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TABLE 4 —ALTERNATIVE MARGINAL TAX RATE SCHEDULES BY TAXABLE INCOME CLASS

|Income classes in thousands)

Alternative tax schedules under comprehensiye
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TABLE 6.—REVENUE EFFECT OF VARIOUS STRUCTURAL REFORMS OF THE INDIVIDUAL INCOME TAX UNDER
ALTERNATIVE PACKAGES, 1972

IBiliions of dollars|

income tax Reform provision Package 1 Package 2 Package 3
Present — — 3 3 . ; g
. A -
Taxable income taw 1 » -~ Remove maximum tax on earned income. ... ______ 0.1 0.1
- o Include 60 [I}tercent" of realnzcld capital gains in adjusted gross income and ’ : 0.1
X X 0. 0.05 0.16 0.07 remove alternative capital gains tax provision..________ ..
e o e Ol 10 07 16 .68 Eliminate deduction of gasoline taxes. ..~ 1T L3 L3 L3
S0t sls L . .16 .09 ! .08 .16 .10 Eliminate deduction of real estate property taxes. ... .0 TL 7 . ’ s
$15t 820, . 17 .10 1 .10 .16 Al Remove dividend exclusion_.___. 7 7777 A i 3
$2.0t0 $4.00. L. JO .19 12 12 13 .16 13 Efiminate 50 percent of excess depletion advantages . . ) 2 3 .
$4010%6.0. ... o 2 12 13 15 16 .14 Place 3 percent floor on charitable contribution deductions. ... -7 % 19 1§
6.0 to $8.0. . T 2 14 13 16 16 19 Tax unrealized capital gains in excess of $5,000 transferred by gift or : :
8010 $10.0. .. 23 16 15 17 16 16 bequest at capital gains rates. ... S T U U 6
$10.0 to $12.0. . T 32 18 .16 .18 16 0 Remove $25.000 exemption allowed for excess investment interest ~~ ~ TTTTTTTTTTTouoees ;
$120t0$14.0 . ... .. .36 20 .18 19 16 z R deduction_..._ el 1.2
$14.0t0 8160, ... ) 39 n .20 .20 .16 .24 evise preference income baset .. . 71T i :
$16.0 10 $180._ ... . . o 42 .28 .22 .21 .16 .26 Revise preference income base ! and raise tax rate on revised base from T TTTTTTToTormmmmmeeeeees
3180103200 . ... . 45 .26 22 .22 16 .28 R 10 to 20 percent
$20010 $220.. ... 43 2 % .23 16 .29 evise preference
$22.0 10 $26.0 . . X 50 .28 25 24 16 .30 T taxratesd ...
$26.0 t0 $32.0. N 53 30 % 75 16 32 otal revenue effect 3.
$32.0 to $38.0. A 55 3l .28 27 16 34
$38.0 1o $44.0_ 270 0 7117 - 58 33 .30 29 16 38 { Inelude State-tocal bond i _
344010 $50.0. ... 60 34 .32 31 16 36 ) Y’t‘f ude State-local bond interest as a preference item and remove deduction for current-year taxes paid.
$50.0 to $600 .. - ) 62 35 3 33 16 37 ; That is, I‘a‘ the revised base at 7 to 35 percent—14 the regular rates, which range from 14 1o 70 peicent.
$600 to §700. .. LT ) 64 36 .36 35 16 38 th e tota rﬁvenue effect of each package is not equal to the sum of the components because various provisions interact
$700to $800. . LTI ) 66 37 .38 37 16 40 with one another.
$80.0 to $90.0_ T T 7 . - 68 39 40 gg }g j%
§?8b0(}%§50&2; ************ - gg 28 50 %0 16 L4 TABLE 7.—COMPARISON OF EFFECTIVE INDIVIDUAL INCOME TAX RATES UNDER AN INDIVIDUAL INCOME TAX

1 Revenue Act of 1971 rate schedule for married couples filing separate returns.

Note: Rate schedules | to 4 are applied wilh a $1,300 low-income altowance; rate schedule 5 assumes a $2,000 low-in-
come aliowance.

TABLE 5.—EFFECTIVE TAX RATES UNDER THE COMPREHENSIVE INCOME TAX AND ALTERNATIVE RATE SCHEDULES,
BY INCOME CLASSES, 1972 INCOME LEVELS

[Income classes in thousands of dollars; effective rates in percent]

Present

Expanded AGI ! law? Schedulel Schedule 2 Schedule3 Schedule4  Schedule 5

Under $3.___..___ 0.5 0.9 L1 0.6 1.8 0.1
$3to $§ ,,,,,,,,,,,,,, L7 32 316 2.6 5.6 1.7
$oto 810 . 53 5.8 6.2 59 8.7 5.8
$I0to$46 . oo o 8.7 8.1 8.3 8.1 10.7 1.
$15tw %20 ... L. , 10.7 10.1 9.9 10.6 11.8 9.9
$20t0 925 s 12.1 11.9 11.4 11.9 12.4 1.9
$25t0 950 . .. ... 14.5 15.1 14.1 143 13.1 15.6
$50 to $100..___ _._...._. - 23.5 23.4 21.8 21.4 14.0 24.9
$100t0 $500. .. .. . ... . 29.5 30.8 337 29.8 143 33.8
$500 to $1,000___ . . _...._. I 30.4 34.4 41.9 34.2 14.2 31.7
31,000 andover_ ... I 32.1 36.0 44.7 36.0 14.6 40.0
Allincomes__ ... ... 11.3 11.3 11.3 11.3 11.3 1.3

1 Expanded AGI is adjusted gross income as defined in the Internal Revenue Code modified to include the income items

listed in table 2. ) .
2 Revenue Act ol 1971 applied to 1972 incomes.

REFORM PROGRAM AND A VALUE ADDED TAX, 1972

[ Income classesin thousands of dollars; effective rates in percent]

Increase in  Effective rate of tax under a

effective value added tax with

ratte from tax —————— ——

reform pack- A narrow A broad hase

Income class age 31 base?  and a credit3

gg:g g .......... O'i 1.8 0.1
$5t0 $10_ T T ITIIITIITTTmmemm 2 %g g
$10to $15. - Tl TITTIITITTmm 4 1.4 1.1
$1510 20 . 6 1.4 17
$20to §25 1 LIl 7 1.3 19
$25 to $50 1.2 1.2 1.7
$50to $100_ .. 1T IIITTTTTmmm e 3.0 7 11
$100 to $500. .. - 8.4 5 .8
$500 to $1,000. - 16.3 2 iy
$1,000 and over. .. 19.0 2 2
All incomes. ... [T 1.1 1.3 1.3

L For details, see table 6.
2 Base excludes rent, foad, and medical outlays; tax rate is 3 percent.

3 Base excludes reat; full tax credit is given 4-person families with i :
rate 103 30 panes 1S g person families with incomes up to $5,000 and phased out at $20,000; tax

The Crratratan. Thank you, Dr. Pechman.
Our next panelist is Dr. Norman B. Ture of Washington, D.C.
Dr. Ture, we are happy to have you with us. You are recognized.

STATEMENT OF DR. NORMAN B. TURE

. Dr. Ture. Th:m'k vou. Me. Chairman. T want to ofler my ecommenda-
tions to the committee for making these panels possible. T do hope that
they will be useful to you in examining the issues of tax reform on a
broad basis before vou get into the details of the reform agenda, I
want to express my appreciation for being asked to participate in these
hearings. I also want to assure the committee that in my testimony and




154

participation in this panel T am representing only my own views, not
those of my elients, past. present, or prospective,

T should, of conrse. be delighted if any of them, my fellow panelists
and the committee, were to agree with my analysis and conelusions.

The objectives of tax reform, I subnnt. should be to make the tax
laws Tarrer, simpler, and less of anampediment to cconomic clliciencey.

“Tn offermg This sngeestion T must wear two hats. As 4 fax economist.
T ean dehneate. on the basis of analysis, provisions and features of
existing tax Low which interfere with eflicient use of produetion eapa-
bility and suggest changes i the law to moderate, if not eliminate,
these abstructions. In my judegment these changes would also make the
fax svstem fairer and simpler. Bat in offering that judgment, T profess
no special expertness to conunand vour atiention,

[Fairness. hike beauty and so many other things, is in the eyve of the
beholder. No university. thank heavens, bestows an advanced degree
in fairness or has an endowed chair as professor of fairness. Assertions
about what is or is not fair. no matter who makes them. should he
taken as expressions of preference and judgment. not as scientifically
derived truths, T have mv set of preferences which will be elear ta the
committee in the context of my testimony, but T do not warrant them
as hetter or worse than anyone else's set. .

Perhaps the best way to approuch the question of tax reform objec-
tives is by asking what we expeet taxes to do. Taxes are imposed to
raise revenues heeause the Government uses some of the economy’s
production capacity in enrrving ont its fTunetions and operations. The
production eapacity used by the Government is not available to house-
iolds, businesses, and institutions in the private sector of the economy.
The baste purpose of the taxes levied by Government, therefore, is to
redfuce The private seclors _clunis_on_the economy s DLOULGLIG. -
pacaily T Taxalion s e means by which these elivims arve traus{erred
Itom The private <cctor fo The Government.

s TransTer of clavmss ¢llectuated by raising the cost to house-
holds and businesses of thelr use of production capacity. 1f a tax is
levied as an excise on a partienlar commodity or serviece, the cost to
households and businesses for any given quantity of that commodity
or serviee willl initially at any rate. go up and less of it will be sold to
them. More of it then ean he sold to the Government or, more gen-
erably. somie of the production inputs—Iabor. machines, plant and so
forth—used to produce it will he available for use by the Government.

Lvery tax has this effect of raising the cost of something or other
fo the private sector. No two taxes, of course. have the same initial
effects on the costs facing the private sector. In choosing among taxes,
then, the central guestions are (1) what cosTS will vach hercase and
TL" how muen, (27 whatl Wil These respective mnereases 1 cost do to
The_amomnT amt R aTeIImS excicised Dy (he taxpavers, and (3)
arc these theresaftsThat ave desived?

Ior many vears pasta general proposition in answer to these ques-
tions has heen THAT TTOSC TAXCS Are Dest Wil Teasl change (he iclia-
Tive cosTS deTerminea e marketplace il wiiteh. 1nerclore, least
e honsSeNald and DUSINess Qo Rang hair Tiow 1o Use [NE 1esources

atther (ISpOSaT
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As a covollary, those taxes are best which inerease all costs to the
})r vate SCCEor 111 The o : Ve, 01 coulse, always
T important exceptions; at various times and in pursuit of vari-
ous objectives of public poliey, specific tax devices have been used to
encourage or discourage particular kinds of private sector activity
and use of production capacity. But on the whole, there has been wide-
spread agreement that taxes should have the least possible effect in
changing the composition of supply and demand in the private sector.
This is essentially what all of us mean when we talk about neutral-
ity 1 taxation. This, 1 submit, 1s stilT The correct ouide for tax policy.
it suggests, moreover, an approach which would be highly usei.’ﬁ_l-ﬁﬂ
evaluating reform proposals and in designing constructive revisions
of the existing taxes. That approach is to ask, “What do the present
tax provisions do to relative costs? Are these changes in relative costs
in line with broad public policy objectives? If not, what tax changes
will bring them closer in line? Would the various reform proposals
move us closer to or farther away from attaining these objectives?”__

One of the basic features of the present income tax is that, with
few exceptions, both the amount that people and businesses save out
of their current income and the future returns on that saving are in-
cluded in their taxable incomes. One of the effects of this tax treat-
ment of saving and the returns thereto is to increase the cost of pri-
vate saving relative to the cost of consumption. If there were 1o in-
come tax, for example, a person might be able to buy some given
quantity of consumption goods for $1,000 or he might use the same
$1,000 to buy a bond paying $50 a vear for 10 years, when the market
rate of interest is 5 percent. He decides ahout how to allocate his
income between consumption and saving, that is, buying future in-
come, on the basis of many factors, an tmportant one of which is the
relative cost of each.

Now suppose an income tax like the present one is levied. For case
of illustration, suppose the tax rate is 50 percent. With the tax the
cost of the same amount of consumption goods goes up 100 percent in
the sense that it now takes $2,000 of pretax income to buy the same
$1,000 of consumption goods. But the cost of saving goes up much
more.

To have $50 per year of additional income, one has to receive $100
of pretax income. But with no chuange in the market rate of interest
one must now buy a $2,000 bond to get $100 per year. And to have
$2,000 with which to buy the bond $+,000 of pretax income is needed.

The 30-percent income tax, thus, has doubled the cost of consumption,
but it has quadrupled the cost of savings. Thus the tax has doubled the
cost of saving relative to the cost of conswunption,

Suppose that instead of the bond, the person prefers to buy a ma-
chine tool lasting 13 vears, requiring a 12-percent-disconnt {function
in order to warrant, its purchase. With a 48-percent income tax rate
and with straight-line depreciation, to buy either a thousand-dollar
machine tool or a thousand dollars’ worth of consumption goods, the
taxpayeris going to have to have $1.923 of pretaxincome.

But before the tax, that machine tool would have provided him $156
per vear net income, the amount required to justifv that investment.
After the tax the machine tool does not provide him $156; it gives him
$118. If he still insists on having a 12-percent rate of return in order

N0-464—T72—pt, 1——11
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to allocate a thousand dollars from consumption (g, the purchase of
that machine tool, he still has to have $156 after-tax cash flow, and the,
amount of the required pretax earnings goes up to $228. _

- Provisions such as the 7-percent job development credit, double
declining balance depreciation, the reduced writeoff period under
ADR, taken all together somewhat abate, but do not eliminate the
extra cost of saving compared with consunmption. They afford no sub-

157

sumption. With,both taxes {ully imposed the required increase in pre-
tax carnings is a staggering 224 percent.

Is there some broad goal of public policy which is served by these
enormous tax-imposed increases in the cost of saving? Is there some
system of ethics which says this is a fair wuy to impose taxes? In what
sense 1s the proposal for reducing the corporation income tax rate
properly characterized as u “tax break for business?”

sidy to business. They ailord a modest ab':\ten}en‘t of the enormous tax We are nu} done yet. Su‘ppos.u the COI'I)()FH{I'OH in our example re- k
bias against saving and investment which is inherent in the basic tained the after-tax cash fiow mstead of paying any of it ont vsa '
tructure of our income tax. - o - dividend to the sharcholder and in the seventh year after the initidg

#® An additional clement that compounds that bias is the graduation mvestment by the sharcholder the company had accumulated enough

:of Tncome tax rates. I Impalirs econoniic elliciency by making it more
"*¢ostly to Increase ones productivity. I hardly think that 1s a worth-
Hyhile social objective. In addition, graduation augments the funda-
‘mental income {ax bias against saving of capital accumulation deriy-
ing from inclusion of both savings and the future income it affords in
bthe tax base. o
”* The tax bias is less if the applicable tax rate is 20 percent than if it
iis 50, 60, or 70 percent. Rate graduation differentiates the basic anti-
: saving bias on the basis of the amount of the taxpayer’s mnconie, not on

: the amount or proportion of income allocated to the savings.
v This is {ar from the whole story of the antisaving bias of the present
. tax structure. Supposing in our example above the individual’s saving
; takes the form of the purchase of shares of common stock in a corpora-
i tion which uses the machine toolsin its production.

In the abscuce of any income tax, the person would be willing to
forgo a thousand dollars of current consumption and buy the stock in
a corporation if the machine tool that is to be purchased with those
funds would earn $156 a year. ) o

Suppose now that an individual income tax and corporation income
tax are imposed. Again for ease of illustration assume the marginal
rate applicable under both taxes is the same, 48 percent. In order to
buy a thousand dollars of consumption goods or a thousand dollars
of the company’s stock, the individual will have to have $1,923 of pre-
tax income, but he will no longer get $156 as a net return per year
on his stock, on his savings.

The corporate income tax itself veduces the after-tax cash flow of
the machine, as before. from $156 to $118. If the shareholder is will-
ing to leave the carnings per share in the corporation, but still re-
quires the same 12-percent rate of return, net of tax on his investment.
the corporate after-tax flow on the machine tool will have to go up
from $118 to $156 annunally. In order to obtmn_$156 after-tax cash
flow, the pretax earnings of the machine tool will have to go up to
2998, _

Tf this shareholder were so foolish as to want to withdraw the full
amount of his share of the company’s net cash flow each year and if |
Lie still insists on a 12-percent rate of return on his investment in order
to forgo that $1,000 of current consumption, he will need to receive
» dividend of €300 in order to net $156 after-tax, If the after-tax cash

low of the machine tool has to go up to $300, its pretax earnings have
to increase to $506. In other words, imposition of either one of these
taxes requires a 46-percent. increase in the pretax earnings of the ma-
chine tool to warrant the individual’s forgoing $1,000 of current con-

to buy another machine tool at a thousand dollars.

Suppose the smine machine tool is the same as the initial one. It will
Jast for 13 years. Suppose it will produce $156 per vear in after-tax
cash flow. Now if the stock market is aware of this, the value of the
shareholder’s stock will go up from $1,000 to $2,000. This increase in
the value of that share of stock is, of course, exactly equal to the pres-
ent or discounted value of the additional $156 per year of after-tax
earnings discounted at 12 percent as before. ‘

Recall that every single dollar of the corporation’s earnings on the
oviginal machine tool out of which the $1,000 to buy the new tool was
accumulated was taxed as it was earned. Every dollar of the earnings
on the new machine tool will also be taxed as it is carned. If the share-
holder decides to scll his share of stock in the corporation. he will
realize a gain of a thousand dollars on which he will pay an additional
tax of at least $240 under present law. This additional tax is a sur-
charge on the tax already paid on the prior year’s earnings on his
initial investment or equivalently it is a surcharge on the tax that will
be paid over the succeeding years on the new machine tool’s earnings.

TIn either case the future carnings stream will be taxed twice, once
at the 48 percent rate as the earnings are realized each year and again
at 24 percent in our example on the capitalized value of that fufure '
1ncome stream. !

To be sure that is not a really realistic example because that tax
is going to be imposed only when the gain is realized.

The occasion for the tax is not merely the acerual of the gain: it is
the transfer of the asset as well. Taxing capital gains not only in-
creases the relative cost of saving, but it also increases the cost of
changing the composition of one’s wealth. It therefore must have the
effect of reducing the frequency of transfers and impeding the ready
shift in the allocation of savings. It must impair the efficiency with
which savings are allocated among alternative uses. .

What worthy social objective is songht by increasing the cost of
transferring property? In what sense is it fair to increase that cost?

Morcover, what intellectual gymnastics must one go through to
convert the additional tax penalty on savings imposed by taxing capi-
tal gains into a tax “loophole”? How can the difference between im-
posing that additional penalty at 24 percent instead of 48 percent
in our example be regarded as a tax preference? How can taxing the
gains on property transferved by gift or at death be seen as closing a
“loophole”?

And we are not done yet.

s
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If our corporation and shareholder live in a State that levies income
taxes, the effects of Federal taxes in increasing the cost of saving
relative to the cost of consumption are compounded. And irrespective

of the State in which the corporation’s production facilities are lo-,

cated, there are local government property taxes, which correctly
analyzed, must be seen as additional, heavy levies on the earnings
produced by the taxed properties, and which therefore must also be
regarded as further increasing the cost of saving relative to consump-
tion. And let us not forget death and gift taxes which take additional
Rites out of the capitalized value of the future income on accumulated
saving.

Add these taxes up and include the myriad additional levies—{or
example, license fees, franchise taxes, excises, and so forth—and the
tax-imposed increase in the relative cost of saving is enormous.

Ave these effects of the existing tax system in line with the broad
objectives of public policy? What goals are effectively pursued by
making it relatively more costly for every household and every busi-
ness to save than to consume ?

T think I have exhausted my time, Mr. Chairman, but T would like
briefly to refer to a couple of the loopholes that are at the top of
most of the lists of loopholes that are sought to be closed by any
reform agenda, just to examine them for illustrative purposes for their
substantive content.

Let me first point out that to a very large extent, it seems apparent
to me, most of the drive for closing loopholes has a very strong cle-
ment of an effort to redistribute income, to make the distribution of
income more nearly equal than it is. T would like to point out to the
committee that this has been the cast of Federal fiscal policy through-
out the entire postwar period.

Tt has been highly vedistributive. Yet if one will examine the data
that pertain to the distribution of income prepared by the Burcau of
Tconomic Analysis in the Department of Commerce and its predeces-
sor organization, the Office of Business Economics, one will find
throughout the entire postwar period that the changes in the measure
of the incquality in the distribution of income have been extremely
small and they have been random.

They have scemed to me to be primarily statistical noise. Income
redistribution efforts throngh the fisc have not been successful. There
is good and suflicient reason for that. The reason is that since most of
those efforts involve imposing increasingly heavy taxes on those who
save and invest, we wind up with less capital in our economy than we
otherwise would. By virtue of that fact the productivity of labor and,
therefore, its real wage rate is lower than it otherwise would be. Even
if we attempt to redistribute income through the fisec by lowering the
tax rates applicable to labor income, in effect what we are doing is
taking away with the one hand what we are trying to give back with
the other. Demonstrably it has not been an effective approach to public
policy.

It seems to me the priority in tax reform with which this committee
really ought to be fundamentally concerned is the elimination or at
least the moderation of the existing tax bias against saving, against
capital accumulation. I think that can be done by providing very sub-

At
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stantial deductions in the individual tax base and in the business tax
base for current saving.

I think it is readily demonstrable that in order to treat tax-wise
saving on the same basis as consumption it is necessary either to allow
for a current deduction of saving or exemption of the future income
on that saving. In that context it is interesting to me to find that our
existing tax treatment of tax-exempt municipals conforms much more
closely with the criterion for neutral tax treatment as between saving
and consumption than virtually any other saving outlet in existence
in the country today.

Yet as you all know, tax-exempts appear very high on the list of sd-
called loopholes.

It scems to me the tax rates ought to be grossly moderated. Gradua-
tion ought to be, i not completely eliminated, at feast very substan-
tially reduced. 1t seems to me there is very little occasion for the Gov-
ernment to be a senior partner in the economic efforts of any house-
hold and any business. Certainly no tax rate ought to exceed 50 per-
cent, not in the income tax, not in the estate tax, not in the gift tax.
I think those tax rates above 50 percent are highly counterproductive
and induce people to make incflicient use of the resources at their
disposal.

No tax ought to be applied to capital gains. As an interim measure
toward elimination of the taxation of capital gains, I would suggest,
very strongly recommend, the extension to all capital gains of the
exizting rollover treatment applicable to residences.

Very high on everyvbody’s Tist of loopholes 1s the existing tax treat-
ment of extractive industrics. The major culprit here is percentage
depletion, though the more sophisticated among us also assert that
intangible drilling expenses are also “loopholes.” It scems to me when
you examine the existing tax provisions pertaining to the mineral in-
dustries against the criterion which I urge for your consideration that
the question you must ask in order to determine whether the present
arrangements constitute a loophole 1s the following:

Docs the deduetibility. the initial deduetibility of investment ont-
Inys by mineral companics plus the preseut value of all of their sub-
sequent depletion allowances cqual, fall short ol, or exceed the total
amount of their investment in that property ? 1f that sum falls short
of thelr investment in mineral properties, they are not receiving a tax
break, thev are not beneficiaries of a loophole. In fact, they are paving
some additional penalty tax on the saving and investment in those
properties.

Only if that sum exceeds the amount of their investment is the loop-
hole to be found.

Let me concinde with the following :

This inspection of “loopholes” against the criterion of equal taxation
of saving and consuinption could be greatly extended, but the examples
offered above should suflice to illustrate a central point of my testi-
mony: Many of the principal “loopholes” are deemed to be such only
because they are evaluated against a standard calling for punitive tax-
ation of saving as compared with consumption.

Against the standard of equal taxation of saving and consumption,
many of these so-called loopholes are not preferences, tax breaks,
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shelters. tax expenditures, or what-have-you, but modest abatements
of the tax bias against saving. Still others, notably the tax on capital
gains, are correctly seen as heavy additional tax bhurdens on saving.

Closing these loopholes along the lines widely proposed would mean.

further 1ncreasing the cost of saving relative to the cost of consump-
tion. The consequences of doing so would be to reduce the rate of
private sector saving and capital formation, In turn. this wounld not
only rednce the rate of expansion of real output, but it would also re-

;all;d the growth in the productivity and in the real wage rate of
abor.

* This analysis is developed at length in a study which T have just
cg{np]eted_ for the National Association of Manufacturers. The study,
“Tax Policy, Capital Formation and the Growth of Productivity,”
will be available shortly. .

Tax revisions to reduce the existing tax bius against saving would
contribute significantly to simplifying the tax Iaw. It would afford a
much more nearly neutral tax clima‘e for the private secter of the
economy and enhance the efficiency of its operations. It wonld con-
tribute over time to accelerating the economyv’s rate of expansion of
real production capacity, real income, and employment opportunities.
And unless the case can be made that penalizing the saving of rich and
poor alike is faiver than equally taxing the saving and consumption of
everyone, it would make the tax system fairer.

Thank you.

(Dr. Ture’s prepared statement and additional material follows:)
STATEMENT oF DR. NORMAN DB. Ture, Wasnizaron, D.C.

I am Norman B. Ture, President of Norman B. Ture, Ine, an economic con-
sulting company with offices at 1100 Connecticut Avenue, N.W., Washington, D.C.

Th.e Ways and Means Committee is to be highly commended for initinting its
hearings on tax reform with these panel discussions. It is my understanding that
the Committee hopes to obtain from these panels a broad perspective on the
issues of tax policy and to have the opportunity to examine the basic facts and
analyses upon wbhich these issues rest before dealing with specific proposals for
tax reform. If these panels do their job well, the Committee will have at its dis-
posal a set of practicable and operational criteria against which to evaluate the
many suggestions which will be made for changing the tax laws. I wish to express
my appreciation to the Committee for its invitation to participate in this effort.
I also want to assure the Committee that in my testimony and participation on
this panel, I shall be representing only my own views and not those of my clients,
past, present, or prospective. Of course, I should be delighted if they, my fellow
panelists, and the Committee were to agree with my analysis and conclusions.

This first panel has been asked to consider objectives and approaches to tax
reform and simplification. The objectives of tax reform, I submit, should be to
make the tax laws fairer, simpler, and less of an impediment to economic effi-
ciency. In offering this suggestion, I must wear two hats. As a {ax economist, I
can delineate, on the basis of objective analysis, provisions and features of
existing fax law which interfere with eflicient use of production capability and
suggest changes in the law to moderate, if not eliminate, these obstructions.
In my judgment, these changes would also make the tax system fairer and
simplier. But in offering that judgment, I profess no special expertness to com-
mand your attention. Fairness, like beauty and so many other things, is in the
eye of the beholder. No university, thank heavens, bestows an advanced degree
In Fairness or has an endowed chair as Professor of Fairness. Assertions about
what is or is not fair, no matter who makes them, should be taken as expressions
of preference and judgment, not as scientifically derived truths. I have my set of
preferences which will be clear to the Committee in the context of my testimony,
but I do not warrant them as better or worse than anyone else's set.
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THE FUNCTION OF TAXES

/
Perhaps the best way to approach the question of tax reform objectlves is by
asking what we expect taxes to do. Taxcs are imposed to raise revenues because
the government uses some of the economy’s production capacity in carrying out
its functions and operations. The production capacity nsed by the government

- is not available to households, businesses, and institutions in the private sector

of the economy. The basic purpose of the taxes levied by government, therefore,
is to reduce the private sector’s claims on the economy’s production capacity. Tax-
ation is the means by which these claims are transferred from the private sec-
tor to the government,

This transfer of claims is effectuated by raising the cost to houscholds and
businesses of their use of production capacity. If a tax is levied as an excise on
a particular commodity or service, the cost to households and lLusinesses for
any given quantity of that commodity or service will, initinlly at any rate, go
up and less of it will be sold to them. More of it, then, can be sold to the
government or, more generally, some of the production inputs—Ilabor, machines,
plant, ete.—used to produce it will be available for use by the government.

Every tax has this effect of raising the cost of something or other to the piivate
sector. The effectiveness of any tax, in terms of its basic purpose of transferring
claims on production capability to the government, depends on how responsive
households and businesses are to these increases in costs. Clearly, if {he excise
tax results in no reduction in the sales and production of the taxed item, it is
not eflicient in transferring to the government the production inputs used for
producing that item.

No two taxes, of course, have the same initial effects on the costs facing the
private sector. In choosing among taxes, then, the central questions are (1)
what costs will each increase and by how much, (2) what will these respective
increases in cost do to the amount and kind of claims exercised by the taxpayers,
and (3) are these the results that are desired?

For many yvears past, a general proposition in answer to these questions has
been that those taxes are best which least change the relative costs defermined
in the market place and which, therefore, least alter housebhold and business
decisions about how to use the resources at their disposal. As a covollary, those
taxes are best which increase all costs to the private sector in the same propor-
tion. There have, of course, always been important exceptions, predicated on the
conviction that some of the results of the operation of the market place are
undesirable, or do not adequately conform with the priorities of public policy. So
at various times and in pursuit of various objectives of public policy, snrecifie
tax devices have heen used to encourage or discourage particular kinds of private
sector activity and use of production eapacity. But on the whole, there has heen
widespread agreement that taxes should have the least possible effect in changing
t]w\-mnposition of supply and demand in the private sector.!

This, I submit, is still the correct guide for tax policy. It suggests, moreover, an
approach which would be highly useful in evaluating reform x'n‘np(mnl.s and in
designing constructive revisions of the existing taxes. That approach is to ask
“What do the present tax provisions do to relative costs? Are these changes
in relative costs in line with broad publie policy objectives? If not, what {ax
changes will bring them closer in line? Would the various reform proposals move
us closer to or farther away from attaining these objectives?”

Permit me to illustrate.

THE ANTI-SAVING BIAS OF THE EXISTING TAX SYSTEM

One of the basic features of the present income tax is that, with fpw exeep-
tions, both the awount that people and businesses save out pf th('}r current
income and the future returns on that saving are included in their taxahle
incomes. One of the effects of this tax treatment of saving and the returns t_herofo
is to increase the cost of private saving relative to the cost of con:umphor}. It
there were no income tax, for example, a person might be able to buy some given
quantity of consumption goods for $1,000 or he might use the same $],000‘1n=t‘0r1d
to buy a bond paying $50 a year for 10 years, when the market rate of interest

1 Thig 18 essentlally what Is meant by neutrallty in taxation and why neutrality In taxa-
tion is deemed to be important for efficlency of the economy.
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is & percent. e decides about how to allocate his income between consumption
and saving, i.e,, buying future income, on the basis of many factors, an important
one of which is the relative cost of each.

Now suppose an income tax like the present one is levied. For ease of illus-

tration, suppose the tax rate is 50 percent. With the tax, the cost of the same’

amount of consumption goods goes up 100 percent in the sense that it now takes
$2,000 of pretax income to buy the saine $1,000 of consumption goods. But the
cost of saving goes up much more. To have $50 per year of additional income,
one has to receive $100 of pretax income. But with no change in the market
rate of interest, one must now buy a $2,000 bond to get $100 per year. And to
have $2,000 with which to buy the bond, $4,000 of pretax income is needed. The
50 percent income tax, thus, has doubled the cost of consumption, but it has
quadrupied the cost of saving., Thus, the tax has doubled the cost of saving
relative to the cost of consumption.

To take the example further, suppose that instead of buring a 5-percent, 10-
year bond, the person prefers to nequire future income by buying, say, a machine
tool, or equivalently, by supplying funds to a machine tool user for the purchase
of the machine. Suppose the machine is expected to remain in use for, say, 13
years, and because of the greater risk in this type of investment than in the
purchase of a bond, the funds necessary for its purchase will be supplied only
if the machine's future income provides a 12 percent rate of return. 1f the
machine’s price is $1,000, it will have to produce $156 per year.? Now suppose
an income tax at 48 pevcent is imposed, with straight-line depreciation nllowed
as deductions for tax purpnses from the income produced by the machine. The
after-tax ecash flow from the machine will be reduced to $118. To buy either the
81,000 of consumption or the $1.000 machine, the taxpayer will have to have
$1,023 of pretax current income, but the machine now affords him a future
income of only $118 per year instead of $156. If before the tax was imposed he
required 156 per year to induce him to give up $1,000 of current consumption,
ho'll hardiy be likely to settle for $118 per year. Instead, he and others like
bim will ent back on their =aving-investing until the amount of machines and
all other capital has been sufliciently reduced, relntive to labor services in pro-
duction, to provide an increase in pretax earnings on the machine which after
fax will again afford a cash flow of $15G. The amount of the required pretax
earnings in this example is $228.

Tax provisions such as the investment eredit, accelerated depreciation, short-
ening of useful lives for tax depreciation purposes. etc., somewhat reduce, but do
not eliminate the extra cost of saving compared with consunption imposed by
the tax, 8Buppose in the example the taxpayer had been able to ¢laim the 7 per-
cent. Job Developmeni Credit, had used the double-declining balance method of
depreeiation, and had used a 10-year write-off period, under the ADR's 20 per-
cent range provision. With fhese assumptions, the machine would still have to
prodnce pretax envnings of 188 to provide $156 of after-tax eash flow.

These provisions certainly afford no subsidy for saving and investment, Their
effect, rather, is to reduce somewhat the income tax bins against saving and eapl-
tal formation. In this respect, to be sure, they contribute to a higher rate of sav-
ing and capital formation than would occur if the tax-hins were more severe.
But even with these provisions, the income tax significantly increases the cost
of saving relative to the cost of consumption.

The fundamental income tax bins against saving and capital accumnlation,
deriving from the inclusion of both saving and the future income it affords in
the tax base, is compounded by graduation of income tax rates. Clearly, the
weight of the anti-saving tax bias is less when the applicable income tax is. say,
20 percent than when it is, say, 50 percent. Rate graduation, therefore, differ-
entintes the basic antisaving bias on the basis of the amount of taxpayers’
incomes, not on the amount or proportion of their incomes allocated to saving,

It is quite widely assumed that the proportion of one's income that is saved
increases as one's income increases. To the extent that there is, indeed, a sys-
tematic relationship of this sort, tax rate graduation obviously increases the
weight of the basic income tax bias against saving, The inference to be drawn
is not that the differentially heavier tax on saving than on consumption elimi-
nates saving but rather that it reduces the amount of saving out of any given

7 $156 per year for 13 years, dlscounted at a rate of 12 percent, i{s $1,000,
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income compared to what it would be under a neufra} tflx. The evidence of h\g}l
living by the aflluent does not call for increasing their income taxes. 11.1sleud, it
calls for revision of the income tax to reduce the relntu:e cpst olf.savmg‘ )
Graduation of income tax rates bas a further effect in impairing economic
efliciency. 1t is correct, I believe, that the nmoun_t of one’s income is in gcne‘ml:
a good measure of one's contribution to the total income 'of. the emnpmy. I‘n'\er_w'
large part, that contribution depends on one's pmductlylty and t}m efliciency
with which one uses the production resources at one's msp.os.u]. W}th a gradu-
ated tax on income, the more efficient and productive an individual is (as ev.nlw
ated in the market place), the greater is the tax bite on the TE\\'llE‘dS he receives
for his contribution to total output. Graduation, tlms,. inu'm‘ses an increasing cost
on improving one's efficiency and productivity. It. is flllllclxlt to perceive any
worthwhile social objective to be achieved by making it more z{x](l. more costly
to be more productive. And whether it is fair to tax one person’s income at an
effective rate of, say, 20 percent and another's at a rate of, say, 30 percen't,
it seems to me, is purely a matter of taste, good or bad, depending on one’s
viewpoint, ) ' o
The examples above tell far less than the whole story of the anti-saving l.nas in
the present tax structure. Suppose in the example above that fhe 111(]1\'11Alu:}1s
saving takes the form of the purchase of shares of common stock ina corporation
which uses machine tools in its production. In the absence of any income tax, the
person would forego $1,000 of current consumption uhm}‘buy the Sl()v}( if the 111241-
chine tool purchased with those funds would (?,':lrll.b]nb per year. I_\nw suppose
that an individual income tax and a curporutunlh income tax are 11;11)059('1 :1.m1
that the marginal tax rate applicable to both the 111(11\'1.(]11111 and (lm"cnrpmu_tmn
is 48 percent. In order to buy either $1,000 of consmnp‘glon goods-qr M’”UUI?ttt{le
company's stock, the individual will have to hm"e $1.‘.'):‘2[; of pretax Income. F)l t.l(}
will no longer obtain $156 per year on his saving. The curporutuZn. 1110‘()1}1(. “u
iteelf reduces the after-tax cash low of the nm(:hnl.e tool from $1.:)(: 1')(-1“ "-l(\‘llll to
€118 per year. And if the m»l‘p(»r:nio.n were to distribute the f}fl,f"l:idk cash flow
to the individual shareholder as a dividend, he would 11gt onl.y $G1.3G. orati but
Quppnse the sharcholder is willing to leave the evarnings in .H‘u? ("?}!)()1.3 vltmli“lmn'
requires the same 12 percent rate of retury, net of tax, on his lll\(SEl‘nL.]l ‘1'211‘216;0
the corperation’s after-tux cash flow on the machine tool must gf) upr 1f>m § "‘ ;
$156 annually, and to obtain a ‘}‘«17{‘; :\Qf)h)e:-mx ash ow, the pretax earnings o
achi ol will have to go up to 228 .
th?fmt(;lcehgtlgctlshrl)l(ler is so foflish as to want to \\'ithdraw'hli share tof 1(1_19 clom';
pany’s earnings each year, the $156 aftey-tax cash I.low (llStll!)uif(‘(ll ':t'}ilpn'qisqt(ﬂ
divi}lend shrinks to $81.12 after be pays lns“persmml income tax. I 1et: i .1 {dkt:)
on a 12-percent rate of return to forego .$1,.()U() r)f,current c«){lS}u}u}) /}0“1"\1}1(1911(1
make that amount available to thq corporation, he’ll need Fo receive a l('lue end
of $300 to net $156 after fax. But if the after-tax cnshrﬂ?“ of the machi
is to go up to $300, its pretax enrnings nust inerease Lo $5006. ] -
In other words, imposition of either one ‘of the tnxes'1‘e.('111171(xI \.'1. ]'\]'i 111“11‘-:
increase in the pretax earnings of tlxq machine tool te \\j:lllldll(, { ll( Llln((l' V(‘q'i”._
foregoing $1,000 of current consumplion : the fI.IIl 11111;051(‘[()11;){ wth taxes
creases the required pretax earnings by a :itnggerxng 224 percent, ¢ saving is (hat
Another way of looking at this effect of l’he. t;xx(:s on the cost of saving t'o(n
i abszence of the tax, the cost of foregoing 5',11.()()() of cuyrent consumption,
m th% ;1-1)\'111 r $1,000, was $156 per year, representing an carnings rate of 12 pojr
:{:ﬁt?\\"ﬁh oén‘e 0’1' th;e other tax imposed, Ihg cost of saving $1,0l)'0 ;:ocsjllxpt}:é Q'c‘f):t
per year, an earnings rite of 21 percent. With lznth taxes f‘u}ly {n{pgfuf e 30
of sﬁving increases to $506 per year, i.e., requires an earnings rite o I
peigeafel‘e some broad goal of pubflic p(jlicg'l\v]tlllo]:Olsg’:irev:‘eivlqnintz:;xs(\e(l(;ile(;ri‘)y\l(‘)il(xii
- 3 renges in the cost of saving? Is there s systen hices whi
gzttsmtxll;gzegjg(lls( a fair way to impose taxes? In what sex_nls’e (115 a m‘?tl:f({)lr;r?ll\:
reducing the corporation income tax rate properly characterized as a “ts h
for business”?

But we've not done yet. ) .
Suppose the corporation in our example retained the after-tax cash flow in

vi lder, and in the seventh

i aving any of it out as a dividend to the shareho \ ] !
f‘z?\qrda(}i(g" .;heginitfnl investment by the shareholder, the com.pans buyg nnot‘hcr
;n;\(‘hille tooi for $1,000, the amount of the accumulated retained earnlx}gs, ?tnp-
pose the riew machine will also last 13 years and produce $156 per year in after-
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tax cash flow. If the market is aware of this, the value of our shareholder’s
stbek will go up from $1,000 to $2,000. This Increase is, of course, exactly equal
to {he present or discounted value of the additional future $166 per year of after-
tax earnings, discounted at 12 percent as before. Recall that every dollar of the
corporation’s earnings on the original machine tool out of which the $1,000 to
buy the new machine was accumulated was taxed as it was earned. And every
dollar of the earnings of the new machine will also be taxed as it is earned.

If, never mind why, the shareholder decides to sell his share of stock in the
corporation, he will realize a capital gain of $1,000. Under present law he'll pay
an additional tax of $240 or more on this realized capital gain. This additional
tax is properly viewed as a surcharge on the tax already paid on the prior years’
earnings on his initial investment or equivalently as a surcharge on the tax that
will be paid over the succeeding years on the new machine tool's earnings. In
either case, the same future earnings stream will be taxed twice, once at the
48 percent rate as the earnings are realized each year, and again at 24 percent
(in our example) on the capitalized value of that future stream of earnings,

What standard of fairness dictates imposing this additional tax cost on saving?
What broad goal of public poliey is served by levying, over and albove the initial
individual tax cost and the additional corporation tax cost, a further tax cost
on saving?

To be sure, the example is not completely realistic, since the market value of
the sharcholder’s stoclk will probably increase year by year as the corporation
retains its after-tax earnings. The capital gains tax is not imposed as the gain
accrues but only when it is realized. The occasion for the tax, then, is not merely
the accrual of the gain itsclf, but the transfer of the asset as well. Taxing capital
gains not only increases the relative cost of saving but also increases the cost of
changing the composition of one’s wealth, It therefore must reduce the frequency
of transfers and impede the ready shift in the allocation of saving. Accordingly,
it must impair the efliciency with which savings are allocated among alternative
uses.

What worthy objective of social poliey is sought by increasing {he cost of
transferring property? In what sense is it fair to inerense that cost?

Moreover, what intellectual gymnastics must one go through to convert the
additional tax penalty on saving imposed by taxing capital gains into a fax
“loophole”? I1ow can the difference between imposing that additional penalty at
24 percent instead of 48 percent (in our example) be regarded as a tax pref-
erence? And how can taxing the gains on property transferred by gift or at
death be seen as closing a “loophole”?

We have not done vet.

Tf our corporation and shareholder live in a state that levies income taxes, the
effects of Federal taxes in increasing the cost of saving relative to the cost of
consumption are compounded. And irrespective of the State in which the cor-
poration’s production facilities are located, there are local government prop-
erty taxes, which correctly analyzed, must be scen as additional, heavy levies on
the earnings produced by the taxed properties, and which therefare must also
be regarded as further increasing the cost of saving relative to consumption.
And let us not forget death and gift taxes which take additional hites out of the
capitalized value of the future income on accumulated saving.

AQd these taxes up and include the myriad additional levies (e.g., license fees,
franchise taxes, excises, etc.) and the tax-imposed increase in the relative cost
of saving 1s enormous.

Are these effects of the existing tax system in line with the broad objectives
of public policy? What goals are effectively pursued by making it relatively
more costly for every household and every business to save than to consume? It
seems to me that a tax system with this basie bias against saving would be appro-
priate, if at all, only in a country which enjoyed capital superabundance in the
sense that adding to the existing stock of capital would add nothing at all to total
output. These are certainly not the circumstances of the United States. Barring

capital superabundance, the tax system should certainly not increase the cost
of saving and of capital accumulation in greater proportion than it increases
the cost of consumption. A tax system which does so is unfair, and it erccts a
barrier to eficient use of the economy's production capability, in this case by
distorting household and business chofces between current consumption and fu-
tnre income.
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The lower rate of private saving resulting from the anti-saving bins of the in-
come tax also means a lower rate of private investment in both human and non-
human eapital. Among the principal consequences of this smaler stock of capifal
are (1) less total output for the cconomy ag a whole and (2) alower real wage
rate for labor.® Surely neither of these results conforms with any broad public
policy objective. . . .

The question, then, is why the tax system is structured to impose this bias
against saving and investment. The answer surely cannot be that Congrcss:es
and/or admiuistrations, past or present, have consciously sought to restrxgt
private saving and the expansion of production capability. Rather, I suspec.t, this
antisaving bias of taxation is in part the consequence of an accumulation of
ad Toe provisions over a long period of years, largely uninformed by even ele-
mentary economic analysis as theiv likely effects ou the relative cost of saving
and consumption.

In larger part, the existing tax system reflects doctrinal persuasions, em-
bodied in slogans and phrases, such as “ability to pay”, “equal taxation of
equals”, ete,, which however superficially appealing, are devoid of practicable,
operational substance. It is not that taxes should be deliberately levied dispro-
portionately to ability to pay nor that equally situated persons should pay differ-
ent amounts of tax. It is, rather that an operational concept, let alone measure-
ment, of ability to pay has proved to be highly elusive and an inadequate guide
to taxation. And the mere bulk of the Internal Revenue Code is cloquent testi-
monial to the problems encountered in delineating the relevant churacteristies for
determining whether any two or more persons are “equal” or “unequal” for tax
purposes. The pursuit of these concepts in tax policy, I submit, has blinded policy
makers to the effects of their decisions on economic factors, which are far more
readily and precisely identifiable and measureable. Thus, in orienting the tax
system to provide some sort of equality of tax liability on “equally” situated tax-
payers and suitably different tax liabilities on “unequally” situated taxpayers.
tax policy has tended to burden unfairly those with a relatively strong saving
preference and to favor those with relatively high consumption propensities.

In very large purt, moreover, the doctrinal notions expressed by ‘“ability to
pav"™ have heen addressed to using the tax system, in conjunetion with govern-
ment spending programs, to redistribute income and wealth from the aflluent to
the needy. Economists have long past given up the conviction that such redistri-
Dution, to the extent it were cffective, would increase the total utility or efficiency
of the society. Inzofar as they urge such redistribution, they do so without
the support of their professional expertness, and are indced merely expressing
their personal preferences. Diseriminating nmong these preferences is purely
arbitrary, and in fact many of us are highly ambivalent on the subject. Thus,
soime of us believe it is desirable for a person whose annual contribution to the
cconomy’s total product is valued at, say, $20.000 to give up, in various taxes, a
third, more or less, of his income to help finance government payments to some
other person whose contribution to total product, for whatever reason, is valued
at zero or some very small amount. Others of us may find this tax-transfer
redistril.ution is grossly unfair, particularly if the taxpayer is hard working
while the transferee is indolent. But apart from our judgment as to the fairness
or unfairness of imposing taxes so as to redistribute income or wealth, the ques-
tions that are alimost universally ignored are whether the system works and what
side effects it has.

As to the first of these, the highly redistributive tax-transfer system of the
postwar era has not in fact changed the shape of the distribution of income. The
foltowing table presents measures of the degree of inequality in the distribution
of income for the years 1947-1968.*

3In o stndy recently completed for the Natlonal Assoclation of Manufacturers, I have
attempted to mensure the contribution of the postwar growth of business capital to real
total business output and to the Increase ln the real wage rate. Growth in capital Inputs
accounts for 32 percent of the Increase i{n real total business output and the Increase In
the amount of capital relatlve to labor {ncreased the real wage rate by 2.2 percent per
ear, on the average. Cf. Norman B. Ture, Tares, Capital Formation, and the Growth of
;’roductivity, forthcoming by the Natlonal Assoclation of Manufacturers, Section ITI—A,

tJ23dward C. Budd, “Postwar Changes in the Size Dirtributlon of Income in the United
States”, American Economio Review, May 1070, pp. 247-G0. The baste data are from the
U.S. Bureau of the Census, Current Population Reports, Series P-80. Income 1g defined as
total money income.
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Year Gini ratio ! Year Gini ratio ¢
0.430 0.422
424 .423
.428 .432
.431 421
.416 418
.416 419
429 417
.420 413
415 L4156
.418 . 406
.416

) The Gini ratio is a measure of income inequality. The fawer the ratio, the more nearly equal the distribution of income.

While one may argue as to whether the income concept embodied in th(:se
mensures is appropriate, there is no reason to believe that use of any alternative
concept would materially alter the resnlts; the measures of inequality would
still be closely bunched and would evidence no trend.

The side effects of redistributive fiscal policy, almost entirely disregarded,
r";-\'Dlnin in considerable part the lack of change in the distribution of incpme. To
a substantinl (degree, the tax part of the tax-transfer system has consisted of
taxes which heavily penalize saving compared svith cossumption. The consequence
has been, as pointed out earlier, a slower rate of increase in the stock of capital
and in the input of capital services relative to labor services than would other-
wise have occurred. And the consequence of this retardation of the .grmvth of
capital hias been that the pretax return per unit of capital has been higher tl}:m
otherwise, while the pretax wage rate of labor has been lower than otherwise.
Thus, what workers may have gained hy way of lower taxes on their wages apd
salaries they have lost, at least in part, by way of lower wages and salaries
becanse of their lower productivity. And insofar as the transfer payments bn‘ve
gone to the nonworking poeor, Iabor has sustained the loss frow lower productivity
witheut reduction in taxes as an offset. At the same time, em‘ployment oppor-
tnnities for the nonworking poor have also been curtailed. And in any event, the
total output of the economy has been Jess than it would 0{1]01:“‘156 have be‘\en.

This has assuredly been an ineflicient tax-transfer system. To whom has it been
fair?

PRIORITIES IN TAX REFORM

This has assuredly been an inefficient tax-transfer system. To whom l{ns’it hgen
constructive tax reform should be on reducing, if not complc_ztely eliminating,
the tax bins against saving. The long-run consequence of. recasting Federal ta;m-
tion in this way would be a higher rate of private saving, f'aster acnumulvnhon
of capital, more rapid expansion of tot{ll outpt}t, expansion of employ mrexrlt
opportunities, and a more rapid increase in labor’s p.I'OC.thtl\'lt:V anfl reall wage
rate. If the tax changes required to moderqte‘ the existing ant'l-sa\'mg b}ﬂS are
deemed to be unfair, it must be that the existing heavy penﬂln'es on saving are
in some sense fair, though it is mystifying to me to see what criteria of fairness
could produce that assessment. Surely the required tax changes would tend to
simplify the tax system.

1. The treatment of saving in the income tax base 1 .
increases the cost of saving and consumption in equal propor ion,
heﬁcgagocgllgtt t:h(:)mge their relative cost, must either_ allow a deduction of curr‘enyt
saving from current income, or exclude the future income produced by t'hat Ea\h
ing from the future tax base. Let us go back 'to the first example above, in W ie
a person decides between $1,000 of consumption goods' and a $1,0QO box}d, payx;;g
%50 per year for 10 years. Again assume a ?0 percent income tax is levied. If the
saving were deductible, then $60 after-tax incoine per yenr'for the next 10 FQQSSS
will still require $100 pretax income each year, which will in turn require §2, X
of current saving. But with saving deductible, only $2,()O() 9{? current pretux in-
come will be needed to buy the bond; with curreqtvdeductlbxhty of saving, there-
fore, the 50 percent tax doubles the cost of acquiring the future income stream,
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just as it doubles the cost of current consumption.® Equivalently, the cost of the
fulure income will be just doubled by the 50 percent tax if the current saving is
included in the tax base but the future income from the saving is deductibie.
In this case, $H0 per year of after-tax income will require only $50 per year of
quire $2,000 of pretax current income. Again the tax doubles the cost of the
future income, just as it doubles the cost of current conmsumption; accordingly,

it leaves the relative cost of consumption and saving the same as before the tax
was imposed.

.
A neutral tax on income, to repeat, requires either a deduction for saving from

current income or for the future income on the saving. To be neutral, the tax
canunot be imposed on both, even if it is imposed at a reduced or “preferential”
rate on one or the other; any such treatment increases the relative cost of
saving. By the sawe token, the tax must be fully imposed on one or the other;
failure to do so reduces the relative cost of saving.

It is interesting to examine some of the popularly identified “loopholes™ against
this criterion of equal taxation of saving and consumption. The purchase of a
municipal bond, for example, comes out of taxed income, i.e., the saving is taxed,
but the returns on the bond are tax exempt. This tax {reatment is much more
nearly in line with the requirements of equal taxation of saving and cousumption
than is that of most other saving. As another example, the fact that the imputed
rent on owner occupied residences is mot subject to tax is regarded by some
economists as a “loophole”. But unliess the purchase of the residence is financed
from tax exempt sources, the present tax exemption of imputed rent is precisely
what equal taxation of saving and consumption demands.

To achieve full {ax equality between saving and consumption, all private sec-
tor saving should be deductible from the income tax base, whether that saving
takes the form of a savings account, education of one's children, the purchase of
machine tools, or the building of a shopping center. So far as business saving is
concerned, this could be accomplished in the main by providing for 100 percent
write-off of the cost of production facilities in the year in which they are ac-
quired, thereby eliminating depreciation and otber eapital recovery aliowanees.®
An intermediate measure toward achieving that equal tax treatment would be
additional liberalization of existing capital recovery allowances, although even
the most accelerated depreciation allowances, short of {i) first-year write off,
fall short of equality. For household saving, adoption of the Administration’s
1972 proposal to allow all employed persons a deduction for limited amounts of
income saved for retirement would be a constructive initial step.

2. Tax rates

For the long run, a major objective of constructive tax revision should be to
eliminate or at least moderate the graduation of income tax rates. This would
afford an important contribution to abating the income tax bias against saving.
In itself, this revision would not eliminate the basie bias, but it would reduce it;
at the least, it would moderate the accentuaticn of the hias at those income levels
where supposedly the greatest potential for saving exists.

A first step would be to initiate a program of periodic reduction of ‘ncome tax
rates above the first four brackets. Thix program shonld begin with extending

the present 50 percent effective rate limitation on “earned” income to all indivi-
dual income.

8. The corporation income tax

To eliminate the incremental tax bias against saving imposed by the corpora-
tion income tax clearly would require complete elimination of the tax itself.
Although the corporation might still act as a tax collecting agent, its earnings
should be attributed to its shareholders and taxed to them only under the indivi-
dual income tax. Moreover, the attributable corporate earnings for tax purposes
should be reduced by the amount of the corporation’s saving.

With the advance of computer technology, this treatment of corporate income
{8 quite feasible. Indeed, much the same provision is made nnder existing law in

8§ The future income on the hond conslsts of 10 annunl Interest pavments of 50 plus the
repayment of the £1,000 principal at the end of the 10th year, which would be taxed as
well under this approach.

® Any proceeds from the sale or other dispositions of assets would be fully taxed. Hosw-
ever, If an equal amount were newly saved, the deduction of the saving would offset the
{nclusion of the sales proceeds In faxable income. In effect, the deductibllity of saving
provides antomatic ‘roll over” tax treatment.
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the case of Subchapter S corporations, companies with a limited number of
, shareholders who are taxed as partners.

Partial integration could be accomplished by revising the tax treatment of
diyi(londs under the so-called “gross-up” approach. Individual shareholders under
this approach would attrihute corporation income tax deemed to hinve been paid
to the dividends they receive, compute their tax on their total taxable income
inchuding the grossed-up dividends, and claim a tax credit equal to the amount of
the corporation income tax included in the grossed-up dividends.

4. Capital gains

One important revision to reduce the existing income tax bias against saving

would be to eliminate capital gains and losses entirely from the tax base. This
ision should be a companion measure to the complete integration of corporate
rngs in the individual stockholder’s income.

As an intermediate measure, the existing tax treatment of capital gains and
Insses should be amended by extending the present “rollover” treatment on resi-
dgences to all eapital assets, Under this approach, tax on gains would be deferred
so lorg as the gains were fully reinvested. Tax would be paid on any portion of
suich gains not reinvested but allocated to consumption.

5. Taration of cxtractive tndus’rics

High on almost everyon~'s “lo~phole” list is percentage depletion, Combined
with the deduction allowed fov iuine development and exploration expenses for
minerals other than oil and gas and for intangible drilling costs in the case of
oil and gas, percentiage depletion is widely alleged to afford businesses in natural
resource industries unconscionable tax breaks.

The tax equality conditions discussed above suggest that the appropriate way
of looking at these tax provisions is to determine whether the sum of the explora-
tion and development deductions, or the intangible drilling deductions, plus the
percentage depletion deductions equals, falls short of, or exceeds the investment
in the property. To the extent that the sum is less than the investment, the
existing tax provisions are not properly regarded as “loopholes” or “prefer-
ences” ; indeed, they involve a heavier tax burden on the saving invested in such
properties than would be imposed on an equal amount of consumption by the
persons supplying the savings invested in the property. If the sum is just
equal to the investment, the existing tax arrangements should be deemed to
conform with the requirements for equal taxation of saving and consumption.
Only if and to the extent that the sum exceeds the investment are the present
tax provisions properly characterized as “preferences.”

If the suggestion above for full first-year write-off of business capital outlays
were included along with the other proposals for eliminating the existing tax
bias against saving, the question of percentage depletion would, clearly, become
irrelevant. All outlays to find, develop, and bring a mineral property into pro-
duction would be deductible as they were incurred, and no depletion deductions
would be appropriate, Lacking full first-year write-off, however, the characteri-
zation of percentage depletion, just as the characterization of accelerated depre-
ciation, as a “loophole” is name calling rather than analysis.

6. Real Estate

The so-called “tax-shelters” for real estate investment are popular items on
many “loophole” closing lists. The culprits are generally depicted as upper
bracket individuals, often professionals, whose investments in real property cast
off tax deductions in excess of the income from the real estate and which act,
therefore, to “shelter” their other income from tax. The offending provisions of
the law are generally identified as excessive depreciation allowances,

The Tax Reform Act of 1969, on the basis of this line of reasoning, severely
restricted the availability of accelerated depreciation methods for real prop-
erty, subjected the excess of any such accelerated allowances over straight line
allowances to the minimum tax and incrensed the severity of the Section 1250
recapture rules. All of these provisions significantly increased the tax cost of
saving invested in real property. Moreover, these additional tax costs were not
abated in 1971 by the Job Development Credit and ADR, for which real prop-
erty is not eoligible.

Under the revisions T have proposed, saving invested in real property, just as
that in any other form, would be deductible at the outset. No depreciation allow-
ances would be claimed, and all rental income on the property in excess of oper-
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ating costs and interest on indebtedness would be fully subject to tax. And the
full amount of any proceeds from the subsequent sale or other disposition of
the property would similarly be fully included in inC(_nne in the year of tl_)e sale
or disposition. Real property income would be taxed in t.he same way asg income
from ofher property, eliminating most of the complexity under existing lglw.
And all such saving would be taxed equaily with income allocated to consumption.

CONCLUSION

This inspection of “loopholes” against the criterion of equal taxation of sav-
ing and consumption could be greatly extended, but the examples offered above
should suffice to illustrate a central point of my testimony: Many of the prin-
cipal “loopholes” are deemed to be such only because they are evalqated against
a standard calling for punitive taxation of saving as compared with consump-
tion. Against the standard of equal taxation of saving and consumption, many
of these so-called “loopholes” are not “preferences”, tax breaks”, “shelters”, “tax
expenditures”, or what have you, but modest abatements of the tax bias against
saving. Still others, notably the tax on capital gains, are correctly seen as heavy
additional tax burdeps on saving.

Closing these “loopholes” slong the lines widely proposed would mean fur-
ther increasing the cost of saving rclative to the cost of consumption. The
consequences of doing so would be to reduce the rate of private sector saving
and capital formation. In turn, this would not only reduce the rate of expan-
sion of real output, but it would also retard the growth in the productivity and
in the real wage rate of labor. If I may take the liberty of citing my favorite
author, this analysis is developed at length in a study which I bave just com-
pleted for the National Association of Manufacturers. The study, “Tax Policy,
Capital Formation, and the Growth of I’roductivity’”, will be available shortly.

Tax revisions to reduce the existing tax bias against saving would contribute
significantly to simplifying the tax law. It would afford a muech more nearly
peutral tax climate for the private sector of the economy and enhance the
efficiency of its operations. It would contribute over time to accelerating the
economy’s rate of expansion of real production capacity, real income, and em-
ployment opportunities. And unless the case ean be made that penalizing the
saving of rich and poor alike is fairer than equally taxing the saving and con-
sumption of everyone, it would make the tax system fairer.

TAx AIps 1IN THE FEDERAL BUDGET

(By Norman B. Ture)

In recent years, a number of proposals have been advanced for including in
the budget of the Federal Government estimates of the amounts of each of a
large number of so-called “tax expenditures” or “tax aids”.! Simply stated, the
proposition upon which these proposals are founded is that there is merely a
formal accounting distinction between a government expenditure and the reve-
nue foregone as a consequence of a tax provision which affords differential
treatment for some taxpayers, in some sitnations, engaging in some types of
transactions. There Is, of course, some basis for this proposition in the litera-
ture of public finance, e.g., in some economic analyses, government transfer
payments are treated as negative taxes.*

1Cf. former Assistant Secretary of the Treasury Stanley S. Surrey, Remarks before the
Money Marketeers on “The U.S. Income Tax System—The Need for a Full Accounting,” in
the 1968 Report of the Secretary of the Treasury, pp. 322-340; Stanley 8. Surrey, and
Willlam F. Hellmuth, “The Tax Expenditure Budget-—Response to Professor DBittker,
“National Tazr Journal, Volume XXII, No. 4, December 1969, pp. 528-537 ; Assistant Secre-
tary of the Treasury Murray L. Weldenbaum, “IIow to Make Decisions on Prioritles,”
Statement before the Subcommittee on Ilconomy In Government of the Joint Eeonomlc
Committee, June 2, 1870 ; former Secretary of the Treasury Joseph W. Barr “Tax Ex-
penditures: Government Expenditures Made Through The Income Tax System,” Supple-
mental Statement before the Joint Tconomic Committee, January 17, 1969. These terms are
shown In quotation marks here to Indlcate that they nre phrases of art rather than of colld
analytical content. Hereafter, the quotation marks are omitted In the interests of faclli-
tating typing and reproduction. The reader should supply them whenever these terms are
encountered.

2{n the Kevyneslan analysis of the impact of changes {n fiscal magnltudes on gross
national product, the muttipller effect of a given amount of change in Income tax labilities
1s treated as the same ag the multipller effect of an equal amount of government transfer
payments, l.e.,, nonexhaustive expenditures,
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= It is, nevertheless, the conclusion of thi i i
‘ 1 <8, S g discussion that there are funda-
:xlllenhll differences between go'vernment expenditures and so-called tax ai(ziz.ls
inattl the conceptual and practical problems of measuring these tax aids are'
. 11e present §tate of knowledge, insurmountable, and that the meﬂsurements'
iich are offered by advocates of the proposal are grossly misleading, and if

relied upon to serve any of the objecti i
e ) : > y jectives for which the i
would in all like likelihood produce bad resuits. proposal 1s advanced

EVALUATION OF TAX AIDS IN THE FEDERAL BUDGET

Whatever one's view as to the a i jecti
X ! D ! € appropriateness of the objectives i
Bgtqsoorg eld l;)xi mcludu;g measures of tax aids in the Federajl budgetwiligtl)l g{igl;lt.
sets of problems confront the endeavor to do so. The most i ic i
the method of measurement itseif, The s . b lema e e e
' as ] ; , econd set of problems is m -
mental and concerns the very concept of a tax aid and of its identiﬁca?ii)en funda

A. Mcasurement Problems
1. Conceptual

foﬁlsliil‘stzxigi;l;ﬁe(ls%ry Secretgry Weidenbaum, former Treasury Secretary Barr
: ssistan reasury Secretary Surrey, and man th h roduced
and made publie estimates of tax ity vds the Tonphoesuced
nd made s ax expenditures, tax aids, tax loophol
gxﬁu entials;"or what have you. In virtually everyl case, these estimatés aris’wm
tl}lerrrecy and tﬁle’}lmutllld termed ‘. . . ‘first level' figures, ie théy involve
venue that would be obtained Trom oy tax proy
! I T T CIONge 14 the tax
'11105”/{0[1)” anything clsc being ¢hanyed.” This 1s, of course, the s?fﬁ%ﬁlﬁ):fgﬁ%g
thg(regenue e.e'c srggs;li)yr_o%nos (()ltlzers, ;ln and out of Government, in estimaﬁng
iU fTect sed tax change or the revenue cost of isti
tax provision. There are some excepti easary st
: . I ptions. For some purposes, Treas i
sometimes reflect the impact on the reven ax 810 of peaoates
: ue effect of a tax aid j
changes in some economic aggre i Homgy Daojected
gate over time, e.g., gross nati 1
corporate profits, personal income, etc., but th y o s hre Baeamet
to be independent of and uuqffecg 3 esg STy S otors iare Assumed
: b ed by the particular tax isi
consideration. For example, the Treasury R i B Dontes L pnder
C C ] f: ¥ Report on Depreciation Poli
submitted by Secretary Ke;me(lv to Senat i e o5 the tnae
) tar, 3 or Jacob Javits* estimat i
of alternative depreciation liberalizati ey e mbact
K (it zation methods on Federal r
the assumption of a fixed rate of i in i b deprectais
a9 ) 3 ncrease in investment and i i
facilities, but specifically disre, pree S able
, S gards the effects of liberalizi iati
the rate of investment, henc e Jebregiation on
: S . e on total output and on the tax b °
occasions, a Treasury estimate is based on an eff e, O rare
: ¢ to quantify the i
secondlary effects of a proposed tax chan o : T Tpmauced
v t ge, but such estimate i
confined to a single, specific tax chan ’ i Hitring werably
« 3 f ge employing highly simplifyi
tions about the scope of the secondar i ing 'TY conbeanenoes.
. y effects and ignoring tertiary ¢
For le;xample, the estimate of the revenue gain from the proposegy t;;rlsgr?l}ggzsd
f}:::o;;ﬁg;ze%\;m;lbsly“reﬁecii.s (1) the effect of the consequent price increase on
] asoline sales and (2) the increase in d i i
which would follow from the increa i e of poparn deductions
h ¢ ased capital outlays of petroleum
Even estimates of this character, however, are likely to fall Igho t of thre‘f‘mers’;
revenue effect. e ¢ "real
The basic question so far as th
e T sic es S0 Iar as the measurement problem is concerned is w
eiltri:ﬁ'}?vellty es(m'mt(?s ‘?f tax aids are meaningful or misleading. The “ltir;‘tliitv}g’r’
t.‘;\t tl'mf' 'o rlegm(tlt, is ", th(_z (l}ffex'ence between the tax actually paid ':md‘ ﬂ)e
t 41 would o herwise be paid in the absence of the tax aid prox;ision N
;r:;iuco;l or m(htecé;1 effects are taken into account . "¢ In other‘word.e' t.héﬂ(e)
stimates assume that the composition and level of cor i ivi " h
e 1 ¢ economic activity, hence )]
E:I(I)m%)omtlpil and level of_th_e taff base are unaffected by the presence 0‘;':11])2:3;1(5(3“(1)?
w;p{;’x:fuﬁnlqr} tyurl:f (l;lS mg\lées that all price elasticities, of demand lfor and
s 3 al products an actors of production preci )
the lcast plausible asswption to ! no other moneor0, surcly
i s > ass nake. Were there no oth asi is
puting the utility of measuring tax aids i ) dset the fneras
18 the utilit, as y tax aids in the Federal budget, the i
Implausibility of the present type of measurement would suﬂ‘xcge sincee t;)zhilz(\%'rﬂ

lidity of the underl Vi!lﬂ as i 1t S i < sult
’, } . H s.\ml)l’hons npon whiek i [ Y ¢ re
n misleading men ments. I hese estimates are bas ed sults

3 0p cit,, p. 535. Italics added.

¢ Ct, C 81
. Ihld.,og'.qugg?)l?r.al Record, July 23, 1870, pp. E6963-E6975.

¢ Weldenbaum, op. cit., p. 14.
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The correct measurement of the revenue effect of a tax aid is the difference
between (1) the amount of actual tax liability and (2) the tax linbility which
would arise with respect to the composition and level of economic activity which
would prevail in the absence of the tux aid. Despite the apparent simplicity of
this concept of the real measure of the tax aid, enormous cowplexities are
involved.

The most immediate question that arises concerns the appropriate time frame
for the measurement as just defined. As an example, suppose the Internal Rev-
enue Code were amended to permit more liberal write-off of depreciable faceili-
ties and that it were agreed that this amendment constituted a tax aid. Pre-
sumably taxpayers would take advantage of the change in the law in the first
taxable year in which it wasx effective, i.e., would immediafely claim the more
liberal depreciation allowances, but it can hardly be presumerd that their in-
vestment in depreciable facilities, their labor-capital mix, the volume of their
output, the prices of their products, the impact of these changes on other indus-
tries, consumers, etc., in that initial taxable year would fully refleet their re-
spouse and that of others to the tax aid. That is to say, the effects on Trederal
revenues in that first taxable year (even if measurable at ail) would reflect
only an initial impact of the tax aid on the tax base.” The more realistic as-
sumption is that the response throughout the economy to the tax aid will extend
over a substantial number of yeurs aud that full adjustment thereto will be
achieved ouly in some “lnng ran’? The meaning of the tirst, second, third, cte.
year revenue cffect of the tax aid, even were it measurable, is, therefore, a-
biguous or atdeast subject to widespread misinterpretation.

Properly interpreted, the revenue effect in the years before full adjustment ix
achieved should be regarded as a measure of one of the results of the tax shifting
process in the particular year or as the amount by which revenues would have
differed had the shifting process not beecu initiated by the tax aid. Only when it
might be confidently conciuded that the shifting process had been completed could
one unambiguously take the difference hetween actual revenues and the revenues
which would have been received with the total tax base that would have existed
had the tax aid not been enacted as the complete measure of the revenue effect
of the tax aid. Without a complete quantitative analysis of the shifting and inei-
dence of the particular tax aid, of course, there is no unambiguous basis for an
a priori view as to whether that revenue effect is positive or negative.

To recapitulate, the measure currently employed which completely ignores
both immediate and long-term adjustments to the enactment of the tax aid ¢x-
presses the initial impact of the tax provision; its relevance is only for that pe-
riod of time in which there is no response to the tax aid. In the case of a tax aid
which has long been in effect, the initial impact measurement is obviously ab-
surd. Between the time of initial impact and the time in which the adjustments
throughout the economy to the tax aid are substantially complete, the difference
between actual revenues and the revenues that would have been obtained from
the tax base that would have existed at that latter time in the absence of the
tax nid may be taken as the revenue effect of the tax shifting process. The com-
plete measure of the revenue effect of the tax aid is the difference between actual
revenues at the time when the adjustment to the tax aid is complete and the
revenues that would have been obtained at that time from the tax base that
would have existed at that time in the absence of the tax aid.

2. Applied
The discussion in the preceding section urges that the measurement of the

revenue effect of a tax aid requires measurement of all the changes in the tax
base that occur in response to the provision of the tax aid. In a dynamic eco-

7 Eren were such a first-year measure of the effect of the tax ald on the tax hase, hence
on revenues, deemed to be acceptable, it is clear that this mearure 18 not simply the prodnct
of the change in deprecintion allowances times some average tax rate unlesg It were true
that no change In economlc actlvity in response to the tax atd had occurred in that first

ear.

¥ 8 Iu this example, it may be hypothesized that the effect of the depreciation liberalization
1s to ralse the whbole time path of net new investment in depreciable facllities. Quite apart
from the effects of this higher Investment path on output and income throughont the ccon-
omy, it would also involve larger annual amounts of replacement investment, not only be-
canse of the larger stock of facilities at any future point in time but also hecause of &
possible shortening of the replacement cxcle, The point in future time at which the new
equilibrium growth path of gross investment would be renched would depend in part
on this last factor.
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'.nomic environment, this requires in turn a means for identifying those changes
in the composition and volume of economic activity which are impelled directly
-and indirectiy by the tax aid and distingulshing them from the changes which
would otherwise have occurred. Otherwise stated, the requirement is for a full-
b'Iown, quantifiable model of the shifting and incidence of taxation and of par-
tlglllar features and elements of particular taxes, if anything other than the
misleading initial impact measure of the tax aid is to be provided.

The_@ problems in this connection are obvious. In the first place, there is no
-effective consensus regnrding tax shifting and incidence, even in abstract terms.
One.negd only consider the wide divergence of views concerning the shifting
-and incidence of the corporation income tax. In the second place, even were there
§uch 4 consensus so that a model could be rigorously stated in abstract terms,
its qqantlﬁcation surely lies beyond the present capacity of econometrics. As a
‘practlcal matter, therefore, measurement of the real revenue effect of tax aids
1s_xmt presently feasible, and questions of the validity of the objectives which
might be served by including such measures in the Federal budget are not yet
relevant. ) )
B. Conceptual Problems

1. Identification of Tax Aids

The discussion of measurement problems above implies that the tax aid whose
revenue effect is to be measured can in fact be identified. "That is to say, it implies
that the concept of a tax aid is so clear as to permit an nnamhignous.s'ogreoation
of those provisions of the code which may be properly labeled tax aids. BTIt the
definition of a tax aid and criteria for their identification pose problems sub-
stantially more severe than those discussed in connection with measurement

Indeed, not even the principal proponents of jveluding tax aids in the l»ml;et
have provided an unambiguous definition; they have, noreover, eonceded Fhe
fiiﬂieulties in doing so and have characterized their own listings of the present
inventory of tax aids as nondefinitive. Assistant Treasury Sécretary Weiden-
baum’s characterization of a tax aid is very much the sﬁnm as that used by
Surrey and Barr, i.e., “. .. those provisions which represent departures from a
proper measure of net income . ..” " Surrey explicitly recognized the mhbiguity
of this characterization: . .. just which tax measures can be said to fall in this
('ategor:v—in other words, which tax rules are integral {o a tax system in order
to prowde a balanced tax structure and a proper measurement of xiet income, and
which tax rules represent departures from that net income concept and bala'n(('cd
st.ruv!'.u‘(- . PP T s not surprising, therefore, that the specific Yistings of {ax
.:nds by Surrey, Barr, and Weidenbanm are prefaced by the caution that the Iist
is not exhaustive, that “. . . some items were excluded where there is no available
indication of the precise magnitude of the implicit subsidy . .. [or] where the
case fn.r their inclusion in the income base stands on relatively technieal or
theoretical tax arguments [or] because of their relatively small qunnﬁtntive im-
portance.,” ™ '_J,‘his im'pli‘os that the items which are listed do not run nfoul of
tt)lgles‘i c;)er;s()f;&{nts. This inference, of course, is highly debatable, as the discussion
. The view that a tax aid is a provision of the tax rules which affords an excep-
tion to the.correct concept of the tax base is a good starting point. Examination
of t.he ramifications of this view demonstrates just how difficult ambiguous, and
arbitrary the identification of tax aids is. ' v

The eorreet concept of the tax base, of course, is the major hurdle which must
be overcome. Most of the literature of public finance addressed to this queqtir;n
concerns the income tax, and the lists of tax aids which have lLeen offeré(l to
date consist exelnsively of provisions in the income tax rules. But the Fedoml
revenue system consists of several taxes other than the income tax Indée‘d
1)51y1-011 taxes have replaced the corporation income tax as the seconéi largeqé
Federal revenue producer and excises are expected to produce about half f;s
pluch revenue in fiscal 1971 as the corporation income tax. Non-income taxés‘
in other words, are important components of the Federal tax system and if thé
proposal to include tax aids in the budget is to be adopted, there is, as Boris

® Weldenbaum, op. cit., p. 14

08 X X 9
“bnlnrlllgggyétggct%l:eﬁ'pp' 823-324. Surrey does not help to clar!fy matters by reference to

U H.g., Surrey, ibid., p. 329.
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Bittker has pointed out,”” no reason in logic to confine the list to the income tax.
On the contrary, the objectives ostensibly to be served by the measurement of
tax aids require a complete listing. As a single illustration, if obtaining a better
measure of the impact of fiscal operations on the allocation of the economy's
resources is a valid objective of the proposal, surely the differentinl excise on
gasoline should not be ignored. The measurement of the tax aid embodied in
this excise—presumably a negative tax aid, in this instance---wmust wait, however,
until someone develops the concept of the correct excise tax base so that identi-
fication of exceptions to that base can be made.

There is little prospect for resolving these conceptual problems with respect to
excises, payroll taxes, estate and gift taxes, Indeed, the conceptual probles in
formulating the correct base for the income tax have to date been highly resist-
ant to solution. It is no wonder that nowhere in the Internal Revenue Code is
the coneept of income spelled out nor that little if any of the legislative effort
on the Tax Reform Act of 1960 was coustrained explicitly by a rigorously
delinated concept of the correct income tax base.

Clearly, no acceptuble designation of tax aids can be forthcoming without a
consensus regarding the coucept of the correct tax base. But the correctness of
a tax base depends very largely on the priorities assigned to the various criteria
of taxation, i.e., neutrality, equity, simplicity, adequacy, etc. Since consensus
is not to be found regarding the concepts of these criteria, still less regarding
their relative importance, there are numerous obstacles to be overcome before
any listing of tax aids way be safely interpreted as anything more than an
expression of the lister’s tastes and preferences.

Consider, for example, the impact of the neutrality criterion on the delination
of the income tax base and rates. A tax may be properly characterized as neutral
only if ils imposition does not alter relative prices. Any income tax, therefore,
is likely to violate the neutrality criterion since the tax necessarily increases the
price of activities generating income included in the tax base relative to the
price of all other activities. Even if one accepts this fundatnental unneutrality,
one should at least require of an income tax in the interests of neutrality that
the tax he imposed at the same effective rate on the net returns per unit of
every factor of production, irrespective of its use, the circumstances of its owner,
ete. But then, clearly, the entire corporation income tax would have to be treated
as a negative tax aid, since by this concept of neutrality the corporation income
tax represents an incremental levy on the net returns per unit of capital used
by corporations commpared with the tax on the net returns per unit of capital
used in other organizational foris, By the same token, any tax on capital gaing
and any tax on saving violates the neutrality eriterion.” The present income tax
differential on realized capital gains should therefore be included in the list
as a megative tax aid, rather than as a positive one as in the Surrey list and
partially in the Barr and Weidenbaum lists. These lists, moreover, shoutd add
the tax liability on saving as negative tax aids. By the same reasoning, accel-
erated depreciation, the investment credit, or any similar devise should be
viewed not as a tax but as a partial abatement of the additional tax imposed
on saving embodied in physical production facilities. And the failure to allow a
deduction for investment in education or even the amortization of this invest-
ment represents a negative tax aid of vastly larger proportions than the tax
aids on behalf of education in the Surrey, Barr, and Weidenbaum lists. In brief,
a nentral income tax would have to exclude all saving, irrespective of its allo-
cation, from tax; the inclusjion of most saving in the tax base represents a nega-
tive tax aid of much larger amount than the so-called tax aids pertaining to
the treatment of capital in the existing lists.

The neutrality criterion would lead to a concept of the “correct” income tax
base materially different from that now in the law and would cast up an entirely
different list of tax aids, most of them negative, from those now offered. In
addition, adherence to the neutrality criterion would require treating any grad-
uation of effective tax rates as a tax aid for the benefit of those persons whose
effective tax rates are below the overall average and as a negative tax aid for
those whose effective tax rates exceed the average.

13 Boris I. Bittker “Accountin% for I'ederal ‘Tax Subsldies’ In the Nnational Budget,”
National Taz Journal, Volume XXII, No. 2, June 1969, pp. 244-261,

13 An income tax which Includes savlng in the tax base, as the present tax largely does,
{mpose a tax on the caYItallzed value of a future Income stream, l.e., the saving, and on
that income stream as it materializes, Le. twice. A tax on capltal galns Is a tax on the
capitalized value of an expected lncrease ir an income stream, which will be taxed as it
materializes,
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Quite different conclusions may emerge if some other tax criterion is given
priority. The Haig-Simons definition of income (the algebraic sum of consump-
tion and the change in net worth between two points in time), for example, is
more closely oriented to an equity criterion than te neutrality. In the introduc-

tion to his treatise on the subject, Simons dealt at length with varying bodies

of argument about the basis for income taxation, and clearly indicated that his
focus was on the measurement of equality or inequality of status. Elsewhere in
his essay, he repeatedly implied that the appropriateness of any given income
concept, depends on the use to which it is to be put. And Simong quite explicity
recognized the contli~t between his concept of income and its income tax treat-
ment and considerations of economic efliciency and economic growth,

If ecqualizing economie status (or more realistically, reducing disparities
therein) is regarded as the principal criterion of taxation and if consumption
plus change in net worth is nccepted as the best measure of economic status, then
the correct income concept to use for the identification of tax aids would be pretty
much the Simons concept. The listing would probably be substantially more ex-
tensive than those of Surrey, Barr, or Weidenbaum, but would include almost
all of the items on those lists.

The evidence is unmistakable, however, that the proponents of including tax
aids in the budget do not feel constrained by the rigorous application of the
Simons definition in identifying tax aids. Thus, Surrey and Hellmuth, respond-
ing to Bittker’s challenge of the utility of the Simon’s definition for this purpose,
observed that “. . . while offering a large measure of guidance, such an eco-
nomic definition is not the criterion solely used in the Treasury classification.
The latter tempers the economic analysis by utilizing ‘widely accepted definitions
of income’ and the ‘generally accepted structure of an income tax’ as the govern-
ing guideline . . . The development of the boundaries of an income tax structure
will at many points be an evolutionary matter...” * The ambiguities of concept
conveyed in this response reveals how much the classification of any tax provision
as a tax aid reflects the viewpoints of the classifier rather than some gbjectively
determinabte exception to the correct concept of income. Having eschewed the
Simon’s definition. nothing now remains as the guide to elassification except the
unspecified “widely accepted definition of income” and the ‘‘generally accepted
structure of an income tax.”

2. Comparability of Direct Exzpenditures and Taz Aids

One of the principal arguments for including tax aids in the budget is that
they are suhstantially the same as direct government expenditures in terms of
their effect on the budget deficit or surplus, impact on the allocation of resources,
and amounts of resources devoted by government to various programs. Quite
apart from the reservations expressed In the preceding discussion, the utility of
including tax aids in the budget must also depend on the comparability of tax
aids and direct expenditures. If, for example. a tax aid of a given amount affects
resources allocation through different channels from that of a direct expenditure
of equal amount, presenting the two as equal budget magnitudes will misinform
rather than enlighten the budget policy maker.

One obvious difference between some tax aids and direct expenditures which
ecasty gerious doubt as to their comparability was noted by Barr and Surrey,
thoneh not with the reservation just expressed. Thus Barr observed that “Some
of the special tax provisions cause revenue to be lost to the Government forever

. Such tax expenditures correspond closely to direct expenditures. Other
special tax provisions . . . defer the time when the taxes will be paid . . . spe-
cinl tax provisions, which serve to defer but not forgive tax payments, might be
compared to net lending in budget terminology.” *®

Parr's statement illustrates the ambiguity of the comparison. Certainly there
is n major distinction between net lending and direct expenditures in every rele-
vant sense, i.e., direct impact on resource allocation, on composition of demand
for and supply of funds in the financial markets, on future revenues and expendi-
tures, ete. This distinetion suggests that tax aids should be sub-classified into
eatezories comparable to direct expenditures and net lending in the Federal
budeet.,

This distinetion, moreover, has important implications for the measurement
of tax aids. Thus. some tax aids should be measured as suggested above, ie., as
the difference between actual revenues and the revenues that would have been

1 Qyrrev and Tellmuth, op. cit., p. 532,
% Op. elt., pp. 3—4.
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obtained from the tax base that would have been generated by the level and
composition of activity that would have prevailed in the absence of the tax aid
(incidentally, in numerous cases this mecasure would require amending the Barr
statement to read “Some of the special tax provisions cause revenue to be gained
‘to the Government forever . . . Such tax expenditures correspond closely to tax
revenues”). But those that correspond, as Barr put it, to net lending require a
different measurement. In this case, the direct expenditure counterpart of the
‘tax provision is the present value of the foregone interest on the deferred tax
payments less the present value of the net increase, if any, in future revenues.
As in the former case, it is not evident, a priori, whether this would result in a
positive or negative expenditure measurement. If the special tax provision, for
example, were to result in a larger expansion of the tax base than would other-
wise be the case, the present value of the inerease in revennes therefrom would
have to be subtracted from the present value of the interest on the tax payments
deferred by the specinl provision.

Accelerated depreciation illustrates this case. The government loses the inter-
est it might have earned—or equivalently, pays more interest on a larger volume
of borrowing——on the taxes it does not collect on the difference between the ac-
celerated and nonaccelerated depreciation deductions. Dut suppose that the vol-
ume of capital formation inereases by virtue of the accelerated depreciation
provision and the resulting increase in production capability expands the future
tax base jun equal proportion. Then the Government gaing the additional revenue
attributable to that ineremental tax basze. In effect, it is repaid more than the
principal amount of the “leans” it extended taxpayvers by permitting larger
depreciation deductions. Its net gnin or loss is the difference between the stream
of foregone interest receipts—or higher interest payments—and the stream of
higher revenues. To express that net gain or loss for the current year, it is neces-
sary to discount both streams by some appropriate diseount rate, The difference
between the present value of the two streams would be the correct figure to
include in the budget for the current year.

Other problems of comparability are even more severe. A direct expendifure
involves a direct impact on resource use ;: 3X hillion of military aircraft procure-
ment expenditures represents $X billion of capital, Iabor, raw materials, fuel
supplies, ete., committed to the gpecific activity. But tax aids do not involve any
such direet impaet: they operate on resource use by changing relative prices or
equivalently the actual or expected after-tax income flows from the benefitted
activity, circumstance, ete., relative to the income flows in other activities, eir-
cumstances, or what have you. The magnitude of the change in the use of
resources cannot be inferred merely from the amount of tax dollarg involved;
the determination of that response also requires knowing the degree of respon-
siveness of taxpayers to the tax aid, i.e. the price elasticity of the affected
activity. Accordingly, $X billion of tax aids, properly measured, may involve
substantially larger or smaller resource allocation effects than the same amount
of direct expenditures.

Sueh differences in effects reflect substantinlly more than the guestion of first-
level impact vs. ultimate incidence discussed above (Surrey and Hellmuth are,
of course, quite correct in observing that direct expenditures are also measured
in the budget at their first-level impact values *®). Rather, to repeat, the differ-
ence is that direct expenditures constitute a direct claim on resources (grant-
ing that the exercise of these claims involves secondary effects) while tax aids
do not.

A rigorous quantitative comparison of direct expenditures and tax aids would
require measurement of the full effect of each on hudget magnitudes in the
context of a full-blown, dynamic model of fiscal incidence. A comparison other-
wise derived should be regarded as highly suspect and as more likely to obscure
than to elucidate the budget.

SUMMARY AND CONCLUSIONS

The preceding discussion of the problems of concept and measurement strongly
urge that the inclusion of tax aids in the Federal budget would not achieve the
objectives ostensibly sought by proposals to this effect. Given the present state
of knowledge and of the art of econometric analysis, the identification of ftax
provisions as tax aids is necessarily arbitrary and dependent on the views of

1 Op. cit., p. 536.
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the classifier as to what constitutes the correct tax base, and the measurement of
the revenue effect of the provisions identifled as tax aids is necessarily inaceurate
and misleading. Including tax aids in the budget would not afford a fuller ac-
counting of public financial resources allocated to pnblic programs; at most, one
might be able to say, lacking knowledge of the response to the tax aid, that more
public financial resources are devoted to the various programs than is indicated
by the direct expenditure measures, Includiug tax aids in the budget wouid not
afford a more accurate measure of the effect of the identified tax provisions on
the budget surplus or delicit, unless the provisions are deewmed to have no effect
on economic activity., Without solving the measurement problems, tax aids in the
budget caunot be expected to improve decisicn-making about budget allocations
nor do they afford the basis for evaluation of alternative fiscal devices in achiev-
ing program objectives in a cost-effectiveness analysis. Their inclusion in the
budget would, in all likelihood. increase their publie exposure, hut unless the
conceptual problems of identification and the practical problems of measnre-
meng can be overcome, ihe Congress and the public are likely to be entrapped in
doctrine rather than informed by hard facts and rigorous analysis.

The same problems of measurement and concept militate against the utility
of quantitative statements of tax aids in he budget as a means of achieving tax
policy objectives. Nor would economic poliecy formulation or the achievement
of economic policy objectives be enhanced by measuring the initial revenue im-
pact of designated tax provisions in the budget. Vastly more work has to be done
before these proposals would result in the data required for better and uore
complete analysis of fiscal impact on the distribution of income and wealth or
on the allocation of resources in the economy.

In this last connection, a further brief word is called for. Tax aids, loopholes,
tax shelters and differential provisions are frequently criticized as contributing
to resource misallocation and to a consequent loss of efficiency in the economy,
The proposition is that a tax aid reduces the effective rate of tax on a particular
type of activity which, as a consequence, will increase to a level that is greater
than optimum. The conditions of optimuin are delineated, with few exceptions,
under the assumptions of a “best world”, i.e., under the assumptions that except
for the tax aids, the resource allocating mechanism operates perfectly. But the
real world is hardly a best world in this context; on the contrary, it is a world
of seveve iustitutional lomitations on free and perfeet markets. In this real
world, the effect of a tax aid in moving toward or away from a higher level
of efticicney cannot be characterized on a priori grounds.

For example, a strong argument may be made that the general outlines of the
Federal tax system involve an extremely heavy bias against private capital,
A tax aid which reduces this bias with respect to some given activity will indeed
result in a different mix of capital formation from that which would otherwise
prevail. A priori, however, there is no basis for determining which mix is “better”.
The investment tax credit was available with respect to specific types of depreci-
able property ; by virtue of its restrictions, it surely must have had some effect
on the composition of private investment. What would one have to know to be
able to assert confidently that the actual investment mix was inferior to that
which would have prevailed in the absence of the credit? Had the credit been
Introduced into an otherwise perfectly neutral tax and iInstitutional setting,
the a priori answer would be clearly that it misallocated capital. In the actual
setting in which it was introduced, no such assertion should be unqualifiedly
accepted.

There is an important implication for the measurement problem in this recog-
nition of a far from best world state of affairs. How should the revenue effect
of any given tax ald be measured—against the tax base that would in fact
exist in its absence or against a tax base that would be generated by a perfectly
neutral tax regime? No one has yet proposed the Iatter, but swhat is the meaning
of the former measurement except as a quantitative statement of a difference
in the state of tax affairs? The present income tax has been frequently and
widely characterized as a collection of selective excise taxes. Assuming the
correctness of this characterization, how 1§ one to measure the tax aid in a
provision of the law which results in one excise being imposed at a lower effec-
tive rate than some others? Should one charactertze as a tnx aid the difference
between an excise on a car and a truck if the excise for the car is 7 percent and
the excise for the truck is 10 percent?
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The listing and measurement of tax aids in the budget would tend to under-
mine their effectiveness. Not even the principal advocates of the proposal assert
that 7o tax aid is Justified or useful in effectuating government policy. The
possible wholesnle undermining of taxpayer confidence in tax aids, those that
are deemed by the classifler to be “good” along with those regarded as “bad"”,
would unnecessarily circumscribe the government’s use of an effective fiscal
device. This device—the tax aid—has already been made less powerful by the
demonstration in the T'ax Reform Act of 1969 of the vulnerability of any such
tax provision.'” Its further weakening could significantly constraln government's
options in the selection of instruments to achieve policy objectives.”

A collateral point is that many tax aids have a built-in control on their budg-
etary impact, while this is the exception in the case of direct expenditure. There
are relatively few tax aids with respect to which some substantial part of the
effect on government revenues does not depend directly on taxpayers’ response
to the tax aid. In other words, the amount of the tax aid and therefore the reve-
nue effect depends significantly on the extent to which taxpayers do—or do more
of—the specific things which the tax aid seeks to encourage.” On the other
hand, numerous direct expenditure programs go on their merry way irrespec-
tive of their accomplishments; indecd, some increase more rapidly the more
pronounced their failure.

If the point of the immediately preceding discussion is well taken, atfention on
tax aids should be refocused from futile or misleading efforts at their guantifica-
tion to increasing their effectiveness as tools for achieving public peliey objec-
tives. T'ax aids which do not vary in amount with accomplishiment should he
examined for. the possibilities of revising them to build in such an antomatic
regulator. In other words, the emphasis in this far from “best” world should he
placed on increasing the efficiency of fiscal tools rather than on discarding them
because they might not be appropriate in a best world.

ADDITIONAT, INFORMATION SUPPLIDD FOR THE RECORd By NowryMan B. Ture

On page [168] of my prepared statement, discussiug the percentage depletion
and intangibie drilling or exploration and development deductions, T stated:
“The tox equality conditions discussed above suggest that the appropriate way of
looking at these tax provisions is to determmine whether the sum of (the present
valne of) the . .. deductions equals, falls short of, or exceeds the investment in
thie property. To the extent that the sum is less than the investment, the existing
tax provisions are not properly regarded as “loopholes” or “preferences:” indeed,
they involve a heavier tax burden on the saving invested in such properties than
would be imposed on an equal amount of consumption by {he persons supplying
the savings invested in the property. If the sum is just equal to the investment,
the existing fax arrangements should be deemed to conform with the require-
ments for equal taxation of saving and consumption. Only if and to the extent
that the suvm exceeds the investment are the present tax provisions properly
characterized as “preferences.”

The view apparently held by those urging the elimination or redwetion of
deductions for intangible drilling costs and percentage depletion ig that these
deductions vastly exeeed the gross investment in the property. There ic little
Treasury Department information avaitable for confirming or refuting this view.
Material from a reeent study hy Seymour Fiekowsky.® however, is highly illumi-
nating. Dr. Fiekowsky estimated the average deductions claimed by oil and gas

17 Unless one disagrees with this conclusion, the Tax Reform Act of 1969 offers convinelng
evidence of the error In the familiar proposition elted earller In this report. that direct
expenditures are continuously subject to the hazard of betng reduced or ellminated, while
tax alds rest serenely and securely hehind a budgetary vell. Indeed, the TRA was not re-
quired to demonstrate the valldity of the contrary posltion, viz., most expenditure programs
have an almost unlimited 1ife expectancy with sptendid growth prospects while many tax
alds require constant vigllance and diligent support by thelr beneficiaries to survive.

18 A meparate essay would be required to explore the relative efMelency of fiacal alterna-
tives. There appears to be no basis for the a prior! judgment that direct expenditures are
ruperfor to tax alds.

1 There are flgunl exceptions, of courac. What g the apecifie thing intended to be accom-
plished by the addltional personal exemption for blndness (1dentified on all llsts as a
tax ald) ?

0 Sey)mnnr Tlekowsky. “The Impact of Taxation on Mineral Captital: The Case of Ofl nnd
Gas,” In FHconomics of the Mineral Industrics (NY: Amerfcan Institute of Mining,
Metallurgical, and Petroleum Engineers), 1973.
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companies, based on annual surveys of costs reported by firms to the American
Petroleum Institute. He found that for each dollar spent on domestic exploration
and development, the average deductions were:

Depreciation e $0. 12
Intangible drilling costs and dry holes_.. ... ______________________ .70°
Deptetion _____________________ o _ e 0. 60—-. 70
Total . e 1.42-1. 52
Discounted at 15 percent, the present value of these deductions are:
Depreciation $0. 06
Intangible drilling costs and dry holes_____________________________ .70
Depletion __ PSSV 0.27-.31
Total el e e 1. 03-1. 07

These data strongly suggest that on the average, the present-law deductions
provide very nearly correct treatment of saving invested in oil and gas prop-
erties. The tax preference is so small that it should be disregarded in assessing
the adequacy of the existing tax provisions.

The Crratraran. Thank you, Dr. Ture.

At this point if there are any additional statements any of the panel-
ists wish to make, I would appreciate your raising your hand or if you
wish to interrogate.

Mr. Surrey.

Professor Surrey. Just a {few observations. I did not, in my opening
statement, go into detail on the present escape from taxation. Accurate
figures, with respect to individuals, are very hard to obtain. We know
that roughly 100-odd individuals with incomes of over $200,000 did not
pay tax, any tax, in 1970. The Treasury has tried to explain away
those figures by talking about adjusted gross income, which happens
to exclude all of the tax escapes, and to use aggregate debts rather
than detailed figures in individual cases.

We also have some information on corporations, but not accurate de-
tailed information as to particular corporations. My guess is if the
committee and the public were given the actual facts with respect to
tax escapes by individuals and by corporations, the outery in this
country would be deafening. But that information has been withheld,
as far as I know.

Second, with respect to Mr. Ture’s statement, if he wants to use the
example of tax-exempt municipal bonds as an outstanding way to run
the tax system, then he is welcome to use the example, for I think it
indicates how ridiculous the whole mechanism is. Today we pay out
about $3 billion to high-income individuals and banls so that they, in
turn, will pay out in effect $2 billion to State and local governments
in lower bond interest rates. In other words, local government saves $2
billion, but the Treasury loses $3 billion to the upper bracket indi-
viduals and the banks. That is a commission for a 70-percent taxpayer
of 170 percent.

Now, I don’t know how we can justify commissions of 170 percent
in carrying out sound objectives. If Mr. Ture also wants to say that
we should, 1n effect, not tax the savings on investinent, the dividends on
stock, and we should not tax any appreciation on stock, I would like
to see him explain that to a wage earner in Johnson City, which is Mr.
Bittker’s test.
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The Criamaan, I will let Dr. Ture respond, and then we will go to
Professor Bittlker.

Dr. Ture. Thank you, Mr. Chairman. o .

I am perfectly willing, if necessary, for the saving invested in a
corporate stock, in a municipal bond, In anything you can think of, to
be taxed and be taxed at the same rates as any other income, once. 1
can see no justification in any aspect of public policy for taxing it
twice, three times, four times, five times ad nauseum.

The observation has been made by those who have done a good deal
more close mathematical work on 1t than I have that the amount of
tax accumulated in a dollar of saving and dollar of capital is enor-
mously greater than the amount of tax that is imposed at all levels of
government on this cigarette, which strongly suggests if the respec-
tive amounts of taxes are to be taken as an index that this society prizes
capital and addition to our stock of it than it does smoking. It seems to
me that what Professor Surrey has done is to identify indeed one of
the principal sources of difliculties, I think, with which members of
this committee are continuously faced.

They are definitional questions. What, in fact, is income? What is
the appropriate way to tax it in order to make sure you do not increase
the cost of one kind of activity relative to another? That, it scems to
me, to repeat my testimony, should be your acid test. Is there some
social objective that says to you that it really is desirable to increase
the cost of saving relative to the cost of consumption? Perhaps there is.

If a case can’t be made for that and it is recognized, then I think we
ought to be able to design an improved tax system which attenipts to
implement that decision. As matters stand now, it seeins to me you ure
proceeding on the assumption that, indeed, the present arrangement
taxes equally when indeed it does not.

The Ciramrman. Professor Bittker.

Professor Brrrsrr. I have an observation on Mr. Ture’s remarks,
coupled with a question for him. The observation is that if existing
law taxes savings 4 or § times or “ad nauseum,” as lie asserted, 1 am
surprised in looking around that the country does not look more like
Bangladesh. My question is: Does not the logic of your position lead
to an ideal income tax consisting of a tax on wages, salaries, and other
earned income plus a tax on capital gains, but with no tax at all on
interest, rents, and dividends—in order that those items will not be
taxed, as you define it, a second time?

Dr. Ture. No, sir; it does not. It suggests that household income be
taxed on the current flow of whatever it happens to be, wages, saluries
or any other income source less the amount the household commits to
its own capital, its current saving. It certainly does not involve any
tax on capital gains at all, since whatever it is that capital gain has
capitalized 1s going to be taxed as it comes along.

In the case that 1 have presented in testimony, in fact, that capital
gain is simply the market valuation of the retained earnings of the
corporation which have already been taxed.

The Ciramrnatan. Dr. Smith.

Professor Sarrir. T have two or three comments on those of the
panelists, Mr. Chairman.




