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Inflating Taxation

Is Inflation Ending?

Are You Ready?

By A. Gary Shilling and Kiril Sokoloff
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Reviewed by Tom Bethell

o answer the coy question in the

title of their book, Gary Shilling and
Kiril Sokoloff respond that, yes, inflation
is ending. . .probably. I think they are
right (probably), for reasons I have
discussed in REASON (Viewpoint, May
and August 1983). Nevertheless, there is
much to disagree with in this book. Ex-
plorers may come out at the right place,
but it does not follow that their map
reading was impeccable en route.

The authors’ main point, really, is that
the principal cause of inflation is govern-
ment spending. This is controversial, but
in a very broad sense it is at least approx-
imately true. Further, the authors are
right to suggest that the electorate
would like to bring spending under con-
trol; are fed up with politicians; think
“balancing the budget’’ means cutting
spending, not raising taxes; don’t think
government solutions work any more;
and collectively are more worried about
inflation than about unemployment.

(This last point was reaffirmed by Mar-
garet Thatcher’s impressive reelection in
Britain last June in the face of high un-
employment, at a time of declining infla-
tion. The news media have been par-
ticularly remiss in trying to convince us
that unemployment is more threatening
to incumbent politicians than it really is.)
- All these things I can assent to. Never-
theless, there is a stubborn, contradic-
tory fact, which logically should have
played havoc with the Shilling-Sokoloff
thesis. President Reagan, elected to
bring government under control, has not
really succeeded at all. Government
spending as a percentage of the gross na-
tional product (GNP) is now 25 percent,
up from 22.5 percent when he was
elected. In 1981 federal spending for
fiscal "84 was projected at $758 billion.
Now, two years later, we can see that it is
going to be $100 billion higher than that,
even though inflation has declined in the
interim. Also, reductions in income tax
rates have been offset at all income levels
by bracket creep and Social Security tax
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hikes. A massive Social Security tax in--

crease is taking effect on January 1.

In the face of this, anyone who
believes, as the authors do, that ‘‘we can
at least look forward to a reduction in the
government’s share of the economic pie
as the private sector grows faster than
government spending” is an optimist.
Nevertheless, inflation kas come down
and may stay down. Why? An important
reason, as the authors say, is that lenders
were fooled by inflation for quite a while
but are no longer. They now demand and
receive a rate of interest that is higher
than inflation. Real interest rates, the
authors add, “‘will be kept high by uncer-
tainty on the part of lenders....When a
structural shift like this takes place, it
takes some time to change it.”” True.
And high real interest will prevent the in-
flation bird from getting off the ground.

Now, what about government spend-
ing? The crucial variable is not the
magnitude of resources successfully cap-
tured by the government but the magni-
tude of general discouragement accom-
panying such capture. The authors never
quite seem to grasp this. Government
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spending does not provide us with a true
reading of the burden of government, al-
though on average it may often reflect it.
Very high tax rates, as in Bangladesh,
can collect low revenues, and such
governments can falsely appear to be im-
posing a small burden on the economy.

The authors write: ‘“The federal gov-
ernment transferred purchasing power
from the private sector to itself by put-
ting excess demand in the economy,
which was manifested by inflation. Then
Washington paid for this rising spending
by squeezing out of the private sector the
expanded tax revenues that resulted
from inflation.”

I would have rewritten this: ‘“The
federal government transfers purchasing
power from the private sector to itself by
threatening to put people in jail if they
don’t pay up. If the government then
tries to take too much money, people get
discouraged and stop working. Fewer
things are made, and those that are made
cost more. Furthermore, if you believe
Keynes’s ‘balanced-budget-multiplier’
argument, you can also say that the
transfer of resources from rich people’s
savings accounts to poor people’s check-
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ing accounts increases aggregate
demand—which can be inflationary.”

In short, it is high taxation that is infla-
tionary, not (necessarily) high govern-
ment spending. This has been well il-
lustrated in the United States in the past
three years. Spending has gone way up
but taxation has not. Inflation has come
down. Those who are curious about the
future course of inflation should keep
their eye on the Senate Finance Commit-
tee and the House Ways and Means
Committee, where tax bills originate, not
on the appropriations committees. It is
the main weakness of this book that the
authors fail to take note of the connection
between inflation and taxation. They
may think that government spending is a

good approximation of, or “proxy” for,

taxation, but that is incorrect. A country
could have fairly high government
spending, paid for by a combination of
borrowing and low marginal tax rates,
without any inflation.
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On the other hand, the authors are cor-
rect to say that it is simplistic merely to
blame inflation on ‘‘the money supply.”

It is true that a rise in the money supply .

will accompany inflation, but this rise is
almost always the response to some other,
prior problem that was the true cause of
the inflation. The increase in the money
supply is thus a kind of lubricant, oiling
an economy whose gears are not mesh-
ing properly. Our position today, as the
authors point out in different words, is
that this monetary lubricant can no
longer be rationally applied to the
machine, because after so much use it
now has perverse effects that merely ex-
acerbate the original problem. It is no
longer possible to push interest rates
down (except for very short periods) by
turning on the monetary spigots.

There are many other good things in
this book, which I would recommend to
all students of inflation, one of the great

.problems of our time. Nevertheless, the

problems of government spending and
taxation do need to be differentiated.

Contributing Editor Tom Bethell also writes
Jfor National Review and Washington
Monthly.
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he founder of the Moral Majority,
the president of Reconstructionist
Rabbinical College, many Catholic
bishops, and the president of the Na-
tional Council of Churches have -all en-
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