MAY 1981

MANHATTAN
REPORT ..o

INTERNATIONAL CENTER FOR ECONOMIC POLICY STUDIES

VOL.I NO.3

Are Tax Cuts Inflationary?

by David 1. Meiseiman

The following paper was presented as testimony
before the Congressional Joint Economic Com-
mittee. Dr. Meiselman, Secretary and Treasurer
of ICEPS, is Professar of Economics and Direc-
tor of the Craduate Fconomics Program at the
Virginia Polytechnic Institute and State Univer-
sity.

There is widespread agreement on the desir-
ability, indeed, necessity for reduced inflation,
lower interest rates and more economic growth.
Maoreover, there is also a growing consensus that
taxes are too high and that many federal govern-
ment spending programs either return too little
for the costs involved or are inappropriate
altogether.

Despite general agreement that slowing in-
flation is crucial to improve equity and eco-
nomiic performance, there is still much disagree-
ment among informed, public spirited citizens
and public officials of good will how to slow
inflation, and similarly, what effects tax and
budget cuts will have on inflation, interest rates
and economic growth.

The relationship between tax cuts and infla-
tion appears to be one of the most misunder
stood in current public policy discussions. The
connections between tax cuts and inflation, and
tax cuts and interest rates, also seem to be mis-
understood and misinterpreted by financial mar-
kets. Most of what we hear about the presumed
connections between reducing tax rates and the
effects of the rate reductions on inflation and on
interest rates is simply wrong. in many respects,
the flawed analyses stem from applying an in-
valid Keynesian theory which overlooks both
the central role of monetary policy in the infla-
tion drama as well as the impact of taxes on
cutput.

Inflation

Inflation occurs when the quantity of
money expands faster than output. This relation-
ship may well be the most extensively tested

proposition in all of economics, with few, if any,
exceptions. The quantity of money controls ag-
gregate demand, and there is a close connection
between the nominal stock of money and nomi-
nal gross national product, which is the best
measure of total spending. Qutput, aggregate
supply, depends on other factors, such as avail-
able inputs of labor, capital, raw materials, and
the state of technology as well as the incentives
to put them to efficient use.

Let me first deal with output, the supply
side of the central relationship explaining in-
flation. Changes in tax rates, or other provisions
of the tax code, will affect inflation if these
changes alter output. Tax increases that penalize
saving and investment or discourage work result
in Jower output and thereby in higher prices. It
makes no difference whether such tax increases
are explicitly legislated by Congress or whether
effective tax rates are implicitly enacted by
money-induced inflation which pushes individu-
als into higher tax brackets or causes businesses
to pay taxes on fictitious profits that result from
the requirements of mandated historic cost
accounting.

Because different tax changes may have
different impacts on output, one should not
lump together ail tax increases or decreases. In-
stead, careful analysis of the effects of proposed
tax changes on output is essential. In the past,

{continued on page 2}

Inside:

* Economist Thomas Sowell reports on the
history and consequences of government
interference with the economic life of
ethnic and racial groups.

* An exclusive interview with George Stigler,
the economists’ economist from Chicago.

® joseph Alibrandi joins ICEPS's Board of
Directors,

* More ICEPS radio commentaries.




Tax Cuts
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and to this day, most tax analysis is flawed be-
cause it focuses on presumed aggregate demand
effects and largely ignores supply. Tax rate
reductions that lessen the disincentive effects of
the tax system will cause output to increase. For
a given stock of money, more output results in
lower prices. Thus, supply-enhancing tax cuts
lead to lower prices.

Interest Rates

As supply-enhancing tax cuts jead to lower
prices, so, too, do lower prices lead to lower
market interest rates. For exampie, consider
some of what follows from adoption of faster
depreciation. Initially, some businesses may pay
less tax to the Federal government. Business
cash flow rises, and before anything else takes
place, Treasury receipts fall. Treasury borrow-
ings rise, but these are fully offest by reduced
Husiness borrowing. Interest rates, momentarily,
stay the same.

But, because there is how more incentive
for capital formation, business will invest more
and produce more, Increased output will make
prices lower than they would have been other-
wise. The inflation premium component of mar-
ket interest rates will then decline, and this will
cause interest rates to fall. The increased post-
tax rate of return on business investment will
lead to an increase in real or inflation-adjusted
interest rates. Because the inflation premium is
by far the major factor in current record-high i
terest rates, it is likely that market rates would
end up lower and real rates would end up higher
as a result of the faster capital recovery provi-
sions.

Savings

Increased output and increased real in-
come will provide some of the savings to finance
the capital expansion. In addition, and perhaps
no less important, higher posttax returns will
also induce more saving,

Of course, another way of increasing post-
tax returns on saving further is to reduce mar-
ginal tax rates. At the present time, the post-tax
return on saving for many, if not most of us is
negative. Small wonder we save and invest so
little and why most families have abandoned
financial markets for rug dealers and diamond
merchants to provide for their futures or to pro-
tect capital. Lower nominal interest rates and
higher post-tax real rates would not only involve
more saving, but more saving would be chan-
neled into financial markets and thereby to
private capital formation. This is also the
prescription for battered financial markets, and
for so many of our endangered financial institu-
tions. This is also why [ support tax reduction on
personal as well as business income and assets.

The Keynesian Response

The Keynesian theorists ignore the supply
consequences of tax changes and associate tax
increases with reduced aggregate demand, and
thereby lower prices. Similarly, Keynesian
analysts associate tax reductions with increased
aggregate demand, and thereby higher prices.
Despite widespread belief in these Keynesian
assertions, there is essentially no evidence to
support them, especially when the effects of
money and output are taken into account.

1 have run a series of statistical tests to see
if, after making allowances for money and out-
put, there was any discernable or dependable
relationship between changes in tax rates and in-
flation. | found little evidence to indicate that
such a relationship did exist. To the best of my
knowledge, many other researchers have come
to similar conclusions. This should not be sur-
prising, given the close relationship between
money per unit of output and the price level.

| witl spare you the agonies of facing cor-
relation and regression statistics at this point.
Suffice to note that in examining the rela-
tionship between prices on the one hand and the
ratio of real high employment revenues to po-
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The relationship between tax cuts and inflation
appears to be one of the most misunderstood

tential real G.N.P. as a measure of tax rate shifts,
{ found a weak but positive connection between
tax rates and inflation, That is to say, higher tax
rates seem to be associated with higher prices!
| may add that there is some evidence that
Federal government expenditures have an in-
dependent impact on inflation. Thus, budget
reductions would help to slow inflation.

Effect of Deﬁc.it On Inflation

Along the same lines, | also examined the
degree to which the deficit affected inflation.
When public debt is introduced as a separate
variable, we do see a small and statistically sig-
nificant impact on the price fevel. However, the
effects are so small it is clear that the deficit is a
minor actor in the inflation drama.

Federal Reserve

Even though the deficit per se may not be
the crucial factor in inflation, the way the deficit
is financed is central to any understanding of the
inflation process. If a deficit is financed by sell-
ing government bonds to the Federal Reserve,
the resulting increase in the supply of money
reduces the value of money, which is to say, in-
flation results. Alternatively, if the deficit is fi-
nanced by selling bonds to the public, no such
inflationary increase in money takes place. To
be sure, real interest rates may rise in order to in-
duce the public to buy the additional bonds. But
uniess there is an increase in inflation, this rise in
interest rates is bound to be small. The major
factor in high and rising interest rates is the large
inflation premium which is built into all interest
rates at the present time. Thus, any attempt to
jower interest rates by simply printing new
money to buy additions to the national debt
ends up by causing higher inflation, which, in
turn, causes interest rates to rise, not fall.

Many believe that deficits somehow cause
the Federal Reserve to increase the money sup-

ply. Deficits are seen as placing some great

“hurden” on the Federal Reserve. To lighten this
“burden,” the Federal Reserve creates some
money and buys bonds.

The Federal Reserve is not required by law
to monetize the deficit. Indeed, the spirit of the
[aw explicitly prohibits the Federal Reserve from
doing so; witness the restrictions on direct sales
of debt by the Treasury to the Federal Reserve.
Of course, the lcophole is that the Federal
Reserve can buy outstanding debt rather than
new debt. Because there is essentially no dif-
ference between new bonds and ofd bonds, the
results of buying old debt are the same as
monetizing new debt. Bank reserves and the
monetary base increase. Money expands. Infla-
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tion results. Instead of interest rates being lower,
interest rates end up higher. Indeed, this suggests
that the Congressional mandate to the Federal
Reserve should essentially be: “Don‘t just do
something. Stand there!”

Summary

There is certainly an important and legit-
imate role for taxes in the financing of needed
government services. |f more resources areto be
channeled into the public sector, higher taxes
depress private sector activity, thereby freeing
resources and making them available for the
public sector. However, it would seem that tax
rates have become so high—more because of
bracket creep than explicit legislation by Con-
gress—that the private sector is too depressed
for our own good. Moreover, the depressive
effects of high and rising tax rates have differen-
tially depressed capital formation and risk tak-
ing more than consumption and reduced work
effort rore than leisure.

High taxes have worked all too well in cur-
tailing private sector activity, Instead, we need a
reduction in taxes, especially those taxes that
discourage investment, saving, risk taking and
work.

High taxes do not reduce prices and do not
fight inflation. High taxes do reduce output,
employment and economic growth. It is time to
stop punishing ourselves in the hope that pain
itself will cure our problems. Masochism is not
the remedy. Budget cuts, tax cuts that lessen dis-
incentives, regulatory reform, and above all, a
slow and stable rate of growth of money are the
nacessary components and the cure for our
serious inflation and high interest rate ills. O
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Government and Minorities:
A Reduction of Options

by Thomas Sowell

“In discussions of ethnic groups and their
ecanomic conditions,” Thomas Sowel! writes in
the forthcoming ICEPS book Markets and
Minorities, . . . problems arise when people do
not distinguish between axiomatic assertions
and testable hypotheses.” This distinction has
often been overlooked by academicians less in-
terested in testing hypotheses than in holding on
to standards consistent with their own ideolo-
gies. Nothing so irritates this type of ideclogue
than the scholar who applies logical methods of
testing to rhetorical “axioms.” This being so,
Markets and Minorities contains much to in-
furiate the ideologue.

Thomas Sowell has never let ideologies
interfere with his commitment to the academic
testing ground. This is especially true when he
applies the tools of the economic trade to pub-
lic policy issues involving race or ethnicity
Markets and Minorities deals with some partic-
ularly “touchy” issues, but this makes Sowell
even more determined to subject these issues fo
the rigors of economic analysis. As Sowell states
in his opening chapter, “It is often taken as axio-
matic that adverse intentions (racism, prejudice)
are solely responsible for adverse results. An
economic analysis must treat this as a testable
hypothesis.”

A Senior Fellow in Economics at the
Hoover Institute, Sowell is on leave from his
teaching post at U.CLA. and has recently
stepped out of the limelight to concentrate on
his research. This Fall, however, Prof. Sowell will
be the featured participant at an ICEPS confer
ence timed to coincide with the publication of
Markets and Minorities.

Government has three roles in the economy
that bear on the economic fate of ethnic groups:
(1) government provides a legal framework
within which transactors can make their own
economic {and other) decisions; (2) government
can reduce the options available to the trans-
actors; and (3) government can redistribute the
fruits of economic transactions. In the following
discussion, we deal with the second of these
three roles: Government reduction of options.
Economic analysis would lead us to expect
that people would more fully satisfy their own
respective preferences with a larger set of op-
tions, where the larger set includes all the items
in a smaller set. Yet there are many government
laws, regulations, and policies whose effect is
simply to reduce existing options without adding
any new ones. Minimum wage laws, rent control,
and interest rate ceilings, for example, simply
outlaw certain ranges of transactions terms.
Housing codes, occupational licensing laws or
Jim Crow laws have made certain kinds of trans-

actions illegal, regardless of their terms. None of
these iaws and policies add any options. They
simply remove some existing options.

Housing

in housing, such government programs as
“slum clearance” or urban renewal have been
justified by studies showing former slum-dwell-
ers living in “better” housing. But this is no new
option. Slumdwelliers always had the option of
moving into better housing, at the sacrifice of
some non-housing goods they were purchasing.
All that “slum clearance” has done is force them
to make a tradée-off they did not want to make—
ie, to become worse off by their own
preference standards. )

In special circumstances, the negative ef-
fects of some transactions on non-transacting
parties may justify option-reduction applied to
transactors—precisely in order that the ex-
cluded preferences of non-transactors be taken
into account. Air and water pollution are classic
examples of these external effects. In such
cases, there is no net reduction of options of all
the affected parties, even though the options of
the immediate transactors may be reduced.
Housing has sometimes been alleged to be
another cause of external effects, as in the prop-
osition that “slums breed crime.”

As the proportion of physically sub-
standard housing units declined in the1960's, the
crime rates soared. New York's Chinatown was
once one of the lowest crime rate sections of the
city, despite older and more rundown buildings
than in Harlemn. The later crime increase in New
York’s Chinatown—and Chinatowns in other
cities—was not associated with housing deteri-
oration but with the arrival of new Chinese immi-
grants from a different culture in Hong Kong.

The central role of people and their values
~rather than physical surroundings—raises the
question of whether much of the physical deteri-
oration is not itself a result of the same set of
values, or lack of values. Brand new government
housing projects around the country have be-
come instant slums as former slum-dwellers
moved in. All the characteristics of old-
fashioned slums—filth, noise, violence, and
physical destruction of property—have re-
appeared in government housing projects. Even
such a zealous 19th century reformer as jacob
Riis, who called slums “nurseries of crime,” also
noted that some people “carry their slums with
them wherever they go.”

Labor

in labor markets as well as in housing mar-
kets, government reduces options in general —
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There are many government laws, regulaticns, and policies
whose effect is simply to reduce existing options
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and the options of low-income ethnic groups in
particular in 19th century American cities the
lowest jobs, as well as the worst sium housing,
belonged almost exclusively to the various
immigrant groups from Europe. On the West
Coast, such jobs and such housing was also the
fate of immigrants from China, and in the South
it was the fate of newly freed blacks.
Government regulation of labor markets
has included occupational licensing laws, mini-
mum wage laws, regulation of working condi-
tions, and child labor laws. It has also been
demonstrated that minimum wage laws reduce
the price of discrimination, thereby increasing
the quantity. Such laws also harm low-income
ethnic groups in their role as less skilled or fess
praductive workers for whatever reason (inex-
perience, cultural patterns at variance with in-
dustrial requirements of punctuality, discipline,
cooperation, etc). Restrictive occupational
ticensing laws also reduce the emplover's cost of
discrimination by creating a surplus of job appli-
cants. In addition, occupational licensing stand-
ards may themselves be discriminatory. For ex-
ample, during the 1930s, when many skilled
Jewish refugees were entering the United States,
a .5 citizenship requirement was added to
most occupational licensure laws. In the South,
around the turn of the century, licensing exami-
nations for black plumbers were conducted by
white examiners, who almost invariably “failed”
them, even though the same individual blacks
easily met the requirements elsewhere. With the
rise of government-supported labor unions hav-
ing complete dominance over particular occu-
pations—notably in the railroads and the con-
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struction trades —union membership was tanta-
mount to occupational licensing, and was used
to keep out for drive out) blacks.

in both the craft union situation and in ex
plicit occupational licensing, it was the turning
over of governmental powers to private interests
that was the key to the effectiveness of the
exclusion, Occupational licensing hoards are
almost invariably in the hands of existing practi-
tioners. With the Wagner Act in1935, the govern-
ment made employer recognition of existing em-
ployees’ unions mandatory, and therefore put
into the hands of incumbent workers the power
to exclude other workers.

Government control of working conditions
would seem to be racially or ethnically neutral,
but historically its impact has been quite dif-
ferent for different groups, regardiess of whether
or not this was the intent. I the 19th century, the
prime target of government regulation of work-
ing conditions was the “sweatshop” where long
hours in rundown buildings was the rule. These
sweatshop workers were almost entirely immi-
grants, and the classic example were the sweat-
shops among the jewish workers on the lower
east side of New York. Again, the government
did nothing to directly create better conditions
—that would have cost vast sums of money—
but instead simply outlawed some existing con-
ditions, or reduced the options open to the trans-
actors. One of the other options was to have the
work performed in the home, where it was more
difficult for government inspectors to monitor
hours or working conditions,

A cantemporary account of a typical 19th
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