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The privilege of being with this grcup constitutes a high challenge
indeed. My own experience and study include more than a few topics
about which I might talk here, but I suspect that your group has studied
some of them as much as I (or more) except for the most specifically
American aspects. Choice of subject has been difficult. Even more so
has been the decision about what precisely to try to say about topics as
broad as those I have chosen.

“Taxation of business” offers little possibility of saying anything
really new. Yet it offers endless opportunity for suggesting how mankind
might run its affairs better — in land$ like my own, whose economic
development puts it in the forefront in this respect, and others still in
earlier stages. If one thing strikes me as clear it is that not all policies
of economies which have generally developed well can serve as best
for those which are closer {on either side) to the threshhold or “takeoff
“Avoid the mistakes of others” should in itself be valuable advice, coun-
sel resting 'on costly experience. : :

General Considerations

Aspects of the general setting bf fi)ﬁblic finance can be noted briefly.

Need for Large Revenues. Some of us if free to fashion our ideal
economy might try to develop one in which the need for taxes would be
much less than is the case today. Realism, however, leaves no doubt that
the “tax take” must be high to \pay for the e;xpendjtures‘which modern
publies apparently insist upon or at least tolerate. ‘

#) The views expressed are my own and not necessari_ljthose of any
organization with which I am assoctated. In a few places this paper reuses
phrasing which appears in carlier of my writings on the subject.’
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i
Danger of Hight Tax Rates. High revenue yields require high tax
rates. High tax rates do more than bring in revenue. They alter human
actions, and in ways different from the effects of prices. In the market
one pays for what one gets, and in competitive markets we generally get
about as much as we pay for. But the services of government which a
member of society receives are largely independent of the taxes he pays.
He has incentive, therefore, fo try to avoid a tax.

If tax rates are low, it will not often be worthwhile to sacrifice what
is essentially one’s best interest in order to save tax. But purely tax con-
siderations can be decisive when tax rates are high -- and when the
differences in the tax consequences of different actions are large. What
is basically a less efficient alternative will sometimes seem best when
taxes are taken into account. Taxpayers will act accordingly. Private
benefit thén conflicts with the public welfare in two ways. 1) The part
of the cost of gavernment which one person saves must be borne by
others, 2) Resources are not used as productively as possible. Capital
investment flows to take account of taxes as well as of productivity;
skilled effort is devoted to saving taxes rather than to creating goods and
services of positive value. '

Differénce” Between Taxes and Prices : Role of Self-Interest. Tax
laws take from the individual {or prevent him from getting) what would
otherwise be his without a specific quid pro quo. In the free market, iu
contrast, what a person gives up is presumably matched in worth by what
he gets. To get what one wants, one must provide equal value for others.
The vigorous pursuit of self- interest in a competitive market economy wﬂl
generally serve the public interest. The pursuit of self-interest through the
political process {in government) ,however, often tends to conflict with the
interest’ of others — dramatically so when taxes are concerned. A person
who gets his own taxes reduced will benefit by just that much, He can
expect no less governmental service, but he pays less.

-

Whatever we may- think about the wisdom of our collective (govern-
mental) decisions, by no means everyone will be well satisfied with
what his taxes buy for him. But even if everyone did feel that govern-
ment services are worth their most, many of these services could not be
sold as are the products of the market place. No mechanism exists to
make the individual share in the cost of government except by the use
of compulsion. No one will ‘question the necessity of such coercion, but
who will not question the amount and w.dture of such compulsion? Here
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we face the fundamental issue of the relative roles of government and
business, of taxes and prices. The larger the proportion of economic ac-
tivity carried on by government, the greater the role of taxes relative to
prices’.

But why raise this obvious matter? To make one point explicit: The
total of taxes will be higher, and the role of prices smaller, the larger
the governmental sector. Consequently, taxes as they directly affect bu-
siness will tend to be more burdensome. This tendency, however, need

-not become an actuality, or, more accurately, the kind of taxes used can
have more or less effect on business.

Environment as Affecting Tax Policy. Some “requirements” for a
“good” system of taxation are applicable, while others which are suitable
in one place will be inappropriate in another. Institutional and structural
conditions vary from country to country — the quality of the civil service
and the individual’s attitudes toward taxation, to give two examples.
Legal systems differ, and the law inevitably affects the kind of taxes an
economy may impose — for example, laws concerning corporations, trusts,
inheritance, the disposition of property, and relations between national,
state, and local government. The saying “An old tax is a good tax” does
embody a bit of wisdom. '

Size of the Taxing Jurisdiction. An environmental factor of firstrate
importance is the size of the taxing jurisdiction. When the benefits rece-
ived by a taxpayer — an individual acting for himself or the manager
of a giant business acting for the whole company — are not clearly asso-
ciated with the taxes he pays, then the power of government to coerce
him into paying tax depends to some extent upon his ability to escape
to the jurisdiction of other governments, Some businesses are more firmly
localized than others, and all are more limited in {reedom to shift in the
short run than in the long run.

Small taxing jurisdictions face more rivarly than do larger ones. In
competing for businesses — the providers of jobs, the sources of inco-
me — to locate (or remain) its boundaries, each American locality

13 Government enterprise-type activities financed partly or entirely
by charges constitute an intermediate case. Even when prices or something
«lose to them are used instead of taxation, how often do they result from
the forces which determine prices in the market? Rarely, if ever. Conse-
quently, they cannolt do the full allocative job expected of prices in freec
{or even monopolistic?)} markets,
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may face aclive competition from dozens of others and indirect com-
petition from hundreds or thousands®. Each of our 50 states faces com-
petition from many others in attracting and holding the business organi-
zations which arve needed to expand the economic base. And even the
United States as a whole finds that in one way or another it must recog--
nize loreign competition in the struggle for capital, jobs, and markets.

Although tax laws are generally much less important than other de-
terminants of location, no foresighted (by definition!) government will
ignore the influence of the tax outlook it offers to business, relative to.
its “competition”. No large {fraction of total economic activity will or—
dinarily be sensitive to differences in taxes in various jurisdictions, do-
destic and foreign. But some companies, actual and potential, will find.
tax factors significant at the margin,

If lawmakers believe that such considerations are influential, the-
general result — at least judging from American experience — will be
for moderation in taxes on business as such, compared with what would:
otherwise seem politically atiractive. The larger the tax jurisdictiom

— international (as governments cooperate threugh treaties) compared
with national compared with state (or provineial) compared with local —
the less is the restraint which the tax officials experience in taxing bu-
siness.

People, Not Things, Bear the Burdens of Taxation. Taxes are paid
by people. One may speak of taxes falling on business, corporations, ci-
garettes, property, inheritances, income, or some other tax base. Yet it is:
not things, but people, who are deprived, Use of one name: rather than
anotizer will not change the realities of economics. But in trying to do-
so we can add to the real burdens of taxes by inducing misalloeation of:
resources and, very probably, reducing the supply of produstive capacity
which becomes available over the long run.

Hidden Versus Evident Burdens. In some cases it is much easier than
in others to judge which individuals will be affected by a tax — and

2) Agriculture and other land-oriented economic activity decline in
relation to the total. This tendency appears increasingly important as ong:
thinks of the longer run in which refailing, housing, finance, and wutility
services serving business and consumers locate where other factors draw
population. Manufacturing stands out as a type of activity which has choies
about where to settle and which in making its selections influences othei-
decisions about location.
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by how much®. In choosing to use hidden taxes, those which “conceal”
the costs of government from the persons who pay, society sacrifices one
instrument for helping make better rathen than poorer decisions. Tiue
something can be said in favor of arrangements which free us from worry
about taxes. Yet is there not more to be said for the principle of selecting
taxes which are sufficiently evident to the taxpayer to enable, or force,
‘him to relate them to the expenditures of government?

Justice in the Distribution of Tax Burdens. Taxes, whether borne
directly or indirectly, will be not only heavy but also unequal in the
sense that some people will pay much more than will others. Being heavy,
unequal, and the result of the use of government’s power of coercion,
taxes in a democratic society must seem to be moderately fair, just,
equitable; otherwise they will eventually he modified. The last statement
may reflect a certain naivete, but another will unquestionably seem
realistic: tax proposals which do not seem to be tfair will have decidedly
Iess possibility of adoption than proposals which appeal as equitable.
Few if any considerations have greater emotional appeal when Ameri-
«cans discuss tax policy.

Two points seem worth making in this connection: 1) Business taxes
can be inequitable by any reasonable standard, or on this score they may
«compare moderately well with other taxes; 2) one basis for condemning
present American taxes on business {(and those in other countries if my
impressions are not wnduly imperfect) is that these levies run counter
to reasonable standards of fairness. The public, however, seems not only
indifferent but sufficienily misguided to support the continuation of taxes
~whose real effects differ considerably from those assumed. Although re-
form efforts may not require an extensive foundation of popular support,
ven a strong leader will have difficulty if his tax proposals violate the
popular sense of equity.

The United States has acquired (or subjected itself to) a “system”
of taxing business which could benefit from reform®*, The same is Urue in
-other countries. '

3) Debates over tax shifting, which 1 shall scarcely touch upon, con-
tinue with enough vigor to demonsirate that doubt about the eventual
resting place of some taxes remains a fact most clearly true of some bu-
‘siness taxes.

4) The system grew up more by accidenf than as the result of any
carefully conceived and logically justified reasoning. See W. J. Shultz and
C. Lowell Harriss, American Public Finance, § th edition (Englewood Cliffs.
N. J. : Prentice-Hall, 1965).




[ _ C. Lowell Harriss

Business Taxation - Scane Basic Essues

Some taxes collected from business firms are intended to fall on the
consumer (or perhaps the employee) and probably do, more or less as
intended. Other taxes, however, such as those on business net income,
are presumably intended to “burden the company” — whatever this term
may mean. Still other taxes, such as those on purchases by business firms,
on the property they own, or on payrolls (as for social insurance), are
less easily classified as to either the intent of the lawmaker or the actual
result, My comments will concern primarily net income taxes,

The Wisdom of Taxing “Business”. Businesses are the organizations
upon which the Western World relies to produce most of its output.
Although the efforts of teachers, judges, military personnel, and other
emplovees of government — as well as the efforis of those who work
for private organizations not seeking profit — yield valuable results,
most real income consists of what people accomplish through business.
itrms. :

Business, to rephrase, is the public’s major agency for organizing
Jabor and capital to produce — and to produce more, rather than less,
efficiently. Businesses are groups of people secking to benefit themselves
by serving others. It is this service, whether in producing and distributing
things or in rendering services directly, which the public wants. The
process of rendering service can be more or less ' efficient in terms of
inputs per unit of output.. A market economy relies primarily upon com-
petition in markets to induce efficiency — and to stimulate growth. For
it is in business organizations that we find, not only the source of more
of the old, but also most of the venturesomeness which leads to the inno-
vations that contribute so much to rising living standards.

The public interest calls for each business to: 1) Turn out products
- or services which are wanted more than something else, as reflected in
freely made consumer decisions expressed in the market, or through
government agencies. Part of this task of business is to anticipate, identit-
ying wants which will be satisfied by new types of goods and services.
2) Produce by methods which economize on laber, materials, capital,
and other “inputs” according to their relative scarcity and productivity-

The total accomplishment of people working as business organiza-
tions will depend upon many things: the training, inherent ability, and
- acquired skill of workers; their willingness to exert effort; the amount of
capital — in the physical sense of buildings, equipment, and inventory.
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and also in the financial sense of money, without which transactions as
we know them would ravely be possible; the degree of competition; the
state of technology and speed of scientific advance; the competence of
nianagement; and other things. Among the “other” things are some
services produced by government. The system of law and order is one.
‘the tax structure is another.

Taxes are obstacles in the sense that they take from the taxpayer
without directly giving him an equivaﬂent Taxes on business do not imp-
rove the process by which consumers indicate the relative importance of
iheir desires. Taxes on business income do not help indicate to managers
the relative scarcities and productivities of inputs. But taxes do affect
the alternatives, the incentives which a business must consider, One is
{0 save on taxes. In adopting methods which reduce the tax bill, however,
a business does not economize on the “input” of government nor reduce
in any perceptible way government’s use of resources. Nor does the firm
incerease its operating efficiency in the sense of using less input per unit
of eutput.

A business, in fact, may wisely adopt methods which are inherenily “se-
cond best” because the artificial factor of taxes makes such methods the
best under the circumstances. Taxes thus give rise to an element of conf-
lict between private and public interest as they induce the manager to
vedirect the firm’s activities, away from what is fundamentally most effi-
cient, Taxes lead to results which are less than optirnal when judged on
the basis of economic productivity.

The distortion of decisions may be only trifling, or it may be.of so-
me importance. Productive capacity is not allocated to the uses, and in
the proportions, which are fundamentally best. Too much investment
goes into forms with less bundensome tax consequences; too little goes
where taxes will be high. The loss of real income is a burden — but one
which is concealed. Even inventive and courageous economists will he-
sitate to estimate the magnitude of such losses to society.

EReasons Advanced for Taxing Business Income. How, then, can we
account for the beavy taxation of business as such. Each country’s his-
tory will have its unique features. But, at least in my country, accident
and temporizing to meet emergencies, notably war, have played a larger |
role than has any rational evaluation of alternatives. Other reasons have
also played a pagt.
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From tme to time in the United States “business”, especially big
business, has drawn sharp criticism from persuasive writers and fighting
“reformers”. Whatever the bases for the criticisms, school books have
tended to perpetuate attitudes which contain no small hostility to busi-
ness. There is also a deep-seated public belief that “business” somehow
has taxpaying capacity — “business” or “corporations” as distinguished
from people as stockholders, consumers, or employees. The big corpo-
ration seems assumption that the shareholder bears the burden, and
recognizing that shareholders, especially the owners of large numbers of
shares, are the more prosperous members of society, advocates of sepa-
rate taxation defend the tax as progressive’.

High U.S. corporalion tax rales went into effect during time of war
and postwar boom when employees, owners, and government could all
increase their “take”. Concurrently, the rise in rates of tax on personal
income appeared to justify substantial increases in the rates on corpo-
rations. As the years have passed, justification has also been found in the
argument that to varying extent present burdens have been capitalized
_in the prices of shares. -

Some economists contributed another argument: A tax on pure eco-
nomic profit, they said, is a tax on a true surplus, not a payment for an
essential cost of production. Whatever the theoretical merit of this con-
cept, it is not the one used for tax purposes. Lawmakers framing income
taxes have come up with definitions of taxable income very much bro-
ader indeed than the notion of pure profit as a true surplus®.

Today’s tax in the United States gets some support from another fact.
The corporation income tax qualifies as one an “automatic stabilizer” of

5} The progression is crude at best; it is not the iype of progression
which can be defended as leading to either veriical or horizontal equity
Furthermore, in the United States it ig not-true that a corporation income taz
resting on shareh@ide'rs imposes no burdens on low income groups. Some
shares are held by people with “low"” incomes, Large amounts are held by
philanthropie, educational, medical, and other organizations whose activities
serve even the very poor. Moreover, pension funds for employees of busi-
nesses, nonprofit organizations, and even some state and local governments:
have substantial holdings of corporation stock.

6) Wartime attémpts - to tax “excess profit”, it is true, have tried (t»
varying degree) to tax that element of return to capital which is a purc
surplus. The history of these efforts reveals abundant evidence of the tremeti-
dous difficulty of identifying pure profit.
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considerable force, a feature which space limils will not permit me to
discuss.

Legal systems do permit the establishiment of organizations such as
corporations which to some extent are separate from their owners — and
in ways which can have tax significance. Two aspects demand mention:
1) the equality of tax burden on incorporated and unincorporated acti-
vity; 2) the possibility of tax avoidance. Let me first say a few words
about the second.

Not all corporation earnings are paid out in dividends. Those kept
in the business are not subject to personal incoma tax. The owners are
not so well off, presumably, as if they had received the income in cash
free of tax; but at least those in control must expect to be better off than
if they had gotten the earnings in cash and paid the personal income tax,
The ownership interest in the business becomes more valuable because
of the growth of assets. Another problem is the capital gains”. Conver-
sion into capital gains of what would be dividends obviously has tax
significance. One need only, look at the literature on “tax minimization”.
In short, the existence of the corporation does make a difference in taxes.

For logical solution to the problem of retained earnings, however, one
will hardly look to a tax on all corporation earnings. Whatever is paid out
to shareholders gets into their taxable income. 1) One “solution”, a crude
one, i$ to tax (only) undistributed profit. 2) Another possibility is to re-
quire the individual eventually to make a complete accounting for tax
purposes. An effective lax on net capital gains, including those embo-
died, in transfers at death, comes to mind at once — but not to the tax
laws. 3) A third approach allows the dividend recipient a credit for tax
paid by the corporation. Among the defects of this method is the fact
that management decisions will still be influenced by the tax on the
corporation. None of these approaches can be fully satisfactory. The
guides of the market would not operate free from tax considerations to
determine the amount of saving and the direction of investment.

7} Such accretion of economic power free of personal income tax seems -
—_ at least to me — less than the ideal of fairness when other: aceretions.
such as wages, are taxed. Even in the far from opulent circles in whien
1 move, ne great effort would be needed to find disagreement on this conc-
lusion. Any argument starting with guestions of equity and fairness rarely
will quickly move to other considerations, perhaps capital formation.
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Uncertainty about “Who Really Pays”.

One problem in learning about who actually bears the tax is to dis—
tinguish between the effect in the short run and those over the longer
run. Changes in tax on business profit — whether resulting from fluc-
bizations in pretax earnings or from a change in the tax rate or the defi-
nition of the tax base — are likely to be reflected, at least for a while,,
in what remains for stockholders. As time passes, however, adjustments
take place. :

Supplying business with eguity (ownership as contrasted with debt)
capital costs something, The stockholder sacrifices the opportunity to
use his wealth in some other way. This sacrifice is an economic cost.
Income tax law and traditional accounting, however, do not recognize
this cost as a deductible expense of doing business. Yet even statutes of
long standing will not always alter economic reality, and this is one such
case, Consumers will not get equity capital to work for them — and
employees will not get equity capital to work with — unless the people:
who can provide ownership capital expect total net benefits which will
equal those obtainable elsewhere.

Suppliers of capital, whether in debt or equity {ownership) form,
expect to be rewarded. The reward that counts is the reward after tax.
A “normal” return on equity capital is an essential economic cost. The
net after-tax return which a supplier of equity capital will insist upon be
as high a yield (conceived broadly as total net benefit) as he could
obtain from any alternative use of his funds. ‘

The equity capital already in a business, of course, is largely sunk, it
will remain for a time, regardless of actual returns. To get new capital,
however, the business must offer attractions which are equal to those
otherwise available to the suppliers of funds. In turn, the company must
look to customers for dollars (lira or pounds) to reward those who pro-
vide capital. If the corporation tax rate is 509%, and if potential supplier
of new equity capital insist upon an expected rveturn of 8%, then the
corparation must expect to get a price from customers which yield 13%
before tax. Only new projects offering a 16% gross return get equity
financing.

‘'The corporation will not succeed in selling new shares of stock
unless the prices which it expects from its customers will bring an ade-
guate after-tax yield. The growth of output (in a growing economy) wiit
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lag until prices are high enough to give profits which satisfy investors.
Over the long run, then, some or much of the corperation income tax will
tend to be shifted to consumers. The indirectness of the process, conceals
it. The result, however, is a tax on consumption, but one falling capri-
ciously, unevenly, and not in line with any concept of fairness familiar
to me. Corporations which are not growing and which do not seek new
capital, may never be ablz to shift an increase in a tax rate.

The actual shifting to the consumer will depend to some extent upon
what happens o the ¢otal supply of, and ictal demand for, capital®, The
amount of capital available for new investment in business is not fixed..
The amount available for invesiment in corporations is eertainly not fixed.

Let us assume that the tax on corporation earnings makes the pros-—
pective yield on corporation earnings less than otherwise. The potential
supply of equity funds out of a given total of finds for investment) will
decline. Meanwhile, more of the total of savings will move to seek invest-
ment in debt form; the rate of return on new debt will fall. The tax on
corporation income, therefore, tends to reduce not only the after-tax yield.
on equity capital for a time but also the vield for suppliers of debt capital.
‘The corporate tax thus becomes a more generalized burden on the suppliers:
of capital. The magnitude and the distribution of this burden, however,
cannot be measured nor compared with the amount passed on to consu~
mers. And who will be able to learn for sure how the amount and type
of capital formation will change?".

Any proces of shifting operates in an environment in which conditions.
constantly change. Lags and frictions will inevitably slow the proces. No
single set of forces has an oppertunity to work itself out completely and
fully. Some corporations will be more successful than others in getting:
a satisfactory after-tax return. Competitive factors differ widely., For
example, businesses competing with others which are free from the tax
- notably those operated by government —— must expect considerable
ditficulty in passing the tax to consumers through the market process.

8) Tf other revenue sources, such as personal income or sales taxes
were relied upon to raise revenue equivalent to that from a tax on corpo-
rations, demand and supply conditions for capital would be affected by alt
the tax factors, not merely those of business taxation.

9) Investment in relatively undertaxed forms will tend to be greater
than otherwise, reducing the prices of output relative to what would have
been the case. Investment in more heavily taxed lines will lag, and product.
prices will he higher as a result.
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‘Other factors are foreign competition, the extent of production from
firms with large proportions of debt finance, and “special features” of
‘the tax law (or its administration).

One conclusion seems clear: A major tax whose economic effects
are so difficult to identify and measure — but some of which wise men
‘would shun rather than seek — can hardly be the best man can devise.

Difficulties of Defining the Tax Base and the Taxable Unit. “Income”
or “profit” or “earnings” may seem reasonably clear concepts — until
-one tries to define them for purposes of taxation. Then difficulties appear.
They multiply, and they grow. The same applies when trying to prescribe
just what is the business unit to be taxed as a single eniity, e.g. a corpo-
ration or a group of related corparations, to say nothing of corporaie
reorganizations and family partnerships. '

If tax rates are low, and if differences in tax rates are small, the
tesults of one, as contrasted with another, provision or interpretation
‘may be inconsequential. Today, however, considerable tax may depend
upon even apparently minor details of definition, And some matters be-
«come major determinants of business actions — treatment of depreciation,
for example, or the variation of tax rates according to either the amount
of earnings or the percentage distributed, The tax paid by the individual
business, especially over a decade or so, may be appreciably different
from what a casual look at the tax law would suggest, Moreover, the
whole economy may be affected by seeming technicalities. Unfortunately,
the results will tend to appear slowly — no, not always “appear” in the
sense of becoming fully evident. One should expect a long “recognition
lag” by businesses themselves and more often by the public. Correction
-will take still longer and may never occur. Government can be slow to act.

Other consequences of difficulties of definition might be discussed.
For example, inequality of taxation will result in the sense that the amount
of tax bome by different taxpayers, whoever they are, will not be in line
-with the realities of their economic positions. Perhaps the differences are
those intended by the lawmaker and generally desirable, perhaps not:
Technicalities permitting escape from tax become available to only a
‘minuseule portion of the public. “Public” laws are in fact vehicles for
serving narrow private interest. Often, no one can be sure of the results
because of another consequence — complexity.

The complexity of income taxation has become worse than baffling.
In itself it is an impediment to progress. Specialists on one or a few
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features of tax law will be the first to admit doubts about what most other
provisions really mean and the fruits they produce?.

One detailed provision breeds another — to try to plug a loophole or
to create another with no more, or less, merit. The conduct of business
becomes ever more complicated for reasons inherently UNNEecessary.

“Tax Incentives”

The existence of high tax rates in a sense creates an opportuiity..
The high tax barriers can be reduced {or thase who do something éspe-
cially desired. Provisions which lower the tax obstacle here and there are.
sometimes called “tax incentives”. This term does not appeal to me. But
terminology counts for little compared with fact, What are the facts?

In several countries the post-war record shows that numerous objec-
tives have been advanced by the offer of opportunity to escape from the
impact of very high tax rates. Some of the objectives have unquestionably
been worthy, but not necessarily the most worthy; some by reasonable
standards may have been unimportant relatively to one or more receiving
no favoritism. With any given amount of revenue loss possible, broad,
general reduction in tax rates on business seems to me better for ihe
long run than concentrated reductions here and there. Specific adverse
discriminations, for revenue, or other purposes, are generally subject
to eriticism on the same grounds.

Such provisions introduce an element of coercion rather than free
choice to influence decisions - about what to produce, how, and for

16) Anyone speaking in public lays himself open to the charge of beins
either superficial by ignoring vital details or inaccurate when he tries to do
so. Going beyond generalization requires 1) technicality which will be in-
comprehensible to listeners and readers or 2) imprecisions which an opponent
may pick on to discredit the speaker. Nothing even resembling informed
public opinion is possible. Even to say that Congress or Parliament “inten-
ded” something may hLe unwarranted; few lawmakers can have made the
study needed really to understand modern tax laws.

" More and more of the country’s best talent is drawn into fundamentalls
sterile activity. The most skilled government officials work away the years
on technicalities of no inirinsic merit. So do tax practioners. The money
value of their efforts will appear in GNP, but what resulls is not real pro-
duct but in fact a wasts of potential. Moreover, where laws are so complex.
mediocere men make errors which are costly to those whom they serve, The
small, and not-so-small, business will be most likely 1o suffer.
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whom. Opportunites are aliered for reasons which reflect votes in the
ballot box (and then, perhaps, very indirectly) rather than ecomomic
choices expressed by economic means. Anyone, of course, can propose
ways to improve any allocation of resouces’', Good intentions, however,
are not enough. In using taxation, both ends and means must be selected
by the political process, This process inevitably brings into the decision-
‘making men with no special competence and men whose interests differ
widely. Results are reached only with compromise, desirable for some
_things but not in operating an economy'®. Moreover, at least in the Uni-
ted States, removal and even adaptation to changing conditions is always
{difficult, often impossible.

“Fax incentives” have another disadvantage. Their “cost” tends to
be high'*. Legislatures have no way to limit tax concessions to those
.actions which would not be taken without the tax favor. For the mar-

11) When 1 was a university student, and that was not yesterday, 1
-was taught a principle which was then old enough to be “clasic” Society
could improve on the free market’s allocation of resources by taxing incre-
asing-cost, and subsidizing decreasing-cost, industries. With this wisdon
Jlong available, how have we used it? Legislatures in the United Siates
“apply” the principle more often in just the wrong way, perversively. Al
all levels of government, public utilities (often cited in textbooks as dec:
reasing-cost producers, a conclusion not proved) and their services have
been subjected to adverse, diseriminatory taxation: I know of no attemp!
‘to determine whether increasing or decreasing cost conditions prevailed
The academician may dream about what lawmakers ought o do, but actiun
.can be rather different. :

12) Obviously, I oversimplify. I shy away from distinguishing 1) broad

_issues of allocation between the government sector and the private economy
-which only the political process can accomplish, from the 2) more specific
detailed matters which get into granting tax favors for this, relative pe-
‘nalties for that. The injection of a varieiy of economic issues into politics
.complicates the truly important job of solving society’s essentially political
problems. .

13) When government buys autos, it pays for what il gets and nc
more. When it tries to get something by granting a tax concession, howe-
ver, it is likely to “pay for” a good deal more than it gets. Suppose, for
example, that the majority agree that the public interest will be served by
stimulating investment by small businesses. A tax concession will stimulata
such investment. Therefore, a favor is granted — but to all such investment.
The public grants the favor to everyone in the group, including those who
in any case would have acted as they did. For what may be a small
additional investment of the type desired, society “pays” for what it would
have gotten withiout the tax concession.
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ginal (incremental} benefit obtained, the public may pay very dearly
when it grants tax favors to all in the class. Meanwhile, other objectives
more desirable at the margin get no tax stimulus.

Nevertheless, the results of special tax incentives may be dramatically
impressive. The alternatives sacrificed rarely if ever appear. And if I
‘were a manager lrying to serve the owners employees and customers,
of a corporation, how could T justify not working industriously for spe-
cial provisions to aid my company a great deal, in preference tax rate
reduction of equal total amount to be shared by . all corporations? The
incentive structure for getting tax burdens reduced has elements which
encourage the proliferation of special features with their distorting, comp-
licating, and deceiving consequences,

|
Taxation Of Unincerporated Business

Personal Income Tax as a Business Tax. Though not labeled as a bu-
isiness tax, the personal income tax (in the tax systems with which I am
familiar) aplies to the earnings of unincorporated businesses. When rate
schedules are high and progressive, high personal income tax rates take
a bite out of business income more often than the “man in the street”
would probably expect. Supporters of steeply graduated personal income
tax rates characteristically give little attention to the fact that the tax in
effect falls directly on business income.

Three kinds of results may be noted: 1) Some business decisions are
miluenced by marginal tax rates which are high enough to be distorting,
2) The tax applies to earnings which are, or would be, used, not for
«consumption by the owner’s family, but for building up the business. 3)
Proprictors who are free to use an alternative form of legal organization
will tend to do so when there is a procpect of reducing the tax bill*
A single proprietor may take in partners, or a partinership may increase
the number of partnership interest, for tax, rather for business, reasons.
By doing so they shift some income from higher to lower brackets. Anot-
her possibility is to incorporate.

14} For each business, it seems to me, the choice about legal form of
organization should depend to the fullest extent possible upon the underi-
ying economic merits, with taxation exerting a minimum of influenca.
Present U.5, law permits partnerships in some cases to chooze to be taxed
as corporations; some corporations may elect to be taxed as partnerships.
‘The requirements for qualifying are often complex,




16 ' C. Lowell Harriss

Fach of these results has clemnents which are undesirablie from the
point of view of freedom, efficiency, and progress,

Where taxes have substantial effect, there will be inequality beca-
use not every business will in fact have approximately equal opportunity
to tuke advantage of the options. Moreover, there will be some economic:
waste resulting from the choice of “second-best-made-best-by tax options.
And another fact will lead to waste: arrangements which are good at
one time become poor as circumstances change; before the company be-
comes willing to undergo the cost of new change, however, it will have
sulfered somewhat,

Unincorporated Business in the Economy. In the United States
unincorporated producers account for nearly one-fourth of business done
(as measured by receipts). One fourth or so of the business economy is.
in itself important. For at least two reasons, however, the relative -1g-
nificance of these firms is greater. :

1) Some of those companies provide competition which helps keep.
to whole market economy operaling more competitively, even much
bigger firms.

2) In the future, as in the past, much economic growth will start, and:
miuch will take place, in unincorporated businesses. Enterprising mei
and women will try to start new businesses. Owners will work and save
to enlarge companies already operating, to improve efficiency by redu-
cing costs, to provide more and beiter products and services. The variety
and the oportunity of an economy will lie more extensively than often.
recognized in widely decentralized economic undertakings, People see-
king new jobs will often lookl to the businesses nearby. Useful employ-
ment for an expanding population will depend upon the availability of
new jobs, not only in the big factories — which cannot be everywhere —
but also in the small, and often new, businesses scattered over the country

Some of the goods, and many of the services, men seek as part of a
rising standard of living can be supplied only from business sources close
at hand. New sources of supply, as well as the competiticn which keeps.
everyone under pressure to do better, will frequently depend upon new
firms. True enterprencurship is not confined to big businesses. New nd
small companies contribute to economic growth of the most creative and
the most progressive type. '

Growth of new firms requires, among other things, both capital and
the prospect of profit, High income taxes, unfortunately, can make capitalk
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accumulation out of earnings exceptionally difficult, (There is truth
indeed in the statement that present income taxes penalize, not so much
being wealthy as gaining wealth.} Yet if a company is to compete effec-
tively, if it is to be able to pay prevailing wage rates for labor of good
quality, it must have good equipment and ample working capital. Both
leasing and borrowing will often meet some needs, but as a rule only
if equity funds are available to provide security for protecting lenders.
Outside equity financing (by attracting partners) is uncertain at best,
often impossible, and probably costly. ‘

Progressive tax rates frequently add another obstacle to growth.
Rusk will usually be present, Often the chances of loss are large. If things
do turn out successfully, a large fraction of the reward can be taken
away in taxes. But if results are unfavorable, losses can be deducted, if
at all, only from lower brackets than those in which the profit would be
taxed. Progressive tax rates can reduce the net after-tax return from risky
undertakings. Small firms cannot have wide and well established diver-
sification which provides a form of “insurance”. This range of conside-
rations, however, requires much qualification to take account of many
details.

Finally, high personal income tax rates influence personal incentive
to effort. This theory issue lies largely outside my province, The quality
of management, however, does make a difference to business, and taxa-
tion of management rewards will affect the supply of effort. High tax
rates on money income certainly make leisure relatively more attractive.

Special Censiderations

Four other points seem to me worth making briefly.

Certainty in Administration. Taxes in fact are not necessarily what
the statute pays, Often no one knows what the law actually means; and
even when provisions seem generally clear, considerable scone for the
exercise of judgment — or whim — can remain. No small amount of
tax may sometimes hinge upon the mora or less unchecked, and often
uncheckable, decision of an administrative agency or even a single ad-
ministrator,

Individuals rightly complain about actual or alleged favoritism, ar-
bitrariness, and inconsistency. (A person on the “receiving” side of favors
is more likely to keep his mouth shut.) Such personal hardship consti-

Maliye Enstitiisii  Konferanslan — 2
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tutes a problem calling for reform. Yet the implications of tax uncerlainty
for business seem to me more serious.

1) Much business requires commitment of capital {and more or
less specialized labor) for long periods. Uncertainty about the tax con-
sequences of any action add to the inevitable tisks of long-run under-
takings. Doubt about future taxes and their administration must increasc
the cost of conducting business — a cost for which it is difficult to find
offsetting “benefits” (inputs).

2) Competitive relationships will be disturbed. Not every com-
pany will get the same rulings from administrators. No improper action
on the part of officials is necessary to lead to lack of uniformity and
inequality among competitors, though impropriety cannot be ruled out
as a possibility. In general, I suspect, there is a bias against relatively
small firms. The giants of industry can afford to press their case to a
point far beyond what is economical for most firms. Growing comp-
lexity of tax laws aggravates the problem. High tax rates add to the
money significance of rulings which do discriminate among competitors.

Incentives for Governmental Qwnership (Socialism) and Other Tax-
FExempt Operation. High taxes on private business encourage the ex-
pansion of governmental operation as well as that of any tax-favored
organizations, perhaps cooperatives, In the United States prospective sa-
ving on taxes has played a part in the conversion of privately owned
companies — chiefly, in the supplying of electricity, gas, and water lo-
cally — to governmental {municipal) agencies.

3) Tax favoritism of governmental business-type operations gives
them 4 competitive benefit over private, taxpaying suppliers. A legisla-
ture imposing high taxes on business may have no recognized desire to
subject private producers to serious rivalry from government. Yet what
can oné' expect? If there is direct competition between private and go-
vernmental suppliers; one has a tax advantage. In a close contest the
tax discrimination may tip the balance. Once again, seriousness is a func-
tion of the height of tax rates.

Housing and Land Rent. The provision of housing, though a form of
business, and a large one, frequently escapes discussion as a bussines. It
is one which presents peculiar tax problems. Side by side in U.S. cities
one can find housing which is taxed heavily and housing which is not
only tax exempt but which also receives subsidy. Subjecting housing to



Business Taxation and Economic Development . 18

taxation equal to that on other consumption (or suppliers of consumpiion
goods) is a subject which in itself warrants examination as a problem
in .business taxation. ‘

One aspect of such examination would be the broader subject of
land taxation. Profit as taxes, I argued earlier, is by no means an eco-
nomic surplus. Land rent or its equivalent, however, will often contain -
a true economic surplus. I shall deal with this subject in another lecture.

Inheritance, Estate, Legacy other Death, and Gift Taxes. Taxes on
the transfer of property at death or by gift can be heavy. When the bulk
of the property consists of interests in a closely held business, the en-
lerprise as such can be affected adversely. Typically, the effects begin
iong before death as the owners alters his investment program to ac-
quire assests, such as life insurance, which will be liquid and available -
for paying tax at death; over the years, as a result, fewer dollars are
avatlable for investment in his business. The owner may arrange to mer-
ge with a larger firm in part, at least, in anticipation of death tax prob-
lems. But when. the results of the tax are concentrated at death, consi-
derable disruption of operations may result.

In the United States we know much less than we should about the
extent and seriousness. of this problem today. But one is safe in saying,
“Here’s something to think about”, the analysis should include the effects
on business of death taxes designed to be personal levies.

Birections Of Progress In Taxing Business

Getting rid of existing defects in business taxation requires action
atfecting the revenue structure at many points.

One essential, seems clear — a vision of the general goal and why::
it is desived. My comments up to this point have implied some of my
views and the underlying reasons supporting them. A more explicit for-
mulation standing as a sort of conclusion (based largely upon condi-
tions in the United States), would run somewhat as follows, not all ex-
ceptions being noted.

1. Resource allocation will be most efficient if taxes impede as
little as possible the operation of the market proces’. Choices; in other

15) Problems of income distribution and redistribution are passed
over here — as they would not be in a complete analysis.




20 ‘ C. Lowell Harriss
words, will reflfect more accurately the alternatives which are at issue
when taxes do net influence the results'®.

2. To this end, taxes should be neutral or impartial in their effects:
on resource allocation — among industries (including private and govern-
mentally owned), cccupations, regions (internally and domestic versus
foreign), methods of operation + and finance, forms of legal organizations,
present versus future, and so on. In general the economy will operate:
most productively if taxes exert a mininum of influence upon decisions
about what to produce, how, and for whom'’. The more fully this con-
dition is realized, the greater will be the total of redl income available for:
consumption and imvestment, including consumption and investment
through, and by, govermment'®, :

8. Major reliance for revenue should be taxes which draw from the:
flow of income at the personal level — by taxes on persconal income:
received and on the use of income and wealth in consumption expenditure

Use of both income and consumption (expenditure) for the tax base:
will generally be preferable to exclusive reliance upon one or the other.
(a) For reasons of fairness and equity in the distribution of burdens, the:
use of two bases has one great advantage over the reliance upon one or
the other. In the real world, each base will have defects, but they will
not be the same. Some crude averaging and compensating will result if
both are used. (b) When tax rests upon both income and consumption,.
the tax rate on each can be materially lower than if all the revenue must
be obtained from a single base. Consequently, the evils of high tax rates:
as such will be less. Use of taxes to redistribute income may be easier
under personal income taxes than under spending taxes, but the Iatter
can be modified for this purpose. One type of taxation, however, cannol’
be used for anything approximating rational redistribution — taxes om
business. :

16) An exeeption of some importance exists when the tax has direct
relation to the ameunt of governmental spending, e.g., taxes based on net.
profit.

17)- One must recognize the existence of a potentially valuable, but
easlisy abused, exception for regulation in .the public interest.

18) Taxation: and governmental spending may be used to “force™ si~
ving and speed the accummulation of capital so that over the long run inco-
me appears to be higher. But is real income truly higher? How does one
weigh, as must be done for an answer to this question, the loss of welfare
of persons foreed te save when they would have preferred to consume.
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4. Assuming that the personal income tax has a prominent, perhaps
predominant, place in an ideal revenue system, it should be reexamined
in the light of its bearing upon unincorporated business. In this connec-
tion the chief consideration in the United States, would be the reduction
of high (marginal) rates. The revenue from these rites is important
«chiefly for its insignificance. The adverse effects on the economy, in
relation to any general benefit, are by no means restricted to those
‘which result from the impact of the tax on unincorporated business. But
the latter call for special examination.

5. For the taxation of consumption as such, retail sales taves more
or less as used in most American states — or taxes imposed upon sale
to the retailer (at the wholesale stage) — seem to me clearly superior
per unit of revenue to selective excise taxes or to general turnover taxes.
A tax on value added, howeves, would probably be my first choice — in
part because as a matter of expediency it offers a realistic alternative
to the taxation of corporate income at high rates. Application of the tax
io the output of governmentally owned business-type activities, and to
such tax entities as cooperatives, would seem to me generally desirable
in principle.

6. Tax rates on corporation income would be veduced., Both the
speed of reduction and the level conceived as the eventual goal would
depend upon revenue needs (in the light of alternative changes to raise
revenue) and such other factors as personal income tax rates and oppor-
tunities for avoidance. Within relatively few years as such things go,
normal economic growth will in itself expand the base so that revenue
can be maintained while rates go down.

7. For 15 years or so 1 supported in principle “base broadening”
and “loophole closing” to facilitate rate reduction and to make for
greater fairness. Simplification has also seemed to me, not only a highly
desirable goal but also one attainable within degree. Although “hope
springs eternal”, I am not “holding my breath” waiting for success. For-
tunately, some of the objectives can be atained indirectly. {a)} Growth
of national income in itself broadens the tax base and permits rate cuts
it government spending grows less rapidly. (b) Reduction of high tax
rates would also reduce the equity significance of loopholes and the
practical importance of the myriad features which, having been adopted
{or good reasons and bad, make for complexity.
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Concluding Comment

Discussion of the tax system which would be most in  conformity
with characteristic of a free society may seem to be little more than an
example of the lack of realism attributed to academicians — something

“of the world of dreams. For one thing, evidence, hard fact, measure-
ment — notably lacking in my paper — are needed, not only to help us
iearn with certainity which choices are best but also to persuade those
votes and officials who must be persuaded. At least T am optimistic
encugh to believe that men respond to evidence. Response, however,
calls for public education, Unfortunately, no small amount of latent, and
“some overt, opposition must be overcome.

* Finally, a more difficult job will be unending — restraint on the
growth of government spending. Over the long run, freedom for mano-
euver to reform business taxes — and in my opinion reform is reduction

of tax rates — will depend upon the budgetary position.





