been relatively small and poses no threat to
the overall efficiency of the econonmy.

Then, some projections of the effects of the Reagan Administration’s

economic programs are offered.

+ Reduction in taxes for those toward the top of the income distribu-
tion aﬁd decreases in transfers and other social welfare programs
for those toward the bottom will increase income inequality.

- Because of their reliance on income transfers, employment and
training programs and regular public sector jobs, female~headed
families, minorities, and those in the second income quintile who
become unemployed are likely to experience the largest losses from

the Administration's program.

The incidence of poverty as officfally measured is likely to return
to the levels that existed in the late 1960s, shortly after the

War on Poverty was declared.

Even if the economy recovers, the gains that trickle down to those
at the bottom of the income distribution are rot likely to be large

enough to offset the direct losses from the budget cuts.
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THE PERSISTENCE OF INEQHALITY

Table 1 presents the familiar Census data on two summary wmeasures of
inequality, the Gint coefficient! and the Ilncome ghares received by each
quintile. Data for houscholds~families and unrelated individuals--are
presented in Panel A and for families only in Panel B. While the data
for any two years are quite sliflar, several trends are appareat. First,
the Income share of the lowest quintile fncreased over the 1950-79
period, while the share of the second quintile declined. As emphasized
below, the galns made by this bottom quintile result primarily from the
increase {n government Income transfers. Secoud, while the treands ure
not very large, overall inequality declined from 1950 to about 1966 and
then began to increase.? Again, as eaphasized below, this trend towards
increased Inequality {s likely to persist.

The Census data reported in Table 1 do not include government v pri-
vate fringe benefits In kind such as Medicare, food stamps, housing
assistance, or employer—proviﬁed pensions and health {nsurance.’ These
aon-cash items have increased rapldly as a percentage of total 1income in
recent years. While no study of inequality has incorporated the offects
of both in-kind transfers and fringe benefi:is, existing studies do
suggest that they have opposing effects.

Several studfes have found that In-kind transfers reduce fnequality.
The} have a significant impact on the facome share of the lowest quin-
tile of households, and smaller fmpacts on the share of the other quin-
tiles.% For exawple, G. William Moagland estimates that the quintiie
shares after all transfers (cash as well as {n-kin 3, and after federal

taxes, were 6.4, 11.0, 16.9, 24.1, and 41.7 percent in 19756.5
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Timothy Smecding has measured the effect of employer-provided fringe
benefits (e.g., vacation and holliday pay, paid sick leave, insurance
contributions, such as health or life, and deferred compensation, such as
pension plans) on the degree of 1nequali[y-6 Theilr effect is the opbo—
site of that of government transfers in kind, although it 1s relatively
small. Table 2 shows that the lowest quintile of workers receives 2.4
percent of all wages and salaries, but 2.2 percent of total compensation.
A similar reduction occurs ia the sh#re of the lowest quintile of full-
time full-year workers. The large differences in the mecasures betwcen
all workers and those working full-year full-time points out the large
impact of unemployment on inequality.and suggests the magnitude of the
reduction in inequality that would result from full employment. Smeeding
also suggests that if better measures of the job perquisites of high-
income earners (e.g., sfock option plans, expense accounts) were
available, the inequality-increasing effect of fringes would increase.
Thus, because government transfers in kind and fringe benefits have
opposing effects, Census data, such as that reported in Table 1, probably

overstate the extent of inequality to a small degree.7

THE ROLE OF DEMOGRAPHIC AND ECONOMIC FACTORS

In this section, the roles of several demographic and economic fac—
tors in accounting for the trend in inequality are examnined. In recent
years there has been a rapid change in the demographic composition of
households. This change is evident in Table 3, where the population is
divided into 12 exhaustive and mutually exclusive groups, distinguished

by type of household unit (family or unrelated imndividual), sex of head,
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and age of head. The ape categories are young {less than 25 years of
age), prime-age (25-64), and aged (65 and over). Between 1965 and 1978,
the total number of units grew by about 36 perceat, while population prew
by oaly about 12 percent. Families declined from 80 to 70 percent of all
households, éud the largest group of families, those with prime-age male
heads, fell from 57.8 to 47.3 percent of all units. There was an
increase {n the percentage of units accounted for by all six groups of
unrelated individuals, with the largest increases fin units headed by
women and the young.

Families hcaded by prime-age men have the highest mean fncome, while
units headed by women, the aged, and the young have below average
incomes. Thus, the demographic shift toward lower income units has
tended to depress the mean income for all houscholds and to increase the
degree of inequality among households. Table 6 shows the mean Census
fncome for each of the twelve demographic groups for 1965, 1972, aand
1978. The income growth rates for tem of the twelve demographie groups
exceeded the 16.3 percent aggregate growth in income for the 1965-1978
period. The same is true for the 1972-1978 subperiod, in which real
incomes declined in the aggregate, even though they incrcased for clcven
of the twelve groups.

Demographic change has contributed both to a decline in the growth
rate of measured income and to an increase In income inequallty. Table 5
reveals that the Cini coefficient for all units increased by 6.6 percest,
while {t actually decrcased for seven of the groups.

Three economic factors are i{mportant determinants of the trend in
houschold {ncome inequality--Income transfers, wives' contributions to

fanily income, and the distributicn of male ecarnings. For exzmple, con-
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sider the group with the strongest labor market attachment—-families
headed by prime-aged men. Table 5 shows that thelr Ginl coefficient
increased by 3.7 percent. However, if it were not for income transfers,
the increase would have been 8.1 percent. Table 6 shows the reduction in
the Ginl coefficient due to cash transfers in 1965 and 1978. 1In each
&ear, transfers substantially reduced inequality, and this effect
increased over time for each of the twelve groups.8 The reduction in the
Cini coefficient due to transfers-—-14.5 percent in 1978--1s the largest
single factor affecting inequality. This fnequality-reducing Impact of
transfers is largest for aged household heads and for families headed by
females because they are the primary beneficiaries of social security and
welfare programs respectively.9
Table 7 shows that the earnings of wives have a small equalizing
impact on the distribution of income among husband-wife families for
white, nonwhite aand Hispanic houscholds. This effect has persisted over
the recent past, even though 'the most rapid increases in work occurred
among the wives of husbands with earnings above the median Incowe. The
Ginl coefficlent of family income was relatively constaat for whites and
fell slightly for nonwhites between 1965 and 1978, even though the Gini
coefficients of husbands' earnings increased by about 1l percent for both
white and nonwhite husbands.l0 Thus, the increased contributions of
wives' earnings and of government transfers, which both tend to reduce
. inequality, offset the Increased inequality of husbands' earnings.
Some portion of the increased earnings inequality among men can be
accounted for by higher levels of unemployment and labor force
withdrawal, attributable in part to rising transfers. lowever, Peter

Henle and Paul Ryscavage even find a “"slow but persistent™ trend toward
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inequality among all wage and salary earners who worked year-round full-
time and for efght of ten broad occupational groups.ll These increases
in earnings inequality are well-documented, but not very well understood.
There 1s little evidence to suggest that the recent increase in fine-
quality will be reversed. The inequality-i{ncreasing cffect of
demcgraphic change will be reduced somewhat by the aging of the baby
boom and the reduction in new labor force entrants. Continued increases
in the percentage of wives who work and of fringe benefits as a percent
of total compensation should coatinue to have relatively small effects.
In recent years, fncreased male earnings {nequality has been offset by
the growth of income transfers. Now, however, increased unemployment and

reduced income transfers are both contributing to {ncreased inequality.

THE DECLINE AND RISE OF POVERTY

The summary measures of inequality presented to this point arc
affected by changes in elther the fncomes of the poor or the nonpoor.
Howev;r, it has often beca argued that government policies should not be
addressed to income distributien per se. For example, two Administcation
representatives teéencly wrote:

Inequallty of f{ancomes i{n itself becoumes something to be
corrected only to the extent that the poorest do oot have
sufficient resources to provide for thefr needs.l!2
To rcflect this concern with these at the bottom of the distribution, the
remainder of this paper caphasfizes the rrend in poverty.

Table 8 shows the percentage of persons living in households with

incomes below the poverty line. The results mirror those for fnequalicty.

First, over the 1965-1980 pariod poverty declined primarily because of

transfers. 1a Lhe abscuce of transfers, poverty would have declined by
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6.1 percent. The official Census mcasu;e that includes cash transfers
shows a decline of 16.6 percent, while the ad justed Iincome measure, which
accounts for in-kind transfers and federal taxes, shows a decline of almost
50 percent. Second, there was a large decline during the 1965-1972
period which was followed by stationary and then increasing poverty.

Again, there are large differences in economic status across the
various demographic groups. For exanple, despite the growth of trans-—
fers, the official incidences of poverty in 1978 among children living in
female~headed households were 31, 58, and 61 percent for whites, blacks,
and Wispanics. Their numbef now, and the receat upward trend in the size
of this group, refutes the view that poverty has been “virtually
eliminated.”13 Between 1965 and 1978, welfare recipiency increased from
26 percent of all female heads to 38 percent; and the percentage of
female heads who worked remained constant at about 65 percent. Thus,
despite increased welfare recipiency, and the malntenance of work effort,
poverty among female heads remalns a serious problem.

Table 9 presents data on the dependence on cash transfers of all
households and of pre—transfer poor households, classified by the age,
sex, and race of the head. Over 40 percent of all households and 80
percent of pretransfer poor households received cash tranfers. For the
poor, these transfers comprised 72.0 percent of their Census incomes.
While the number of transfer reciplents and the average benefit have
grown in recent years, significant gaps in coverage and inadequacies in
benefits remain. While almost all of the aged poor received transfers,
almost 40 percent of nonaged poor houscholds received ﬂone. And the
probability of receliving enough ald to escape peverty is much lower among

the nonaged than the aged.
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Contrary to conventfonal wisdom, the receipt of transfers is quite
similar regardless of race, once cconomic need has bcen taken into
account. A greater percentage of all minority houscholds recefve truans-

fers because they are more likely to be pretransfer poor. However, among

thelpoor, whites arc more likely than minorities to be removed from
poverty by transfers because they recaive larger amouﬁts on average.

The recent growth of income transfer programs has had imortant bene-
ficial effects--protection agalnst income losses due to unemployment,
retirement, disablliity and death; guarantees of access to minimum levels
of food, shelter, and medical care; and the reduction of poverty and ine-
quality. This growth has been accompanied by some declines in work
effort and savings that have contributed to sluggish economic perfor-
mance. But the magnitude of these disincentives has been overstated. A
reviev of the available research Indicates that the decline In aggregate
work effort due to income transfers is less than 5 percent. The effect
on savings {s quite speculative—it ranges from zcro to 20 percent.lé
These disincentives pose no serious threatl to the growth of the econoamy,
and they could be reduced by reforming the various programs. The elimi-
nation of the programs will lead to small gains in efficiency but large

increases In inequality.

THE REAGAN ADMINISTRATION'S ECONOMIC PROGRAM: PROJLCTED IMPACT ON THE
INCOME DISTRIBUTION

The Reagan Adminfstration has undertaken a “drastic fiscal
retrenchment”™ to reduce government preseace in the economy. Despite
claims of evenhandedness, the new priorfties reflect dissatisfaction with

the growth of social welfare expenditures over the past fifteen years.-
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The program claims to maintain the "safcty net” so as to insure the well-
being of the "truly needy.” However, the short-run direct effects of the
Administration's program on poverty and inequality are clear. The tax
changes will increase the disposable incomes of those toward the top of
the income distribution and the budget changes, especially those in the
income transfer programs will lower the incomes of those toward the bot-
tom of the distribution. As a result, both poverty and income inequality
will increase.

Consider the effects of the budget cuts on one of the poorest groups,
female heads of household with children. They will be disproportionately
affected. Many relied on CETA jobs. Others working in the private sec-
tor have either lost eligibility for Aid to Families yith Dependent
Children (which also results in a loss of Medicaid benefits) or have had
thelr benefits significantly reduced by the new rules on work expenses
and allowable assets. For example, the University of Chicago's Center
for the Study of Welfare Policy showed that the typical AFDC mother who
works would experience a 20 to 30 percent decline in her monthly
income.15

Ironically, for many women the new AFDC rules provide less of an
ifncentive to work than do the prior ones. For example, before the FY
1982 changes, the typical working welfare mother with one child in
Wisconsin earned $432 per month, reported average work expenses of $108,
and recelved $217 from AFDC. Her monthly disposable incomz was 5140
higher than that of a nonworking AFDC mother with one child who received
$401 per month. Now, after four months of welfare recipiency, her earn-

ings reduce her welfare benefits even further, and she receives only $44
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.from AFDC. Her income after wo;k expenges is actually %33 per month
lower than that of the nonworking woman, and 32 percent below what it was
in FY 1981. Given cases like this, it should come as no surprise that
program administrators expect some of these women to quit woerking. If
the woman i{a this example does quit, AFDC costs would not fall from $217
to $44, bur would rise to $401.

Thus, at the same time as the proposed income tax reductions are
cutting tax rates for the rest of the population, welfare beneficiaries
who already face high benefit reduction rates {which are equivalent to
tax rates) are experiencing even higher rates and work discinentives. If
the lowered income tax rates lead the aonpoor to work more, as is hoped,
and the higher rates lead welfare recipients to work less, the gap be-
tween the Income classes will iIncrease even more.

In addirion to welfare women, many low-income two-parent working
families in the second quintile of the income distribution will suffer
large income losses. Households in this group have experienced the
greatest reduction in their income share over the recent past, partly
because thelr iIncomes are too high to qualify for government transfers
and because thelr jobs are more cyclically sensitive and offer lower
fringe benefits than those in the higher quintiles. They are now bzaring
the brunt of the increased unemployment vate In the private secco}, and
the reduction in employment and training prograus. According to Lester
Thurow, these programs accounted for 14 percent of the earnings rveceived
by the bottom two quintiles of the labor force.ld® These hougeholds now
find that the extenc of protection against income loss provided by food
stanps and extended unemployment compensation fn reccent recessions has

been reduced.
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Minorities will also be disproportionately hurt because of the reduc-
tions in income transfers, employment and ttaininé programs and regular
public sector empoyment. Michael Brown and Steven Erie show that in 1976
27 percent of all blacks as compared to i6 perceﬁt of all whites worked
in the public sector.l? About 557 of the net employment increase for
blacks since 1960 occurred in the public sector, and much of the increase
was 1n social welfare programs. Th;s, reductions in government
employment in general, and social welfare employment in particular, will
affect blacks more than whites.

But, what of the supply-side miracle? Suppose that the Administra-
tion's program does succeed in stimulating economic growth. As suggested
above, the major factor contributing to the reductions in poverty and
offsetting increases in inequality was the growth in government trans-
fers. Peter Gottschalk has examined the evidence conceralng the trickle-
down hypothesis-18 He concludes that there is little reason to think
that the earnings gains from economic growth that accrue to Lhose with
labor market disadvantages are likely tc be large enough to significantly
reduce poverty. He analyzed the economic situation of a sample of
middle-aged married men over the 1966-1675 period and found that even
though real earnings increased on average, inequality and the proporticn
of husbands with low earnings also increcased. In fact, 43 perceat of
those with low earnings in a given year had low ecarnings In all six sur-
vey years, and 78 percent had low carnings more than half of the survey

‘years. This indicates a good deal of permanence withia the low earunings
population, even during prosperous years.

Gottschalk also shows that, unless policies are implemented to alter

the structure of the labor market facing the poor, then poverty would
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decline little {n the 1980s even if unemployment remained at 6 percent
and cash transfers grew as fast as natfonal income.l% Given the curreant
high unemployment rates and the fiscal 1982 reductions in {ncome trans-
fers, he projects an incidence of boverty of 13.7 percent for 198!, the
highest rate since 1967. If the proposed FY 1983 reductions in incoime
transfer and other social programs are enacted, it is likely that the
offictal incidence of poverty in 1984 will have returned to the levels
that exlisted in the late 1960s, shortly after the declaration of the War
on Poverty in 1964.

In sum, even 1f the Administration's program generates a recovery,
the galins that trickle down to those at the bottom of the incowe distri-
bution are not likely to be large cnough to offset the direct losses from

the reduced transfer and other social programs.
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Notes and Refereunces

lvalues of the Gini coefficient range from zero, which means perfect
equality of income, to one, total inequality. Thus, ; declining Gini
coefficient means that the income distribution is becoming less unequal
and a rising Ginl coefficient means thc Income distribution 1is becoming
more unequal.

21his point has also been made by Henry Reuss, "Inequality, Here Ve
Come,” Challenge, September/October 1981.

3Census money income is defined as woney income received during the
calendar year as wages and salaries, net income from self-employment,
property income (for example, intercst, dividends, and net rental
incomes), government cash transfers, and other forms of cash income (for
example, private pensicns and aiimony).

4These studies are reviewed in Sheldon Danziger, Robert Haveman, and
Robert Plotnick, "How Income Transfer Programs Affect Work, Savings, and

the Income Distribution: A Critical Review,” Journal of Econonic

Literature, Vol. 19, September 1981.
5G. William Hoagland, "Measuring the Effectiveness of Current

Transfer Programs in Reducing Poverty,” in Welfare Reform in America,

edited by P. Sommers (Martinus Nijhoff, 1982).

6Timothy Smeeding, "The Size Distribution of Wage and Nonwage
Compensation,” paper presented to the National Bureau of Economic
Rescarch Conference on Income and Wealth, October 1981.

7The overstatement of poverty in the Census data 1is much larger, as
is shown below in Table 8. Fringe tenefits do not iacrease poverty, so
the poverty-reducing impact of goverament transfers in kind is not off-

set.
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8The offect of tranfers oa incquality is generally measured by com—
paring pretransfer and posttransfer fucomes. Pretransfer income is
defined by subtracting government transfers [from posttransfer lucome.
This definitfon assumes that transfers elicit no behavioral responses
which would cause income without trausfers to deviate from observed
pretrausfer {ocome. However, transfers do {nduce labor supply reductions
so that reccipients' net incomes are not increased by the full amount of
the trausfer. For example, consider ar individual who earns $3000.
After the passage of a public assistance program, with an income guaran-
tee of $3000 and a tax rate of S0X, the person reduces hours of work and
earns $2500. A transfer of 51750 is now received and total facome is
$4250, but the individual's final income is only 81250 higher. BRecause
pretransfer Income in the abscnce of transfers Is not observed, most stu-
dies measure the redistributive effect as the difference between
pretransfer and posttransfer income (§4250-52500), not as the increase in
final income. Thus, true prctrau;[er income is ltkely to be higher than
measured pretransfer income. Pre- posl comparisons, therafore, such as
the ones made here, are likely to provide upper—bound estimates of the
cffect of transfers on fnequality.

9For example, in 1974 social security benefits were received hy 22
percent of all families. They reduced the Gin! coefficient by about 9
percent for all families, but by 2% percent for households headed by an
aged person. Cash welfare henefits were received by 8 percent of fami-
ldes, reduced the Ginl coefflcient by 3 percear for all families and by
19 percent for families headed by @ nonaged female. Sce Sheldon
Danziger, “Income Redistribution and Socfal Sccurfty: Further Tvidence,”

Social Service Review, Vol. 51, Marah 1977.
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10g.tween 1967 and 1978, the Gini coefficient of carnings for white
husbands increased from .394 to .437, or by 10.9 percent, while that of
nonwhite husbands increased by 11.2 percent, from .392 to .436.

llp.ter Henle and Paul Ryscavage, "The Distribution of Earned Income

Among Men and Women, 1958-77," Monthly Labor Review, April 1980.

12pobert Carleson and Kevin Hopkins, "Whose Responsibiity is Social
Responsibility: The Reagan Rationale,” Public Welfare, Fall 1981.
13According to Martin Anderson, Welfare (Hoover Institution Press,
1978):
The “war on poverty” that began in 1964 has been won. The
growth of jobs and income in the private economy, combined
with an explosive increase in government spending for welfare
and income transfer programs, has virtuvally eliminated poverty
in the United States.
14Danziger, Haveman, and Plotnick, op. cit.
15University of Chicago, Center for the Study of Welfare Policy.
“The Poor: Profiles of Families in Poverty,” minmeographed (Washington,
D.C.: March 20, 1981).

16ester Thurow, "Equity, Eificiency, Soctal Justice and Redistribu-

tion,"” Nebraska Journal of Economics and Business, Vol. 20, Spring 1981.

17Michael Brown and Steven Erie, "Blacks and the Legacy of the Great
Society,” Public Policy, Vol. 29, Summer 1981. Thurow, op_cit. also
points out that the ratio of black to white wages is higher in the public
than the private sector.

18perer Gottschalk, "Earnings Mobility: Permanent Change ovr

Transitory Fluctuations,” Review of Economics and Statistics, 1982, 1in

press.
19peter Gottschalk, “Transfer Scenarios and Projections of Poverty

into the 1980s,” Journal of Human Resources, Vol. 16, Winter 1981.
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Table 1

The Tread in Income Inequality, Selected Years,

1950-197

9

Share of Census Money Income

Received by Quintile:

Gini Coefficient

1.2 3 4 5
A. All Households
(Families and larelated Individuals)@
1979 3.8 9.7 16.4 24.8 45.3 419
1975 3.9 9.9 16.7 24,7 44.5 411
1970 3.6 10.3 17.2 24.7 44.1 407
1870 3.8 10.7 17.5 24.7 43.4 L399
1965 3.6 10.6 17.5 24.8 43.% .403
1960 3.2 10.6 17.86 24.7 44,0 410
1950 3.1 10.6 17.3 24.4 44.9 JAl17
B. All Familiesd
1979 5.3 11.6 17.5 24.1 41.6 .365
1875 5.4 11.8 17.6 24.1 41.1 .358
1970 5.4 12.2 17.6 23.8 40.9 .354
1966 5.6 12.4 17.8 23.8 40.5 L3489
1965 5.2 12.2 17.8 23.9 40.9 .356
1960 4.8 12.2 17.8 24.0 41.3 364
1950 4.5 12.0 17.4 23.4 42.7 .379
Source: U.S. Department of Commerce, 3Jureau of the Census, "Moncy

Income of Fawmilies

Current Population Reports, Series P-60, No.

1981, T

able 14.

and Persons in the United states: 1979.7

128, November,

8The 1979 income cutoffs for the quintiles of familics and unrelated

individuals are $6,212, $11,970, $18,795, and $27,582.

bThe 1979 income cutoffs for the quintiles of families are $9,830,
$16,220, $22,985 and $31,590.
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Table 2

The Size Distribution of Wages and Salaries and
of Total Compcnsation, 19799

Income Sharc of Quintile: Gini Coefficient

1 24+3+4 5
All Workers
Wages and Salaries 2.4 50.3 47.3 453
Total Compensation 2.2 50.1 47.7 .459
Full-Year Full-Time Workersb
Wages and Salaries 8.0 53.2 38.0 .310
Total Compensation 7.8 53.4 38.8 .313

Source: Timothy M. Smeeding, "The Size Distribution of Wage and Nonwage
Compensation,” paper presented to the National Bureau of Economlc
Research Conference on Income and Wealth, October 1981.

aTotal compensation represents costs to employer of pay for time worked and
of deferred compensation and insurance contributions.

bPull-year full-time workers work 35 or more hours per week, for 50 weeks
per year or more. . '
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Table 3

Demographic Composition of louseholds,
Selected Years, 1965-19782

1965 1972 1978

FAMILIES

HEADED BY:

Young Males 4.4 5.1% 3.7%

Prime-Age Males 57.8 53.1 47.3

Aged Males 9.6 9.0 8.9

Young Females G.5 0.9 1.0

Prime-Age Females 6.0 6.8 7.8

Aged Females 1.7 1.6 1.5
All Families 80.0 76.5 70.2

INDIVIDUALS

WHO AREL:

Young Males 0.7 1.9 2.9

Prime-Age Males 4.9 5.5 8.0

Aged Hales 2.0 2.0 2.1

Young Females 1.4 1.7 2.7

Prime-Age Females 5.4 5.9 7.0

Aged Yemales 5.7 6.0 7.2
All Individuals 20.1 23.6 29.9

TOTAL 100.0 100.0 100.0

Number of Households

{(millions) 60.4 70.9 82.4

Scurce: lUpdated version of table from Shelden Danziger
and Robert Plotnick, "Demographic Change,
Government Transfers, and Income Distribution,”

ATotals may not add to 100.0 because of rounding.
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Table 4

Mean Census Moaney Income by Demographlc Group,

Selected Years,

1965-19784

Mean Income:

Percentage Change

1965 1972 1978 1965-72 1972-78 19657
FAMILIES
JEADED BY:
Young Males $12,118 $13,595 $14,457 12.2% 6.37% 19.3°
Prime-Age Males 18,613 23,146 23,838 24.4 3.0 28.1
Aged Males 10,997 13,068 14,129 18.8 8.1 28.5
Young Females 5,290 5,010 5,494 ~5.3 9.7 3.2
Prime-Age Fewales 9,635 10,960 11,055 13.8 0.9 14.7
Aged Yemales 10,3% 12,8068 12,159 23.8 -5.5 17.¢
INDIVIDUALS
WHO ARE:
Young Males 5,430 7,079 7,523 30.4 7.7 40.0
Prine-Age Males 9,956 12,9%0 13,498 30.5 3.9 35.6
Aged Males 4,955 6,290 6,911 26.9 9.9 39.5
Young Vremales 3,921 5,021 6,027 28.0 20.0 53.7
Prime-Age Feuwales 7,661 8,482 9,151 10.7 7.9 16.4
Aged Females 4,060 5,104 5,725 25.7 12,2 s1.0
TOTAL 14,454 17,038 16,815 17.9 -1.3 16.3
Source: See Table 3.

4A11 incomes are cxpressed in 1978 dollars.
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Table 5

Inequality in the Distribution of Census Mouney Income

1965 and 1978

1 2 3
1965 Gini 1978 Gini Percent

Coefficient Coefficient Changed
FAMILIES
HEADED BY:
Young Males .279 .278 -0.47%
Prime-Age Maleg .300 .31 3.7
Aged Males 437 -408 -7.1
Young lemales .438 445 1.6
Prime~Age Females 375 -396 5.6
Aged Females .405 .378 -6.7
INDIVIDUALS
WHO ARE:
Young Males 445 .385 ~13.5
Prime-Age Males LA03 409 1.5
Aged Males 378 413 2.3
Young Females .518 403 - -22.2
Prime-Age Females 423 402 -5.0
Aged Females 416 .375° -9.9
TOTAL .392 418 6.0
Source: Table 3,

2pefined as ({1978 Cini - 1965 Ginl}/1965 Gint)

< 100,
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Table 6

Percent Change in Gini Coefficient due
to Cash Transfers, 1965 and 1978

Change in Ginl Coefficient?d

1965 1978
FAMILIES
HEADED BY:
Young Males ~2.1% -3.8%
Prime~Age Males -3.2 -7.2
Aged Males ~32.6 -37.5
Young Females -25.3 -32.4
Prime—-Agce Females -22.4 -21.6
Aged Females -24.4 -37.3
INDIVIDUALS
WHO ARE:
Young Males ~2.6 -3.8
Prime-Age Males ~7.8 -6.8
Aged Males -46.9 ~45.7
Young Females ~0.5 ~4.3
Prime-Age Females -10.8 . =~13.9
Aged Females -44.0 ~49.5
TOTAL ~11.1 -14.5

Source: See Table 3.

apefined as (100. (Posttransfer Gini — Pretransfer Gini)/
Pretransfer Gini).
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Table 7

Working Wives and Fawily Income Tncquality?d

Mcan Incoueb Cint Coefficient
1967 1978 1967 1978
Yhites
Total Family Income $9379 $21,730 .323 322
Total Family Income Less
Wives' Earnings 8130 18,342 .339 L343
Change due to Wives' Earnings 15,47 18.5% -4.6% 6. 1%
Nonvhites
Total Family Income $6702 $18,439 2350 .335
Total Fam!ly Income Less
Wives' Farnings 5319 13,980 .345 2343
Change due to Wives' Earnlngs 26.07% 11.6% +1.4% -2.3%
Hitspantcs
Total Family Incowme nea. $16,502 n.a. .322
Total Family Income Less
Wives' Larnings n.a., 13,628 n.a. «334
Change due to Wives' Earnings n.a. 21.7% n.a. -3.5%

Source: Updated version of Table 2, f{rom Sheldon Danz{gev, “"Do
Working Vives Incresse Family Incone Inequality?” Jouraal
of Huwan Resources, Vol. 15, Summer 1980.

2Families include only those households with husband and wife present.

bCurrent dollars.

n.2. Net avatlable.
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Table 8

Persons Living Below Official Poverly Lines, 1965-~1980
(Percentages)

Census Money

* Census Money Adjusted Income Less
Income Incore Transfers

1965 15.6 ©12.1a 21.3
1968 12.8 9.9 18.2
1970 12.6 9.3 18.8
1972 11.9 6.2 19.2
1974 11.6 7.2 20.3
1976 11.8 6.7 21.0
1978 11.4 n.a. 20.2
1980 13.0 6.1 20.03
Percentage & Change
1965-72 -23.7 -48.8 -5.9
1972-80 +9.2 -1.6 +4.,2
1965-80 -16.6 -49.6 -6.1
Source: Sheldon Danziger and Robert Plotnick, "The War on Income

Poverty: Achievenents and Failures,” in Welfare Reform in
America, edited by P. Somwers (Boston: Martinus Nijhoff,
1982); adjusted income is from Timothy Smeeding, "The
Antipoverty Effect of In-Kind Transfers: A 'Good Idea' Gone

Too Far?" Policy Studies Journal, 1982, in press.

AEstimate.



Table 9

Dependence on Cash Transfers, Ail Heuseholds and Pretraansfer Poor Households, 1978

All Households: Pretransfer Poor:
Percentage Cash Traesfers as Percentage Cagh Transfers as
Recelving a Fercentaze of Recelving a Percentage of
Household Head Cash Transfers Census Money Iacome Cash Transfers Census Money Incoame
Nornzged Males
Wrnite 25.1% L01% 59.6% 62.7%
Wonwhite 31.5 5.2 59.9 43.0
Eienanic 25.7 5.5 44.3 34,7
“ Noneged Fenales
~ ZbiepeC TeRdles
Whire 32.9 10.4 61.3 50.1
Neawhite 53.7 21.3 76.8 A2.4
Hisgpanic 50.4 23.4 73.8 12.7
Aged Males and Females
White 65.9 44.8 98.9 83.1
Neawhite 95.7 54.8 . 97.9 83.3
Hispanic 93.9 46.5 38.5 82.5
Totals 41.8 1C.8 30.3 72.0

19

Source: Sheldon Danziger and Robert Plotnick, "The Receint and Antipoverty Effectiveness of Cash Incone Maiatenance
Transfers.” Iastitcte for Research on Poverty Discussion Paper, Decercber 198%.
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ABSTRACT

The Reagan administration’s program of fiscal retrenchment has
resulted in budget cuts that disproportionately affect social welfare
programs. Although administration policy claims to ensure the well-
being of the "truly needy," a review of the evidence on the trend in
poverty suggests that the administration's program both exaggerates
the extent to which poverty has been reduced and understates the contri-
butions of social welfare programs to the well-being of the poor.

This paper suggests that the Reagan program will result in an
increase in poverty incidence, especially among households with children.
Despite the past growth in social welfare expenditures and a general
decline in poverty, among families with children poverty has declined
little since 1965. In households headed by women with children, poverty
remains at very high levels. After a review of how budget cuts will
affect households with children, the paper discusses alternative policies

to reduce poverty.



Children in Poverty: The Truly Needy Who Fall Through the Safety Net

"INTRODUCTION

The Reagan administration has undertaken a "drastic fiscal retrench-
ment" to reduce government presence in the economy. Despite claims of
evenhandedness, the new priorities reflect dissatisfaction with the growth
of social welfare expenditures over the past fifteen years. As a resule,
the cuts disproporticnately affect social welfare programs. The policy
claims to maintain the "safety net” so as to ensure the well-being of the

"truly needy." Yet a review of the evidence on the trend in poverty suggests
that the Reagan program both eXaggerates the extent to which poverty has
been reduced, particularly the incidence of poverty for households with
children, and understates the contributions of social welfare programs to
the well-being of those with low incomes.

This paper suggests that the Reagan program will lead to increases
in the incidence of poverty, especially among households with children
under the age of 18. The evidence reveals that despite the growth in
social welfare expenditures and the decline in poverty in the population
at large, poverty among households with children has declined only slightly
since 1965. In addition, poverty remains at very high levels for children
living in households headed by women, and recently this has been the
most rapidly growing type of household. After a brief review of how the
Reagan cuts will affect households with children, the paper discusses

alternative policies that offer promise for reducing poverty.



FROM THE WAR ON PO&ERTY TO THE REAGAN BUDGET CUTS

With the passage into law of the Economic Opportunity Act of 1964,
the nation declared its intent to wage war on the low levels of living
endured by its poorest citizens. One goal of the War on Poverty was to
provide opportunities for the children of the poor. Access to education
and training and to minimum levels of food, shelter, and medical care
were to remove the barriers keeping these children from economic and
social progress. In his 1964 State of the Union Message declaring war
on poverty, President Johnson stated:

Our chief weapons . . . will be better schools, and better

health, and better homes, and better training, and better

job opportunities to help more Americans, especially young

Americans escape from squalor and misery and unemployment

rolls.

Several months later, when he submitted the Economic Opportunity Act to
Congress, he re-emphasized that the plight of the young was a primary
concern:

The young man or woman who grows up without a decent educa-

. tion, in a broken home, in a hostile and squalid environment,

in ill health or in the face of racial injustice-~that young

man or woman is often trapped in a life of poverty.

As a result of the War on Poverty and the effort to build the Great
Society, many programs which later grew to spend billions of dollars for
the benefit of the young were enacted into law. These included Head
Start, the Elementary and Secondary Education Act, Basic Educational

Opportunity Grants, and the Job Corps, to name a few. In subsequent

yww,Mmﬁthwhwuemnuwdmddumﬂﬂymwhmmmwae
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liberalized in existing programs--e.g., Food Stamps, Ald to Families with
Dependent Children (AFDC). The comprehensiveness of the strategiles
represented a reorieﬁtation of all doméstic policies toward a concern
with poverty. Of course, much of the growth in social welfare expendi-
tures in the last 15 years, especially In social security benefits, was
motivated by sccial goals other than the enhancement of opportunities

for the young and the poor. Taken together, social welfare programs,

new and expanded, were 11.7 percent of GNP in 1965 and 19.3 percent in
1978 (Lampman, 1980).

President Reagan'’s budget cuts are designed to reduce government
presence in the civilian economy. Both the magnitude of the cuts and
their allocation among programs represent a sharp break with the past.
Their major goal is to curtail the growth of entitlements and to make
room in the budget for increased military spending. Social welfare
expenditures have been singled out for special attention because

our soclety's commitment to an adequate social safety net

contains powerful, inherently expansionary tendencies. If

left unchecked, these forces threaten eventual fiscal ruin

and serious challenges to basic social values of independence

and self-support. The Federal Government has created so many

entitlements for unnecessary benefits that it is essential

to begin paring them back (Reagan, 1981).

Whereas the War on Poverty reflected the view that public expenditures
had to be increased to stimulate oppertunities for the poor, the Reagan
approach appears to be that public expenditures on behalf of the poor

have tc be decrcased so that tax cuts to stimulate opportunities for

the nonpoor can be afforded. Benefits to the nonpoor are then presumed
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to trickle down to the few remaining poor. The administration's program
is based in part on the writings of Martin Anderson, now chief domestic
policy advisor, who argues:
The "war on poverty” that began in 1964 has been won. The growth
of jobs and income in the private econmomy, combined with an explo-
sive increase in government spending for welfare and income transfer
programs, has virtually eliminated poverty in the United States
(Anderson, 1978, p. 37).
The data presented below show that Anderson exaggerates the extent of

the reductions in poverty, and that some of the Reagan initiatives are

i11-timed, at best.

INCOME MAINTENANCE PROGRAMS AND THE TREND IN POVERTY

Table 1 shows the importance of cash income maintenance transfers
as a component of household income.l In 1978, 41.8 percent of all house-
holds received a cash transfer from one of the major income maintenance
programs (all listed in note to the table). These transfers totalled
over $200 billion and constituted 10 percent of total household income.
While households with children accounted for about 40 percent of all
households, they received only about 23 percent of all transfers. This
reflects the "pro-aged tilt" of the income maintenance system, since
social security bemefits account for about 60 percent of all cash transfers
(Danziger and Plotnick, 1981). Thus, the aged, who constituted about 20
percent of households, received over half of the total transfers. While
a household headed by a nonaged transfer recipient received, on the average,
a transfer of $3,275 in 1978, the typical aged recipient, living in a

smaller household, received $4,739.
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Table 1 also shows that the demographic group with the lowest mean
census income is nonaged female-headed households with children. Their
total cash income, $8,792, is about one-half the average for all households,
despite the fact that 55.6 percent of these households receive transfers,
which account for 21.5 percent of their cash income. This suggests that
existing programs do reach the needy, but that average benefit levels
are low.

Figures 1 and 2, for 1965 and 1978, present the distribution of
children across household types, classified by number of parents, number
of children, and employment status of the mother. Households without
children are not included. The top number in each box is the percentage
of all children who live in that household type; the bottom number is
the officially measured incidence of poverty for these households.2 Between
1965 and 1978, poverty in households with children declined from 14.3
to 13.2 percent.  This decline represents a cﬁange in incidence of 7.7
percent.3 Over this period, the incidence for all households declined
from 17.2 to 13.0 percent, a decline of 24.4 percent.

The data shown fail to reflect two important points. First, there
are large variations in poverty across racial and ethnic groups. In 1978,
9 percent of white, 33 percent of black, and 20 percent of Hispanic ‘
households with children were poor. Second, Smeeding (1982) suggests
that if in-kind transfers for food, housing, and medical care were counted
as income, the incidence of poverty would be about one-half that shown by
the official measure. However, the large differences in poverty by house-

hold type would remain.



Figure 1: The Distributfon of Children Across llousehold Types and the Incidence of Poverty, 1965
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Source: Computatlonsg by author from 1966 Survey of Economic Opportunity.

Note: The top number in each box is the percentage of all children who live in the household type; the
bottom number, the incidence of pavertv for households in that category.
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Figure 2: The Distribution of Children Across Household Types and the Incidence of Poverty, 1978
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Source: Computations by author from March 1979 Current Population Survey.

Note: The top number in each box is the percentage of all children who live in the household type; the
bottom number, the incidence of poverty for housecholds in that category.
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While the incidence of poverty for households with children fell
less than the incidence for all households, there were large differences
between two-parent and one-parent households with children. The incidence
for two-parent households is below the aggregate Incidence in each year,
and the 42 percent decline from 10.8 to 6.3 percent was more rapid than
the aggregate. However, the percentage of children living in this type
of household declined from about 90 to about 80 percent. Those living
in one-parent, female-headed households doubled, from 8.5 to 17.6 percent,
and those in one-parent, male-headed fami{lies rose, from 1.1 to 1.9 percent,
(Because these male~headed households contain so small a proportion of
all children, detailed data relating to them are not shown, and the rest
of the discussion will not address them.)

The fact that a greater pcrcentage of children are living in female-
headed households, a group for whom the official incidence of poverty
remains above 40 percent, forms the core of the current poverty problem,
Their number now, and the recent upward trend in the size of this group,
refutes the view thar poverty has been "virtually eliminated."é Indeed,
the poverty problem is even more severe for black and Hispanic children.

A breakdown of the data in Figure 2 for female-headed households reveals
that the percentages of children living in this type of household were

12, 43, and 20 percent respectively for whites, blacks, and Hispanicsg,

and that the incidences of poverty ware 31, 58, and 61 percent. Given
these high incidences of poverty, despite increased social welfare expendi~
tures, for such a large percentage of children, it seems inappropriate

even to employ the term "safety net."
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The figures reveal two patterns that are similar in each year for
both one- and two-parent households. First, households with three or
four children are about twice as likely to be poor as those with one or
two children, and households where the mother does not work in the paid
labor force are about twice as likely to be poor as those where the mother
works. Thus, the increases in the percentage of children whose mothers
work and the decreases in the percentage living in households with three
or more children contributed to the observed decline in poverty.

Table 2 shows for 1978 the predicted incidence of poverty before
and after government transfers, and the antipoverty effectiveness of
transfers, for families who have children and are headed by a parent
capable of working. The poverty incidences afe derived from a set of
logistic regressions that provide comparisons across demographic groups
for households with the same personal characteristics. A separate
regression was estimated for each of the six types of household heads
shown and for prefransfer and official poverty. The coefficients were
then used to predict the incidence of poverty for a household head who
is between the ages of 35 and 54, has completed 8 to 11 years of school,
lives in a metropolitan area in the Northeast region, is not disabled,
and heads a family of three or four. The female head is divorced or
separated; the male head is married.s

The results complement the data shown in Table 1 concerning the
contribution of transfers to mean incomes. Transfers substantially
reduce poverty for female heads of household with children and for non-

white and Hispanic male heads. In addition, Plotnick (1979) has shown
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Table 2

The Predicted Incidence of Poverty and the Antipoverty
Effectiveness of Transfers, 1978

Official
a Pretransger Measure Percentage Change

Househeld Head Poverty of Poverty Due to Transfers®
Married Male

White 6.85% 6.68% -2.5%

Nonwhite 12.72 $.75 -23.3

Hispanic 9.23 5.59 -39.4
Divorced or Separated Female

White 52,22 39.38 -24.6

Nonwhite 65,40 54.96 -15.4

Hispanic 73.29 61.09 -16.8

Source: Derived from regressions estimated by autiror from March 1975 Current
Pcpulation Survey.

%Head ts 35-54 years of age, has completed 8 to 11 years of school, lives in
a metropolitan area in the Northeast region, is not disabled, heads a family of
three or four persgons.

b .
Pretransfer poverty is computed by subtracting income derived from govern-

zent cash transfers from census money income., The official measure of poverty is
based on census money income and includes government cash transfers,

“Defined as (Official - Pretransfer/Pretransfer) x 100.
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that over three~quarters of welfare transfers and one-half of social
insurance transfers are received by the poor. These results challenge
the Reagan administration's assertions that current programs are not
well-targeted on the truly needy.

Figures 3 and 4 for 1965 and 1978 further classify female-headed
households with children by marital status, welfare recipiency, and
employment status. Poverty declined from 45.6 to 42.8 percent for all
of these households, but in 1978 it remains above 80 percent for several
of the categories. Among female-headed households, those in which the
mother was never married, received welfare, and did not work last year
generally have the highest incidences of poverty in both years. For
example, 94.9 percent of those who never married, received welfare, but
did not work in 1978 were poor. Between 1965 and 1978, the number of
divorced, separated, or widowed female heads with children increa;ed
by 9 percent, while the number of never-marrieds increased by 378
percent; welfare recipiency increased from 26 percent of all female
heads to 38 percent; and the percentage of female heads who worked
remained constant at about 65 percent. Thus, despite increased welfare
recipiency and the maintenance of work effort, poverty among households
headed by women declined only slight:ly.6

Clearly, poverty remains a problem despite the growth in social
welfare benefits. The next section reviews the Reagan cuts and speculates

on their effects on the poor.
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Figure 4:
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THE REAGAN BUDGET CUTS

President Reagan initially proposed budget cuts for fiscal year
1982 that were about $44 billion, or 5.7 percent, less than the Carter
administration's proposals for that year. Over half of the total cuts
were in the budget categories in which mest benefits are targeted to the
poor and/or children: 1income security, education, training, employment,

and social services., Thus, even though the president claims to be

protecting the "truly needy,” they will be adversely affected. For
example, the Congressional Budget Office (1981a) estimates that the
reductions in expenditures for Title I of the Elementary and Secondary
Education Act would correspond to less than a 1 percent reduction in a
typical school district, but to a 6 to 7 percent reduction in a poor
district, The cutbacks in the Food Stamp, School Lunch, Legal Services,
Basic Educational Opportunity Grants, and CETA Public Service Enployment
programs will all have the effect of reducing the transfers rececived
by the poor as well as their opportunities to earn thelr way out of
poverty and unemployment through schooling, training, or work,

Women heading families with children have low mean incomes and
high poverty rates despite thetr heavy reliance on social welfare benefits.
The budget cuts will disproportionately affect them. Many relied on
CETA jobs. Others working in the private sector will either lose eligi-
bility for A{d to Families with Dependent Children or have their benefits
significantly reduced by the new rules on work expenses and allowable

assets. For example, the University of Chicago's Center for the Study
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of Welfare Policy (1981) shows that the typical AFDC mother who works
will experience a 20 to 30 percent decline in her monthly income.

Ironically, for many women the new AFDC rules provide less incentive
to work than do current ones. For example, the Chicago Center's study
shows that in New York the typical working welfare mother with two
children earns $396 per month. Because these earnings reduce her Food
Stamp and A¥DC benefits, her monthly disposable income is currently $162
higher than that of a nonworking mother with two children. Thus, her
effective benefit reduction rate is 59 percent ($396-162/396 = 0.59).
Under the Reagan proposals, after four months of welfare recipiency,
her earnings would reduce her welfare benefits even further, and her
disposable income would be only $15 per month higher than that of the
nonworking woman. In this case, the effective benefit reduction rate
would be 96 percent, and one might expect the woman to quit working.
Some Food Stamp and AFDC recipients will find that additional earnings
-will bring them to a "notch"--a point at which their eligibility will be
terminated and their benefits will fall by more than the amount of the
additional earnings. Loss of Medicaid will be widespread, making the
notch problem more serious. Some of those whose -eligibility is terminated
may also reduce their work effort so as to regain eligibility.

Thus, at the same time that the proposed income tax reductions will
be cutting tax rates for the rest of the population, many lower-income
families who receive welfare benefits and already face high benefit

reduction rates (which are equivalent to tax rates) will experience
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. ted 7
even higher rates and work disincentives. If the lowered income tax
rates lead the nonpoor to work more, and the higher rates lead welfare

recipients to work less, the gap between the income classes will increase.

SOME ALTERNATIVES FOR POOR HOUSEHOLDS WITH CHILDREN

Income maintenance policy must confront the financial plight of
children, especially those living in female-headed households. Over 40
percent of these households remain poor even though over half receive
income transfers (about 40 percent receive welfare) and about two-thirds
of the women work at least part time. The budget changes that have
already been implemented will further aggravate the problem. And {f
the current system of open-ended matching grants for AFDC is replaced
by fixed block grants of equal size {as proposed by the Reagan administration},
real benefits will decline even further {Chernick, 1982).

A welfare reform that would have alleviated poverty to some extent
among female-headed households was proposed by President Carter in 1977,
It was not enacrted, primarily because it would have added to the costs of
current programs (Danziger, Haveman, and Smelensky, 1977; Danziger and
Plotnick, 1979). But there seems to be no welfare reform that can reduce
poverty among women heading households with young children that does not
alsc increase transfer expenditures.

One scluction (Jones, Gordon and Sawhill, 1976; Cassetty, 1978;
Garfinkel, 1979) would be a new social child support program, which

would replace AFDC and the current role played by the courts. All adults
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not living with a spouse who care for children would be eligible for a
public payment that would be financed by a tax on the absent parent.

1f the payment fell below a minimum level, it would be supplemented up
to that level by government funds. The program could reduce poverty
even if total government expenditures were maintained at current funding
levels because of the additional revenue raised from absent parents.

A second policy to aid households with children involves expansion
of the Earned Income Tax Credit (EITC), which currently subsidizes the
earnings of workers who have children and whose incomes are below $10,000
a year. By increasing the subsidy rate, work incentives for the lowest-
income workers would be enhanced. Some workers now above the eligibility
cutoff would receive a subsidy, but would also experience an increase
in their marginal tax rate. .On balance, expanding the EITC would offset
the toll which inflation has taken and would reduce the tax burdens of
the working poor. Due to increases in the standard deduction and personal
exemptions, and to the introduction of the EITC, federal income and payroll
taxes for a poverty-line family of four declined from 7.6 percent of
family income in 1969 to less than 2 percent in 1979. However, because
the poverty line is indexed but the EITC is not, and because the poverty-
line family gets almost no relief from the Reagan tax cuts, its 1981
average tax rate will be as+high as it was in 196%. An expansion of the
EITC would give some relief to working poor and near-poor families who
lose benefits from the proposed spending cuts.

Finally, there are ways to cut the budget without disproportionately

hurting households with children, even if the administration refuses to
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roll back significantly its large increases in military expenditures.

Some proposals of this type are presented in a recent report by the
Congressional Budget Office (1981b). The CBO estimates, for example,

that repeal of the consumer interest deduction from the persenal income
tax could rais¢ an additional $6 billion in 1982. This deduction promotes
consumption by subsidizing personal debt rather than saving, and is of
benefit only to taxpayers who itemize, a group that has above-average
incomes.

The cutbacks in social welfare programs have deflected attention
away from the plight of those who remain poor. If the administration
continues to attribute most of the problems of the economy to
the ill effects of social programs and accordingly reduces expenditures
even further, poverty may rise to the level prevailing at the cutset of
the War on Poverty, and the progress made during the last 15 years will

be lost.
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NOTES

l’]fhe computer tapes from the March 1979 Current Population Survey
and the 1966 Survey of Economic Opportunity are the sources for the data
presented in this paper. The surveys report number of households as
of March of the survey year, but census money income for the previous
year. Census money income is defined as money income received during
the calendar year as wages and salaries, net income from self-employment,
property income--for example, interest, dividends, and net rental incomes--
government cash transfers from the programs listed in the note to Table
1, and other forms of cash income, such as private pensions and alimony.
The census income concept does not include government or private benefits
in-kind, such as Medicare, Food Stamps, “housing assistance, or employer—-
provided health insurance. The omission of in-kind transfers biases
dowvnward estimates of the number of transfer recipients and biases upward
estimates of the incidence of poverty. Plotnick and Smeeding (1979) show
that in 1974 an additional 2 to 3 percent of the population received in-
kind transfers for food, housing and/or medical care, but did not receive
cash transfers. This suggests that the percentage receiving either a
cash or in-kind transfer was probably in excess of 43 percent by 1978.
2The federal government's official measure of poverty provides a
set of income cutoffs adjusted for family size, age and sex of family
head, number of children under age 18, and farm-nonfarm residence. The
cutoffs provide an absolute measure of poverty which specifies in dollar
terms minimally decent levels of consumption for households of different

types. The cutoffs are adjusted each year by the change in the cost
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of living. For 1978, the poverty lines range from $2,650 for a single,
aged female living on a farm to $11,038 for a two-parent family of seven
Or more persons not living on a farm. The average threshold for a family
of four for 1978 is $6,628. Poverty incidence as measured in this paper
uses the household as the unit of analysis.

Households in which the head is reported as married, but the spouse
is absent, are counted as two-parent households. For an analysis of the
trend i{n poverty among persons, see Danziger and Plotnick (1980).

.3The decline in the incidence is computed by subtracting the 1978
incidence from the 1965 incidence, dividing by the 1965 incidence, and
multiplying by 100. For example, (14.3 - 13.2/14.3) x 100 = 7.7 percent.

4As mentioned above, the data presented here do not inciude in-kind
transfers. However, Smeeding (1982) finds that about 20 percent of female-
headed households are poor even if in-kind transfers (includihg Medicaid)
are valued as equivalent to cash income.

SThe pattern of results is the same when region, or education, or
age of the head of household is varied. More detailed results are available
from the author. The predicted incidences show less variation across the
races than the actual data because they control for personal characteristics.
For example, the differences by races in Table 2 are for households with
the same educatfon, while the actual education of white household heads
is higher than that of the other groups. Thus, the actual differences
in poverty can be decomposed into a component due to differential probabilities,
holding characteristics constant, and a component due to differing charac-

teristics.
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6For example, the aggregate decline in the incidence, 6.1 percent,
shown in figures 3 and 4 (from 45.6 to 42.8 percent), was smaller than
the decline for either divorced, separated, or widowed heads (13.6 percent,
from 43.3 to 37.4 percent) or never-married heads (6.3 percent, from 70.4
to-66.0 percent) because of the more rapid growth of never-married heads.

7The work lost -because of the increased disincentives for those who
continue to receive welfare may be partly offset by increased work from
those whose eligibility is terminated. These former recipients no longer
-face any benefit reduction rates, and they will probably be eligible for
the Earned Income Tax Credit, discussed in the next section, which partially

uroffsets.payrollrand personal income taxes. The.Reagan program also seeks

to offset the increased-work disincentivesrfor welfare recipients by

enforcing work requirements.
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Have We Already Lost the "War on Poverty?"
Peter T. Gottschalk
Project Associate
Institute for Resecarch on Poverty
University of Wisconsin, Madison
and

Assistant Professor
Bowdoin College, Brunswick, Maine

During the mid-1970s two interrclated trends were widely
recognized both in the press and in the professional literature:
(1} The proportion of people with total incomes below the poverty
line had dropped dramatically during the 1960s and early 1970s.
As column 1 of table 1 shows the incidence of pdét—transfcr poverty
had dropped from 17.3% in 1965 to 11.2% in 1974. {2} The U.S. was
devoting an increasingly large proportion of its naticnal income
to income transfers, aimed at raising the incomes of those at the
bottom of the distribution. Columns 3 and 4 of table 1 sihow that
both total transfers and income-tested cash transfers grew faster
than national income. This “welfare explesion” was even larger
when one includes expenditures on Food Stamps {column (5)}.

The drop in poverty was not unrelated to the growth in
transfers. As more people received bencfits, their total incomes
grew. Many were raisced above the poverty line, not through
improved labor market conditions, but through increascd
transfers. This is documented in column 2 of table I which
shows that the proportion of houscholds with low earnings
actually increased from a low of 27% in 1968 €6 30.4% in
1874. The drop in earnings was, however, offset by the

increased transfers, resulting in a decrease in the proportion
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of people with total incomes (which includes transfers as
well as earnings) below the poverty line.

From these facts economists deduced that there were
three important macro factors which affected poverty: secular
growth in transfers, secular growth in the proportion of
people with low earnings and cyclical changes in both earnings
and transfers. During the early'l9705 two of these three
factors (secular growth in transfers and improved cyclical
conditions) were sufficiently strong to overcome the secular
rise in the proportion of people with low earnings. The
result was the large drop in post-transfer poverty.

It is widely recognized that the late 1970s were a
period of rising unemployment. This gy itself tended to
increase poverty. Much less widely recognized, but equally
important, is the fact that, starting in 1976, the growth in
real transfers slowed substantialiy. Contrary to the myth
that welfare programs céntinued to grow faster than personal
income, columns 3 to 5 show that transfers as a proportion
of national income declined stcadily between 1975 and 1980.
This secular decline in the share of national income going to
welfare expenditures is apparent even if one includes expenditures

on Food Stamps, an important in-kind program for the poor. These

figures tell us that the "welfare explosion" was contained well

before the budget cuts of 1981.

Given our understanding of the relationship between
reduction in poverty and the growth in welfare, it should not
be surprising to find that as the growth in cash transfers
declined, poverty increased. The size of the increase may,

however, be surprising to some people.
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while post-transfer poverty dropped at an annual rate
of 6.5% between 1965 and 1976, it actually increased at a

2.4% rate between 1976 and 1980. By 1980 poverty was above

its 1967 level.

I project that when people are surveyed in March of
1982 (to find the proportion with low incoimes in 1981) we
will find that 13.7% of the population was poor in 1981. Part
of this rise is due to the recession. However, even if we had
maintained the relatively low unemployﬁent rates of 1979 ({5.8%)
I estimate that poverty would have been 12.6% and 13.1% in

1980 and 1981, respectively. Therefore, the erosion of almost

15 years of progress cannot be blamed solely on cyclical

conditions.

Neither can it be attributeg to Reagan's cuts in real
transfer expenditures. The decline in transfers started in
1976, wecll before the budgyetary cuts of 1981.\ We have not
only started to dismantle the apparatus which gave low income
people money, we have already achieved a substantial reduction

in the size of those pPrograms. By 1980 we were spending the

Same proportion of national incowe on "welfare® as we were

spending a decade earlier. The only transfer programs which
did not seem to suffer the same amount 6f retrenchment were
the social insurance programs aimed at the elderly {e.g.,
Sccial Securityy.,

The future docs not look bright. Aas the unemployment
rates rise and Reagan cuts in social programs are translated
into reductions in cash transfers to the poor we can expect

poverty to continue to increase. Assuming that unemployment

25-756 O0—82— 7
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will rise to 8.5% and the constant dollar expenditure on
transfers will decline by 5% we can expect poverty rates to
exceed 15% by 1982. Even under the rosy scenario that
suéply side policies will bring unemployment rates down in
the long run, poverty rates will stili be historically high.
Assuming an unemployﬁent rate of 5.5% and a 15% drop in real
transfers, the poverty rate in 1984 will be higher than it
was 17 years earlier, at the start of the War on Poverty. -

If we have not already totally lost the ground won
during the "War on Poverty" it seems very likely that any

remaining gains will be lost in-the next few years.
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Table 1

Poverty Rates and Transfers 19465 to 1081
(1) (2} (3} (4) (5)

Incidence of Transfers as Percent of National Income

1 . 2 Income-Tested Transfers
Post Transfer Earnings Total Cash -
Poverty Poverty Transfers Cash Cash & Food Stamp:

1965 17.3 .299 6.5 .71 .71
66 14.7 .278 6.3 .69 .69
67 12.8 .271 6.5 .75 .15
68 12.1 .270 6.8 .79 .79
69 12.6 .271 6.0 .89 .89
70 12.5 .283 8.1 1.11 1.18
71 11.9 .294 8.9 1.26 1.44
72 11.1 .292 8.8 1.16 1.36
73 11.6 .292 9.0 1.07 1.28
74 11.2 .304 9.9 1.24 1.49%
75 12.3 .318 11.5 1.34 1.73
76 11.8 na 11.2 1.29 1.71
77 11.6 na 10.7 1.10 1.55
78 11.4 na 10.1 1.08 1.38
79 - 11.6 na 10.1 1.02 : 1.36

80 13.0 na 11.0 1.05 -

81 13.7 (est) .317 (est) - - - -

Source: Col. (1) Gottschalk (1981) for 1965-75.
Col. (2) Current Population Report Series P-60
Col. (3),(4) and (5), Tables M-1 and M -39 Social Security.
Bulletin, December 1981 and January 1976. Table 1 Skolnik
(1977) and Bixby (1981).

1 ! . : .
percent of persons in houscholds with total cash incomes below
poverty line.

Zhorcent of houscholds with earnings below povaerty line.
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Representative Reuss. Thank you, Mr. Danziger. Mr. Rousseas.

STATEMENT OF STEPHEN ROUSSEAS, DEXTER M. FERRY, JR.,
PROFESSOR OF ECONOMICS, YASSAR COLLEGE

Mr. Rousseas. Well, Professors Budd and Danziger have given
some very valuable testimony, and I'd like to restrict myself to a
general overview of things as I see them.

Representative Reuss. Mr. Rousseas, may I say your excellent
piece in Challenge magazine and your earlier piece in the Journal
of Post Keynesian Economics are incorporated in full into the
record, and are very valuable.

Mr. Rousseas. Thank you. It has become very fashionable to
blame the problems of the present on the policies of the past. I
found this a gross rewriting of history, and it is to this issue that I
will address my remarks.

In today’s “Washington Post,” I read of the President’s speech in
Indianapolis yesterday, in which he said, “We have in place an eco-
nomic program that is based on sound economic theory. We have
faith in our program, and we are sticking with it.”

THE SUCCESSFUL RECORD OF POSTWAR ECONOMIC POLICIES ON
EQUALITY * * *

I consider this to be a tragedy for the country. What we are faced
with is a counterrevolution of the first order, a counterrevolution
based on ideologically slanted theories which simply do not hold up
to careful scrutiny and which threaten to destabilize the country
by polarizing it. Throughout the postwar period, Republican, as
well as Democratic, administrations supported and furthered social
policies that led to a marked improvement in the distribution of
income as compared to the predepression era of the 1920’s. This
was largely accomplished by a marked increase in government
transfer payments. At the same time, succeeding administrations
to a greater or lesser degree followed countercyclical fiscal and
monetary policies.

The compensatory role of government served to diminish mar-
kedly the prewar gyrations of the economy which culminated in
the Great Depression of the 1930’s. The postwar experience, so far
has been limited to short-lived, relatively mild recessions. Where
expansions averaged 26 months and contractions 21 months from
1854 to 1937, postwar expansions have had an average duration of
48 months with contractions compressed to an average of 11
months.

The success of the postwar economic policy was to be measured,
according to the late Arthur Okun, “not in dollars of real GNP, but
in the survival of U.S. capitalism’’—largely because of the economic
policies of the Federal Government.

To summarize, as Alan Blinder has pointed out, the transfer pay-
ments were clearly responsible, in great part, for the improvement
of postwar distribution of income, for its relative constancy over
the past 35 years, and for the amelioration of poverty. In conjunc-
tion with the macroeconomic policies of the Government, they also
contributed to the greater stability of the postwar economy.
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I would like to emphasize that it was the redistributive and stabi-
lizing activities of successive postwar governments that played a
positive role in the postwar performance of the American economy.
What we have to keep in mind above all is that income is a flow
dependent upon a stock of wealth. What evidence we have indi-
cates that the stock of wealth, although more unevenly distributed
than the flow of income, has also been relatively stable in the
postwar period with no trend discernable. It should be obvious that
an increase in the inequality of wealth would have a marked -
impact on the distribution of income, particularly, if Government
tax and expenditure policies are changed drastically to favor the
accumulation of wealth by the already wealthy, which brings me to
the supply side policies of the current administration.

* * * AND THE HARM THAT WILL BE DONE BY REAGANOMICS

I don’t think I have to describe to this committee the details of
the 1981 tax and Government expenditure cuts. Their impact on
the distribution of income and wealth is obvious. Social transfer
payments have been slashed, to be followed now by a second round
of cuts. I have before me a table put out by the New York State
Office of Federal Affairs, which points out that in real terms, that
is adjusted for inflation, CETA employment and training from 1981
to 1983 will be cut by 84 percent, child welfare block grants by 42
percent, community health block grants by 36 percent, urban de-
velopment action grants by 49 percent, mass transit operations 44-
percent reduction, mass transit capital, 43 percent. And as an edu-
cator, this is the most appalling of all to me, elementary and sec-
ondary education is to be cut in real terms by 67 percent and voca-
tional adult education by 50 percent.

Their impact on the distributions of income and wealth, as I said,
is obvious. If we look at the tax cut, the 25-percent cut in taxes to
be phased in over a 8-year period, it’s only a part of the overall pic-
ture. As David Stockman himself has admitted, the top marginal
tax rate on investment income, that is interest, dividend and rents,
was cut from 70 to 50 percent, effective January 1, 1982, with capi-
tal gains for those in the higher tax brackets falling from 28 to 20 .
percent retroactive to June 1981, -

If you add to this the effectual abolishment of inheritance taxes,
it is clear that the biggest tax cut is going to the rich. And if the
pressure of over $100 billion deficits into the mid-1980’s, at least,
builds up sufficiently, to stretch out or postpone the tax cuts on.
earned income, the redistributive effects will be larger still.

On top of all this, we now have the New Federalism, which will
either force the States to increase their taxes by 9 percent on the
average—along regressive lines, I might point out—or cut back on
essential social services. The chances are overwhelming that they
will do both. All this is based, to put it bluntly, on what I regard as
a hairbrained, insensitive theory which says that it is because of a
poverty of wealth, in the sense that the rich are prevented by the
Government from being richer still, that the poor are poorer than
need be, or as John Kenneth Galbraith has felicitously put it, “The
poor won’t work because they have too much money, and the rich
won’t work because they have too little.” Therefore, according to
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supply side theory, all we have to do is redistribute wealth in favor
of the productive rich, in order for everyone, including the poor, to
be better off. I find this approach patently absurd. More than that,
it threatens the very stability of our society.

We are now in the midst of a crisis of faith, and I have submitted
to the committee a longer version, entitled “The Crisis of Faith,”
where I argue in more detail, it is in times such as these that the
new breed of ideological visionaries emerges, which is prepared to
sacrifice the present and the past in the name of a utopian future,
even if it means an increase in human suffering and the sacrifice
of the powerless and the disenfranchised on the way to that good
society. Chiliasts have a longrun view. They are not known for
their tolerance or forebearance in the short run or for their sensi-
tivity to human suffering. Supply side theory is a repudiation of
the past, a desperate attempt to undo the last 50 years and return
to the prewar world of the 1920’s.

Modern post-industrial capitalism has survived as long as it has
because of one unique aspect in its historical development: its flexi-
bility and its ability to respond to changed circumstances and
needs. It has been this enormous elasticity of capitalism in a demo-
cratic context that has confounded Marxian analyses of capital-
ism’s imminent demise. It is this flexibility we are losing. It is the
policies of the current administration that may well blow things
apart. If we want to see where we might be going, it behooves
all of us to reread the Kerner Commission Report. The system is
being rapidly deligitimated.

THREE SCHOOLS OF REAGAN ECONOMISTS CLASH ON ADVICE

I would like to close by referring to the article I have submitted
to the committee. I have made up a table, almost with tongue in
cheek, showing the flow of Reagonomics. It is not a consistent
theory. What we have is three distinct groups within this—under
this rubric of economics. We have the “Old Guard Informal Adviso-
ry Council,” consisting of Arthur F. Burns, Alan Greenspan, and
George Schultz. We also have what I called “Classical Supply-Side
Theory,” with Jack Kemp and then, of course, Arthur Laffer, Jude
Wanniski and George Gilder.

And then we have a third group. It is what I call “Neoclassical
Supply-Side Theory,” which is more of a monetarist camp. And 1
want to close by having something to say on this, and of course,
this is largely the Treasury. Under Donald Regan, you have
Norman Ture and Beryl Sprinkel.

So what I'm trying to say is that Reaganomics is a general term
covering basically three loosely aligned groups, each with its own
particular viewpoint. The only thing that unites them is a shared
aversion to the liberal policies of the postwar period. Each gives
conflicting advice to the President and each Jjockeys with the others
in the corridors of power. A corporate organization chart that I've
Just referred to shows that the President’s Advisory Council is
simply for cutting government expenditures and balancing the
budget. The classical supply-side school under the putative leader-
ship of Congressman Jack Kemp, but dominated by two former
Wall Street Journal writers and the authors of two basic books on
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supply-side economics, believe that tax cuts are all, and deficits
which unbalance the budget are, of secondary importance.

Finally, neoclassical—the neoclassical monetarist school is to be
found in the Treasury Department. They are largely of the Chicago
school and followers of Milton Friedman who, I might add, is not
very popular with what I call the classical supply-side theorists.
For the classical school, tax cuts are everything and monetarism is
either dismissed as misguided or relegated to a secondary position.

For the neoclassical school, control of the money supply is the
key to all problems, and for the Advisory Council, the Federal
budget must be balanced at all costs.

It is not possible to predict which of the three will ultimately
dominate. The chances are that Reaganomics will ignore the con-
tradictions and borrow from all three simultaneously in various
combinations, depending on which way the political winds are
blowing. A

And I want to conclude, finally, by referring particularly to the
Treasury component of supply-side economics. What we are told
first is that interest rates are largely a function of the price level,
or rather inflation and the growth of the price level. We're also
told on the basis of quantity theory of money, that the price level
depends on and is a function of the growth rate of the money
supply. If that is so, it follows that interest rates also depend on
the growth rate of the money supply. The remarkable thing about
this is that we are told that the interest rate and the money supply -
are positively related.

What do I mean by that? We have the most remarkable proposi-
tion that easy money leads to high interest rates and tight money
leads to low interest rates. We are also told that wages depend on
the rate of inflation. Consequently wages are also dependent upon
the growth of the money supply.

What I'm trying to indicate here is that this entire theory essen-
tially is based on a theology. It's based on the belief that inflation
is a function of the growth rate in the money supply. That is some
version of the quantity theory of money. If that is not so, then
we're paying a terrible price for what is happening.

1 would identify myself as a post-Keynesian, where I believe that
the money supply is essentially endogenous and passively accom-
modates the needs of the economy, and that prices, if anything, are
a function of unit labor costs, and if we are to deal with the prob-
lem of inflation, indeed, it must be on the basis of some incomes
policy, such as TIP. And to base ourselves on the monetarist ver-
sion of supply side, I think, is a disaster for this country. Thank
you.

[The prepared statement of Mr. Rousseas, together with the arti-
cles referred to, follows:]
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PREPARED STATEMENT OF STEPHEN ROUSSEAS
I received the written invitation to appear before this Committee,
* "the mail Eeing what - it is, on Monday -- which left me Tittle time
to prepare a detailed statement on the concerns of the Committee regarding
the effect of the Reagan Administration's econemic policies on the
distributions of income and wealth. I have already submitted to the

Committee's Staff copies of my Challenge Magazine (January 1982) article

on this subject, as well as a copy of my article on classical supply-
side economics which appeared in the recent Winter 1981-82 issue of the

dournal of Post Keynesian Economics. I would also like to submit for

the consideration of this Committee the original and longer version of
my paper, entitled “The Crisis of Faith," from which the Challenge
article was taken in abbreviated form.

This material will, I think, give a more detailed outline of my
views. The issues are complex and controversial and I cannot adequately
cover them in the time alloted. For my oral testimony, I will therefore
limit myself to a summary presentation.

What we are faced with is a counter-revolution of the first order --
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a counter-revolution based on ideologically slanted theories which

simply do not hold up to careful scrutiny and which threaten to destabilize
the country by polarizing it. Throughout the postwar period, Republican
_and well as Democratic Administrations supported and furthered social
policies that led to a marked improvement in the distribution of income,
as compared to the pre-depression years of the 1920s. This was largely
accomplished by a marked increase in government transfer payments. At

the same time succeeding Administrations, to a greater or lesser degree,
followed contracyclical fiscal and monetary policies. The fact is that
the public debt as a proportion of GNP has not changed appreciably,

and this is the important point, not how many miles high it is in absolute
térms.

The compensatory role of government served to diminish markedly
the prewar gyrations of the economy, which culminated in the Great
Depression of the 1930s. The postwar experience, so far, has been
limited to short-lived, relatively mild recessions. Where expansions
averaged 26 months and contractions 21 months, from 1854 to 1937,
postwar expansions have had an average duration of 48 months with
contractions compressed to an average of 11 months. The success of
postwar economic policy was to be measured, according to the late Arthur
Okun, "not in dollars of real GNP, but in the survival of United States
capitalism"-- largely because of the economic policies of the Federal
government.

In summary, transfer payments were clearly responsible, in great
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part, for the improvement of the postwar distribution of income, for its
constancy over the past 35 years, and for the amelioration of poverty,
which decline by 24 percent between 1965 and 1976. In conjunction with
the macroeconomic policies of the government, they also contributed to
the greater stability of the postwar economy. It was the redistributive
and stabilizing activities of successive postwar governments that played
a positive role in the postwar performance of the American economy .
We must keep in mind, however, that income is a flow dependent on

.the stock of wealth. What evidence we have indicates that the stock of
wealth, though more unevenly distributed than the fiow of income, has
also been relatively stable in the postwar period, with no trend discernable.
It should be obvious that an increase in the inequality of wealth would
have a marked impact on the distribution of income, particularly if
government tax and expenditure policies are changed drastically to favor
the accumulation of wealth by the aiready wealthy -- which brings me to
the supply-side policies of the current administration.

I don‘t think I have to describe to this Committee the details of
the 1981 tax and government expenditure cuts. Their impact on the
distributions of income and wealth is obvious. Sccial transfer payments
have been slashed to be followed, now, by a second round of cuts. The
25 percent cut in taxes to be phased in over a three-year pericd is
only a pert of the overall picture. The top marginal tax rate on investment
income {interest, dividends, and rents ) yunmmaaees was cut from 70 to 50

percent effective January 1, 1982, with capital gains for those in higher
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tax brackets falling from 28 to 20 percent, retroactive to June of last
year. Add to this the virtual abolishment of inheritance taxes and it is
clear that the biggest tax cut is going to the rich. And if the pressure
"of over $100 billion deficits, into the mid-1980s at east, builds up
fusscure tmtch out or postpone the tax cuts on earned income, the
redistributive effects will be larger stiil. On top of all this, we now
have the "New Federalism" which will eithér force the States to increase
their taxes by 9 percent on the average -- along regressive lines -- or
cut back on essential -social services. The chances are overwhelming that
they will do both.
A1l this is based on a hair-brained incentives thefbb which says

that it is because of a poverty of wealth, in the sense that the rich

are prevented by governmeht from being richer still, that the poor are
poorer than need be. Or,as John Kenneth Galbraith has felicitously

put it, the poor won't work because they have toomuch money and the

rich won't work because they have too little. Therefore, according to
supply-side theory, all we have to do is redistribute wealth in favor

of the productive rich in o}der for everyone, including the poor, to be
better off. I find this approach patently absurd. More than that, it
fhreatens the very stability of our society.

We are now in the midst of a new crisis of faith. It is in times

such as these that a new breed of ideo1ogica1 visionaries emerges which
is prepared to sacrifice the present and the past in @he name of a Utopian

future -- even if it means an increase in human suffering and the sacrifice
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of the powerless and the disenfranchised on the way to that good society.
Chiliasts have a long-run view. They are not known for their tolerance
and forebearance in the short run or for their sensitivity to human
suffering. Supply-side theory is 2 repudiation of the past, a desperate
attempt to undo the last fifty years and to return to the prewar world
of the 1920s.
Modern post-industrial capitalism has survived as long as it has

because of one unique aspect of its historical development: its flexibility
.and its ability to respond to changed circumstances. It has been this
enormous elasticity of capitalism, within a democratic context, that

has confounded Marxian analyses of capitalism's imminent demise. It is
this flexibility we are losing. It is the policies of the current
administration that may well blow things apart. If we want to see where
we might be going, it behooves us all to re-read the Kerner Commission

Report. The system is being rapidly deligitimated.
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RETURN OF THE
ECONOMIC ROYALISTS

STEPHEN ROUSSEAS

The economic shocks of the 1970s diminished the flexibility and
growth of capitalism. The resulting crisis helped spawn a simplistic
theory of taxes and human behavior —supply-side economics.

The Great Depression took place half a century ago.
1t was by far the greatest challenge American cap-
italism had had to face since the Civil War. On a
black Thursday the stock market crash wiped out
the paper wealth of. the newly rich, and massive
bank failures cleaned out the life savings of many
of the not-so-rich. Real output fell by one-third,
factories closed, and unemployment soared to 25
percent of the labor force. According to the con-
ventional economic theory of the time, it could
not and should not have happened.

True, panics and cycles were a part of our past,
but they were fleeting incidents in a rapidly grow-
ing, exuberant economy engaged in the heady pro-

cess of creative destruction. Cycles were seen as an -

unavoidable part of capitalism (attributed by some
to sun spots) to be borne in stoic silence. There
could therefore be no moral responsibility for the
short-run suffering of the mass of people, and if
the poor suffered unduly, it was because of their
failure to limit their daily consumption in good
times so that they could provide for the inevitable
rainy days. For cthers, cycles were purely monetary
problems which the creation of the Federal Reserve
System in 1913 had solved once and for all. In the

1920s, American capitalism was seen by the eco-
nomics profession as marching forward resolutely
on a plateau of infinite prosperity.

Then came the collapse. One of the great axioms
of our existence is: what is, is possible. The Great

. Depression was there in all its black majesty and it

was not just another rainy day; it was a storm that
threatened the very survival of the system. And there
was no new theory to provide a quick fix; Keynes’s
General Theory came later. The political response
in the United States was purely pragmatic, a grop-
ing for solutions that led to that amalgam of poli-
cies called the New Deal. Its public work projects,
its relief for the poor, its civilian conservation pro-
gram for unemployed youth, the National Recovery
Act (NRA), and the establishment of a social secur-
ity system—all these gave some measure of hope
to a dispirited nation. Yet, in retrospect, the New
Deat did too little rather than too much. The U.S.
economy began its full recovery only with the
1939 onset of Werld War II in Europe, and with its
own direct involvement in 1941,

As World War II was coming to an end and vic-
tory was assured, the old fears emerged. The Na-
tional Planning Association was established in Wash-

STEPHEN ROUSSEAS is Dexter M. Ferry, Jr., Professor of Economics at Vacsar College. This article is
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ington and quickly recruited a staff of professional
economists to work on a2 national plan for the post-
war reconversion of the economy. The British White
Paper of 1945, for the first time in modern history,
prociaimed the government’s responsibility to pro-
vide for fuil employment in the postwar world, and
in the United States the Employment Act of 1946
committed the federal government to the mainte-
nance of maximum employment, the concept of
full employment being too controversial for the
US. Congress. Governments were to be clearly
responsible for the overall performance of their
economies by adopting appropriately stabilizing
fiscal measures. And it was on this basis that we
entered the postwar period with some trepidation
but armed with a new theory for managing aggre-
gate demand. Government was to compensate for
the occasional market failings of the capitalist
system, with special emphasis on the *free”
market's {ailure to provide for full employment.
Assessments, pro and con

On the occasion of its one hundredth anniversary
in 1880, the National Bureau of Economic Research
{NBER) held a conference on The American Econ-

omy in Transition. lts participants were asked to
review the overall postwar performance of the
American economy from the point of view of their
specialties. 1980 was not a good vear. The economy
was once again in sericus trouble. Martin Feldstein,
a leader of the current counterrevolution and host
of the Conference as director of the NBER (also
editor of the book emerging from the conference),
attributed the poor performance of the American
economy to government interference. The worm
had turned. ““There can be no doubt,” he wrote
in The American Economy in Trensition (Univer-
sity of Chicago Press, 1980), “that government
policies . . . deserve substantial blame for {our]
adverse experience.” (p. 3) Government regula-
tions, income transfer and social insurance pro-
grams, and the inhibiting tax effects on capital
accumulation, had sapped the vitality of capital-
ism. Feldstein's views, however, were hardly re-
flected in the papers of his main participants. In-
stead of a return to “the years of chaos and depres-
sion,” the postwar economy, according to Benjamin
Friedman, “entered an era of stubility and prosper-
ity” with not only a higher average growth rate in
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the postwar years “but also a smaller variability of
that growth.” (pp. 11-13) The “categorical impera-
tive” of postwar policy-makers, in the opinion of the
late Arthur Okun, was the avoidance of the Great
Depression, and in that they largely succeeded. The
business cycle had been tamed—or at least brought
within politically tolerable limits. This newfound
stability, moreover, was greater than it had been at
any other time. Where, from 1854 to 1937, expan-
sions averaged 26 months and contractions 21
months, the postwar expansions had an average

¢, .. the United States continues to have
greater inequality in income distribution
than many other industrialized
countries. . . .”

duration of 48 months with contractions com-
pressed to an average of 11 months. “This quan-
tum jump in stability,” argued Okun, “must . . . be
credited to public policy. “It was made in Washing-
ton” (italics mine) and it was “the compositional
shift” to a larger public sector GNP share that
constituted “the largest single stabilizing element.”
The "American economy’s sensitivity to cyclical
fluctuations was markedly reduced. In this context,
the growth of govern.nent transfer payments was a
critical development. To Okun, the success of post-
war economic policy was to be measured “not
in dollors of real GNP, but in the survival of United
States capitalism. " (pp. 162-63, italics mine)
Okun’s assessment of the postwar performance
of the U.S. economy is amply reinforced in Alan S.
Blinder’s analysis of the postwar distribution of in-
come. Although there was little change in the
postwar distribution of income, it was “notice-
ably more equal than the distribution of 1929.” (p.
435) Despite this improvement, however, the United
States continues to have greater inequality in in-
come distribution than many other industrialized
countries. In 1977, according to Blinder, “the
richest fifth of American families received eight
times as much income as the poorest fifth.”
(p. 436) To Blinder, this constant 8:1 postwar ra-

tio, though better than that in the prewar period, is

nevertheless “a very substantial income gap.”

The constancy of the postwar income distribu-
tion is in large part due to government transfer pay-
ments—both in kind and in cash, with the latter
playing a more significant role. Transfer payments
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as a proportion of GNP rose from 0.7 percent in
the 1920s to more than 10 percent for 1973-79. To
Robert Gordon “the growth in the size of govern-
ment after 1947 was mainly reflected in transfer
payments rather than in goods and services.” (p.
110) The combined spending on goods and services
by federal, state, and local governments as a per-
centage of GNP “exhibited no increase at all be-
tween the 1957-67 decade and the most recent
1973-79 subperiod.” The increase in the size of gov-
ermment in the postwar economy must therefore
be attributed to transfer payments—which served
the dual function of preventing a deterioration in
the distribution of income in the postwar period
while simultaneously adding to the stability of the
postwar economy. Since “the lower income strata
receive a disproportionately large share of trans-
fers,” according to Blinder, “it is clear that cash
transfers pushed the distribution of income in the
direction of greater equality during the postwar pe- -
riod.” (p. 446)

What about poverty?

But what of the problem of poverty in the postwar
era? Whether using the official “absolute” standard
of poverty (based on a basket of goods adjusted for
inflation) or a “relative” standard of poverty (those
with incomes 44 percent below the median income,
for example), Blinder finds that when transfers are
deducted from income, poverty goes up from 11.8
to 21 percent on the absolute standard and from
15.4 to 24.1 percent on the relative standard.
Government transfer payments must therefore also
be seen as a critical factor in the amelioration of
poverty. '

In the postwar period, there was a marked decline’
in officially defined poverty during the 1960s,
largely because of the War on Poverty programs of
the Johnson administration. In summary, transfer
payments are clearly responsible, in great part, for
the improvement of the postwar distribution of in-
come over its prewar distribution, for its constaney
over the past 35 years, and for the amelioration of
poverty. In conjunction with macroeconomic pol-
icies, they also contributed to the greater stability
of the postwar economy. In short, the redistribu-
tive ond stabilizing activities of the government have
played a positive role in the postwar performance
of the American economy—with the redistributive
impact largely the result of “the rapid growth of
cash transfers [and] . . . the War on Poverty. . ., [as
well as} on the equally rapid growth of transfers in
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kind, ... [and] other programs such as affirmative
action guidelines, equal opportunity and antidiseri-
mination laws " {Blinder, p. 473)
However well we may have done in improving the
distribution of income and preventing its deteriora-
tion over the postwar years, the fact remains that
income is a flow dependent on the stock of wealth.
What of the distribution of wealth in the United
States, about which we know considerably less?
The available evidence seems to indicate that wealth
inequality is greater than income inequality, and
that it is relatively stable with no trend discernible.
It should be obvious that an increase in the inequal-
ity of wealth would have a marked impact on the
distribution of income, particularly if government
tax policies were drastically changed to favor the
accumulation of wealth and even more so if, at the
same time, the welfare aspects of government trans
fer payments were subject to substantial cuts—a
point that will be reinforced in my discussion of the
supply-side economic policies of the Reagan ad-.
_ministration.

The elasticity

of capitalism

Modern post-industrial capitalism has survived as
long as it has because of a unique aspect of its his-
torical development: its flexibility and its ability to
respond to changed circumstances. Unlike the re-
gimes of the Bourbons and the Romanof(s, capital-
ism has been able to defuse potentially threatening
situations and lo adapt to changing circumstances

otherwise have been politically destabilizing. As
long as growth and capital accumuiation continue,
distribution is not a political problem: thesystem s
seen and accepted as just. It is only when growth
becomes problematical that the legitimacy of capi-
talism is cast in doubt and distribution becomes a
political issue,

This is exactly what happened inthe 1930s. The
economic crisis was transformed into a social and
political crisis with a resurgence of class antagonism,
such as Britain is now experiencing in the wake of
Margaret Thatcher's policies. The problem in the
1930s was that investment was largely a private
matter in which the state had no direct role to
play. The government’s response to the Great
Depression was to try to influence investment
decisions—indirectly by encouraging consumer
spending via personal income tax changes and
transfer payments, and directly, by trying to
organize businesses into huge cartels under the NRA
and by outright mants and subsidies to business via
the Reconstruction Finance Corporation (RFC).
The postwar growth of government was the result
of these policies, with cuts in corporate income
taxes, investment tax credits, and accelerated depre-
ciation constituting the modern and softer varia-
tions on the New Deal theme. -

From the late 1950s up to the U.S. involvement
in the Victnam War, the postwar performance of
the economy was, as we have seen, largely success
ful—in comparisun to the trauma of the 1930s.
The b cycele was still with us, but brief reces-

“, .. wealth inequality is greater than
income inequality, and . . . it is relatively
stable with no trend discernible.”

along lines that assure it continuiation. It has been
this enormous elasticity of capitalism, within a
relatively democratic context, that has confounded
Marxian analyses of its “internal contradictions”
which, according to a mechanical dialectic, guaran-
teed its demise in a bloody collapse. It has been cap-
italism’s ability to place “an iton bit in nature's
mouth” that has enabled it to co-opt its opponents
through higher and higher levels of real income. The
key has been in a virtually limitless accumulation
of capital and the growth that goes along with it.
And itisgrowth that hasserved, up to now. to legiti-
mate the capitalist system and modify inegualities
in the distribution of income and wealth that would

sions were now followed by larger expansions. The
cycle had been tamed, so much so that liberals were
quite satisfied with themselves, Political sociolo-
gists, such as Seymour Martin Lipset and Daniel
Bell, seconded by John Fitzgerald Kennedy in his
famotus Yale speech, loudly proclaimed *‘the end of
ideology” and the historian Arther Schiesinger, Jr.
wrote an article for the New York Times Sunday
Magazine Section (August 4, 1857) asking: “Where
Does the Liberai Go From Here?”

Schlcsinger described the two sources of liberalism
as “the vindization of the individual against eco-
nomic privation and despair, [and ] the vindication
of the individual against moral and spiritual {rustra-
tion.” He then went on to state that the first vindi-
cation had been largely achieved in the postwar pe-
riod by “the most brilliant explosion of creative so-
cial thought this country has ever seen.” He was
eonvinced that modern mixed capitalism had solved
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its major economic problems. All that remained
was a minor cleaning up operation.
Having solved virtually all of our economic prob-

lems stemming from the 1930s, what we now '

needed was a “new” liberalism which would “re-
cover [its] deeper roots in the American cultural
tradition [by shifting its] focus from economics
and politics to the general style and quality of our
civilization.” Creative spontaneity could now be let
loose in an economically secure world. The prob-
lem was no longer economic unemployment but
“spiritual unemployment.” What this new breed of
liberals had to do was “to help prime the pump,
not economically, but ethically.” Too early for
Schlesinger’s metaphysics to have been set in
motion, one defeated Democrat in the elections of
1952 was heard to lament, “The trouble is, we ran
out of poor people.”

A big exception, the 1970s

To a large extent, this celebration of the status quo
is reflected in the centenary celebration of the
NBER, except for one troubling development: the
1970s. The consensus politics of the 1950s and ear-
ly 1960s began unraveling with the inflationary
guns and butter policies of the Johnson administra-

tion. Then came a series of supply shccks that’

made a shambles of the fine-tuning nostrums of
orthodox, neoclassical Keynesians as well as the
steady-as-you-go monetary growth rule of the
monetarists. Inflation was now linked with a
chronic level of unemployment that made “stagfla-
tion” the faddish neologism of its time. The supply
shocks started with the worldwide crop failures of
1972, quickly followed by the devastating 1973
OPEC crisis which had a shattering effect on growth
and led to a rapid acceleration of the inflation rate.
Lower levels of GNP were now associated with still
higher price levels. These supply shocks were an ad-
dition to the inflationary bias built into the econ-
omy by the successful postwar stabilizing policies
of the government. The underlying inflation rate of
about 5 percent in the 1960s was, in retrospect,
politically tolerable. Building on this basic inflation
rate, the supply shocks pushed the economy into
double-digit inflation at the same time as employ-
ment and economic growth were seriously de-
pressed.

1t isinvariably during periods of great crisis, when
conventional theoretical explanations no longer
serve their legitimaiing roles, that the groundwork
is laid for the rise of crackpots and assorted runaway

ideologues with simple explanations for complex
problems, designed explicitly for simple minds. This
is the stuff of manipulated mass movements, par-
ticularly of a counterrevolutionary bent. Generally,
all of society’s ills are attributed to a single cause.
And for single causes there are single solutions—
panaceas for piping us into the good society. It was
the 1970s, and the inability of existing theories to
cope with dramatic, unexpected, and highly unpre-
dictable changes in the underlying structures of so-
ciety that gave rise to the ideology of supply-side
economics.
Separation of
theory and practice
The theory and praxis of supply-sxde economics are
in different hands. The two major popularizers of
the theory are Jude Wanniski and George Gilder. (I
have treated the Wanniski-Gilder theory of supply-
side economics more fully in a review article, “The
Poverty of Wealth,” for the Journal of Post Keynes-
ian Economics, Winter 1981-82.) The main practi-
tioners are Ronald Reagan and his now troubled
Director of the Office of Management and Budget,
David Stockman. Supply-side theory idealizes a
past that never was or, what amounts to the same
thing, it forces past history into its ideological
mold. It is the world, writ large, of Andrew Mellon,
Warren G. Harding, Calvin Coolidge, Ludwig Erhard
and—a great hero of supply-siders—dJohn Fitzger-
ald Kennedy.

Supply-side economics abhors the welfare state.

“Supply-side theory suffers from an acute
case of tax fetishism. Tax cuts have become
an object of irrational reverence.”

Indeed, it attributes all of our current ills to a
misguided and overly compassionate state. It wants
to go back to the prewar period of an unfettered
and unencumbered capitalism, to a time before the
onset of postwar social policy. Its program is to
undo and repeal the last hali-century. It is a
legitimation crisis in the making.

Essentially, supply-side economics is a theory of
growth, taxation, and fiscal policy——all wedded to
an old and largely discredited theory of human
motivation and behavior which, if realized on its
terms, woula render moot the divisive problem of
redistribution. Underlying almost all of supply-side
theory is the Laffer curve, a distended belly framed
by tax rates on the vertical axis and- total tax rev-
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enues on the other. On its upper, negatively
sloped reaches, a cut in the tax rate results in a
more than proportionate increase in taxable income
and hence in a rise in total tax revenue. On the pos-
itively sloped portion, the effect of a rise in the tax
rate also yields an increase in total tax revenue be-
cause of a less than proportionate decrease {if at
all} in taxable income. If we keep cutting the tax
rate on the upper porticn of the Latfer curve and
raising it on the lower portion, we will eventually
reach that optimal, or ideal, tax rate where total
tax revenue is at a maximum. There are, moreover,
by the very nature of the Laffer curve, two rates of
taxation that produce the same revenue. Supply-
siders are convinced, on the basis of scanty and
contrived “historical” evidence, that the Amer-
ican economy is already on the upper portion of
the Laffer curve. Hence, a reduction in the tax rate
will produce an increase in government tax revenue,
That is what the curve says, but it is the explana-
tion of this putative phenomenon that vields an in-
sight into the heart of supply-side theory. Part of
the explanation of this inversc relationship between
tax rates and tax revenues lies in the effect of high
marginal tax rates on the underground economy.
At high tax rates more and more people slip “un-
derground.™ Lower the tax rate and the process re-
verses itself. With more and more people reentering
the visible, tax-paying economy, government reven-
ves will rise. But apart from this effect, lower tax
rates increase oufput and hence revenues by an in-
centive effect. And it is right here that a very con
venient theory of human behavior comes into full
view,

Taxes und human bohavior

Human beings, we are told, are hypersensitive to
tax rates, especially at the margin —so much so that
their behavior is obsessively dominated by them.
And since economic growth is the result of human
behavior and the psychological laws that govern it,
it is uniquely dependent on the level of the mar-
ginal tax rate. A necclassical labor market humming
along under Keynes's Postulates | and 11 is assumed,

with after.tax income substituted for the real wage |

rate. Al unemployment is voluntary, there being
1o such thing as involuntary unemplovment. The
gevernment with its taxing power serves as a
“wedge” between what a worker gets and what he
is paid. The greater that wedge, the lower the after
tax income of the individual and the less he is will-

~ ing to expend effort in work. It follows, therefore,

that if the government wedge is reduced, the in-
centive to work will soar, leading to such a dispro-
portionate increase in output that tax revenues will
actually rise in the face of a tax cut. The theory
postulates a remarkably powerful relationship be-
tween work effort and taxes~—and a highly doubt-
ful one at that, even for David Stockiman,

But there is more to this than first appears. Not
all people are equally sensitive to the incentive eof-
fect of taxes. The higher one’s income, the greater
one’s sensitivity. And in supplyside theory, those
who earn more are more productive. More than
that, they are the cutting edge of capitatism. It is
the rich, as owners and creators of the physical
means of production, who take the risks in an un-
certain world. It is they who save and invest and
make capitalist growth possible. It is they who are
the legitimators of capitalism by providing for the
poot through growth, Sap the energics of the rich
and the system founders in an orgy of welfare pro-
grams. When the capitalist elite are demoralized, it
is the poor who suffer most, and nothing demoral-
izes the rich more than high marpinal tax rates, the
proceeds of which are used to finance the welfare
state in grandiose redistribution schemes such as
those of the New Deal and the 1360s War un Pov-
erty. These redistributive efforts, morcover, serve
only to make the poor poorer as a dircct result of
the inevitable decline in output. To make matters
worse, economic egalitarianism only serves to make
the great unwashed more greedy. The nonrich are
not creative, only the rich are, And it is the “exper-
imental competition of elites™ that generates the
very dynamism of capitalism that causes the rising
tide of growth to raise alf ships to a higher level—
to use Jack Kemp's favorite JFK metaphor. Capi-
talism is seen as a boiling cauldron of great convec-
tion currents where the noturaf elite rise from the
bottom and the tired, worn.out clite, having done
their thing, are cast down from whence they came.
Social Darwinism at its best! Material progress, in
Gilder's words, is “incluctably elitist” and “pro-
cedurally undemocratic.”

It {ollows, therefore, that coddling the poor un.
dermines not only their incentive to work but,
more importantly, that of the rich why are taxed
to finance the welfare payments to the poor. In
short, capitalisen’s go-go people are the very rich
who consume only a smull proportion of their in
come and use their savings to increase the rate of
capital accumulation so vital for the legitimation of
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capitalism. To get America moving again requires
only a tax cut skewed in favor of the rich and the
powerful. Output will rise, unemployment will fall,
as will the rate of inflation, and the poor will be the
first to benefit, since the poor can only be helped
by lifting the rate of investment which, in turn, can
happen only if the inequality of the distribution
of income and wealth is allowed to become greater.
It is regressive taxes, not progressive ones, which
help the poor most. And if, as supply-side econo-
mists maintain, a tax cut favoring the rich is the
only way out of our current malaise, then the
welfare state will have to be dismantled.
Supply-side theory suffers from an acute case of
tax fetishism. Tax cuts have become an object of
irrational reverence. Taxes are the cause of all our
problems, and tax cuts will solve them—especially
if they favor the rich. Supply-side economics is the
reductio ad absurdum of capitalism. It is vulgar
capitalism trying hard to make vulgar Marxism true.
And in the hands of Ronald Reagan and those in

his administration it is a counterrevolution of the

first order.

The Reagan administration’s Program for Eco-
nomic Recovery (1981) is basically, with some ma-
jor variations, a supply-side document. Its goal is to
“rekindle . . . entrepreneurial instincts and creativ-
ity” by cutting taxes drastically. Government, at
least as we have known it in the postwar years, is
to be undone. Nondefense expenditures are to be
slashed, particularly the transfer payments of the
federal government which improved the prewar
distribution of income and prevented its deteriora-
tion in the postwar period. The cuts in nondefense
spending will certainly do wonders for the work in-
centives of the poor, according to the canons of
supply-side theory. On the other hand, defense ex-
penditures will increase in real terms between 1980
and 1984 by an annual average of 7 percent, com-
pared to a nondefense spending rate of growth of
1 percent in nominal terms. Real nondefense spend-
ing will be 15 percent lower in 1984 than in 1980,
according to the Congressional Budget Office.
Clearly, the cuts in nondefense expenditures are to
be used to finance the planned increases in defense
expenditures, and the tax cut itself will serve as an
offset to the inflation-induced income tax increase,
(bracket creep) and the scheduled rise in social
security taxes. In effect, there will be no decrease
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in overall government spending and no net real tax
cut—although there will be an enormous redistri-
bution of the social product in favor of the rich.
And the increased inequality in the distribution of
wealth will no doubt have secondary effects on the
distribution of income, making matters still worse
—from the point of view of the postwar perfor-
mance of the American economy.

Confusion on key issues

On the key issues of unemployment, inflation, stag-
flation, and money, supply-side economics is either
simplistic or confused. Unemployment is caused by
the wedge effect of high taxes on the rich, working
through the incentive effect. But since high taxes
also cause inflation, supply-siders have a convenient
theory of stagflation as well. Cut taxes on the rich
and output will rise dramatically. Unemployment
will go down as a result, along with prices. In one
fell swoop, we have the solution to unemployment,
inflation, and stagflation. That is the simplistic side
of supply-side economics. The confusion comes in
through the money window. What is the role of
money in the explanation of inflation? Some sup-
ply-siders, such as Gilder, have no use for Milton
Friedman’s monetarist explanations. Prices are a
function of taxes, not the money supply—or defi-
cits for that matter. Monetarists are closet Keynes-
jans working the demand side of the street. Mone-
tary restraint serves only to inhibit private sector
growth, which adds to inflationary pressures. In
other words, tight money’s effect is on output and

“It is only when growth becomes
problematical that the legitimacy of
capitalism is cast in doubt and distribution
becomes a political issue.”

employment, not on prices. Moreover, along post-
Keynesian lines, the money supply is passive. The
banking principle triumphs over the currency prin-
ciple in that the needs of trade take precedence,
with the money supply expandirg automatically
(through financial innovations and jumps in the in-
come velocity of money) in order to accommodate
the higher levels of nominal GNP,

Other supply-side theorists, like Wanniski, ex-
plain the initial inflationary price increases by re-
lating them directly to money supply increases in
excess of the real rate of growth—with the Laffer
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wedge inducing secondary price increases by way
of progressive ad valorem taxcs. Tax cuts plus tight
money are therefore seen as the solution to stagfla-
tion. Then there is Jack Kemp (1979}, who pro.
poses the adoption of a strict gold siandard as the
only way of stopping inflation “dead in its tracks.”

The Reagan administration favors “a predictable
steady growth in the money supply” while attrib.
uting inflation to uncontrolled government spend-
ing and the crowding out of the private sector. Def-
icit spending is the primary cause of inflation,
while easy money compounds the problem with
sccondary effects on the price level. By cutting
taxes and holding a tight rein on money, the pri-
mary and secondary causes of intlation will be re-
moved, of so the argument goes.

Bending reality

The current revolution in economic policy tran-
scends theoretical niceties. It is prepared to bend
“reality” o the needs of its beliefs, no matter how
incoherent that makes its supporting theory. The
role of established social theory is to legitimate
whatever is, after the fact, It serves those who hold
power, Revolutionary theories are oriented toward
the future. They entail a vision of the good sociely.
In those few instances when the promulgators of
revolutionary theories succeed in gaining power,
they are invariably corrupted by the need to con-
solidate that power. Praxis and theory are tom
apert in the easuing struggle. Purists demand that
the revolution be realized immediately in its full
dimensions. Pragmatists advise caution and the
tempering of theory.

It is on the issue of deficits that supply-side eco-
nomics has met its first defeat. More traditionally
conservative economists, such as Arthur F. Burns,
Alan Greenspan, and George P. Schuite, have not
heen sold on the wonders of the Laffer curve and,
backed by doubts on the part of powerful mem-
bers of the Senate and the House, they have pres-
sured the Reapan administration into linking cuts
in government expenditures to cuts in taxes. Defi-
cits are to be avoided and tiie budget balanced by
1984—t ail costs.

“At all costs,” of course, means massive cuts in
nondefense expenditures. Defense expenditures,
given the Reagan administration's aggressive for-
eign policy, have become sacrosanct. Indeed, in-
creases in defense expenditures are to be financed

by the cuts in nondefense expenditures, and the
programmed tax cuts wind up serving as an offset
to scheduled increases in social security taxes and
bracket creep. Moreaver, the administration’s pro-
jection of a balanced budget by 1984 is based on
unwarranted assumptions concerning the growth of
real output, the rate of inflation, and the level of
future interest rates. For fiscal 1982 alone. the
projected 342 billion deficit has ballooned to over
$60 billion, if not $100 billion, by the latest count,
and the stock market has all bui coliapsed along
with housing and the automobile and steel indus

“With the unemployment rate of black
youth over 50 percent and with further cuts
in welfare transfer payments, the American
economy is headed for a polarization of
classes.”

tries, Supply-side theory has collided head-on with
supply-side praxis. The resuiting failure of suppiy-
side economics to live up to its own expectations is
causing panic in the White House and among its
cohorts in the halls of Congress. The stock market
and the Federal Reserve System are being: set up as
patsies and a second round of slashes in nondefense
expenditures is in the making.

With the unemployment rate of black youth over
50 percent and with further cuts in welfare transfer
payments, the American economy is headed for
a polarization of classes. Should the economy fal-
ter, competition for scarce jobs among whites,
blacks, and the disenfranchised will become more
strident and the gains of the last twenty years will
go by the bcard, followed by a search four scape-
goats and an even more violent lurch toward the
political right. American capitalism is rapicily losing
its ability to adapt to changing circumstances. It is
becoming more rigid. The progress made in the
postwar period is being undone. The distributinns
of income and wealth are being deliberately made
more uncqual on the pretext of making everyone
better off.

It is in the nature of ideological visionaries to
sacrifice the present and the past in the name of a
Utopian future—even if this means an increase in
human suffering and the sacrifice of the powerless
and the disenfranchised on the way to the “good
suciety.”
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Supply-side economics

The poverty of wealth -
STEPHEN ROUSSEAS

I

All too often, stupid books are written by clever men for stupid
people. Among the cleverest are two: Jude Wanniski and George
Gilder—two journalists, self-taught in economics, who have taken
on the entire profession in its current disarray. Their books? The
Way the World Works and Wealth and Poverty. Their sales? Enor-
mous. Their pitch? Supply-side economics. Their mentors? Arthur
Laffer, Robert Mundell, Ayn Rand, William F. Buckley, Jr., Irving
Kristol, Fredrich von Hayek, Paul Craig Roberts, David Stockman,
and (with reservations) Milton Friedman. Their disciple? Ronald
Reagan.! Their whipping boys? John Kenneth Galbraith, Lester
Thurow, and Robert Heilbroner.

Normally one does not review stupid books, no matter how
clever their authors. But these two crusaders for the wealthy and
apologists for the harshest anid most baneful features of capitalism
have captured the popular imagination and, more importantly,
that of the politicians now in power. To historians of economic
thought their books will seem more Bastiat than Schumpeter, more
heavily larded with an overabundance of von Mises than with the
mitigating penance of Knight,

The author is Dexter M. Ferry, Jr., Professor of Economics at Vassar College.

!When the chairman of the Senate Finance Commitece, Robert Dole, was
hospitalized shortly after the inauguration, President Reagan paid him a cour-
tesy visit, Instead of flowers, he gave him a copy of Gilder’s book. The Sen-
ator recovered.

192 Journal of Post Keynesian Economics/Winter 1981-82, Vol IV, No. 2
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Keynesians had to wait until the 1960s to sniff at the hems of
power, only to fail in the Camelot days of JFK and Vietnam; mon-
etarists got trapped in Goldwater’s burning wagon in 1964, al-
though later they did better in other lands with Margaret Thatcher
and Augusto Pinochet; Marxism, of course, was perverted by Lenin
fifty years after the fact. But supply-side economics has “hit the
ground running,” as that bandied Reagan camp saying goes.

“Progress,” wrote George Santayana, “is relative to an ideal
which reflection creates.” “Change,” said Bertrand Russell, ““is in-
dubitable. Progress is a matter of controversy.” There is little “re-
flection” in supply-side economics which, 1 suspect, is the reason
why it has been able to reduce all “controversy” to a romantic
celebration of an idealized capitalism. And if “‘change” has been
for the worse, as supply-siders are convinced, then we can progress
only by going backwards—by repealing the last half-century. We
can indeed go home again, we are told, to an individualized world
of work, thrift, and altruistic giving by the rich in monumental
acts of noblesse oblige.

What is supply-side economics about? It is essentially a theory
of growth, taxation, and fiscal policy which, if realized on its
terms, renders moot the divisive problem of redistribution.? Sup-
ply-side economics is capitalism writ large.

11

Surprisingly, supply-side economics is rather gentle on Keynesian
economics, compared with its rough jostling of Friedmanian mon-
etarism, and there is even a marked affinity with some aspects of
post Keynesian economics. Supply-side economics, however, re-
volves around the Laffer curve. Without it, there would be little
left. It is the glue that holds supply-side economics together, tenu-
ously.

The Laffer curve is essentially an extension of Alfred Marshall’s
static demand curve. The area under the Marshallian demand curve
represents total revenue and what happens to it as price varies.
Substitute the tax rate for price on the vertical axis, and the in-

2The more conservative neoclassical Keynesians have already solved, to their
satisfaction, the problem of growth and distribution through Golden Age
models based on marginal productivity theory. Of course, they lack the abil-
ity to measure marginal productivity, magnitudes of capital, degrees of com-
petition, and the prevision of transactors in the market,
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come of individuals who pay taxes on the horizontal axis (people
in the underground economy don’t pay taxes), then restate the
“quantity” axis in total revenue terms, and the Laffer curve emerges
in the shape of a distended belly with the umbilicus serving as the
point of maximum revenue (e = 1). From this pregnant curve
comes the favorite litany of supply-side economics: There are al-
ways two rates of taxation that produce the same revenue.

This follows from the nature of the curve. What follows next is
the supply-side obsession with a particular range of the Laffer
curve. For any given level of revenue, the tax rate on the upper
reaches of the curve represents a tax-rate elasticity of > 1. Reduce
the tax rate and tax revenue will increase. Increase the tax rate and
revenue will fall, in part because more people will slip into the un-
derground economy (and conversely for a fall in the tax rate over
this Laffer range). The same revenue level on the lower, positively
sloped, total revenue curve has a tax-rate elasticity of < 1, with ex-
actly opposite results and no underground economy to speak of. The
tax rate, obviously, has a range between zero and 100 percent. At
100 percent, the argument goes, nobody would work for pay, and
the government’s tax take would be zero—only an underground
barter vconomy would exist. At a zero tax rate, however, without
revenues, there would be no government at all, and anarchy would
reign. 7t would be a Rabelaisian world of fay ce que vouldras. We
exist, therefore, somewhere between these two extremes.

The bellybutton ideal, the optimum where revenues are at a
maximum, ‘is the point at which the electorate desires to be
taxed” (p. 98). Reversing the axes, it is the North Pole of the Laffer
curve: with any step in any direction revenues will fall. “It is,”
moreover, “the politician’s job to find out what that [ideal] rate
is” (Kemp, 1979, p. 51). It is not necessarily 50 percent, though it
could be. It all depends on the sensibilities of taxpayers and the
amount of government services they wish to have and are willing
to pay for without coercion. And how are we to find this ideal tax
rate? It’s simple. “The easiest way for a political leader to deter-
mine whether an increase in the rates will produce increased rather
than falling revenues, is by putting the proposition to the electorate”
(Wanniski, p. 100). All it would take is a referendum!

There is no doubt in the minds of supply-siders that we are way
beyond the optimal point on the upper reaches of the Laffer
curve.® If so, then a tax cut will result in increased revenues,

30f course, Keynesians and their first-cousin monetarists suffer from the de-
lusion of thinking that we are on the lower, inelastic portion.
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with the opposite effect for a rise. The explanation lies, apart from
the underground economy effect of high taxes, in the “fact” that
high taxes are associated with low levels of output, and low tax
rates with high output levels—the incentive effect, as we shall see.
If we are indeed on the positively sloped portion of the Laffer
curve, cutting taxes will do wonders. Empirical evidence? Warren
G. Harding cut taxes after World War I and the economy boomed;
why it then collapsed in the 1930s is somewhat muted, although
supply-side writers attribute the Great Depression solely to the
Smoot-Hawley Tariff Act of 1930—without it things would have
bounced along nicely at the lower tax rates then prevailing, Simi-
larly for the Kennedy-Johnson tax cut of 1964 (eulogized by sup-
ply-siders) and the postwar tax cuts of Germany and Japan. Other
factors that might have contributed to the postwar boom in the
1960s (the Vietnam War, for one) are blithely ignored. Scek and ye
shall find. Proof consists of combing history (back to Alexander
the Great) and picking out simple historical illustrations that serve
your theory. Other herocs in the SS-Pantheon are Andrew Mellon,
Calvin Coolidge, Ludwig Erhard, and Governor Carlos Tomero
Barcelo of Puerto Rico—all true tax-cut believers, the latter hav-
ing saved his commonwealth “when,” according to Gilder, he “was
so fortunate as to meet Arthur Laffer” in the late 1970s (p. 186).4
My favorite quotation, however, is from quarterback Jack Kemp
(p. 46). His “proof’’ that we are on the upper reaches of the Laffer
curve isas charmingly pure as open receivers on the gridiron, “When
you look around and see so much evidence of unemployment and
underemployment. . . . When you see more and more people shift-
ing out of work . .. you sense that the rates are too high, and you
don’t have to consult a professional economist to know that lower
rates would be healthier for the economy [by increasing real out-
put] and would be likely to produce greater revenues [as a result].”
Clearly there is no such thing as involuntary unemployment,
Postdiction in support of one’s theory is easy; prediction is anoth-
er matter, The following quotation from Wanniski leaps off the page:

*Wanniski was also a consultant to Barcelo, Indeed, he tells us that The Way
the World Works “was written as a direct result of a trip to Puerto Rico in
March, 1976 (p. 291). Apparently, the 60 percent welfare and food stamp
economy in Peurto Rico is 2 Horatio Alger story. In a private communication
Sidney Weintraub points out that Peurto Rico is still an LDC surviving on
welfare checks and that its industrialization came from a Peurto Rican tax
exemption (the IRS does not apply here) and an open U.S. mainland market.
If everyone—the full country —cut taxes in the same way, it would be a dis-
aster for Pcurto Rico. Its advantage would vanish.
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At this writing, in the autumn of 1977, Britain’s conservative Party leader
Margaret Thatcher is steadfastly pledging to sharply reduce the progressiv-
ity of Britain’s personal tax rates as soon as her party returns to power
. ... Once Britain takes this step, the expansion of its economy will have
rippling effects through Western Europe, giving courage to conservative
coalitions in other capitals to follow her lead (p. 298, italics supplied).

Well, Margaret Thatcher won, and at this writing in the summer
of 1981, the economy is in the worst state since the Great De-
pression, with a disastrous growth rate, unemployment at over 12
percent, and riots in the streets across the breadth of England. One
historical illustration is as good as another, although I would not
maintain that Margaret Thatcher disproves supply-side theory any
more than I would accept that their illustrations prove it. There is
an old Jewish proverb that supply-siders should take to heart: For
example is not a proof. History is messy, refusing to yield its
secrets clearly except to simple or desperate minds.

III

Supply-side economists believe that a tax cut will increase govern-
ment revenues by inducing an increase in real output. Supply-side
economics is, therefore, a theory of growth where growth is a
unique function of the tax rate or, to be more exact, the marginal
tax rate. The explanation of this putative relationship rests on a
convenient theory of human behavior. Human beings think on the
margin, whether consciously or not, in a highly interdependent
world. Everything affects everything else in a general equilibrium
model. In the immortal words of Wanniski, ‘Jump up and down
and the whole world shakes a bit” (p. 19). Or, as French wit would
have it: Tout est dans tout, et réciproquement! And the margin is
the key to it all. “Very few people think on the margin, but every-
one acts on the margin” (p. 44, original italics). Even children!
“By the time children are three or four years old,” we are told,
“they have acquired such a body of information by studying tax
schedules and their variables within the family that they consciously
‘think on the margin’” (p. 47). And when they grow up and earn
their own money, they become obsessed with marginal tax rates—
so much so that their behavior is dominated by it. And since eco-
nomic growth is the result of human.behavior and the psycholog-
ical laws that govern it, it is uniquely dependent on the level of the
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marginal tax rate. An open and shut case, for Wanniski.

To Wanniski there is physical capital and there is intellectual
capital. The personal income marginal tax rates are a tax on intel-
lectual capital, while the corporate income tax is a tax on profits,
not on the physical capital itself. Government, in other words, has
a bias against intellectual capital which affects the incentive to
work. ‘“People,” says Wanniski, “work for one reason and one rea-
son only: to maximize their welfare” (p. 71). There are, of course,
certain “minimum necessities for survival—food, clothing, shelter.”
But after satisfying them, “the individual is free to choose between
work and leisure.” Given an individual’s “personal assessment of
what constitutes welfare,” he will “work up to that point and then
not work™ (p. 71, original italics). People “only work to improve
their welfare” (p, 91).

This brings up the much-touted wedge model of Lafferian the-
ory. It is government, through its power to tax, that introduces
a “wedge” betwecn what one gets for working and what one is al-
lowed to keep. Personal income and social security taxes, however,
are only one part of the wedge. So are minimum wage laws, taxes
on capital, tariffs, all forms of government regulation, nonwork
subsidies such as welfare entitlements, and anything else that rep-
resents “‘government intervention in private transactions” (p. 84).
But the marginal rates of the personal income tax, which ranged
until recently from 14 to 70 percent, are the biggest bone of con-
tention among Lafferite supply-siders. In Laffer’s words:

Marginal tax rates . . . stand as a wedge between what an employer pays
his factors of production and what they ultimately receive in after-tax
income. . . . In order to increase total cutput, policy measures must have
the effect of increasing firms’ demand for productive factors and in
creasing the productive factors’ desire to be employed. Taxes of all sorts
must be reduced. These reductions will be most effective where they
lower marginal tax rates the most. Any reduction in marginal rates means
that the employer will pay less and yet employees will receive more.
Both from the employer and employee point of view more employment
will be desired and more outpur will be forthcoming (Memorandum,
November 1974, to the then U.S. Secretary of the Treasury William
Simon, quoted in Wanniski, pp. 85-86, italics supplied).

This is a neoclassical labor market humming along under Keynes’
Postulates I and II if there ever was one’ —one in which all unem-
*With after-tax income substituted for real wages as the independent variable,
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ployment is voluntary. Not to be outdone, Gilder is even more ex-
plicit. “It is marginal tax rates,” he writes, “that determine the im-
pact of a tax on motives and . . . on the willingness to go out and
work” (p. 181), and these same high marginal tax rates “continu-
ously undermine the very diligence and determination that are
necessary to accomplish any useful work in the world” (p. 185).

My all-time too-good-not-to-be-quoted gem comes from Wanni-
ski:

[In] comes Mary S., with every intention of trying to get a job at the
Metropolitan Opera, perhaps in the chorus, and to work her way to star-
dom [shades of 42nd Street!]. If she can’t make it in this endeavor, she
will become a prostitute. Upon arriving, she learns that the government
has just introduced a wedge of 33 percent at the Metropolitan Opera, and
it is now more profitable to be a prostitute. Equilibrium is restored on
the supply-side of this process when so many women become prostitutes,
that each has to put in 33 percent more time in pursuit of business. It is
clear that an increase in the government wedge decreases the quality of
opera and increases the supply of prostitutes 6 (p. 94, italics supplied).

Still, Wanniski notwithstanding, there is some hope for Mary S.
A pimp’s wedge cuts wider than the government’s 33 percent. But
Wanniski holds out another kind of hope for poor Mary S.

In the larger economy it is of course unlikely that Mary S., the potential
opera star, is directly shifted into prostitution. Rather she shifts into a
lesser occupation, becoming “underemployed” in the money economy,
and the wedge shifts all other employees downward into the underem-
ployment classes, where at the margin an aspiring shopperson is the one
who actually goes over the edge into bartering via prostitution (pp. 94
95n, italics supplied).

What a pity! The margin at its malevolent worst! How much bet-
ter it would be to have prostitutes capable of trilling Mozart arias
on the job. Think what it could do at least for the cultural uplifting
of a prostitute’s clientelle. Clearly the margin and “the expanding
wedge” are capable of all sorts of wicked things. Not even Marx
could have imagined a more sordid thing to attribute to the bour-
geois governments of capitalism than Wanniski.

6 At this point Laffer’s tribute to Jude Wanniski’s The Way the World Works
should be indelibly recorded: “In all honesty, I believe it is the best book on
economics ever written” (italics supplied). George Gilder calls it “One of the
great inspirational works of economic literature.” George Gilder, by the way,
has a Norwegian elkhound called “Laffer,” whose tail faithfully reproduces
the “Curve.”
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At this point it might be wise to turn to George Gilder’s book,
which one noblesse de robe supply-sider found “Promethean in its
intellectual power and insight.”” I found it breathless.

v

Gilder’s book is about “the high adventure and redemptive moral-
ity of capitalism.” He begins by proclaiming the Golden Rule of
capitalism: “The belief that the good fortuncs of others is also fi-
nally one’s own” (p. 9), particularly the “good fortune” of the up-
per classes who are “‘the cutting edge of the economy—the source
of most investment” (p. 20). When the capitalist elite are demoral-
ized, it is the poor who suffer most, and nothing demoralizes them
more than high marginal tax rates whose proceeds are used to fi-
nance the welfare state in grandiose redistribution schemes—
Roosevelt’s New Deal and L. B. Johnson’s War on Poverty being
the prime examples of the compassionate heart gone wrong. Take
care of the poorand the vitality is sapped out of the capitalist elite,
which serves only to make the poor more hapless after the inevi-
table decline in output.

It is the capitalist elite, as owners of the factors of production
other than labor, who arc exposed to risk in an uncertain world.
When they add to the stock of capital, they have no assurance of
new revenue. They take the plunge on faith. They are altruistic
givers. They are the supply side. They “give in order to get” with-
out being sure of the getting. They “supply in order to demand”
(p. 28).% ’

It is the welfare state operating on the demand side that cripples
the supply side and results in *“a sluggish and uncreative economy”’
(p. 29). “Egalitarianism in the economy,” we are told, “tends to
promote greed” in the mob. And when, in a plebiscitarian mob-
ocracy, “mass sentiment” is allowed “to dictate to the powerful
..., the result is a restive and alienated electorate, a failure of po-

" Blurb by David Stockman, Director of the Office of Management and Bud-
get. They really do wash each other’s back, these supply-siders,

80n reading the first draft of Chapter 4 on “The Supply Side,” Gilder's wife,
& Vassar graduate, cried; she couldn’t undesstand it. Gilder tried again, She
cried again (New York Times, April 26, 1981.) Chapter 4 now has the fol-
lowing footnote at the very beginning: “This is a chapter on the theory of
supply-side economics, which may be safely passed over by readers who pre-
fer a less abstract exposition of the subject.” So much for a Vassar education!
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litical authority. .., and a tendency toward national decline” (p.
29). The very vibrancy of capitalism “depends not on automatic
mechanisms [Gilder has little use for the perfect competition
model which is itself egalitarian}, but on the quality, creativity,
and leadership of the capitalists” (p. 38). Gilder is an out-and-out
elitist:

[L]eadership is supply and public opinion is demand . . . leaders to the

extent that they bear real authority, tend to create the views of the larger

constituencies more than they follow them (p. 29).

[S] uccessful politicians are engaged not in passive response to public de-
mand, but in the active supply and marketing of ideas. Supply creates its
own demand, even in the political realm (p. 29, italics supplied).

The will of the people is often no more “spontaneous” or free of elite
initiative and manipulation in politics than in economics. Democranc
masses cannot be generative or creative; they can merely react and ratify
(p. 38, italics supplied).

It is by the “experimental competition of elites” that capitalism
generates its dynamism. It is a boiling cauldron of great convection
currents within which the natural elite rise to the top, and the
tired, worn-out elite, having done their thing, are cast down from
whence they came. It is a rampant social and economic Darwin-
ism, with elitist liberal arts colleges and universities guaranteeing
the downward mobility of the eftfete children of the upper classes
(those “humpty-dumpty heirs of wealth”) to make way for the
bluing of America. Look at Ronald Reagan and that millionaires’
club called the U.S. Senate, most of whose members are self-made
men (independently of ABSCAM), not to mention the president
of Mobil Oil, the son of a Greek immigrant peasant.® “Material
progress,” Gilder tells us, “is ineluctably elitist: it makes the rich
richer and increases their number, exalting the few extraordinary
men who can produce wealth over the democratic masses who
consume it. ... Material progress, although democratically de-
manded, is procedurally undemocratic” (p. 259, italics supplied).
It is the elite, not the masses, who are “our greatest and only re-
source . . . the miracle of human creativity” (p. 268).

And it is the welfare state’s coddling of the poor that keeps
them from participating in the economy by sapping their incentive
to work and to improve their own lot by their own efforts. They

? It would, of course, be impolite to mention David Rockefeller, Gilder’s great
benefactor who staked him to an education at Exeter and Harvard.
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have been turned, to use Charlie Wilson’s felicitous metaphor, into
kennel dogs sitting on their haunches yapping for the next hand-
out, not hunting dogs alert and lean of muscle hunting for their
food.

The textbook case of perfect competition, moreover, “has little
to do with the central activity of capitalism, which is the turbulent
process of launching new enterprises. . . . Perfect competition . ..
excludes most supply-side behavior,” since in equilibrium firms
“can essentially affect neither supply nor demand” (p. 31). The
very foundation of supply-side economics is that “producers col-
lectively in the course of production, create demand for their
goods” (p. 32, italics supplied): they are not kennel-dog “takers”
of what the market gives them.

Capitalism’s go-go people are the very rich. And it is not the
role of the rich to “titillzte the classes below, but to invest” (p. 62).
The rich, unlike the poor, consume a small proportion of their in-
come—except when high marginal tax rates and bracket creep
force them to pour their millions into sinkholes: tax shelters and
collectibles (gold, art, precious stones, etc.) that add nothing to
productive capacity. “A successful economy depends on the pro-
liferation of the rich™ (p. 245) unfettered by the government and
protected from the masses, who push misguided liberal politicians
into counterproductive redistributive welfare boondoggles.

Since, to use post Keynesian terminology, the poor’s average
and marginal propensities to consume are unity (they are not
savers, nor can they be in the nature of their circumstances), and
the rich have a high marginal propensity to save, and since it is
our tax structure that has sapped the vitality of capitalism, let the
government use its tax powers ro redistribute income in favor of
the rich. This would, of course, require the cutting of welfare pro-
grams in order to force the poor to work for their own benefit and
moral improvement,

Past redistribution efforts to favor the poor have only served,
according to SS-ideology, to decrease incentives to work, by rich
and poor. They have therefore decreased investment, productivity,
and growth. The visible effects are increased unemployment, infla-
tion, underground economic activity, tax shelters, and other sink-
holes for the rich and, contrary to expectations, an increase in the
level of poverty.

The poor can only be helped by lifting investment, which can
be increased only by “the enriching mysteries of inequality™
(p. 118). The poor do not choose not to work because of “moral
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weakness, but because they are paid [not] to do so” by welfare
and subsidy programs (p. 68). Indeed, the welfare state has raised
the marginal tax rate for the poor to the 100 percent level, or so
the argument goes, trapping them into their dependency by mak-
ing work unprofitable. Moreover, the male poor have been “cuck-
olded by the compassionate state’” and driven out of the family
unit, their own macho self-image shattered.

What we need do to help the poor is to change our tax structure
radically—to make it less progressive by a greater use of regressive
taxes, for, Gilder tellsus, “Regressive taxes help the poor”’ (p. 188).
The argument is as simple as it is simple-minded. Gilder writes:

It has become increasingly obvious that a less progressive tax structure is
ncessary to reduce the tax burden on the lower and middle classes. When
rates are lowered in the top brackets, the rich consume less and invest
more. Their earnings rise and they pay more taxes in absolute amounts.
Thus the lower and middle classes need pay less to sustain a given level of
government services. . . . [T]o help the poor and middle classes, one must
cut the taxes of the rich (p. 188, italics supplied).

An ingenious argument: the cut in taxes on the rich will so stim-
ulate output that the tax revenue increases from the rich alone!®
will allow tax cuts for the low- and middle-income classes. Once
upon a time it used to be argued, to counter Marxists, that taxing
the rich more would not generate enough additional revenue to
help the poor because the poor are many and the rich few. Supply-
siders add that regardless of their fewness, taxing the rich to help
the poor serves only to reduce output, thus worsening the condi-
tion of the poor. Now the argyment is that no matter how few the
rich are, cutting their taxes will increase their pretax incomes to
such an extent that government coffers will overflow to more than
just compensate for the smallness of their number. He would have
been on firmer ground had he included the multiplier-induced in-
crease in the aggregate incomes of the poor and the middle classes
as well. But even here there is a problem. Gilder’s supply-side argu-
ment is a growth argument: that overall activity is powerfully de-
pendent on the after-tax income of the rich, who alone are the dy-
namic growth force in a capitalist society.

The growth aspect of the argument has not escaped J ack Kemp
(1979). Borrowing from a JFK speech, his leitmotif is: A rising

10 Gilder misses the point, in support of his own argument, that the incomes
of the middle class, at least, will also increase (through the multiplier), lead-
ing to a secondary rise in tax revenues.
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tide lifts all boats. If factional strife and class struggle are to be
avoided, growth must accelerate. Again, it is “the rich and power-
ful and creative—a group relatively small in number— [who] are
ready to pull, if only they are not discouraged by government
from doing so” (p. 31, italics supplied). And “the tax system [is]
the key to spurring real economic growth™ (p. 37). High taxes,
especially on the rich, “impoverish the community at large.”
Robert Mundell is brought in to clinch the argument: “The level
of U.S. taxes has become a drag on economic growth in the United
States. The national economy is being choked by taxes—asphyx-
iated” (quoted in Kemp, p. 37). To which Kemp adds: “Tax relief
is not so much an end in itself as a means of getting this economy
moving again. Economic growth must come first” (p. 49). Then,
of course, quarterback Kemp isan ardent Laffer curve team player.
Cut taxes and revenues and growth will increase. Kemp would like
to see the maximum marginal tax rate reduced to 25 percent. That
should do it. A “growth-oricnted tax policy [would] increase the
tax base by increasing the volume of work, saving, and invest-
ment” (p. 102).%

v

Supply-siders know what causes unemployment: high taxes on the
rich prevent the economy from rolling along at its full-employ-
ment potential. They also know what causes inflation: raxes. Since
taxes simultaneously cause unemployment and inflation, supply-

"1t occurs to me, though it has not to any supply-sider I know of, that there
is a better way to achieve their goals than through cuts in the marginal tax
rates—which are politically difficult to do to an appropriate degree (the
Reagan Administration has cut the marginal tax rate from 70 to only 50 per-
cent, or twice that which Kemp thinks is required), and even if done are too
easily reversed in the next election. A better way would be a constitutional
amendment (these things are getting popular these days) to deny the vote to
the nonpropertied classes (as some of the founding fathers wished), and to
the idle, nonproductive rich living on their inheritances, This disenfranchise-
ment would serve as a spur for the “humpty-dumpty heirs” of the rich to
climb down from their walls and avail us of their creative talents by reenter-
ing the real economy—though adequate inheritances would be allowed so as
not to sap the incentives of the working rich to provide for their degenerate
progeny. Family feelings run strong among the righ; they have not been
sapped by welfare handouts, at least not the kind the poor get, Still another
approach would be a profit-sharing program with the working class, in lieu of
tax cuts for the rich, which would cqually increase work incentives and re-
strain wage increases. But this is unlikely to appeal to supply-siders. Given
Gilder’s enamorment of elites, disenfranchisement is the better bet.

0—82—¢
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siders also have a theory of “stagflation,” and a cure for it: cut
taxes.

Borrowing from Paul Craig Roberts, a most solemn and unbend-
ing missionary, Gilder claims that high taxes act as a brake on pro-
duction and that this tax brake causes inflation by reducing the
supply of goods. Inflation is neither demand-pull nor cost-push. It
is tax-push in that taxes “have an immediately inflationary impact
on wages and prices” (p. 194). Gilder, on this, is a closet post
Keynesian. His theory of inflation is a variation on Kalecki’s mark-
up theory of pricing. The base price of any marketable good is
“the sum of . .. intermediate costs plus the share of other costs
passed on its price” (p. 202, italics supplied). The costs of the wel-
fare state induce higher taxes, whether outright or by bracket
creep. And since “all final prices embody the pyramid of public
services, paid for by taxes at every point of the productive sys-
tem,” there is a ““diffusion through the price structure of the rising
cost of government” (p. 203, original italics).!? It follows, there-
fore, that “government, with its ever-proliferating . . . services and
inefficiencies” (p. 203), is the chief cause of inflation. Taxes push
up prices which then cause wages to rise and so on into the spiral.
Inflation is fax-push inflation. Sidney Weintraub’s equation re-
duces itself from P = k(w/A) to P = k(t), where ¢ is the rate of in-
crease in taxes used to finance an expanding welfare state.

Gilder is uncompromising: “Inflation is caused by taxes”
(p. 190), not by increases in the money supply. Gilder is one sup-
ply-sider who has virtually no use for Milton Friedman and his
monetarist epigones. “[I]t is self-destructive for conservatives to
pretend that the inflationary impact of taxes on costs is chiefly a
problem of the money supply” (p. 204). It is not. What is needed
is to “economize on government.” Prices are a function of govern-
ment taxes, not the money supply. Gilder’s rejection of Friedman
is unequivocal—Friedman is a demand-sider, a variation on a
Keynesian theme. In the first place, Friedman got it all wrong. He
did not support the Kemp-Roth bill for its supply-side effect but
“only because it would exert pressures for cuts in expenditures”
(p. 191). He failed to realize that the effect of the proposed Kemp-
Roth bill is “on business creativity and investment” (p. 191), i.e.,
the supply side.

12 Although this has all the markings of a cost-push theory, Gilder apparently
prefers tax-push, I suppose, on the grounds that taxes are not a market cost.
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Furthermore, monetarists cannot easily define the money sup-
ply or control it “during periods of rapid economic change”
{p. 195), and there is no historical evidence “that any particular
level of money supply is uniquely favorable to economic health”
(p. 202). Restricting the money supply to fight inflation can only
serve to “dampen private sector growth,” which alone is “the best
way to fight inflation™ (p. 202). “To say that the Federal Reserve
should not accommodate government spending is, in practice, to
say that business should pay” (p. 204). Moreover, “Any attempt
to fight inflation by monetary contraction alone at a time of re-
peated shocks to supply will cause new, yet more destructive, and
more permanent inflation” (p. 205). And to make sure we get the
message, we have the following (p. 205, italics supplied): “There is
no practicable antiinflationary program except Lafferite econom-
ics and supply-side stimuli,”

The quantity theory of money has a fatal flaw: it emphasizes
the demand side and fails to realize that the money supply is pas-
sive, that it automatically adjusts to the needs of trade. If “taxfla-
tion™ is the explanation of inflation, then the money supply must
and will expand to accommodate the higher levels of nominal GNP.
To try to restrain it will only play havoc with the economy. Mone-
tarists, like all other demand-siders, are misguided. They do not
understand that *‘the expanding money supply makes it possible
for private activity to continue despite the massive diffusion of
taxes” (p. 205). In short, “the generation of the demand for mon-
ey [takes place] through the production of goods: the supplies
that create the need for a store of value [sic!] and a medium of
exchange” (p. 218). Then in short bursts we get the following:

No monetary policy can stop people from bidding up the real prices of a
declining store of goods in an economy that is running down.

The long-run answer to the Keynesian [and monetarist] concern with ag-
gregate demand is not a concern with the money supply, which is another
facet of aggregate demand. The answer is an unremitting cultivation of the
supply of new goods—the source of creativity and expectation that create
the demand for money.

[M] onetary and fiscal prodigality—deficit spending and money creation
—is only the proximate cause of inflation. ... [I]¢ is not altogether re-
gretable at a time of steadily rising taxes.

A rigorously antiiflationary monetary policy would hurt small but rising
companies more [which to Gilder are “the cutting edge” of capitalism],
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since they stand at the end of the credit queue. It is new business that suf-
fers most when lendable funds decline. . .. [A] monetarist attack on in-

flation . . . will not affect inflation as much as it will hurt legitimate busi-
ness (pp. 218-223, italics supplied).

And to drive the last velocity nail into Friedman’s coffin, we
have: “The money supply . .. is illusive, New forms of money and
credit proliferate in the United States’ (p. 226), making the mon-
ey supply “‘enormously elastic.” As in post Keynesian economics,
the banking principle triumphs over the currency principle. And
so, the end for Milton Friedman, a millstone for the Gilder New
Right! :

Other supply-siders, however, give increases in the money sup-
ply primacy in the explanation of the initial onslaught of price in-
creases, with taxes serving to exacerbate an already existing infla-
tion. To Wanniski inflation is caused, initially, by increases in the
money supply in excess of the real rate of growth. When the quan-
tity theory of money is wedded to Laffer’s wedge, we get a differ-
ent supply-side theory of inflation.

Wanniski notes two kinds of taxes: specific taxes and ad val-
orem taxes. Since specific taxes (which are generally regressive) are
levied on “weight, volume or specific activity,” and not on value,
the Laffer wedge lessens with a monetarist-induced inflation. “All
transactions in the economy feel a lightening of the tax wedge af-
ter the initial turbulence of monetary expansion [and] the econ-
omy enjoys a genuine expansion” (p. 114, italics supplied). Ad
valorem taxes, which are in proportion to value, leave the Laffer
wedge unaffected. But progressive ad valorem taxes widen the
wedge, and the economy contracts as a result. In short, if excessive
increases in the money supply lead to corresponding price level
changes, and the wedge widens because of the progressivity of the
tax system (bracket creep, even if tax schedules are unchanged)
causing a fall in real output (the incentive effect of supply-side
economics), then we are confronted with the simultaneity of infla-
tion and unemployment—stagflation.

To Jack Kemp “Wages, profits and prices no more cause infla-
tion than wet streets cause rain” (p. 101). To fight inflation the
money supply must be brought under control and taxes cut to in-
duce anti-inflationary increases in output (again, the supply-side
incentive effect). Kemp, moreover, proposes to control the price
level by returning to a strict gold standard. “With a restoration of
dollar convertibility into some commodity of value [gold], infla-
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tion . . . would be stopped dead in its tracks” (p. 114), When |
read or listen to Jack Kemp, I find myself compulsively humming
that old country-Western song “Drop-Kick Me, Jesus, through the
Goal Posts of Life.”

Obviously, supply-siders have to clean up their act on the infla-
tion issue. For the moment, we leave them wallowing in their con-
fusion. Post Keynesians and supply-siders, however, are agreed on
one thing: the Phillips curve is dead!

Vi

So far we have been talking about supply-side theory, What about
praxis? And the unity of theory and praxis, to use a Marxian term?
With much fanfare on February 18, 1981, the Reagan Administra-
tion released its Program for Economic Recovery—the NEP for
our time, from the other side of the political spectrum. It is basi-
cally a supply-side document, though with some startling varia-
tions on the supply-side theme. It begins with a clarion supply-side
call. Its economic recovery program (ERP) is designed to “rekindle
the Nation’s entrepreneurial instincts and creativity . . . [by] re-
ducing tax burdens, increasing private savings,” and by releasing
“the strength of the private sector” (p. III:1). It proposes to in-
crease the growth rate by “providing incentives for individuals to
-~ work, save and invest . . . by reducing the growth of government”
and by “reviving the incentives to work and save” (p. I1I:1). Fed-
eral regulations are also to be drastically cut, and monetary policy
will consist of “a predictable and steady growth rate in the money
supply” (p. li1:4).

Here the Reagan Administration breaks with Gilder’s antimone-
tarism and in the process gets caught in a series of inconsistencies.
Inflation, for the Reagan people, is not simply a matter of the
money supply, and in this the ERP appears to agree with Gilder;
but this reconciliation quickly breaks down. The primary cause of
inflation is “uncontrolled government spending, . . . the tendency
of government to take an ever-larger share of . . . resources, . ..
[and] excessive deficit spending.” The solution to inflation, low
growth, and unemployment, as for all supply-side theorists, is to
release the tax brakes—especially on the productive rich—in or-
der to induce harder work and increased savings and investment.
All of our problems are to be solved by a strict adherence to sup-
ply-side fiscal policy. Monetary policy is to play a subordinate,
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supporting role. Given that government spending, deficits, and the
crowding out of the private sector are the primary causes of infla-
tion, excessive money supply bursts compound inflation, thus fur-
ther driving up wages, prices, and interest rates—with nominal
interest rates being “largely a mirror of price expectations,” a
markup over real interest rates. Unduly restrictive monetary policy,
on the other hand, creates ‘‘uncertainty [and] undermines long-
term investment decisions and economic growth” (p. II1:22). What
is needed is a “steady, gradual reduction [of money and credit
growth rates] over a period of years,” which will make it possible
“to reduce inflation substantially and permanently” (p. III:22,
italics supplied)—which is about as monetarist as one can get.

By having monetary policy focus “on long-term objectives, the
resultant restraint on credit and growth would interact with the
tax and expenditure proposals to lower inflation as well as interest
rates” (p. ITI:23, italics supplied). Friedman’s monetary rule is to
be followed: by moving to “a 4 to 5% annual growth path through
1986 . .. the general rate of inflation. .. [will] decline to less
than 5% annually” (p. I11:24).

The assumption, of course, is that tight money has no out-
put and employment effects and will thus not undermine expan-
sionary supply-side fiscal policy. As the Staff Report of the Con-
gressional Budget Office observes, “previous attempts to reduce in-
flation with tight money have initially resulted in higher unemploy-
ment and decreased output, and only subsequently in lower infla-
tion . . . after a lag of perhaps five to ten years” (p. 11).}*“[I]tis
by no means certain,” concludes the CBO, “that monetary policy
—however steadfast and credible—will translate wholly and
quickly into reduced inflation” (p. 11).

The CBO also takes note of a serious inconsistency in the Ad-
ministration’s monetary-rule approach to monetary policy. If the
real rate of economic growth is to be increased while sharply re-
ducing the money supply growth rate, then velocity will certainly
have to increase. And if the growth rate in velocity is positive, it is
highly unlikely that interest rates will go down, as the Administra-
tion’s game plan predicts, from a ninety-one-day TB rate of 11.1
percent in 1981 to 5.6 percent in 1986—a convenient date suffi-

13The CBO's Staff Report of March 1981 is an “Analysis of President Reag-
an’s Budget Revisions for Fiscal Year 1982.” It is a devastating document
and, not surprisingly, caused an uproar in Washington, with David Stockman
leading the counterattack, Others in the Senate have been pressuring for Alice
Rivlin’s resignation as Director of the Congressional Budget Office.
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ciently in the future for everyone to debate and forget.

Supply-siders believe that interest rates are *“largely a mirror of
price expectations”;'* and since the inflation rate is expected to
fall in the Administration’s supply-side model (because of a tax-
induced increase in output), it follows, to their satisfaction, that
interest rates will fall as dramatically as the fall in the expected in-
flation rate.!* But then velocity, as the CBO points out, is sup-
posed to be “a rough measure of the demand for money relative
to supply” (p. 10), with the interest rate representing the price of
money. Supply-siders are therefore caught in a bind: How can an
excess demand for money lead to a fall in its price? It is all very
confusing and offers technical evidence that from Wanniski to
Kemp to Gilder to Stockman there is a strange opaqueness on the
role of money in their theories of inflation.

Vil

The Administration’s first order of business will be a cut in the
“high marginal tax rates on business and individuals [which] dis-
courage work, innovation, and investment necessary to improve
productivity and long-run growth” (p. I1I:4). The second order of
business will be to cut nondefense expenditures drastically.

On tax cuts the Reagan Administration agrees with supply-side
theorists that high marginal tax rates reduce work effort, and that
the “tax system has been the key cause of our stagflation” {p.1I1:6).
There is also agreement that the progressive marginal tax rates of

* the personal income tax should be cut, but skewed in favor of the
rich—who do most of the saving and inve