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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,
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