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If one were asked to sum up the impact of Reagan's first administration, it would not be suprising to hear that “the economy [was] the best measure of the Reagan Revolution”.
 What would be suprising and rather perplexing to most would be the confession of Treasury Secretary Donald T. Regan, who wrote: “from the first day to the last day at the Treasury, I was flying by the seat of my pants. The President never told me what he wanted to accomplish in the field of economics”.
 How should we interpret the decisions made at that time and the initial challenges of implementing the “recovery program”? With the help of previously unreleased archives and little-known evidence, this article will demonstrate the highly complex debate that took place during the first years of the Reagan administration.

The “recovery program” adopted on July 31st, 1981 was the most significant tax reduction scheme, both in terms of absolute value and relative value,
 in the economic history of the United States. However, the months that followed the vote in favour of the program were a crucial time when key decisions were about to be made.  Indeed, “Reaganomics” would threaten to explode into a full fledged battle among members of the Reagan administration.  Implemented during a period of recession, the program anticipated a return to budgetary equilibrium in 1983 or 1984 at the latest.  These predictions were soon proved incorrect.  Reaching USD 127 billion, the budgetary deficit rose by almost 40% between 1981 and 1982 while GDP fell by 2.3%.
  In April 1981, the initial forecasts were substantially revised.  The revision of the macro-economic figures found itself at the heart of the “Rosy Scenario” scandal, uncovered by The Washington Post.  The administration was to be accused of manipulating economic forecasts.  The basis of the falsification was the following: in order to reconcile budgetary prospects with cost cutting variables, would it not be enough to inject a healthy dose of optimism into the economic forecasts.
  In fact, a close analysis of working documents and the testimony of economic teams attests that this interpretation is no reflection of the reality.
New Supply-Siders and Monetarists: The Dangers of Cohabitation

The economic policy of the Reagan Administration was the first real-time association of two movements (the new supply-siders and monetarists) who were almost completely divided in the field of economic analysis.  It should be remembered that most economists contested the assertions of the New Supply-Siders.  Only 12 members of the powerful Association of American Economists, of a total of more than 18,000 economists, acknowledged their affiliation with New Supply-Siders in 1980.
  The influence of New Supply-Siders in the American academic world was therefore marginal.  Additionally, the denunciation of the theory of New Supply-Siders as ”voodoo economics” by George Bush, one of the Republican Party’s presidential candidates at the time, received approval in America’s academic circles.

How did New Supply-Siders make their breakthrough?  Marginalized in the scientific community, the New Supply-Siders nevertheless had particularly effective communication channels, since the leaders of the New Supply-Sider troops were journalists before they were economists.
  As regards the economists who claimed affiliation with the New Supply-Side economy, such as Arthur Laffer and Robert Mundell, they were an eclectic group and not powerful within the academic community.  They were to find themselves in the Presidential Advisory Economic Board (PREPAB), a new economic consultative committee that was to assess the application of new economic solutions throughout Ronald Reagan’s first mandate.  What were candidate Reagan’s reasons for embracing the approach of this marginal movement?  Opinions remain divided on this point, but this paper advances two interpretations.
From an economic standpoint, New Supply-Siders painted an extremely optimistic picture of the possibilities of their economic solutions.
  The synergy between monetarist policy and new supply-side economics would bring about an end to stagflation.  Ronald Reagan openly stated to Congress on April 28, 1981 that “Our choice is not between a balanced budget and a tax cut”.  In the spirit of the creators of the “recovery program”, the two policies had to work in concert.  The tightening of monetary policy would be offset by an increase in purchasing power and savings generated by “tax cuts”. On this point, a statement made by Craig Roberts, one of the creators of Reaganomics, speaks volumes: “The most controversial feature of Reaganomics is its belief that we can get off the “Philips curve”. The supply-side or incentive effects of the tax rate reductions were to go hand by hand with the tightening money”.

This retrospective analysis of the Assistant Treasury for Economic Policy raises several points.  First, it draws a distinction between the New Supply-Siders and the Monetarists, whose campaign against budgetary deficit is well documented.  On a fundamental level, all that is important is the level of deficit compared to gross domestic product and national savings.  In short, although the “supply-side economy” aims to reduce the deficit, it accepts it, at least for a temporary period, as a possibility.  This was a significant point of contention with the Monetarists, particularly Milton Friedman and Lucas and Anna Schwartz.  Furthermore, the New Supply-Siders also noted that the undesirable effects of the deficit, such as the crowding out effect, could be counter-balanced by raising savings levels.  This was one of the factors anticipated in the tax cut.  Secondly, the impetus of the “recovery program” relieed on perfect synchronisation between monetary policy and tax policy.  It is therefore logical that the tax cut would have to precede the tightening of credit, owing to the slowness of the spread of tax policy to final demand.  The risks of the program are therefore highly evident, since the Administration only had very indirect control over the monetary policy of the Federal Reserve.  In 1981, the Federal Reserve’s expectations in terms of inflation were very pessimistic, anticipating a slow reduction.

The Rosy Scenario: Excessive Growth Rate Projections or Premature Policy Shift?

Contrary to the statements of David Stockman and observations made at the time, the origins of the “Rosy Scenario” did not result from overestimating growth, but from underestimating disinflation.  When the time came to implement the “recovery program” in April 1981, the Administration revised the programme’s parameters.  The Treasury Department (Sprinkel and Regan) thought that the reduction of inflation would happen rapidly.  This assumption was severely criticised at the time by Keynesian monetarists (Greenspan and Weidenbaum).  These critics were to win out and the “recovery program” was amended accordingly.  The program was now based on a forecast of much stronger inflation.  Beryl Sprinkel later confirmed this war of figures: “We lost completely on the argument on declining inflation, i.e., we believed inflation would come down more quickly”.
  There were two fundamental advantages inherent to forecasting more rapid inflation: the GDP base was increased accordingly, reducing the deficit level by the same amount.  This arbitrage was also just what David Stockman wanted, since the OMB director was concerned about registering a public deficit greater than that posted by the Carter Administration.

Against all expectations, the price index began to drop more quickly.  Paradoxically, this favourable development in the price index destabilised the progress of the “recovery program” as its most obvious effect, the swelling of the budgetary deficit, was at the centre of a dispute between the economic teams.  A wave of panic swept through the Administration, which led to the laying of time bombs, threatening the equilibrium of the “recovery program”. Let’s look at the backdrop to this dichotomy. Not sharing the Administration’s predictions, the Federal Reserve further tightened its monetary policy.  Stockman put the wheels in motion to amend the wording of the “recovery program”.  Eventually, the Administration maintained the tax cuts but deferred them.  Out of synch with the policy of tightening credit, the effectiveness of the tax cuts was compromised.  Ultimately, the disruption of the policy mix was to generate the most severe recession in U.S. history, in 1982.

The accumulation of poor performances fuelled recriminations.  Concerned about the deterioration of budgetary prospects, the OMB director was the first within the Administration to share his gloomy predictions.  At the beginning of July 1981, the OMB calculated the annual standard increase of the deficit to be USD 60 billion.  Was it appropriate to turn around the tax reduction policy and slow down defence spending?  Although Stockman was short of a solution at that time, he stressed that: “We are facing potential deficits so big that they could wreck the President’s entire economic program”.
  Stockman’s activism allowed him to win a first victory as the President’s advisers and the Secretary General of the White House, James Baker, were of the opinion that the “recovery program” needed to be amended.  The first stage of the tax cut, which had been set to take place in July, 1981 was postponed.  The first manifestation of this internal debate was the launch on September 24th, 1981 of “September’s budgetary offensive”, a tax revision plan providing for a USD 6 billion reduction for the 1981 tax year and a reduction of USD 80 billion staggered up to 1984.  OMB director David Stockman continued to bombard the President with memoranda predicting “Legislative and political impotence in the face of swelling estimates of FY 82 and out-year deficits”.
  Stockman was pushing for preventive action, in order to avoid what the OMB director described, not without a sense of provocation, as a “Carterization of his Presidency”.
  The minutes of the Legislative Strategy Group meetings reveal the extent of the conflicts the Administration was trying to tackle: “Can/should we muddle through till January (and beyond?), or should an adaptation be managed now?”.

The confusion was clearly apparent within the Administration.  In private, Donald Regan believed that the economic strategy was heading for failure.  The lucidity of the Treasury Secretary was confronted with the panic and, as we will see, the atmosphere of “point scoring” gripping the economic teams.  Beyond the Administration’s economic decisions, there were, at the same time, political issues that threatened to upset the coherence of the economic situation.  Congress, which had a Democratic majority, resisted.  It was all the more difficult to cut down on social security spending, as the economy was destroying jobs.  At the same time, in the face of proponents of a limitation on defence spending, Ronald Reagan kept his electoral campaign on course: “When I was asked during the campaign about what I would do if it came down to a choice between defence and deficits…I always said national security had to come first, and the people applauded every time”.
 The President finally chose to slightly alter the “recovery program” by postponing one of the phases of tax cuts by a few months.

New Supply Side Economics vs. Monetarism: The Credibility Costs

At the beginning of September 1981, the Treasury redoubled its efforts to avoid the two scenarios forecast by Stockman (and reiterated to a lesser extent by James Baker and Richard Darman): the postponement of tax cuts and/or tax hikes.  Treasury’s information campaign aimed to play down the impact of the deficit and demonstrate the vacuity of the alternative options.  Regan led the charge through his Assistant Secretary for Economic Policy, with Craig Roberts taking on the role as the lookout for “Reaganomics”.  He pleaded for coherence in economic policy: “The President should consider stating his unequivocal opposition to credit controls, wage and price controls, tax increases, or any other panicky reactions”.
  The Treasury’s second offensive related to the implications of the deficit.  It was on this second point that the fault line between the New Supply-Siders and the Monetarists became abundantly clear.  Craig Roberts, Regan and Sprinkel did their utmost to knock the budgetary equilibrium objective from its pedestal.  Their favoured point of attack was the connection between interest rates and the budgetary deficit.  Roberts stated: “Any linkage between budget deficits and interest rates appears to be remote and uncertain”.

Roberts’ analysis does not seem to be entirely without foundation.  At less than 1.8% of GDP in 1980, compared to 3.5% for the FRG, the deficit level was still modest.  The surge in interest rates was a result of monetary policy.  However, at the same time, the structural reform of taxation stirred up a great deal of uncertainty with regard to the budgetary outlook.  The stabilisation of public finances, generally considered unlikely by observers, could have generated negative expectations in respect of interest rates.  Once again, the question of the policy’s credibility was paramount.  The Treasury was assisted in its mobilisation against the deficit by monetarist Allan Meltzer.  Indeed, the obsession with the deficit was not universal among monetarists.  Allan Meltzer, the highly influential President of the Shadow Open Market Committee, argued that the level of public deficit, corrected for inflation, was not alarming.
  It was necessary to be patient and to resist the temptation of cheap money.  Disenchanted by the difficulties of implementing economic policy, Sprinkel and Regan affiliated themselves with this argument.

There was a delicate line between the prospect of towering deficits, and backtracking on promises of a tax revolution, the effects of which had not been measured.  For the “Reaganomics way of thinking”, spearheaded by Regan and Sprinkel, the decisive battle was that of fiscal responsibility, the celebrated “sound policies” opposed during the Carter team’s campaign of disastrous choices.  Neither Regan nor Sprinkel took Stockman’s diagnosis lightly, but in October 1981 they nonetheless decided to let the deficit slide.  Among the potential sacrifices, this choice was considered as the least damaging.  A memorandum from Beryl Sprinkel allows the reasoning of the Treasury heads to be pinpointed.  Referring to the lack of credibility of the premises on which the “recovery program” was based, he observed that low growth levels were the source of the Administration’s difficulties.  He set forth four options.
  Amending the tax reduction plan would be seen as “a serious revision in plan”.  As for the option of reducing spending, it was “impractible”.  A more accommodating monetary policy could be banked on through “an increase in the monetary and nominal growth trend”, but this would mean going against the disinflation strategy and gambling on the flexibility of Volcker, when, by all accounts, he “would overreact to deficit perspective.
”

The Treasury’s position prevailed.  At the end of December, the President decided in favour of a higher deficit than that forecast in the spring of 1981.  Ultimately, the OMB only managed to push back the retroactive tax cut of July 1981.  However, although the OMB and its director lost the deficit battle, they undisputedly won that of communication.  At the beginning of December 1981, the editor in chief of the “Atlantic Monthly” review, William Greider, published a scathing report on the prevarications of the economic teams.  The article “The education of David Stockman” had an explosive impact.  In this article, Greider revealed the OMD director’s confessions.  Treason, point scoring, honest admission in the face of the announced deterioration of budgetary perspectives and Stockman’s behaviour are still a topic of debate.  Greider also clearly expressed what Baker, Darman and Weidenbaum had been unable to get the President to hear.  For its part, the Treasury did not accept the postponement of the tax cut of July 1981.
  Stockman attacked the way in which economic policy was developed: “None of us really understand what is going on with all these numbers”.  The damage was severe.  The press was already having a field day with the Administration’s lack of unity.  It is helpful to look at the driving forces behind the New Supply-Siders. The die was cast on November 1981, before the President had given his ultimate decision on the continuation of the tax revolution: “The pointless and destructive ‘internal debate’ engineered by the OMB during the past three months may have the effect of lengthening the recession.  The appearance of disarray within the Administration and lack of confidence in its own economic program have compounded the uncertainty of both the ordinary citizen, the markets and our allies over the future course of economic policy”.

Conclusion

How could such a large section of the Administration let such a rift go on?  The first answer is to be found in the composite nature of the economic teams.  This unlikely grouping did not manage to navigate the ups and downs of economic forecasting.  This was all the more apparent since the Administration was trying to achieve two large-scale operations: disinflation policy and tax reform.  Exchanges within the Administration clearly demonstrate this atmosphere of trial and error.  The Administration only had very slight control over monetary policy.  By the winter of 1981, the announced economic revolution was no more than a semirevolution and the Administration was on the way to accepting long-term deficits.  Rather than a revolution, doom mongers were predicting a fiscal catastrophe.  It seemed that the Administration had clearly underestimated the coupling of tax and monetary policy.  Independent players since the development of the “recovery program”, Monetarists seemed to have lost the battle, at least within the Administration, as the Federal Reserve’s strike force was still intact.  The year 1982 was decisive in this regard.  Would the Administration manage to resist the temptation to place one of its cronies at the head of the Federal Reserve?  Having managed to exonerate itself, the Treasury had regained its influence over the OMB.  The primary objective was now to shatter the myth that budgetary deficits generate economic distortions.  The crowding out effect was no longer borne out by the United States.  For the time being, this interpretation exempted them from being judged too severely.  In 1981, the budgetary deficit did not cross the red line set by Meltzer and the treasury could, in all good faith, take the risk of allowing the budgetary equilibrium to deteriorate.  All interpretations of economic theory were to be called upon to discourage any change in strategy, despite the risk of creating a veritable cacophony of diverging opinion.
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