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Much of the conventional economic wisdom prevailing in financial
circles, largely subscribed to as a basis for governmental policy, and
widely accepted by the media and the public, is based on incom-
plete analysis, contrafactual assumptions, and false analogy. For
instance, encouragement to save is advocated without attention to
the fact that for most people encouraging saving is equivalent to
discouraging consumption and reducing market demand, and a
purchase by a consumer is also income to vendors and suppliers.
Equally fallacious are implications that what is possible or desir-
able for individuals one at a time will be equally possible or
desirable for all who might wish to do so or for the economy as a
whole.

And often analysis seems to be based on the assumption that
future economic output is almost entirely determined by inexora-
ble economic forces independently of government policy so that
devoting more resources to one use inevitably detracts from
availability for another. This might be justifiable in an economy at
chock-full employment, or it might be validated in a sense by
postulating that the Federal Reserve Board (FRB) will pursue and
succeed in a policy of holding unemployment strictly to a fixed
“non-inflation-accelerating” or “natural” rate. But under current
conditions such success is neither likely nor desirable.

Some of the fallacies that result from such modes of thought are
as follows. Taken together, their acceptance is leading to policies
that at best are keeping us in the economic doldrums with overall
unemployment rates stuck in the 5-6% range. This is bad enough
merely in terms of the loss of 10-15% of our potential production,
even if shared equitably, but when it translates into unemployment
of 10%, 20%, and 40% among disadvantaged groups, the further
damages in terms of poverty, family breakup, school truancy and
dropout, illegitimacy, drug use, and crime become serious indeed.
And should the implied policies be fully carried out in terms of a
“balanced budget,” we could well be in for a serious depression.

Fallacy 1. Deficits are considered to represent sinful profligate
spending at the expense of future generations, who will be left with
asmaller endowment of invested capital. This fallacy seems to stem
from a false analogy to borrowing by individuals.

Current reality is almost the exact opposite. Deficits add to the
net disposable income of individuals, to the extent that govern-
ment disbursements that constitute income to recipients exceed
that abstracted from disposable income in taxes, fees, and other
charges. This added purchasing power, when spent, provides
markets for private production, inducing producers to invest in
additional plant capacity, which will form part of the real heritage
left to the future. This is in addition to whatever public investment
takes place in infrastructure, education, research, and the like.
Larger deficits, sufficient to recycle savings out of a growing gross
domestic product (GDP) in excess of what can be recycled by
profit-seeking private investment, are not an economic sin but an
economic necessity. Deficits in excess of a gap growing as a result
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of the maximum feasible growth in real output might indeed cause
problems, but we are nowhere near that level.

Even the analogy itself is faulty. If General Motors, AT&T, and
individual households had been required to balance their budgets
in the manner being applied to the federal government, there
would be no corporate bonds, no mortgages, no bank loans, and
many fewer automobiles, telephones, and houses.

Fallacy 2. Urging or providing incentives for individuals to try
to save more is said to stimulate investment and economic growth.
This seems to derive from an assumption of an unchanged
aggregate output so that what is not used for consumption will
necessarily and automatically be devoted to capital formation.

Again, actually the exact reverse is true. In a money economy,
for most individuals a decision to try to save more means a decision
to spend less; less spending by a saver means less income and less
saving for the vendors and producers, and aggregate saving is not
increased, but diminished, as vendors in turn reduce their pur-
chases, national income is reduced and with it national saving. A
given individual may indeed succeed in increasing his own saving,
but only at the expense of reducing the income and saving of others
by even more.

Where the saving consists of reduced spending on nonstorable
services, such as a haircut, the effect on the vendor’s income and
saving is immediate and obvious. Where a storable commodity is
involved, there may be an immediate temporary investment in
inventory, but this will soon disappear as the vendor cuts back on
orders from his suppliers to return the inventory to a normal level,
eventually leading to a cutback of production, employment, and
income.

Saving does not create “loanable funds” out of thin air. There
is no presumption that the additional bank balance of the saver will
increase the ability of his bank to extend credit by more than the
credit-supplying ability of the vendor’s bank will be reduced. If
anything, the vendor is more likely to be active in equities markets
or to use credit enhanced by the sale to invest in his business than
a saver responding to inducements such as individual retirement
accounts (IRA)s, exemption or deferral of taxes on pension fund
accruals, and the like. so that the net effect of the saving induce-
ment is to reduce the overall extension of bank loans. Attempted
saving, with corresponding reduction in spending, does nothing to
enhance the willingness of banks and other lenders to finance
adequately promising investment projects. With unemployed re-
sources available, saving is neither a prerequisite nor a stimulus to,
but a consequence of capital formation, as the income generated
by capital formation provides a source of additional savings.

Fallacy 3. Government borrowing is supposed to “crowd out”
private investment.

Abbreviations: CBO, Congressional Budget Office; FRB, Federal
Reserve Board; GDP, gross domestic product; NIARU, non-inflation-
accelerating rate of unemployment; NIARRU, non-inflation-
accelerating rate of reduction of unemployment.

*Deceased October 11, 1996.
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The current reality is that, on the contrary, the expenditure of
the borrowed funds (unlike the expenditure of tax revenues) will
generate added disposable income, enhance the demand for the
products of private industry, and make private investment more
profitable. As long as there are plenty of idle resources lying
around, and monetary authorities behave sensibly (instead of
trying to counter the supposedly inflationary effect of the deficit),
those with a prospect for profitable investment can be enabled to
obtain financing. Under these circumstances, each additional
dollar of deficit will in the medium-long run induce two or more
additional dollars of private investment. The capital created is an
increment to someone’s wealth and ipso facto someone’s saving.
“Supply creates its own demand” fails as soon as some of the
income generated by the supply is saved, but investment does
create its own saving, and more. Any crowding out that may occur
is the result, not of underlying economic reality, but of inappro-
priate restrictive reactions on the part of a monetary authority in
response to the deficit.

Fallacy 4. Inflation is called the “cruelest tax.” The perception
seems to be that if only prices would stop rising, one’s income
would go further, disregarding the consequences for income.

Current reality: The tax element in anticipated inflation in terms
of gain to the government and loss to the holders of currency and
government securities is limited to the reduction in the value in real
terms of non-interest-bearing currency, (equivalent to the increase
in the interest rate saving on the no-interest loan, as compared to
what it would have been with no inflation), plus the gain from the
increment of inflation over what was anticipated at the time the
interest rate on the outstanding debt was established. On the other
hand, a reduction in the rate of inflation below that previously
anticipated would result in a windfall subsidy to holders of long-
term government debt and a corresponding increase in the real
impact of the debt on the fisc.

In previous regimes where regulations forbade the crediting of
interest on demand deposits, the seigniorage profit on these
balances, reflecting the loss to depositors in purchasing power, that
would be enhanced by inflation would accrue to banks, with
competition inducing some pass-through to customers in terms of
uncharged-for services. In an economy where most transactions
are in terms of credit card and bank accounts with respect to which
interest may be charged or credited, the burden will be trivial for
most individuals, limited to loss of interest on currency outstand-
ing. Most of the gain to the government will be derived from those
using large quantities of currency for tax evasion or the carrying on
of illicit activity, plus burdens on those few who keep cash under
the mattress or in cookie jars.

The main difficulty with inflation, indeed, is not with the effects
of inflation itself, but the unemployment produced by inappro-
priate attempts to control the inflation. Actually, unanticipated
acceleration of inflation can reduce the real deficit relative to the
nominal deficit by reducing the real value of the outstanding
long-term debt. If a policy of limiting the nominal budget deficit
is persisted in, this is likely to result in continued excessive
unemployment due to reduction in effective demand. The answer
is not to decrease the nominal deficit to check inflation by
increased unemployment, but rather to increase the nominal
deficit to maintain the real deficit, controlling inflation, if neces-
sary, by direct means that do not involve increased unemployment.

Fallacy 5. “A chronic trend towards inflation is a reflection of
living beyond our means” (Alfred Kahn, quoted in Cornell 93,
summer issue).

Reality: The only time we could be said to have been really living
beyond our means was in wartime, when capital was being de-
stroyed and undermaintained. We have not lived even up to our
means in peacetime since 1926, when it is now estimated that
unemployment according to today’s definition went down to
around 1.5%. This level has not been approached since, except at
the height of World War II.

Inflation occurs when sellers raise prices; they can do this
profitably when the forces of competition are weakened by the
differentiation of products, real and factitious, misleading adver-
tising, obfuscating sales gimmicks and package deals, mergers and

Proc. Natl. Acad. Sci. USA 95 (1998) 1341

takeovers, and the increasing importance of ancillary services,
trade secrets, patents, copyrights, economies of scale, overheads,
and start-up costs. Inflation can and does occur in the midst of
underutilized resources, and it need not occur even if we were to
consume our capital by failure to maintain and replace it, con-
suming more than we produce.

Fallacy 6. It is thought necessary to keep unemployment at a
“non-inflation-accelerating rate of unemployment” (NIARU)
level in the range of 4—6% if inflation is to be kept from increasing
unacceptably.

Currently the unemployment rate as officially measured has
fallen to 5.1%, while the Congressional Budget Office (CBO) has
put the NIARU for 1964 at 6.0%, having ranged between 5.5%
and 6.3% since 1958. Recent CBO projections were for unem-
ployment to remain steady at 6.0% through the year 2005, with
inflation in the urban consumer price index fairly steady at about
3.0% (Economic and Budget Outlook, May 1996, pp. xv, xvi, 2, 3).

This may be a fairly optimistic forecast of the results to be
expected from current tendencies, but as a goal it is simply
intolerable. While even 5% unemployment might be barely ac-
ceptable if it meant a compulsory extra two weeks of unpaid
furlough annually for everyone, it is totally unacceptable when it
means 10%, 20%, and 40% unemployment among disadvantaged
groups, with serious consequences for poverty, homelessness,
family breakups, drug addiction, and crime. The malaise that
pervades our cities may be attributable in no small measure to the
fact that for the first time in our history, an entire generation and
more has grown up without experiencing reasonably full employ-
ment, even briefly. In contrast, while most other industrialized
countries are currently experiencing higher rates of unemployment
than the U.S., they have nearly all had relatively recent periods of
close to full employment. Unemployment insurance and other
welfare programs have also been much more generous, so that the
sociological impacts have been much less demoralizing.

The underlying assumption that there is an exogenous NIARU
imposing an unavoidable constraint on macroeconomic possibil-
ities is open to serious question on both historical and analytical
grounds. Historically, the U.S. enjoyed an unemployment rate of
1.8% for 1926 as a whole with the price level falling, if anything.
West Germany enjoyed an unemployment rate of around 0.6%
over the several years around 1960, and most developed countries
have enjoyed episodes of unemployment under 2% without seri-
ous inflation. Thus a NIARU, if it exists at all, must be regarded
as highly variable over time and place. It is not clear that estimates
of the NIARU have not been contaminated by failure to allow for
a possible impact of inflation on employment as well as the impact
of unemployment on inflation. A Marxist interpretation of the
insistence on a NIARU might be as a stalking horse to enlist the
fear of inflation to justify the maintenance of a “reserve army of
the unemployed,” allegedly to keep wages from initiating a “wage—
price spiral.” One never hears of a “rent—price spiral,” or an
“Interest—price spiral,” though these costs are also to be considered
in the setting of prices. Indeed, when the FRB raises interest rates
in an attempt to ward off inflation, the increase in interest costs to
merchants may well trigger a small price increase.

Analytically, it would be more rational to expect that there could
be a maximum non-inflation-accelerating rate of reduction of
unemployment (NIARRU), such that if an attempt were made to
proceed more rapidly by a greater recycling of excess savings into
purchasing power through government deficits, prices would start
to rise more rapidly than had been generally anticipated. This
would occur as a result of a failure of supply to keep up with the
increased demand, giving rise to shortages and the dissipation of
part of the increased demand into more rapidly rising prices. This
NIARRU may be determined by limits to the rates at which labor
can be hired and put to work to meet anticipated increases in
demand, and perhaps lags in the realization that demand will be
increased, and even new productive facilities created, installed, and
brought up to speed. The ultimate technological constraint to
putting unemployed to work more rapidly in the private sector may
reside in a limited capacity in the capital goods industries such as
construction, cement, and machine tools.
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In any case, much will depend on the degree of confidence that
can be engendered in the proposed increase in demand. It might
be wise to start slowly, with a reduction of unemployment by say
0.5% the first year, and increasing to say 1% per year as confidence
is gained. Possibly the growth rate should subsequently be reduced
somewhat as full employment is approached, allowing for the
increasing difficulty of matching workers to vacancies. It is mainly
at the later stages of the approach to full employment that training
and improving the organization of the labor market may become
needed. In the face of a policy of maintaining a fixed NIARU,
“workfare” efforts to retrain and assist welfare clients amount to
assistance in the playing of a cruel game of musical chairs.

Such a NIARRU is likely to prove somewhat volatile and
difficult to predict, and in any case it might prove desirable to push
to full employment somewhat faster than would be permitted by
an unaltered NIARRU. This would call for the introduction of
some new means of inflation control that does not require
unemployment for it to be effective. Indeed, if we are to control
three major macroeconomic dimensions of the economy, namely
the inflation rate, the unemployment rate, and the growth rate, a
third control is needed that will be reasonably noncollinear in its
effects to those of a fiscal policy operating through disposable
income generation on the one hand, and monetary policy oper-
ating through interest rates on the other.

What may be needed is a method of directly controlling inflation
that does not interfere with free-market adjustments in relative
prices or rely on unemployment to keep inflation in check.
Without such a control, unanticipated changes in the rate of
inflation, either up or down, will continue to plague the economy
and make planning for investment difficult. Trying to control an
economy in three major macroeconomic dimensions with only two
instruments is like trying to fly an airplane with elevator and
rudder but no ailerons; in calm weather and with sufficient
dihedral one can manage if turns are made very gingerly, but trying
to land in a cross-wind is likely to produce a crash.

One possible third control measure would be a system of
marketable rights to value added, (or “gross markups”) issued to
firms enjoying limited liability, proportioned to the prime factors
employed, such as labor and capital, with an aggregate face value
corresponding to the overall market value of the output at a
programmed overall price level. Firms encountering a specially
favorable market could realize a higher than normal level of
markups only by purchasing rights from firms less favorably
situated. The market value of the rights would vary automatically
so as to apply the correct downward pressure on markups to
produce the desired overall price level. A suitable penalty tax
would be levied on any firm found to have had value added in
excess of the warrants held.

In any case it is important to keep in mind that divergences in
the rate of inflation either up or down, from what was previously
expected, produce merely an arbitrary redistribution of a given
total product, equivalent at worst to legitimized embezzlement,
unless indeed these unpredictable variations are so extreme and
rapid as to destroy the usefulness of currency as a means of
exchange. Unemployment, on the other hand, reduces the total
product to be distributed; it is at best equivalent to vandalism, and
when it contributes to crime it becomes the equivalent of homicidal
arson. In the U.S. the widespread availability of automatic teller
machines in supermarkets and elsewhere would make the “shoe-
leather cost” of a high but predictable inflation rate quite negli-
gible.

Fallacy 7. Many profess a faith that if only governments would
stop meddling, and balance their budgets, free capital markets
would in their own good time bring about prosperity, possibly with
the aid of “sound” monetary policy. It is assumed that there is a
market mechanism by which interest rates adjust promptly and
automatically to equate planned saving and investment in a
manner analogous to the market by which the price of potatoes
balances supply and demand. In reality no such market mechanism
exists; if a prosperous equilibrium is to be achieved it will require
deliberate intervention on the part of monetary authorities.

In the heyday of the industrial revolution it would probably have
been possible for monetary authorities to act to adjust interest
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rates to equate aggregate planned saving and aggregate planned
investment at levels of GDP growing in such a fashion as to
produce and maintain full employment. Generally, however, mon-
etary authorities failed to recognize the need for such action and
instead pursued such goals as the maintenance of the gold stan-
dard, or the value of their currency in terms of foreign exchange,
or the value of financial assets in the capital markets. The result was
usually that adjustments to shocks took place slowly and painfully
via unemployment and the business cycle.

Current reality: The time is long gone, however, when even the
lowest interest rates manageable by capital markets can stimulate
enough profit-motivated net capital formation to absorb and
recycle into income over any extended period the savings that
individuals will wish to put aside out of a prosperity level of
disposable personal income. Trends in technology, demand pat-
terns, and demographics have created a gap between the amounts
for which the private sector can find profitable investment in
productive facilities and the increasingly large amounts individuals
will attempt to accumulate for retirement and other purposes. This
gap has become far too large for monetary or capital market
adjustments to close.

On the one hand the prevalence of capital saving innovation,
found in extreme form in the telecommunications and electronics
industries, high rates of obsolescence and depreciation, causing a
sharp decline in the value of old capital that must be made good
out of new gross investment before any net increase in the
aggregate market value of capital can be registered, together with
shifts from heavy to light industry to services, have sharply limited
the ability of the private sector to find profitable placement for new
capital funds. Over the past 50 years the ratio of the market value
of private capital to GDP has remained, in the U.S., fairly constant
in the neighborhood of 25 months.

On the other hand, aspirations for asset holdings to finance
longer retirements at higher living standards have increased
sharply. At the same time the increased concentration of the
distribution of income has increased the share of those with a high
propensity to save for other purposes, such as the acquisition of
chips with which to play high-stakes financial games, the building
of industrial empires, the acquisition of managerial or political
clout, the establishment of a dynasty, or the endowment of a
philanthropy. This has further contributed to a rising trend in the
demand of individuals for assets, relative to GDP.

The result has been that the gap between the private supply and
the private demand for assets has come to constitute an increasing
proportion of GDP. This gap has also been augmented by the
foreign trade current account deficit, which corresponds to a
diminution of the stock of domestic assets available to domestic
investors. For an economy to be balanced at a given level of GDP
requires the provision of additional assets in the form either of
government debt or net foreign investment to fill this growing gap.
The gap is now tentatively and roughly estimated for the U.S. to
be equal to about 13 months of GDP. There are indications that
for the foreseeable future this ratio will tend to rise rather than fall.
This is in addition to whatever role Social Security and Medicare
entitlements have played in providing a minimal level of old-age
security.

In the absence of change in the flow of net foreign investment,
a government recycling of income through current deficits of
somewhat more than the desired growth in nominal GDP will be
needed to keep the economy in balance. Curtailing deficits will
correspondingly stifle growth. A balanced budget, indeed, would
tend to stop growth in nominal GDP altogether, and in the
presence of inflation it would lead to a downturn in real GDP and
a corresponding increase in unemployment.

Depending in part on what may happen at the state and local
levels, current programs for gradually reducing the federal deficit
to zero over the next 7 years would in effect put a cap on total
government debt at about 9 trillion dollars, implying that GDP
would, in the absence of changes in net foreign investment,
converge on a level of about 8 to 9 trillion dollars, aside from
short-run cyclical fluctuations. This compares with a full-
employment GDP after 7 years at 3% inflation of about 13 trillion
dollars. The balanced budget GDP of about 65% of this would
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correspond to a reported level of unemployment of 15% or more,
in addition to unreported underemployment. Thereafter, if the
strictures of a balanced budget amendment were to be adhered to,
unemployment would continue to increase. Before this could
happen, however, some concession to reality would probably be
accepted, though not until a great deal of needless suffering would
have been endured.

Fallacy 8. If deficits continue, the debt service would eventually
swamp the fisc.

Real prospect: While viewers with alarm are fond of horror-
story projections in which per capita debt would become intoler-
ably burdensome, debt service would absorb the entire income tax
revenue, or confidence is lost in the ability or willingness of the
government to levy the required taxes so that bonds cannot be
marketed on reasonable terms, reasonable scenarios project a
negligible or even favorable effect on the fisc. If full employment
is maintained so that the nominal GDP continues to grow at say
6%, consisting of about 3% inflation and 3% real growth, the
equilibrating debt would have to grow at 6% or perhaps at a slightly
higher rate; if the nominal interest rate were 8%, 6% of this would
be financed out of the needed growth in the debt, leaving only 2%
to be met out of the current budget. Income tax on the increased
interest payments would offset much of this, and savings from
reduced unemployment insurance benefits and welfare costs
would more than cover the remainder, even aside from substantial
increases in tax revenues from the more prosperous economy.
Though much of these gains would accrue to state and local
governments rather than to the federal government, this could be
adjusted to through changes in intergovernmental grants. A 15
trillion dollar debt will be far easier to deal with out of a full
employment economy with greatly reduced needs for unemploy-
ment benefits and welfare payments than a 5 trillion dollar debt
from an economy in the doldrums with its equipment in disrepair.
There is simply no problem.

Fallacy 9. The negative effect of considering the overhanging
burden of the increased debt would, it is claimed, cancel the
stimulative effect of the deficit. This sweeping claim depends on a
failure to analyze the situation in detail.

Analytical reality: This “Ricardian equivalence” thesis, while
referred to by Ricardo, may not in the end have been subscribed
to by him. In any case its validity depends crucially on the system
of taxation expected to be used to finance the debt service.

At one extreme, in a Georgist economy making exclusive use of
a “single tax” on land values, and where land values are expected
to evolve proportionally over time, any debt becomes in effect a
collective mortgage on the land parcels. Any increase in govern-
ment debt to offset current tax reduction depresses the market
value of land by an equal amount, aggregate wealth of individuals
is unaffected, Ricardian equivalence is complete, and pure fiscal
policy is impotent. A larger debt may still be desirable in terms of
taking advantage of possibly lower interest rates available on
government debt than on individual mortgages, and in effectively
endowing property with a built-in assumable mortgage that facil-
itates the financing of transfers. And there may still be a possibility
for stimulating the economy by tax-financed expenditures that
redistribute income towards those with a higher propensity to
spend.

In another scenario, if the main tax is one on all real estate, such
as is common in American local finance, the effect is drastically
different. In this case any investor erecting a building thereby
assumes, for the time being at least, a share in the government debt,
subject to some of this burden possibly being eventually taken over
by further construction. Not only does this discourage construc-
tion, but if the debt overhang gets too great, this expectation of
others taking up part of the burden may vanish rather suddenly,
and all construction come to a grinding halt. Debt becomes a
strong inhibitor of growth. While this result may resemble that
claimed by the “crowding out” theory, the mechanism is not one
of displacement but of disincentive.

With a sales or value-added tax as the mainstay, a deficit
involving a reduction in tax rates today will have no depressing
effect on capital values and will have a fully stimulating effect,
through the increase in the aggregate supply of assets, possibly
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reinforced by anticipatory spending motivated by expectations that
taxes may have to be higher at a later date to finance the debt
service. There will be no Ricardian equivalence effect; if anything,
anticipation of higher future taxes will encourage current spend-
ing, adding to the stimulus of the increased supply of securities.

The U.S. federal tax system is dominated by the income tax, for
which the effect will be somewhat intermediate between taxes on
savings and taxes on expenditure. In practice few individuals will
have any clear idea of the taxes likely to be imposed in the future
as a result of the existence of a larger debt, and it can be safely said
that no reasoned Ricardian equivalence phenomenon will occur,
though there may be some generalized malaise among the viewers
with alarm, involving a kind of partially self-fulfilling prophecy.

Fallacy 10. The value of the national currency in terms of foreign
exchange (or gold) is held to be a measure of economic health, and
steps to maintain that value are thought to contribute to this
health. In some quarters a kind of jingoistic pride is taken in the
value of one’s currency, or satisfaction may be derived from the
greater purchasing power of the domestic currency in terms of
foreign travel.

Reality: Freely floating exchange rates are the means whereby
adaptations are made to disparate price level trends in different
countries and trade imbalances are brought into line with capital
flows appropriate to increasing the overall productivity of capital.
Fixed exchange rates or rates confined to a narrow band can be
maintained only by coordinated fiscal policies among the countries
involved, by imposing efficiency-impairing tariffs or other re-
straints on trade, or by imposing costly disciplines involving
needlessly high rates of unemployment, as is implied by the
Maastricht agreements. Attempts to restrain foreign exchange
rates by financial manipulation in the face of a basic disequilibrium
usually break down, eventually, with large losses to the agencies
making the attempt and a corresponding gain to agile speculators.
Even short of breakdown, much of the volatility of foreign ex-
change rates can be traced to speculation over possibilities of
massive central bank intervention.

Restraints on exchange rates, such as are involved in the
Maastricht agreements, would make it virtually impossible for a
small open economy, such as that of Denmark, to pursue an
effective full-employment policy on its own. Much of the increase
in purchasing power generated by a stimulative fiscal policy would
be spent on imports, spreading the stimulating effect over the rest
of the monetary union so that Denmark’s borrowing capacity
would be exhausted long before full employment could be
achieved. With flexible exchange rates the increased demand for
imports would cause a rise in the price of foreign currency,
checking the import increase and stimulating exports so that most
of the effects of an expansionary policy would be kept at home.
The danger of wild speculative gyrations under freely floating
conditions would be greatly diminished under a well-established
full-employment policy, especially if combined with a third dimen-
sion of direct control over the overall domestic price level.

Similarly, the main reason states and localities cannot pursue an
independent full employment policy is that they lack an indepen-
dent currency and are constrained to have a fixed exchange rate
with the rest of the country.

Fallacy 11. It is claimed that exemption of capital gains from
income tax will promote investment and growth.

Reality: Any attempt to define a special category of income
entitled to differential treatment is an invitation to the sorcerer’s
apprentices in Congress and in the offices of the Internal Revenue
Service to start casting spells that are bound to produce surprising
consequences. Attempting to draw up administrable rules defining
economically meaningful lines between interest credited to ac-
counts but not drawn on, zero-coupon bonds, stock appreciation
from undistributed profits, inflationary gains, profits from insider
trading, gains from speculation in land, gambles on derivatives,
profits or losses on speculative ventures, and so on is a sysyphean
task. Taxpayers’ techies can then get busy ferreting out shortcuts
through the resulting labyrinth to the detriment of the revenue and
also of economic efficiency. Ten special provisons of the code can
be combined with one another in over a thousand ways to produce
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results far beyond the capacity of a congressional committee and
its staff to anticipate.

Concessions to gains must entail corresponding limitations on
the deductibility of losses, lest there be intolerably large opportu-
nities for arbitrage against the revenue. In an attempt to counter
the skills of the taxpayers’ “techies,” the rules are likely to be more
severe on the deductibility of losses than liberal with respect to
gains, so as to produce a number of situations where the Treasury
is playing “heads I win, tails you lose” with the taxpayer. Even with
effectively parallel rules, reduced effective deductibility of losses
may well be more of a disincentive to speculative investment than
the attractiveness of low taxes on gains in the event of success.

Most economically desirable investments take considerable
time for the anticipated results to be reflected in the capital
markets, and the promise of a tax concession to be effective in a
remote future and subject to possible alteration by future legisla-
tures is likely to be of little weight in the calculation of the investor.
In any case the personal income tax on gains is levied at or below
the market and has its primary effect on the disposable income of
the investor, and relatively little effect on the capital market from
which the funds for capital formation are derived.

In practice, many capital gains arise from transactions of neg-
ligible or dubious social merit. Gains derived from speculation in
land add nothing to the supply of land, and much of the gains from
securities trading based on advance information, whether or not
characterizable as insider trading, does no more to enhance
productivity or investment than winnings from betting on basket-
ball games. Attempts to exclude gains from speculation by limiting
concessions to assets held for longer periods not only introduce
new complexities in determining the holding period in cases of
rollovers, reinvested dividends, and other trades, but aggravate the
lock-in effect as realization is deferred to obtain the concession, an
effect especially severe in the case of the total exemption from
income taxation of gains on property transferred by gift or bequest.

Any increase in disposable income resulting from lower capital
gains taxation is likely to accrue to individuals with a high
propensity to save. If the proposal is advanced on a revenue-
neutral basis, the replacement revenues are likely to have a greater
impact on consumption demand, so that the net overall effect of
making concessions to capital gains may be to reduce demand,
sales, and investment in productive facilities. The main driving
force behind the proposals may well be as a pretext for providing
windfalls to persons who can contribute to campaign funds as well
as added commissions for brokers.

Some have argued for reductions in capital gains rates rather
than full exemption, pointing to surges in revenue from the “fire
sale” spate of realizations to take advantage of the new and
possibly short-lived tax bargains. If this is done on a current-
revenue-neutral basis, there may be some one-time stimulus to the
economy and to investment, resulting from what would be an
increase in the effective deficit as viewed from a longer-term
perspective, but this will be small, temporary, and counterproduc-
tive in the long run.

A far more effective measure would be to reduce or eliminate
the corporate income tax, which is in effect a tax above the market,
constituting an additional hurdle that prospective equity-financed
investments must face, as contrasted to the below- or after-market
impact of capital gain concessions. In addition to this double-
whammy impact on the economy whereby the tax both abstracts
from disposable income and also discourages investment, the tax
has numerous defects in distorting investment allocation, encour-
aging thin equity financing with consequent increased incidence of
bankruptcies, and complicating tax laws. Unfortunately, any such
elimination is likely to be opposed not only by those making a living
from the complexities but by many who variously believe firmly
that its burden falls on someone other than themselves. Actually
in most plausible scenarios the chief burden will be on wage
earners. If considered as a substitute for other taxes on a revenue-
neutral basis, it would increase current unemployment. If current
employment is assumed to be maintained by an appropriate fiscal
policy, future labor productivity and wages will be depressed by
labor having less capital to work with.
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One excuse sometimes offered for the imposition of a corpo-
ration income tax is that undistributed profits do not bear their fair
share of the individual income tax. Rather than retaining a tax on
all corporate income, this consideration would call for a counter-
vailing tax of say 2% per year on the accumulated undistributed
profits, as a rough equivalent to an interest charge on the resulting
deferral of the individual income tax on shareholders. This would
be rough at best, since it allows neither for variations in the
marginal rates payable by individual shareholders nor for possible
realization of the undistributed profits through sale of shares, but
it would be far better than the inept and draconic taxes on
undistributed profits enacted briefly during the 1930s.

A more thoroughgoing removal of the distorting effect of taxes
on real investment could be accomplished by assessing the indi-
vidual income tax on a cumulative basis, whereby a gross tax on the
accumulated income to date (including interest credited with
respect to past taxes paid on this income) is calculated by reference
to tables that would take the period covered into account. The
accumulated value, with interest, of taxes previously paid on this
income is then credited against this gross tax. Provided that all
income is eventually brought to account, the ultimate tax burden
will be independent of the timing of realization of income; about
two-thirds of the internal revenue code and regulations would
become superfluous. The playing field would be effectively lev-
eled; equitable treatment would be afforded both to those realizing
large gains in a single year and to those having to retire after a brief
career of high earnings, a group not adequately dealt with under
most other averaging schemes. Bias against investments yielding
fluctuating or risky returns would be largely eliminated. Decisions
as to when to sell assets to realize gains or losses or when to
distribute dividends could be made purely on the basis of appraisal
of market conditions without having to consider tax consequences.
Hordes of tax techies could turn their talents to more productive
activities.

Taxpayer compliance would be greatly simplified. The actual
computation of the cumulative tax and tax payable requires only
six additional entries on the return, three of which are items simply
copied from a preceding return. As an introductory measure,
cumulative assessment could be limited to those subject to rates
above the initial bracket.

Fallacy 12. Debt would, it is held, eventually reach levels that
cause lenders to balk with taxpayers threatening rebellion and
default.

Relevant reality: This fear arises in part from observing crises in
which capital-poor countries have had difficulty in meeting obli-
gations denominated in a foreign currency, incurred in many cases
to finance imports and ultimately requiring servicing and repay-
ment in terms of exports, the crisis often arising because of a
collapse in the market for the exports. In the case at hand the debt
is intended to supply a domestic demand for assets denominated
in the domestic currency, and in the absence of a norm such as a
gold clause, there can be no question of the ability of the
government to make payments when due, albeit possibly in a
currency devalued by inflation. Nor can there be any question of
balking by domestic lenders as long as the debt is limited to that
needed to fill a gap created by an excess of private asset demand
over private asset supply.

It is not intended that the domestic government debt should be
held in any large quantity by foreigners. But should foreigners wish
to liquidate holdings of this debt or any other domestic assets, they
can only do so as a whole by generating an export surplus, easing
the domestic unemployment problem, releasing assets to supply
the domestic demand, and making it possible to get along with
smaller deficits and a less rapidly growing government debt. The
same thing happens if domestic investors turn to investing in
foreign assets, thereby reducing their drain on the domestic asset
supply.

In a panicky market it might happen that the market price of
assets might fall sufficiently rapidly so that the total market value
of the assets available to meet the domestic demand might fall. In
such a case a temporary increase in government deficits rather
than a decrease would be in order. Arranging this on short notice
may be difficult, and the danger of overreacting or poor timing is












