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INTRODUCTION

The world in whieh we find curselves at the present
tize is a world that is beset upen nearly every side with
what seen to be issoluble problems. There are wars aad
threats of wars, There are new dootrines and schemes of
government whioch contest the wvalidity of our present eeoe
nomie system, and even of our demooratic form of government
which hes meant such s struggle to obtaln, And then, too,
we are still in the midst of the “Great Depressioan® which
to date has defied all attempts to put an end to it, 7o
any one who is ineclined to be pessimistie it would seem
that the world is on the edge of a disaster comparsble %o
that which befell Rome and the aneient world some fifteen
hundred years ago.

It is even possibdle to find enalogous happenings to
the presenteday efforts to induce falr competition by make

ing laws end by controliing the prices for which producers
may sell their goods on the market. The present enorsous
tax burdens of the modern nations find a precedent in ancient
Rome, where taxes beocams 8o heavy that it was necesaary to |
nparm them out” or to let the tax collecting privilege out
%o the highest bidder In order to get the necessary revenus,
The cost of goverament became so huge and sueh & burden %o
the taxpayer, espeeially to the landowners, that 1% became



necessary to extend the system of serfdom in Rome whereby
the sef or "colonus" was restricted to the land, and even
the landlord could not free him, But even thh'nnun did
not prevent the abandonment of the agricultural lands of

the empire and the consequent decay of agriculture and rural
prosperity. .

The Roman Republiec, with its attempte at a sort of
democratic form of government, lasted but a comparatively
ghort time before the people lost confidence in it and there
was & return to the absolute rule of the emperors. At the
present time in Zurope there seems to be a trend away from
demoeratiec forms of goverament in certain countries, although
{t must be admitted that any real demooracy hes never existed
in those countries, except in Germeny, for e decade after the
World War,

Another similapity to the present day may be seen in
what one writer has cslled "an outburst of syndicalism" in
the Rome of the third and fourth centuries, H., G. Vells
also states thalx

the real method of populer expression in Italy

in those days was not the ' (Roman

form of parliement), but the a » T3

tion, the righteous and negessary methods of all

oha&oa or suppressed peoples. We have seen in

our own days Great Britain a deocline in the

prestige of parliamentary government and a drift

towards unconstitutional methods on the part of

the masses,

1. H, ¢, Wells, The Ps 426,




‘The same ¢ry was heard then that we hear nows that the rich
are aﬁtins richer while the poor are growing poorer. The
people were beset by rapidly changing market conditions, by
uncertain prices, and by constantly mounting debts, both
public and private. |

In the United States at the present time, and in many
of the othor nations of the world, there are pressing ques=
tions of unemployment, of business stagnation, of constantly
mounting debts, and of en ever-growing burden of taxation.
The politicians have been trying to solve the problems of
the depression, without much apparent success, Business men
and economie writers have offered their proposals to gt us
out of our difficulties, Various cranks and radieals have
proposed sehemee of "share-the-wealth", prodiglous payments
to the aged provided they cease production, and other equale
ly unworkable ldeas (not saying that such sehemes, in great
moderation, may not have some value). |

It was therefore with an idea of contriduting some
small part to the attempts to solve our present economic and
social difficulties that this paper was undertaken, Under
the fiscal strains put upon governments since the World War,
and especially since 1930, the incoms tax has assumed unpre-
cedented importance as a souree of revemue, In the United
. States the surtax rates have reached an slletime high with
a rate of ?S% on surtax net incomes in excess of five million
dollars, which added to the normal tax rate of 4% makes a
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total tax of 79% on such incomes above five million dollars,
There has been much oritieism of sueh highly progressive
rates recently, espeeially as they affect ¢ conomic prosper-
ity, saving, the accummlation of wealth, and owr pr_omﬁ
capitelistie systemj and so it was undertaken to mcom
Just what are the fects of the case,

The seope of the present study has necessarily been
rether limited, so 1t was thought advisabls to study the
present incoms tax hwj. with speeial attention to the federal
persconal income tax law with its highly graduated rates,

The ineome tax is a newgomer into the fleld of taxa=
tion, especially when compared with such taxes as the prop=
erty tax and customs out_zn. It was not until 1798 that
the first income tax was brought into use, at which time
it was introduced into England as an emergency measure in
connection with the wars of that period, It was discontin-
ued in 1816 and was not again resorted to until 1842, sinece
when it has been a permanent part of the British revenue
system, Other European states adopted this form of taxae~
later, but it was not until 1911 that mueh use was made of
it in the United Ctates, A few states enacted legislation
as early as 1840, but there were no laws of significance
until after Wiseconsin peassed 1ts law in 1911, The federal
government also made use of an income tax duriag the Clvil
Wer, but it wes repealed in 1872, This, like the first
English inecome tax, was not intended to be a permanent tax



but merely an emergency measure, In 1884, the federal governe

ment again passed legislation providing for an incoms tax,
but this time the United States Supreme Court thréw the msa=~
sure out as being unconstitutional, since it was a direct
tax but was not apportioned among the states according to
population as required by the Constitution., It was not une
t11 1913, after the passage of the sixteenth amendment to
the federal Constitution, that an income tax became a perma-
nent part of the fiscal system of the United States,

The first rates were invariably moderate, at least
as Jjudged by present rates, It was not until the World Wer
that rates rose above the 10% level. The law of 1918 in the
United States had rates varying from one to seven per oent,
while those in Great Britain ranged from three and one-third
per cent to six and one~fourth per cent, plus the super _tn
_of only two and one~half per ceant, The problem of steeply
graduated rates 1s therefore one of quite recent date and we
eannot look bask inte history for examples or comperisons,
This paper, then, is not concerned so mmch with the merits
of an income tax as such, but more espeeially with the ine
come tax with the high surtex rates as now in effect in the

United States,



An income tex with purely proportional rateseethat
is, where each taxpayer pays a certain proportion of his
income regardless of ite size~-might run coantrary to very
important social considerations, but it would eliminate the
charge that is made againet graduated rates that they inter-
fere with the acoumulation of wealth and the future welfare
‘of sosiety., If the accumulation of wealth is interfered
with, there is no source of capital with whieh industry cah
expand and keep on ralsing the standards of living es has
been done since the beglaning of the industrial revolution,
If our industries do not keep on growing and increasing proe
duction we must bde contented with watehing our standards of
living and comfort actually fall, unless, of course, our
population ceases to inerease, Although a stationary popue
lation does not seem to be an impossibility now as it 414 at
one time to Malthus and his followers (nor, perhaps, an ime
probability in the light of mecent trends in the birth rate),
yet there are few who would maintein that we now have all
the comforts and all the commodities that are needed, There
are millions of persons ia this country and in other coune
tries who are mnplond at prniut through no fault of thoir
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own and are receiving their livelihood from the state or from
charity. There are millions of others who receive such a
small income that they are unable to enjoy even what u' con=
sidered to be an adequate diet, let alone a liberal diet, If
they have to sacrifice on the food they eat, they will also
have fewer of the other things of life.

There are other arguments against the use of highly
graduated rates, There ig no natural limit for the rates,
unless one set a maximum income which any ecitizen should be
allowed to receive and then tax all in excess of that amount
by 100%, The rates used must be entirely arbitrary so that
in a system of government wh'oro politics plays an important
role the rates are likely t;“nﬂoot the struggles of one
group against another, rather than a systematic attempt to
set up a selentific and just tax, |

It has also been sald that as the rate goes up the
danger of large socale tax evasions will become important,
The likelihood of this becomes apparent ia the lighﬁ of re-
cent trends in the purchase of government bonds and other
tax exempt securities by the well-toedo, There have been
o2 number of cases, too, where the internal revenue departe
ment has brought suilt to secure payment of the tax upon a
higher net ineome than that reported by the taxpayer, Ale
though the danger of this evasion is important and tiu rates
are arbitrary, the real objection of importance economically
is the first one stated: that it is likely to hinder the



accumilation of capital; and it, iz this objeetion which
will be given most consideration,

On the other side of the question there are a good
many arguments in favor of an income tax with progressive
rates., The point of view of the person concerned may make
a difference as to which particular argument he will 1ike
the most, For instance, there i1s the so-called "socialistic"
argument that a tax of this sort (more espeecially in the
case of the graduated inheritance tax) will tend to secure
a more nearly equal distribution of the ownership of. prop=-
erty. Those who believe that the present distribution of
wealth and income are unjust will be ineclined to favor gradue~
ated taxes since they fell more heavily upon the rieh than
upon the poor and thus tend to have a moderate "share~the-
wealth" effect, The advocates of the idea thet there should
be a greater degree of economie opportunity faver the in=-
heritance tex, since it would give each ¢hild a more nearly
equal start in life, John Stuart Mill was cne of the prine
eipal advocates of the inheritance tax on these grounds and
brought out the point that the institution of inheritance is
not a negessary adjunct of our system of capitalism or of
private property.

.A large proportion of the taxes which are now in use,
such as import and exeise duties, sales and other consumptéon
taxes, and even the general property tax, are regressive in

effect, falling with greater severity upon those with small



or moderate incomes than upon the wealthy. Aecording to
this argument, the ultimate effeot of graduated taxes is
to make a system of taxation which, taken as a whole, mere-
ly falls upon the taxpayer in proporbtion to his income; the
income and inheritance taxes equalize the burden on the
poor caused by the other taxes,

In opposition to the olaim of the other side that
progressive taxes are a social detriment because of the fact
that they discourage thrift, the acoumulation of capital
and the exersise of industrial taleat, there is the cone
tention that ihnr- would be an incentive given to those
whose produetion is relatively less, since they would be
given an sdvantage by lower taxation. Although this argue’
ment would not apply to monopolistie indnct;ioa it would
have its effect upon the competitive industries,

The prineipal argument which proponents of these
taxes have used is that they are based on the principle
of ability to pey. It has been said that the abllity teo
pay inereases with inereasing income at a rate more rapid
1 since
the first incremente of income satisfy the most pressing

than the rate of ineresse of the income 1tself,

needs of food and shelter, the taking away of later incre~

pents cannot produce as much hardship as would be the case

with the first. But the actual measurement of "ability”

1. H, ¢, Adams, Secience of Finange, pp. 337-348.
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is practically impossible, since "equallty of sacrifice”
involves a psychological elemsnt that defles any attempt
at acourate measurement, A miser with great wealth may ex-
perience more pain at parting with e relatively small sum
than would another person with a good deal less wealth,
Even though it be admitted that saerifice cannot be mea«
sured and that rates must eonsequently be arbiirary, the
justice of the prineiple of ability to puy‘n&u holds, and
with the inereased popular comtrol over governuents the
change from strictly proportional taxes to graduated taxoes
has been secured., The majority of the people are no longer
willing to tolerate a system of taxation lnaugurated by the
wealthy landowners and merchants who made up the "rullng
elass" in Bngland and many other gountries until not 8o very
long ago., The danger is that the tendeney will be to go to
the extreme in the opposite direction, The ery at present
is that the attitude of the masses of the people is one of
wgoak the rich”, and there is the possibility that this may
lead to actions which may injure the industrial structure
ar: the oomitry. If the m:arit; of the voters think that
they will not have to pay the bills, 1t is apt %o be a
temptation to vote for appropriations so huge as to neces-
sitate taxes that would seriously eripple industry.

It is the purpose of this paper to lgek into these
various possibilities, to determine to what extent they are
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true or are likely to become true, and what would seem to
be the best course to take, A= a start, the ideas and
theories of the classical economiste on the subject will
be examined,



CHAPISR II
VIEYS OF THE CLASSICAL ECONOMISTS

The Tirst great writer of the classical school ot
economice was Adam Smith, who has been called the father
of the selence of political economu for the work done in

b A oAy ..f..'.
Folitical Beonomy, quotes asdam Smith as favoring stricte
ly proportional texation; and this has been the general
concept since that time ss to the theory of the classical
economistes on that point, Ricardo uual
The dburdens of the state should be

borae by all in proportion to thelr means:

this is one of the four maxims mentioned by

Adam Smith which should govern all taxation,
" This is probebly the idea that Smith had in mind, although
. there 1is at least a pose
sibility of questioning thie view, The first of the four

mexims mentioned, as Smith wrote it, is as follows:®

s . ¥ 4%
L e o B e e

mn we ".‘ L1 weaduill O 248 0 L OIS

The subjeets of every state ought to cone
tribute towards the support of the government
a® nearly as possible, in proportion to thelr
respective ablliities; that is, ia proportion to

ohmy enjoy under

the revenue whieh they respe
the protection of the state,

1. David Ricardo, Frineiple [ Poll 1 Eeonony
3rd Bdition, pe 131, ‘ R ‘
2, Adam Smith, th of Natlons, 2ad Bdition,
Vol. n. Chap,. 1I, . £
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The seecond half of the sentence seems to be an explanation
of the meaning given to the word "tbilﬂiuf' in the nrn
part, and thiq may be the case, Iimiw. it u-a'ctamthr-
that he used the term "abllitles®™, and he may have even
used it in the sense that it is used today, because some
pages farther on he makes a statement that would seem to
justify graduated mt-ioﬁs In speaking of the tax upon
house rents which would fall heaviest upon the ruh.:ha iayu
" In this sort of inequality there would not,

Dy uaseasomabis VA4t the Tieh Sheuld sene

tribute to the publie expense, not only in proe

B B ity -

However, it must be admitted that Smith d1d not intend this
to apply to income taxes with highly graduated rates such
as we have today., He mekes no specific mention of the ine
eome tax, nor of any sradugﬁc& rates, such as are used at
presentj these were not brought into use until ‘mm'" time
after he wrote and he does not seem to have given them any
consideration, It is hard to tell just what hie views on
our present taxes would have been had he been acquainted
with them, ‘

The nearest Adam Smith comes to discussing the probe
lem comes under his tnatmne of capitation taxes., He says
that capitation taxes become altogether arbitrm‘&r tﬁ ate
tempt is made t o apportion them to the revenue of the taxe

payer because !



ntntc of a m’u Tortune varies from
ui. without an inguisition more
htohn

cave crery year; ean ey bo guesset oty T
The umom would therefore depend entirely upon the
800d or bad humor of the assessors and so be arbitrary and
- uneertain, He falls to foresee the present day methods of
self ummat coupled with informetion from tha\ souree
of the income, to remedy what he considered to be the arbie
trary and inquisitorial nature of such taxes, Like John
Stuart Mill, he 414 not think & just tax on this basis could
be made to work and so favored the taxation of hm rents,
as being a fair indication of the taxpayer's ability to pay.

To those who would go %o the opposite extreme and
get the revenue ne¢eszsary te mn the govermment from taxes
upon consumption. of the necesseities of life, Smith mentions
a Freneh author who proposed to reform the finances of his
country by substituting for most of the other taxes what
Smith calls "thie most ruinous of all taxes", He quotes
Cloero as saying thet there is nothing so sbsurd that it
has not been asserted at some tub by some philesophers,
Such taxes tend to ralse the wages of labor, and so railse
the price of all mamufactured articlss, tius diminishing
their consumption and reducing the enjoyments of everybody.
Taxes upon luxuries have nd such tendeney to raise the pﬁn
of commodities other than those actually taxed, The advane
tages of consumption taxes are that they enable the government
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to raise revenue that might be diffiecult to secure othere
wige, and they-are certain and convenient of collsction,
They go contrary to the fourth of his maxims in thit they
alwaye take out of the pockntn‘ of the people more than tm
bring inte the publie treasury beecause of the excessive ad-
ministretive costs, discouragement to consumptive demand,
and encouragement of evasion, :

Taxes on profits as & dia_trih}nun share of income
were opposed for two reasons, Stocks and other interest
bearing securities are easily nwua'-na there would be
danger of evasion, This has later been proven in the falle
ure of the personal property taxes in the United Statea,
Also, there would be a tendenoy for such a tax to drive
upiﬁl out of the ecountry, to the detriment not oaly of .
the cepitalists but of the laborers and landowners allke,
a® a result of the smaller available supply of capital for
use in produetion, :

David Ricardo, another of t he classical economists,
aside from quoting Adam Smith as favoring taxation in pro-
portion to the contributor's means, hes little to say with
regard to the subject, He favors proportional texation,
but it is doubtful whether he gave the subjeet of graduated
rates much consideretion because he has writtea little about
1%, :

In his first chapter on taxes Ricardo gives us several
. statements with regard to the effect of taxes in general
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which sre of interest with respect to the present study.>
Taxes are, he says, a povtion of the produce of the lanmd
and lebor of a country given over to the goveranment; they
are always paid either out of revenue or out of capital,
Should the burden fall upon the capital of the nation, cause
ing it to be diminished, the national production will neces~
sarily be diminished; and if the process be continued there
mst continue to be a reduction of the eountry's capital and
production, Uven if the tax falls wholly upon revenus and
the nation's capital is inercasing, it is certain that but
for the taxation this increase would have been greater,
There ar no taxes which have not a
tendency to lessen the power to acsumulate,
All tm!_. mist either fall on capital or on
revenue,
If taxes Tell on capital and diminish 1t, the effects are
bad, as noted abovej but if they fall on revenus they must
have one of two effects: they must elther lessen acoumue
lation or they must diminish consumption in order that the
saving be continued,
Some taxesz will produce these effects in
a much greater 4 e than others; but the great
evil of taxation is to be found, not so mueh in
any selection of its objects, as in the gmn
amount of its effects taken colleetively.,”
The desire of every man %o maintain his wealth and his stae
tion in life will make him endeavor to pay his taxes out of
!a. !!‘I”d@‘ w.. Chapter VIII,
L

.
S -
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ingome rather than capital. Ricardo says that it should

be the poliey of all governments to encourage the disposie
tion of the people to do this, eand should never lay any
taxes which must inevitably fall on capital., In this re-
spoet he especially condemns inheritance taxes and ethpt
texes upon the transfer of property. The heir is inclined

' $o feel that the estate less the successlon tax is the sum
of the capital he receives, and consequently haes no incen=
tive to restore the capital to its condition before the tax,
On the other hand, had he received the whole amount of the
estate but required to pay the tax upon income, wine, or
gservants, he would probably have reduced his consumption

by that amount snd his capital would have remained intaet,
In this oppoﬁiﬂm to suceession duties Rieardo suns direct~
ly contrary to nn. who advocated such taxes, even with
high rates.

As to taxes on profits, Ricardo thought that they
cause the price of the manufactured goods té'ri»s whether
the tax be on one némdity only, in which case only that
commodity would rise in price, or whether all meanufactures
were taxed, In the absence of protective tariffs sueh a
rise ocould not be chnt because imports would rise,
sccompanied by an exportation of bullion, until such a time

that the smaller amount ot bullion would bring prices back
down tq.mro :thw were.
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bore before the tax was imposed,

It might be doubted, however, whether this would be the
result under present conditions, with universal taxation
of profits along with other sources of income and with
international trade more nearly on a barter basis than on
a gold bullion basis, The present concentration of gld,
particulaply in the United States, has removed it as the
basis for the currency in almost every country, thus make
ing it impossible for bullion to be exported, Trade must
be carried on on a barter basis by the exchange in commode
ities, except in rare cases, The result is likely %o be
a real reduction in profits, since there is no escape for
the profiteseeker, or in a reduction of production and
consumption, or both,

From Ricardo we turn to Thomas R, Malthus, who was
contemporary with Ricarde but differed from him on several
important issues., Like Ricardo, Malthus did not discuss
the income tax to any extent, but he differed from Ricardo
in some of his analyses of taxation, When he discusses
saving and the effects on capital he seems to take a dife
ferent approach than Ricardo didj the great need of a

country with its capital diminished by war is inereased

_—— E xg.. Chapter XV,
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national revenue with increased and steady profite from
which savings ¢an be accumulated, Rieardo said that taxes
must either fall on capital or else diminish consumption,
The opinion of Malthus on the éub}oot of saving and eco~
nomie prosperity ls somewhat different.

But if, instead of saving from inoreased
g;oﬂ.t- we save from dimianished expenditure;

at ‘.ho very time that the supply of commodw
!.tlu compared with the demend for them, elearly
admonishes us that the proportion of capital to
revenue is already too great , we go on saving
from our revenue to add still further to our
capital, all general prineciples econcur in showe
ing thn‘ we must of necessity be agsravating
instead of alleviating ocur distresses,

But how . + » are we to obtain this in-
erease in revenue? , , ., A union of the means
of distribution with the powers of production
is absolutely necessary to ecreate an adequate
stimulus to the continued inereasse of wealthj
and that the three causes, which, by favoring
distribution, tend most to keep up and increase
the exchangeable value of the whole produce,
are, the division of landed property, the exe-
tension of domestic and fore trade, and the
maintenance of suech a proportion of unproduce
tive consumers as is best adapted to the powers
of production.t '

In his emphasis upon the necessity of having a proper pro-
portion between the production and the distribution of
wealth within a country, he shows a marked similarity to
the recent report published by the Brookings Institution
on "The Distribution of Income in Relation to Eeonomie
Progress”, which will be discussed later,

I‘ s !0 h. Il.l‘nmn-. &7 10
Book II, Cahpter I, Seetion X,




The mere reduction of taxes following a war will not
relieve a nation from dlstress, Although denying that
heavy taxetion and restriction upon commerce are benefis
eial to a country, he writes that they canmot be looked
to as the immediate causes of the distress in whioh England
found herself at that time, following a series of expensive
wars, ZSxactly the same result might occur without there
beingz any poor land in cultivation, without taxes and withe
out any fresh restrictions on trade, If the situation had
heen lﬁoh that demand had been inereesing, calling for
greater and greater production; and then soelety should
: mmm slacken thelr consumption and add to their capie
tals, the profits of the capitalists would socn be greatly
reduced, "and the population would be thrown cut of work
and would be starving, although without a siach tax, or
any restrictions on trade ."1 '

In omnpuiag the two, Ricardo would say that the only
hope for scclety to be able to prevent taxes tfm redueing
the capital supply is to reduce 0mmnpucm and inerease
savings, Malthus, however, would say that the answer lles
in an inerease ia profits and produetion, accompanied by
proper distribution of the wealth created; and that redue~-
ing consumption in order to save would only meke the situa-
tion worse, Of the two, lMalthus seems to give the more

1. ibid.
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hope for progress and oounavtho,olonor to many present day
views,

John Stuart Mill, like the other classical economists,
favors proportional taxation rather than taxation with
graduated rates, He gives three conditions whieh, if ful-
filled, would meke the income tax "in point of justice the
least exceptional of all taxes", The first of these condi-
tions is that all incomes below a certain minimum lévol
should be exempted in order that the poor will not be @n=-
duly burdened, This is in line with modern practice where
ever the income tex is used, The second of his conditions
is that praportionai taxation of incomes should be the rule
rather than progressive taxation, in order to secure cqnnl-'
ity of burdens, His third condition involves the exemption
of savings from taxation, He luy:tl

All sums saved from income and invested

should be exempt from the tax; or if this be

found impracticable, that 1ife incomes and ine

comes from business and professions should be

less heavily taxed than ritable incomes,

in a degree as nearly as possible equivalent

to the increased need of economy arisigg from

their terminsble character: allowance being

also made, in the case of variable incomes,

for thelir precariousness,

" We find this last idea followed out in modern income taxes
in the deductions for earned income, as that allowed by the
federal government, or differentiations between ecarned and

unearned incomes in the British income tax,.

1. John Stuart Mill, gg%aeiploa of Folitical Eeconomy,
Book V, Chapter I1I, Seetion



Mi1ll goes on to say, however, that he does not be~
lieve that a fair income tax is possible because of "low
public morality” and the impossibility of securing secur-
ate returns, For this reason he advocates a tax on ex-
penditures, such as the house tax, as being the best indie
cation of the eitizen's paxpaying ability; but he does not
favor consumption taxes, These taxes cost the consumer
more through the increased price of the arﬁiél. than they
bring into the public treasury, because legal restrictions
and regulations necessitated by the tax are an additionsl
burden to the consumer, Also, the higher price almost ale
ways checks demand, thofoby obstructing the introduction
of improvements which aecompany inereassing demand and large~
scale industry,.

Taxes on necessaries must thus have one

Sien of $he laboring $1a8805; & Shey ORSES

from the owners of capital, in addition to the

amount due to the state of thelir own necessare

i:;érzg:;!nount due on those consumed by the

With regard to the income tex, Mill states that no

tax falls solely upon income., At least a part of the ine
comes which are taxed would have been saved, so that the
tax has the effeoct of reducing capital by the amount of
the tax, In this regard, taxes upon profits (whieh in-

clude interest also, in Mill's analysis) tend to be
IO ;EI!.' Book V, Chapter IV. Section II,



detrimental to the accumulation of wealth. Eventually

the burden of such texes will fall upon elther the laborer
or the landlord as a result of the adverse effects to them
of the hindrance to the accumulation of capital, Although
it at first falls wholly wpon profits, the amount of in-
erease of capital which the tax prevented would have .vnnx§
ually tended to reduce profits to the same level as the
tax did, BEven the mere fact that profits have to bear
their share of a general heavy taxation may have the eof-
feot of driving capital abroad and stimulating impradent
speculations in the absencs qr safe gains, The only
counterbalaneing possibility is that of stimulating ine
ventions and improvements in the arts in the effort to
offset the losses caused by taxes on profits. His con-
eclusion is that

the real effect of a tax on profits is to
make a country possess at any given period

a smaller capital and a smaller aggregate
production, and to make the stationary state
be cttnino& earlier, and with a smaller sum
of national wealth, It is possible that a
tax on profits might even dimininh the exist-
ing capital of the gountry.

However, Mill has mach to say to soften the effect of his
denunciation of such taxes. In his arguments against those
who contend that the poor are injured by taxes which take
away from the rich what they might have spent among the
poor, he states that "it is impossible so to tax the riech
1. IbId., Book V, Chapter III, Seotion III, p. 497,



&4

as that no portion whatever of the tax can fall on the

poor”3 and that portion of the tax whieh would have been

spent and consumed by the rieh falls upon them entirely.

The government may itself increase capital by paying off

the public debt or by making public additions to capital,
If those agalnst whom I am now contending

were in the right, it would 20 impossible to

tax body ox«p‘ the poorj+ and to increase

capital there is another way u!wm consuming

less, namely, to produce more.*, , . Capital

is kept in existence from age to age not by

preservation but by perpetual repreduction:

every part of it is used and destroyed, gen-

erally very soon after it 1s produced, but

those who consume *t are employed meanwhile

in produecing more.

According to this last bit of reasoninz, he con~
¢ludes that funds required by governments for “extraordi-
nerily unproductive” purposes should be raised by taxa-
tion rather Bhan by borrowing. The privaetion whiech would
result from the taxation would not be averted by a loan
since "whatever is spent caannot but be drewn from yearly
mou";. The suffering is merely transferred to the labor-
ing elasses, because the payment of interest for unproduc-
tive loans diminishes the share of the national produce
which is available to pay their wages,

It is probably the total burden of taxation which is
most to be considered. Upon this subject he says:

« “p Book I' mmr '. P 56.
Be 3 Do 44,

3 00 Beof'8. @aprer 12, ». 494,



Over-taxation, carried to a sufficient exe
tent, is quite capable of ruining the most ine
dustrious community, especially when it is in
any degree arbitrary, so the payer is never cer-
~tain how much or how little he shall be allowed

to keep.
This uncertainty is also of great consequence, making it
impossible for the business man to Judge acecurately the

future,



CHAPTER III
MORE RECENT VISWS ON INGOME TAXES

Sinee the days of the classical economists there has
been a gradual swing of opinion in the direction of the
graduated income tax, John Stuart Mill was the only one
who discussed the inecome tax very much, and he concluded
that although an income tax "fairly assessed” would be
the "least exceptionable of all taxes”, he thought that
it would be impossible o secure such a tax, O, F,
Bastable, writing in 1903, came to the conclusion that
the mobm tax is an essential part of any good fiscal
system, but he kept to the views of the classical econo-
mists that proportionality wui to be preferred to gradua-
tion,

The change in opinion with regard to the income tax
whiech took piaoc during the end of the nineteenth century
was attributed to Bastable, in part at least, to the ine
ereased popular influence upon government, The shifting
of the ceater of political gravity whieh resulted from the
growth of demoeragy brought about a tendency to alter the
distribution of taxation to favor the most powerful class,
or the political majority, by putting a hnui.or burm upe
on the wealthy in the form of graduated income and the
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fnheritance taxes, The diffusion of soeclalistic ldeas
has also had mueh to do with the growth of graduated taxae
tion, since this seems to be likely to facilitate the
transition from the capitellstic to the socialistic regime.
Bastable has seversl important eriticlsms of gradue
ated taxation, The first is thet the rate must be entire-
ly arbitrary. There is no nmatural limit except one hunde
red per eent, whieh limits by lew the amount of utnish
which any man will be allowed to accumulate, After this
1init has been reached by any individual there 1s ne
further incentive to acocurmlate and add to soelety's store
of capital, The progress of industry would de in danger
under such eircumstances, since a large part of the capi-
tal nscessary for continued expansion comes from men in
the upper income dbrackets, Carried to its extreme con~
elusion, an individual's incoms would cease to have any
relation to his efforts or his productivity, dut would
become en arbitrary allowance set by the governmeant,
This is the socialistic ideal, dut it would dring s sharp
end to our system of individualism and personal llberty.
If this is the ideal which is sought, there are zuoh more
direct methods of sohleving it than by the round-about
method of graduated insome texes,

In answer to Bastable on this point, the use of
graduated income taxes might be likened to the use of a



modern highepowered automobile, It can be given such ex-
treme usage as to be highly dangsrous and destruetive, or
it can be used more moderately to secure efficient and
useful results, The faet that it has potentlalities for
destruction does not lead to the conclusion that 1t must
necessarily be used for such purposes, It is the way
that it is used that is the important thing, rather than
anything inherent in the tax itself, _

Bastable recognized that the total amount of taxa-
tion is an important factor in the success of a fiscal
systen, "rmtion, he wrote, ls drawn from the total stock
of wealth at any given time, ineluding both gapital and
revenue, ' ‘

The real aim should be so to direect it
et tas foseos Shat premote osmmas
ol;:ig:.ﬁ?:ax.;:x‘:&on wul always be injuri-

Tn line with this goal, he opposes graduated t_uation be-
cause he thinks that ite probable effect is to dlseourage
acoumulation, This is his second objeetion to graduated
rates, :

Another pb:utlan {8 that there is more danger of
evasion as rates go up because there is greater incentive
for the rich texpayer to run the risk of being caught in

order to avold part of the tax than where the rates are

‘I +G. 7., Bastable, Public Finance, p. 275,



more moderate, Finally, the progressive rates have not
been as productive of revenue u was expected by their
proponents, The share of the taxpayer's income that h
~ lopped off may be enormous for an individual, but not
mich when compared with the national income; and the
number of wealthy m_iﬁd\uh compelled to bear such a
tax 1s an even smaller proporbion of the number of tax
payers in the eountry as a whole, so that no substantial
part of the governmental revenue can be relled upon from
this source,

"Reasonable supporters”, Bastable writes, "will
recognize that a rapidly ineressing rate is both unjust
and egonomically 1njur1wfu."1 The imposition of special
taxation on the larger incomes or properties is really a
fine on saving and an m‘dmnt to the supply of one of
the suxilliaries of production, If legielators are to
interfere at all they ought rather to encourage the forma-
tion of new stores of ecapltal, However, Bastable would
not Agroo with M1ll in advocating that savings be exempt
from taxation and énly expenditures be used as the tax
bui:. He felt that any seperation between _nvznas and
expenditures must Le entirely arbitrary, and that the
true test should be between productive and unproductive
expenditures, "a plainly impossible course in practice”,

!,tk :5&‘1 Pe .9‘-0“



"In mitigation it may be urged that progressive taxa-
tion is not in fact likely to weaken the disposition to
oav-.”l Those with substantial incomes save mainly by
habit, and the lighter burden upon fhu poor may allow
them to save a portion of their incomes, also. He feels
that there is still bound to be some lnss even under mod=-
erate progression, .

An argument for moderate progression may be found in
the fact that certain parts of the tax system are regres-
sive in nature, so that some sort of progression is neces~
nary'to secure even proportional taxation, Those in the
lowest income brackets should be exempt from taxation be=-
cause a certain minimum is necessary for the purchase of
the necessaries of life and because of the difficulties -
and cost of collecting any substantial sums in taxes from
the poor., However, in a nation where the poor are numer-
ous and so politically powerful, they ought not to be en-
tirely exempt from taxation or they will lose all sense
of responsibllity for the costs of government,

As to Mill's distinction between earned and unearned
incomes on the ground that the unearned is the uore’auro'
able, Bastable argues that it is likewise subject to perma-
nence of texation, so diserimination is unjustified,
Bastable opposed Mill again as to the incidence of the ine

come taxi
P Ibld., pe 295,
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The wvulgar idea alluded to by Mill, that
the income tax falls on the poor by chee the
expenditure of the rich, has no foundation
fact, Nor is there much foree in the conteantion
that in so far as the tax us paid out of capital
it falls on the lasbourers, as this i1s no pecullar
quality 01 the income tax, but one common to all
taxation,

Some shifting nuy'oaénr as a result of a check to
the growth of capital through diminished interest, and a

progressive income tax will have a stronger tendenecy to
cause that effect; but as to taxes which do fall most
heavily upon the laborers, Bastable feels that indirect
taxes, especially consumption texes, do the most harm,
They have the unpopularity and inelasticity of direct
taxes without their equality and definiteness, All taxa~
tion is evil in its reduction of wealth and in the re-
strictions which are necessary to make it effective, but

indireet taxation, and particularly that on

econsunption, is heaviest on the smaller in-

comes, and lets the rich pass too easily,.

An income tax with a suitable scale of ¢ xemp=-

tion goes far to correet this inequality,

which duties on acts and inheritances also

ald in remedying. Both on financial and equit~

able grounds there is a strong case for the

income tax, not as the sole source of compule

sory revenue, but in due proportion with other

receipts, and with clooa-uttontion’te the spe~

cial eircumstances of the country.
In conclusion, Bastable chemplons the income tax but ree
tains the classical theory of proportional rather than
graduated rates, Although liberal in his day, he would

be ranked as ultra-conservative today.

:1. ' s9 Do 458,
2. o9 Do 447,




Contemporary with Bastable were two American e cono-
mists, Richard T, Ely and E. R, A. Seligmen, who also
wrote on the subject of the income tax, Both of these
men not ohly advocated the income tax like Bastable but
came out in favor of progression, Both did their write
ing before the federal income tax law of 1913 was put
into effect} or at least the bulk of their work came bee

fore this law,

In discussing the acyirnbility of an income tax,
Seligman said that, at the time he wrote, the income tax
was not needed for purposes of revenue, elther for the
state or the nation, Neither did the eleasticity argu#
ment hold much weight, The need for a compensation or
make-weight to ocounterbalance regressive tariffs and local
taxes could be overcome by the proper revision of the tare
iff and loecal taxation., But such a revision of the tariff
and local taxation he thought to be very unlikely, and as
the ineome tax conformed to a "pronounced tendency throughe
out the eivilized uorid' and fitted in with democracy,
"the argument for the adoption of some form of an income
tax becomes well-nigh 1rreaiotiblo'.1 At the present time
in the United States the tax system is predominantly and

inereasingly rosroouivn.s

l R, A, Seligman, e Income T o 642,
8, 3. A, Gilbert, "ibi%%ty and E?Ei%oa ve Taxes in
Exittins Tax Systems", P and Froceedings of the Fif
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Like Bastable, Seligman opposed Mill's plan to exempt
savings from texation to prevent what he thought was double
texationj first on the income saved, and second on the in-
ecome from the capital saved, Seligman stated that this
was an obvious fallaey because the two objects taxed are
separate and distinet, However, "to lay a burden gmly on
savings or the possibility of savings would controvert some
of the most firmly established prineiples of economie proe-
gﬂn"‘l This was in opppai.ﬂon to the proposal of Von ‘
mrso:ui.seur H, Welissenbora to tax only savings by ex-
empting personal expenditures, Seligman d41d not feel that
ordinary progressive taxatlon would aet as such a tex
solely upon savings. - The rich, he said, could afford to
pay more than that proportion of their inecomes pald by
the poor, |

To levy a tax solely on upohutm.

Salied lexurien; Would ulsimately brisg us

e e e e T e

Bly, like Seligman, early advocated graduated rates
in income taxation. In the introduction to one of his
earlier works® he mentions that in Japan during the old
feudal period, although the prineipal publie burdens were
met by a labor tax and a sort of tithe or land tax,

Io ﬁnl P 680,
2 . ;
Se é e B m Js H, Yinh)‘. L8
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nevertheless "the rich wers singled ocut for special taxa-
tion as for a compulsory publie subscription®, The idea
seemed to be to foree the rieh to bear their share of the
tax burden, since the other taxes fell most meavily upon
the poor, Although not making the analegy, he shows in
a later chapter how in the United States at the time he
was writing the tax burden was heaviest upon the poor bee
cause of the outworn general property tax and the federal
tariff and exeise taxes, so that a progressive income tax
was necessary in order to secure equality of taex burdens.
Bquality of taxation, he says, is impossible without an
income tax, '
It is a just grievance that many who can
amply afford to bear a part of the burdens of
?nmnt do not partieipate in them, while
hey derive inestimable benefits from the exe
istence of government, , . The income tax is
the fairest tax ever devised; 1t places a heavy
burden when and where there is strength to bear
it, and lightens the xg-a in case of temporary
or permanent weakness,. :
A8 t0 those who ¢laim that the lncome tax is inguisitorilal
in its nature, Hly asks, what tex is not? The personal
property tax is more lmguisitorial and much more d4iffie
gult to assess accurately.
When discussing progressive taxation, Ely states

that & tax may be just without being proportional, He

quotes that a tax may %end to diffuse itself, but on the

&u pp 287-2888,



line of leésst resistance, which is among the poor,

| Proportional taxation is alweys found

to be regressive taxation; in other words,

the power of resistance on the part of wealth 3
is so great that it never pays ite fair share,

The objeetion that » progressive rate will sconer or
later amount to confiseation is discounted by BEly, who
felt that 1t would never be carried to such an extreme,

If our meesure of gust taxation is that of ability |
to pay, and

if we construe ability as ability to bear
sacrifice (as John Stuart Mill and some other
authorities do) and confine our attention
solely to the econsumer, there can be no doubt
that progressive tnxat{on is the means by which
the least sacrifice uill be visited upon the
conmunity ss a whole,

Pertalining to the ¢ommon objeetions to progressive taxae
tion, Bly states: :

Rvery tax dlscoursges the cecoumulation
of weslth; that whether the tax will be pro-
duetive or not, it will relleve the poorer
classes to the extent that the progressive
rates do actually fall upon the riehj that
persons capable of evading their obligations
to the government will agtempt to evade proe
portional taxes as well as progressive taxes;
and that all taxation is more or less arbie-
trary, resting upon the Jgdgannt and common
sense of the leglslature,

However, he thought that the goal aimed et by progressive
taxation was more likely to be aehieved by exemptions, by
special taxes upon corporations, monopolies, luheritances
and other forme of ineome, and "by directing expenditures

; Iu i E%i’ De 3086, i
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3. M" PPe B




to the succor of the week and the equalization of oppore
tunity, then by the introduction of any farereaching
+ « «» tax such as progressive income or property tax."

It is the tax system, combining the various kiaﬂn
and forms of taxes, which must be considered in determin-
ing the final justice and validity of any t;x. No tex
system "ean be fairly judged without reference to the
character of BExpenditures”, Wasteful, cofrupt, and uan~
wise expenditures make any tazation a oari;, W

but where the expenditures ure on the whole
wisely and benefloently used, heavy tuxatien

Although the progressive inCan tax is not to be relied
upon as the sole factor, it finds its place, and an inme
portant one at that, in modern fiscal systems, by seour-
ing a wore nearly equal burden of taxstion for all of
the various taxpayers,

The trend of opinions of other writers has, on the
whole, ¢ontinued to be favorable towards the progressive
income tax, although there have been some who have ralsed
their volces agalnst it, In the maia, howsver, the prin-
eiple of graduation has been uecepted, and the most ime
rortant question is the extent to whieh it should be care

‘rieﬁ. The incocwe tax has come to be generally sccepted

. I. nn s Pe 618,
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by the mass of the people (a thing whieh Bly did not
think would be true for some time), Thirty-four of the
states and the federal government now have personal net
income tax laws; a few of the remaining states are held
beck from sueh laws by provisions in their state consti-
tutions prohibiting them, Nearly all of the important
national governments include income tax laws of one sort
or another in thoir fiscal systems, The World Wer gave

a great stimulus to this movement, and the slight tenden~
ey to lower rates during the middle 1920's was soon offe-
set and the opposite trend dbrought in by the international
~ economie and political orises which have assalled the
eivilized world since the end of the 1920's, The rates

in Great Britain, the mother of the income tex, have risen
to unprecedented heights; and the rates in the anttia
States under the law of 1955 are even higher, With the
céntinuation of the world's economic troubles and with

the political horizon darkened by dletator-made war
clouds, we look questioningly at the future to see whether
present tax rates are too high or not, znd 1f they could
be raised to produce more revenue should én emergency
arise,

From the point of view of justice in taxation, the

- prineiple of ability to pay has become generally accepted.
4Along with this prineiple, of course, pragressive rates
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have become Justified because they seem to fit in best
with the general concept of ability when used with a
personal net ineome tax, There is no longer much agl-
tation for abolition of the income tax nor for the re-
turn to purely proportionsl rates, although once in a-
while some overwought editor, like Bernerr Macfadden
in Liberty, comes out with a scheme to restore national
prosperity by aboiishing the income tax, There are still
many points of confliet, like the capltal gains and losses
tex, the undistributed profits tax, although the latter had
nothing to do with the personal income taxj and there lri
many dltterongoa of opinion regarding the actual adminise
tration of an income tex law, even though the prineciples
underlying the tax itself are not questioned, There are
important points of prineiple inwlved in many of these
issues, and probably one 6: the most important is to what
extent are the progressive rates going to be carried,

A recent textnbookl sanctions the income tax on
several grounds, It taxes people according to their
ability to pay towards the cost of government, and on
the basis of ability, progressive taxation is jJustified,
A man with a net income of $100,000 cen well afford to
contribute twenty per cent towards the cost of govern-

ment, better than a man with $1,000 net income can spare

1, Carter, Rohlifing, West, Hervey, Business and
Government, 2nd 2dition, pp. 338-343,
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five per cent, After paying their taxes, the first man
is still able to live far more comfortably than the man
with the smaller income, Without injustice this progrese
sion can be carried to a very high point, for upon the
first part of his income the men with a large income pays
at the same rate as the poorer man, In addition, the tax
falls on net income, thereby leaving the taxpayer's capi-
tal intact; it cannot be shifted and it is cheap of cole
lection, although this is partly because the taxpcyu# is
burdened with the cost of making out his own return. The
main eriticism of the tax is found in the faet that 1t is
go closely tied up with business conditions; when there
is prosperity the surplus yleld is a temptation to extra-
vagance, while during a depression the effects are vbrlt
in that the yield shrinks at the eritical time when the
government needs more revenue, Again, the tax is eriti-
eized for its complexity, whiech is the dauto of confusion
and misunderstandings, Progressive taxation of corpora=-
tions is severely and justly criticized on the ground that
corporations are owned by many individuals, and it is
their respective abilities as iﬁdivlduall which should
be subjected to progressive taxation rather than assess~
ing the tax according to the size of the income of the

corporation itself,
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!innai.laobjaatQA'to progressive taxation because
it seemed to him to be based upon the eontention that
the existing soclal order is not perfect, and that this
sort of taxation was to be one of the instruments for
changing it, He thought that the existing distribution
of wealth should not be 1nzertor'd-w1th, or at least if
it were to be changed, that some more direct method than
taxation should be used to make the change, Froportions
al taxation, of course, would not interfere with the exe
isting distribution of wealth and income, and therefore
was advocated by him, Also, he objected to the uﬁtonpt-
made to define "ability"., If a rich man hes greater ablle
ity to pay taxes, why should he not also pay more for the
bread end other commodities that he buys on the market?
"Can the prineiple of 'ability' be declared abstractly
Just without maintaining alse that our economic system
is in general nnjuit?'z Ho felt the same way about the
idea of "equality of sacrifice"™:

The fundamental question rﬁcnrui

tore no sush Fule is followed? Effictency,

it (e e

The use of progressive taxation, Taussig felt, dealt

with results, not causes, if its purpose was the elimina-

tion of inecqualities in distribution,
1. T, W, Teussig,
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Mach the more effective lndmgraminins
way of reform is to promote the mitigation

of inequality in other ways--by equalization

of opportunity thru widespread facllities

for rational education, by the control of

monopoly industries, by the removal of the

conditiog- whieh make possible illegitimate

profits,

Upon the important question concerning the hindrance
to accumulation, Taussig believes that there will be no
actual eheck to aceumulation, even though large incomes
be taxed at & higher rate than small ones., There are
many intraemarginal savers, and a tax on savings is for
them the same as & tax upon ecomomic rent: it has no ef-
fect upon the supply, Appropriation of a part of their
incomes by the state would not lessen accumulation. "Those
whose means are large almost always enjoy a 'saver's ront."
Even though their rate of return be diminished, they will
still enjoy a comfortable income; and rather than not have
this income, accumulation will be maintained and capital
will remain undiminished. The same reasoning would apply
to all others who have saver's rent, such as those who are
gaving for the uncertainties of the future, or for old age,
or for wife and ehildren.

On grounds like these, progressive taxa-
tion of large property incomes can be advoe
cated; advocated, that is, if one frankly ace

cepts the view that great lnequalities in wealth
are undesirasble, ., . One possible undesirsble
consequence 1s a check to accumulation; but on
the strict theory of tagar'u rent no cheek is
in fact to be expected,

» LR ] ,Q 514..
g2, +s Pe 518,
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Finally, however, Taussig hints thﬂ' he might be able
to justify progressive taxatlon because of many of the other
forms of taxation which are in fauct regressive,

The temptation (of every finance minister)

is wellenigh irresistible to follow the path

of least resistance, The very at part which

indirect taxes on commodities X y in the finance

of all modern countries is explicable chiefly on

this ground.4, . . Under suech conditions, it may

be maintained without hesitation that taxes lave

fed directly on the incomes of the wblle-to-do

should be progressive in order to secure uinpll

proportionality for the tax system as a whole,
Whether or not the rest of the tax system in any given coune
try is in fact regressive, he feels it to be very aifficult
to deternine, In his last enalysis, he says that "the ques~
tion of equity in taxation cannot be discussed independently
of the equity of the whole existing scelal ord.r."s thereby
throwing the entire matter back to the question of whether
or not the present ilnequalities in distribution are jJjusti~
fled.

Although maintaining the prineiple of proportional
taxation, Taussig seems to be sitting on the fence, almost
glving justifications for progression., If the system of
progression could be reconciled with our existing economie
system, Taussig would probably sanction it, The writer be~
lieves that the reconciliation can be made, as our system

is admittedly not perfect and an improvement, even though

1. ‘ d.g P 509,
B, ey Po 520,
3 «s Ds 509,
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it may deal with the end result iﬁd not the cause, is to be
preferred to no change at all, |

A somewhat different approach to the problem has
been presented by Hlmer D, Fegan of Stenford University in
a recent artiecle,’ He first lists and classifics the varie
cus theories underlying different explanations for progres=-
sive taxation, The saerifice thecries he disposes of by
nin'uinins that they are based upon the premise that money
has marginal utility; that the marginal utility per od@ ine
erement of iniom is jdential for eaech taxpayer, that the
domestic needs of all texpayers ere identical. Ia his refu-
tation of the idea that monéy has marginel utility, he finds
the most difficulty in overcoming the e¢ontentlion that the
most pressing vwants are 'utuﬁed first, and that eomqmto
1y less utility is gotten from satisfying the luxury wants
of the wealthy. -

It is conceivable that a tremendous in-
$30a Eroups, without a desreass in the ubil-

ity secured per dollar of expenditure o
But 32 it really eonceivable that a man should get as mueh
utility out of one radio as out of ome suit of clothes coste
ing the same amountj or that twice as much utility is gotten
out of one house costing twice as much another, provided that
the cheaper one is reasonably adequate?

1, &. D Fagen, 133;3& of Political Economy,
August, %m g. 457-498, : :
) . 9
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Howevor, the sacrifice theories are thus disposed of}
after which Fagan allles the faculty theory with the saori-
fice theories, saying that in reality 1t is only a "Januse
faced sacrifice thecry" and has the same shortcomings the
others have., He says that it necessitates the measurement
of the psyohie magnitudes involved in the peyment of a tax,
and of the real cost of production of the incoms sacrificed,

Next, he reviews Hobson's "surplus<ineome" theory,
which he views a8 a step in the right dirsetion, This theory
is that only the "surplus" element in fncome is indicative of
ability to bear taxation, while the greater the ineome, the
greeter 1s the ratio of the "surplus™ to the "cost” element
in the inecome., "Surplus” is that element which does not dry
up under taxation, and so ecannot be shifted by a redustion
in the supply in the schedule sense, Hobson bases his obsere
vations on the theory that oversaving and undereonsumption
cause® the business c¢yelej that savings coms from surplus ine
comej that the greater the income, the greater the ratio of
surplus to cost elements, Although Fagan does not aceept
oversaving as the one and ohly important antecedent to ine
dustrial depressions, he does think that

it seems , , o that statistical data relative

modern basiness eysle thecry estaviishes a gene

eral assumption in favor of progressive as dise

tinet from either proportional or regressive

taxation as a means to greater industrial
stability.

X Toides Pe a0z,




This theory does not go far enocugh to satisfy Fagan,

The "social importance™ theory of Sir Sydney Chapman
is next reviewed, The wants satisfied by the earlier inecre~
ments to income are usually of more importance sccilally than
those satisfied by later inerements to income, whether the
satisfaction of the former causes more utility or not. By
combining this with Hobson's theory, Fagan arrives at his
own theory, the "soelcepolitical® theory. Quoting Taussig
that "the question of equity in taxation cannot be disoussed
independently of the equity of the whole existing order", he
states that frankly the existing soclal order is incompatible
with maximum welfare, Proportional texation will cause the
least disturbance of the status quo and so should be used "if
the objective oeriteria of welfare are already at their opti-
mm" § otherwise, progressive taxation may be a means of less-
ening economic inequality, as suggested vy J. M, Keynes, A4s
to Taussig's argument that progressive taxation deals only
with the result, not the causes, of inegquality, Fagan states
that "unequal abilities™ used to be considered the "cause"
of inequalities of wealth, but If we consider unequal oppors
tunities, unequal ability becomes the "result", not the "cause",

Obviously, progressive taxation by mitigat-
ing inequalities in the distribvution of wealih,
ecould, if coupled with a wise program of publie

oxponuiuru. decrease the inequalities of oppore
tunity.

Y m‘!., thm",' P. 495,
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Granting, then, that our present soclal and economie
system does not make for the maximum of human wellebeing,
the use of progressive taxation may be a means of evolution
~-a means of securing a gradual change in the social and
political order as conditions change, In an ever-changing
world there are always adjustments whiech must be made; and
unless one is an impatient radical, wanting a sudden and ime
mediate change, a gradual and smooth readjustment is to be
preferred to anything violent and revolutionary. A scheme
to arbitrarily end all inequalities in distribution would
be impractical because of the very immensity of the change
which would be involved, even should the abolition of all
inequalities be deemed desirable, which is not likely. The
moderate reduction of extreme inequalities whiech progressive
income taxation helps to secure is neither a violent change
nor an abolition of inmequality. It merely helps to mitigate
the great inequalities existing at present by placing a
greater burden on the well-to-do and relieving the poor
somewhat .

Unless one subseribes ungqualifiedly to the theory
that oversaving is the cause of economie instability, and
that saving ought to be diminished in order to secure a
greater degree of stabllity, a progressive income tax probe
ably cannot be deemed to be an economie blessing. However,

there is slight reason to belleve that a tax with rates no
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greater than at present is any worse for the economic syse-
tem than any other tax, At best, a tax is merely a trans-
ference of income from a private individual to the pnbl“
for publie purposes; at worst, it is a deduction from the
soclal income for purposes of gowrnpantal waste and extra-
vagance, Whether the effects of a tax are good or bad de=-
pend, partly at least, upon whether the public expenditures
are beneficlal or whether they are wasteful,

On the soclial side of the balance, the progressive
income tax has distinct possibilities for the good of so-
elety, If the "purely economie" considerations ox" saving
and capital accumulation be omitted, the tax may well be
beneficial, It is doubtful if questions of human welfare
and soeclal well-being can be omitted even from “purely eco-
nomie™ discussions, Who is to say that the present generaw
tion must bear heavy burdens md great saerifices in order
that huge amounts of capital may be stored up for ;‘tho pO8S=-
sible benefit of some future generation? 4nd who will guare
antee that such accwmlated wealth will actually benefit the
future sdnorations? If it 1s all concentrated under the
ownership of a few individuals, can we be sure that future
soclety will be better off? It may even be used for the dee
struction of men, of democracy, and possibly of ecivilization
itself in the coming wer, which has been so rroo;y predi«;qd
by H, G, Wells, and others.
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There are possibilities that the majority of the voters,
being in the lower inecome groups, may try to secure tax money
for the bvenefit of their own particular group and become para-
sites off the rich, But it is doubtful whether encugh income
eould be secured from the rich to enable one group to live
off society without adding to production, Even if such be
attempted, thoro'ur' other means of attaining it than by use
of the inecome tax, The danger 1s not so mueh one inherent
in the incomes tax itself as it is in government , whether that
government be democratic or absolute, It comes back, then,
to the prineiple that the important thing is the size and
nature of the public expenditures. ZEly stated that heavy
taxation mey possibly be a blessing where the revenue is
"wisely and beneficently used”. The truth is more likely
to be that the totel taxzation should be proportioned to the
national incoms, and the proposition may be doudbted that
"no country was ever yet ruined by large expenditures of

money by the publie and for the pubno".1

1. See p. 36.



CHAPTER IV
CONSUMPTION TAXSS AND ECONOMIC INEQUALITY

Consumption taxes too often hide themselves from the
eyes of the taxpayer. Most sales, exelse, and other con~
sumption taxes are inecluded in the price that the consumer
pays for his purchasej and seldom, if ever,does he know
what part of the amount he pays is to cover such taxes, He
may pay out a considerable percentage of his income for
such texes without ever knowing it. ZLven in states such
as Washington and California, whieh lewy respectively a
two per eent and a three per cent sales tax, the tax is
pald out a little at & time and the taxpayer seldom real-
izes what total amount is tl_ml paid out by himself over a
period of a year., fler do these "general sales taxes" com=
prise the total of the consumption taxes which are lewied
in these states; the rest are conveniently concealed in
the purchase price and are collected from the producer or
seller, It is for this reason that the property tax and
the income tax seem to be more of a burden to the taxpayer:
he is faced directly with the total amount of the tax and
it mast be peid in & lump sum (or several lump sums dﬁrm
the course of the year).

Conversely, it 1s the same situation which recommends
indirect taxes to the legislator. He is faced with the



problem of securing additional revenue at a time when taxes
ape already high. As Taussig said, it is well-nlgh irri-
sistible to follow the line of least resistance, so that
although prcbtioully all taxes are pald out of income there
is less resistance when they are concealed as a part of cone
sumption, The inereased use of the general sales tax dure
ing the recent depression can be attributed to suech causes,
At the very time when receipts from ineome and other taxes
were declining as a result of reduced income and profits
during the depression, the expenses of thﬁ state, local,
and federal governments were increasing to take sare of
unemployment relief and the increasing demands for educa=
tional facilities and automobile highways. The income and
property taxes were already burdensome and producing a
swelling ehorus of protest, so the obvious solution was to
place the additional taxes where there was apt to be “"less
squawk" ,

The injustice of such a procedure is obvious, A poor
man with a large family and many dependents pays out a
larger proportion of his income than does another man with
the same amount of income but with no dependents; and he
pays out a much larger proportion of his income than does
a rich unh under similar circumstances, The income iax
exemptions for dependents make allowances for personal dif=

‘foronoea; even though such allowances are imperfect, they
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are far superior to consumption taxes which make no such
allowances whatsoever. It may be argued that in order to
supply additional ecapital, which must come from the save
ings of the rich, our taxes ought to be paid out of cure
rent consumption, It may be hard on the consumer now,

but it 1s to be offset by the asdvantages of inereased and
cheaper production for future consumers, Uranted thet the
future generatlons would benefit from present senorutian
hardships, it seems unfair that these hardships are mit.
somewhat equally distributed, :

If the Jjustification for great inequalities of wealth
and income is that they are the only means under our pre-
sent system for securing the needed savings and capital
for industrial expansion, it would seem to indicate that
our system is wrong and that some sort of governmental
saving, as under soeialism or "state capitalism®", should
be substituted, Merely in order to secure the necessary
savings Tor soeciety it 1s not requisite that a few indi-
viduals should control and enjoy unlimited amounts of wealth;
if such is to be for the benefit of society, it would be
more logical for society to control the stored up and ag-
cumilated wealth, This would be taken care of by eliminate
1n¢ inheritances altogether, beyond a certain moderate ale
lowance to widows and minor children, so that what inequali-

ties that would remain would be likely to conform to



differences in ability and productiveness, If unsqual ope
portunities were entirely eliminated, there would be a
much greater justifidation for a purely proportional ine
come taxj if each individual were guaranteed an equal
start in the race of life, inequalities of incoms could
then be attributed to his individual efforts and abilities,
provided unfair tactics were not allowed. ZEven then a cere
tain degree of pfegrouion would not be illogical; if a man
has greater abilities than another, he also has a greater
responsibility to society. If this were not :‘o, the fedble~
minded and the insane must logically be left to die of star-
vation in the name of "Jjustice"j the weak would not be
helped by the strong, dbut would be taken advantage of whene
ever possible, |

Happily, great and radical changes are not nec¢essary.
We are attempting to mitigate and smooth out the worst of
the existing inequalities without in any ny wishing to
remove all differences in income, Since neither socialism
nor the abolition of inheritance are desired by most people,
and sinee inequalities in wealth and income 4o serve cers
tain very wvaluable purposes for our present capitalistie
and individualistic system, the use of graduated income and
inheritance taxes appears to be justified to the extent that
they lessen the inequalities without destroying the services
rendered by a reasonable degree of inequality. Apparently,



then, the orux of the question is to find and secure the
proper proportion, the proper degree, to which the proe
gressive prineiple should be earried,

Sismondi raised the guestion whether the ultimate
goal before society was merely to inecrease and accumlate
wealth without eny regard for how it was distributed, On
one extreme, there could probably be the most rapld pos-
sible increase and accumulation of wealth if it were all
gontrolled by a few very wealthy men, On the other ex-
treme, there could de complete equality of wealth and ine
come under some sort of an absolutely communistic soeclety,
but the growth and accunulation of wealth would be apt to
be considerebly slower, In either case, the freedom and
liverty enjoyed by the individual under our present order
would be likely to be diminished, The best success, there-
fore, 1s to be found in some sort of a happy medium between
the two extremes, A system of economie life that ignored
human welfare would be like a medical soianmi that studied
human ailments but refused to do anything sbout them., On
the other hand, life is a practical problem, and subjeetion
of reason to synpathy is not likely to succsed in the long
run, To follow the first-mentioned extreme, 1t would be
necessary to have all taxes in the form of consumption
taxes 8o that the rieh would be unburdensd and left free to
save as rapidly as possible, To follow the eypoliu extreme ,
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all taxes on incomes and inheritances above a moderate
amount would be one hundred per cent; the poor would be
untaxed, while the rich would "share the wealth", Neither
would result in the "greatest good to the greatest number”,
This can be attalned only by bringing the various conflicte
ing elements into a good balance, by bhaving each ®lement

in e proper relationship ¢t o the system as & whole, without
too mach emphasils upon e ither one side of the scale or the
other,

The question 1s to determine where the present income
tax fits into the system, end whether or not its relation-
ship to the other :uetorl is weasonsbly in accord with the
best working of our system under existing ecircumstances.

The law of population as stated by Malthus has been
modified somewhat from later observations and experience,
As Malthus stated it, population is necessarily limited
by the means of subsistence, but it tends to inerease in-
variebly where the means of subsistence increase unless
prevented by soms powerful cheeck, whiech he called either
moral restraint, vice, or misery. The inevitable conelus
gion from such reasoning was that the lancrease of populae
tion must always keep it pressing upon the means of sube
sistence and prevent any considerable improvement in the

average material welfare,



In relation to our problem if Malthus' proposition
were strietly true, there would have to be a continual
and desperate struggle to increase production and to ace
cumulate more and better capital in order to keep one jump
ahead of the positive checks to population, BSuech checks
as famines, plagues, and similar disasters which serve to
inerease the death rate are well known in countries like
Indie and China where the population has grown to the ex-
treme limits, Under these circumstances, snything which
would aet to deerease, even slightly, the powers of accwmu=~
lation must be considered as hastening the inevitable day
of overpopulation and suffering. A progressive tax of any
sort would have this effect, at least to some degree, and
would hasten the day of falling standards of living, In
fact, it would be impossible to hope for any permauent tlo‘
provement in the standards of living of the masses, since
there would be a constant struggle to stay one jump ahead
of starvation, Any attempt to ralse living standards must
inevitably result in an inerease in population, so it would
be worse than useless to try to relieve the poor by taxing
the rieh more heavily.

Fortunately, the population of the world has falled to
gomply with Malthus' dire predictions, Instead of increas-

ing by leaps and bounds whenever the productivity of the
world has inereased the means of subsistence, like a colony



of rebbits, the rate of increase has shown a constant
tendeney to diminish, In a few nations, like France, the
population has beeome practically ctatmmry.'anﬂ in most
of the other ¢ivilized nations the possibility of a sta-
tionary population in the not too distant future has been
predieted as & result of falling birth rates. This in
spite of the efforts of the governments of certain coun~
tries to stimulate the birth rate in order to produce a
future supply of soldiers for their srmies,

Another tendeney in defiance of lialthus' predictions
is that the birth rate seenms to be lower among p§o)1n have
ing a high standard of livhg then among the very poor.
Among the different classes of soclety, the birth rate
is highest among the very poor, so that the increeses in
population must come from the "bottom" of the sceial pyra-
mid, or from the poor, while the wealthy fail to reproduce
thamlul.l Instead of increasing as soon as the means
of subsistence increases, the present tendency seems to be
for the birth rate to deerease wherever the standerd of
living has been raised, This fact has attracted much at-
tention lately, some writers going so far as to warn of a
possible "race mlcidv".‘ Apparently, where the popula=
tion enjoys a fairly decent standard of living, they will

I, TYairehild, Furniss, Buck, Elementary Eeconomies,
Vol. II, p. 479, :

2, B, Charies, The Twilight of Parenthood.
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voluntarily restriet the growth of the population in order
to maintain that standardj while if they have never enjoyed
such a standard they are careless of the future,

As a result of the modifications to the Malthusian lew
of population whieh have had to be made in the light of re~
cent tendencies, it 1s possible to have a much more opti-
mistic outlook for the future, Apparently, there need never
be an eventual day of falling standards of living and a re~
turn to the coolie life for the masses of the people, With
a stationary population, the general welfare could be in-
oreased by a gradual growth of capital; the very rapid growth
of capital that took place during the nineteenth ceatury was
a necessity as long as the populations were inereasing as
- rapidly as they were, but with a slower growing population,
the accompanying growth of capital can be slower also., In
faet, certain theories of crises, such as Hobson's,attribute
our depressions to oversaving.

With a stationary population, aside from the gquestion
of war, a stationary state of cepltal would mean only a sta-
tionary standard of living, New capltal would be needed
only to replace that capital used or destroyed in the pro-
cess of production; this would be automatically provided for
by present day business through the charges to depreclation
and obsoleseence, except for the csses of bankrupteles, Ad-

ditional capital for expansion to improve and increase
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production would come from profits, provided they were not
taxed too heavily, especlally in the case of corporations.
A very high progressive tax on personal incomes might thus
be justified, even though it practically eliminated per=
sonal savings beyond very moderate incomes,

However, our population is not yet stationary, nor
should we be content with our pioocnt standards of life,
A stationary, or a nserly stationmary, state of capital is
not to be desired., The recent study by the Brookings Ine

ltitutionl

elearly indicates that there never has bdon, nor
is there likely to be in the near future, any general overs
production, On the other hand, the actual consumption of
the American people is far below what is deemed to be de-
sirnbln.z The possibility of a general overproduction may
well be doubted, although overproduction in certain indus-
tries and maladjustment of production to consumption is a
serious problem, A continuing inerease in production, and
a growth of capital reasonably in accord with coansumption
and the demand for qnpital, are essential to progress, AQ-
cording to koulton's th-ory.s however, the growth of capie-
tal is not necessarily proportional to the volume of save

ings, which may exceed the actual growth of capital,

1. Brookings Institution, "America's Capacity to
Produce®,

2., Brookings Institution, "America's Capacity to
Consume™,

3, Brookings Institution, "The Formation of Capital®j
n"The Distribution of Income in Relation to Economic Frogress”
(3 volumes).
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Following this reasoning, a reasonably high personal
income tax, which would reduce personal savings, would not
necessarily restrict the growth of capital, although taxes
which would unduly hinder business would probably have this
effect,

With regard to population then, as the rate of in-
grease doeiinou, the rate of 1ncionao of capital may nlia
decline, although both capital and production must continue
to inerease, The absclute necessity for straining every
effort to avoid starvation does not appear to be imminent.
80 a highly progressive income teax will ﬁot result in any
{mmediate, nor necessarily eventual, deeclining standard of
living, While according to the theorles of Hobson and
Moulton, suech a tax on personal incomes not only should
not hinder progress but may be a means of mitigating the
severity of bu-;nona eycles, Any attempt at a progressive
tex upon dbusiness as such would not be Jjustified by this
rousouing,l but only upon perscnal incomes, Progressive

1. Fairehild, Furniss, and Buck, ggu'ié*. v, 11
Ch, XXXII, discuss the matter as followsi s prlnﬁiplo
{ot*tnxation according to ability) and its corollary of
progressive taxation have today general scceptance., But
this prineiple appears to have no valld application to the
taxation of ecorporations, . . » The burden of a corporation
income tax rests chiefly upon the stockholders.™ (p. 67)
"The only permiesible income tax upon corporations would

be & tax upon that part of their income which was not dis-
tributed to their investors in dividends and interest;
anything beyond this would be double taxation.” (p. 94)



taxation of personal incomes therefore does not appear to
be inconeistent with the laws of population growth under
exlsting conditions; but an unreasonably high tax, at
lesast as long as population does continue to inerease and
as long as we desire a better standard of living, may have
hermful effects,

Inequalities of wealth, especially the institution
of inheritance, are Justified by classical ecconomists as
the instrument for the preservation of capital, although
John Stuart Mill disagreed vicleatly with this conecept.
Although not essential to the institution of private prop-
erty, such inequalities are nevertheless closely asscclated
with private ownership, (The subjeet of inheritance will
be dealt with later,)

Inoqualities in ineome can be Jjustified wholly or in
part by several lines of reasoning., In the first place,
the abilities and productivensss of different individuals
are 4ifferent and they ought to be rewarded for thelr efe
forts acecording to their efficiency in production, In
order to maintain any sort of a system of individualism or
1iverty whatsoever 1t is essential that each person be re-

warded in some degree in accordance with the results he
produces, It is to de doubted, however, whether our present
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system awards the income of soclety very closely acecording
to this prineiple, although there is probably a rough ape

proximation to it. Nor would this prineiple Justify such

great and extreme inequalities as are existent today.

By another line of reasoning, the extreme inegualities
may be justified, The accusmmlation of capital necessary for
industrial progress and expansion must come (according to
this theory) from the savings or private individuals under ;
a capitalistic soelety; but not all private individuals
save, According to the study made by the Brookings Instie
tuuonl. a very large percentage of the savings came from
the higher income brackets, while the great ma jority of
the people saved very little, So it might be conecluded
that 1f the ecapital needed for industry is to be saved and
agcoummulated, the greater the inmequaiities the better, since
the largest share of the lnv;ngp came from the most wealthy
familiee,

However, this conclusion is not necessarily justified;
nor is it the conclusion reached in the study made by the
Brookinss Institution, In the first place, not only 4id the
upper ineome brackets save the most, but they also spent the
most for consumptive purposes, The top ten per cent received

2 } ﬁ»uep xmuguzm. ;m:uﬁ- nc:{::::{" t: Cone
with intomes. In exoess of §10,000oc0onteisuted Seorthivey’
of the entire saviggs of all families, , , At the bottem of

the scale, 59 per cent of the families contriduted only about
1,8 per eent of the total savings.,” (Figures for 1!”{




44,9 per cent of the income for 1929, saved 86,2 per cent
of the total savings, and spent 33.6 per cent of the total
consumptive expenditures, Ian addition, they pald 92,3 per
cent of the direct taxes, or about 9.8 per cent of the
amount they saved, The perceatage of income saved tended
t0 increase rather svenly up to the ten per ceat of the
families, when there was a sudden jump of twentyeone per
oent, other inereases having been arcund two per cent,
The same was true of consumption, where was nearly a twenty
per cent m’.x Their aggregate consumptive expenditures
were about twelve billion dollars greater than those of the
next group lowerj thelr aggregate savings were about 12,2
billions more, The cost in additional luxury consumption
just about equalled the benefit to soelety in additions to
eapital, (In this same extraordinary year there wers "nega~
tive savings", or cases where familles spent or lost more
than their income, of 10,6 per cent of the total savings,
or 1.6 billion dollars.) ,
During the years from 1926 to 1929, the average rate
of the federal income tax on the net incoms of this top
income group ran between 15,5 per cent and 17 per ceat,
In 1922 the rates were all raised, ao that incomss of over
a million dollars pald 46,75 per cent, and 55,75 per ceant
in 1955, Rates were again raised in 1955.. Because of

RGOS 5 1’“' ?m IO



the faet that state ilncome taxes are deductible in deternine
ing the federal tax, and vice versa, it is probable that
the oombined rate would be alightly below the maximum supe
tax rate plus the normal tax, or about 76 per ceat for 1036,
and about 66 per cent under the 1934 1“.1

To the extent that this inorease in taxation dimine
ishes the consumption of the very rich, there would be no
loss to capital acousmmlation, even under the assumption
‘that capital ascunmlation cean come only from private save
ings., That 1t would ell come from consumption and none
from savings is far from likely; but that a ?utr share of
such taxes might eome from consumption, even up to fifty
per cent, is not at all impossibdle, Very high progressive
taxes such as are now in foree undoubtedly reduce the aggre-
gate of savings, but not by the sum total of the additional
tax, The elose relationship between the additionsl savings
and the additional consumption of the top ten per cent could
lead one to surmise that the tax burden might be epresd bee
tween the two in about the same proportions, or about fifty
per cent to each, However, there is no evidence, in the abe
sence of another study like that of the Brookings Institu-
tion, to confirm sueh a suraise, At any rate, all of such
taxes will not come out of savings, To the extent that such

individuals enjoy a "saver's rent" according to Tausslg's

1, Bee Appendix A,
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theory they will continue %o save; and 1t is particularly
among such psople that this “saver's rent” is moat likely
to be found,

Ageording to the usual theories the only scurce of
savings is that of private individuala, However, there is
aﬁoﬂur possible source, namely, that of corporations., At
present the corporation savings are comparatively small be-
gause of the faot that e large percentage of corporate sarae
ings are dlstributed as dividends to stockholders, There
is no way of telling for sure what percentage of the save
ings of the individuals originstes from sorporations, but
since corporations do by far the largest share of the manue
facturing, transportation and many other industries, it is
logical to assume thet a large portion of the individual
savings come from this source,

Under the modorn methods of accounting used by busie
ness, capital is automatically maintained by charges to dee
preciation and obsolescence., Reserves for deprecliation and
obsoleseence are bullt up by charges agalnst the operations
of business, These charges provide the necessary revenue
%o replace the buildings and machinery as they are used up
or become obsolete im the ordinery course of business,
Thus, with the exceptlion of bankrupteles, modern business

is not dependent upon individual savings exeept to provide
new and additional capital, There are, of course, meany



businesses whiech do not as yet use modern methods of ag-
counting, but the trend seems to be toward a more Upeto-
date system,

The need for new and additional capital for business
expansion c¢an be filled from several sources, First, there
is the saving of private individuals, which is the only
method eonsidered in classieal econcmics., Nesmt, there are
the savings of the corporations themselves, which are indie
cated by additions to surplus, OSuch savings can My come
from profits. In times of depression when profits are low
there may be no a«lumi t§ surplus, or there may even be
decreases, Thus in such times this source cannot be relied
upon for new capital, However, a large share of the earne
ings of corporations are distributed to their stockholders
80 that whatever surplus there would be is either saved or
spent by these individuals, The potentialities for savings
from this source are thersfore mueh greater than appear on
the surface, Anything which hinders the prosperity of busie
ness impairs this souree of savings, Taxes which unneces-
sarily burden corporations probably ocut into savings more
than is justified by the revenue which they supply to the
government, National prosperity depends upon business prose
perity and this depends upon business profits. It is only

by inereasing business income and profite that the national
income can be inoreased. This ralses the standard of living
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of the people, provides a source for new capital, and gives
the goverament a source for more revenue than would be pos~
sible otherwise, There 1s a possibility of overinvestment
or overproduction in individual industries as a result of
reinvesting profits in the industries,

Progressive taxation of corporate incomes is unjustie
fied from any point of view that has been considered. The
only justification for progressive taxation is that dased
upon the ability of the taxpayers, but this does not hold
true for corporations s=ince they are owned by many indie
vidual stookholders, It is the abllity of the individual
stockholder whieh should be considered rather than the abile
ity of the group as a whole, A large corporation owned by
many individuals may not represent a greater ability te pay
taxes than a smaller corporation owned by a single individual,
The only effect of progressive taxes on corporations is to
penalize the larger ones, and this wes probably the inten-
tion when progressive corporation taxes were levied. The
idea was to strike at "big business” regardless ét whether
or not monopoly or unfair competition was involved. Fro=-
gressive corporation taxes therefore appear to be an une-
justifiable hindrance to business, Any faults of "big busi-
ness” should be dealt with speeifically by legislation and
regulation where there are monopeolies or unfalr trade rao-
tices rather than by general texation, Should the high
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progressive personal income tax hinder the acoumlation
of savings to such an extent as to reduce the supply of
new capital, this deficlency could be made up in part,

at least, from the savings out of dbusiness profits., The
only requirement is that business be given & chanos
make profits without being unduly restricted by govern-
mentel interference in the matter of size, freedom of age
tion and, in some cases at least, labor relations,

Another possible sourece of new capital for business
expansion, according to the theories of mm.‘ is that
of banks and oredlt organizations, These financial insti-
tutions can provide the necessary capital for new eanter-
prises by means of eredit expansion., However, the demand
for new capital must come at a time when consumption is
expanding, The eclassical theory was contrary to thies idea
in that savinge could only come from a restriction of cone
sumption, Melthus maintained that increased production was
more important as a source of new capital than a restriection
of consumption under existing levels of production, This _
would seem to fit in with Noulton's theory and with the
concept that inoreases of capital should comes rather from
inereased profits thea from any restriction of consumption
with its consequent reduction in standards of liviag for

the time delng., If the classical theory is correct, a high

mf. Brookings Institution, "Formation of Capital®,
P - . '



progressive personal income tax must necessarily reduce

the supply of new eapital since such a tax falls most heave
ily upon the very rich who supply the greatest prbpart.ion
of private savings, If the other theory is corrsect, this
progressive tax need not interfere with the secumulation
of new capital ae long as it is not in the form of progres-
eive taxation of corporations,

The total amount of private savings is not necessartly
eonverted into new ciptuz according to the theorics advanced
by the Brookings tmxtution. When the volume of savings is
greater than the demand for new upitnl the excess of such
savings will be used for bidding up the market price of exe
isting supplies of capital. This seems to be what happened
during the dboom period Just before 1920, It is therefore
possible for savings to be larger than necessary to supply
the demand for capital, If such be the case, a progressive
ineome tax whieh would reduce the volume of private savings
might not in any way affect the ' supply of new capital nseded
for industry. In fact, if these taxes result in a more equal
distribution of income they might even be an aid to restore
ing netional prosperity ian the iight of this theory. 8Since
it would be necessary for consumption to be expanding in
order for there to be a demand for new capital, the higher

taxation of the wealthy, resulting in increased consumption
would supply the demand for new capital and be a stimlus



toc business, The resulting business expansion would bring
economie prosperity, At the same time, the surplue of save
inges whieh results in inflation of security prices without
en inerease of real capital, would be eliminated,

Heavy taxation in 1teelf 1s not es harmful to busie
ness as is unrﬁlnty. Ely states that no ecountry has yet
been ruined by heavy taxation wisely spentj end although
this statement probabdly nudl' qualification, it is never-
theless true thet uncertaianty with regard to taxation and
regulation is more of a hindrance to business than uaniform
heavy .wutieu. Businese can adjust itself to elmoat any
fair taxation which must de included in the cost of doing
business, In thelr attempts to forecast the future, busie-
ness men can take this into account and meke fairly secour-
ate jJudgments, but where the future 1s uncertaln business
men have nothing to rely upon ahd cannot feel secure in
their plans for expansion, A highly progressive tax, pro-
vided it remained felrly steady from year to year, will
cause leass harm to business than a lighter tax whioch is
uncertainj such a tax will hinder the accumulation of capi-
tael less than the so-called “"nuisance taxes”, and other
taxes which hinder busines and make for uncertainty.
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As stoted elsewhere, thirty-four states and the fede
eral government have personal income tax laws as of July 1,
1937, On the Facific Coast, Califoraia dnd Oregon both have
such laws, In Califoraja the rates ere gradusted from one
per cent up to fifteen per cent in excess of §260,000, In
Oregon the rates are graduated from two per cent to seven
per cent in excess of §5,000, The state of Washington as
' yeot has no personal income tax law because of prohibitions
in the state constitution, The federal government has rates
graduated from 4 to 79 per cent. OGreat Britain has an ine
come tax of 285 per cent with exemptions and sbatements on
incomes below two thousands pounds, with e surtax on the
excess, France had, in 1935, rates graduated from ,9¢ per
cont on incomes up to 20,000 francs to 24 per cent above
560,000 franes, Germany, Italy, Japan, Caneda, and most
other nations also have income taxes,

A study of the tax burden as measured by the ratio
of taxes to national ineome for 1954-35 was made by the Tax
Research rmdauon.l‘ Aocording to this study, the total
tax burden in the United States was 18 per ocent of the nae~
tional inecome, or $77 per capita, Ia Canada the burden was

T Te "Iax Systems of the World™, The 1
agg published by Commerce Gluring iow :

Mi:cam'duon of the Corporation Trust ém 8« Ap-
pe a
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sixteen per cent, while in Great Britain and Australia the
burden is around twenty-two per cent. In Germany at that
time it was about twenty.per centj France and Hungary had
ratios of around twentye-seven per cent, The lowest burdens
were found in Switzerlend and na_uu with about twelve per
eent, and Japan with thirteen per cent. These ratios are
undoubtedly higher at the present tims in practicelly all
eountries, especially Japan,

With regard to the place of the income and inheritance
taxes in fiscal systems of various nations, The Tax Researech
Foundation has mede another ntu&y.l In Oreat Britain, Canada,
Franee and Italy, the income tax was purely national in the
United States and Jepan, the loesl governments shared in it}
in Germany the tax in 1934 was mainly a loeal tax, The
property tax was most severe in the United States and Canada,
bearing 40 per cent of the total national and local tax
burden in eachj this amounted to approximetely twoethirds
of the state and local tax revesues in the United States
and almost four~fifths in Canada. In most other countries
the property tax amounted to arcund twenty per cent, or
less, of the total taxes. OUreat Britain got about thirty-
seven per cent of 1ts natlonal revenue from the income tax and
about twelve per cent from the inheritance tax, France got
about twentyenine per cent from income taxes, and Canada got
approximately twenty-two per cent, The proportion of the

) E}Qc; pe. 376, See Appendix B,
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fncoms tax in the United States was lower than most of the
countries studled, being sbout sixteen per cent of the fed~
eral revenuss and less than two per cent for the states and
logalities; the inheritance tex aceounted for hh_tm ten
per gent of the federal revenues, - '
It would seem, therefore, that from the standpoiat of
pbtcntmuy to raise revenue, the United States has not yet
reached the maximum limit for the use of incoms and inherie
tance taxes, Should additional revenue become necessary,
Judging by the other countries studied, it might be secoured
from this source, However, from the various rate schedulss
in use it would geem that the maximum rates heve about been
reaghed in the United States, In order to seoure additional
revenue 1t would probably be necessary to get most of 1t from
the lower and middle income group by moving the whols rate
schedule downwerd, and perhaps by lowering existing exemptions,
As for the state of Oregon, it would seem that there is not
mioh room for additional taxation on those in the lower ine
come groups, the taxation of the se being already more severe
then in the majority of case. The exemptions here are mmuch
below those of the national government, The recent legis~
lation session (1939) gave consideration to s proposal to
inerease revenuss by foreing down exenmpt ion, but the sug-
gestion found little support within or without the leglse-

lature,



CHAFTER V

THE EFFECT OF THESE TAXES UPON ECOROMIC FROSPERITY

We now gome to the most lmportant part of this study,
involving the effect of highly progressive taxes upon eco-
nomie prosperity of the country., The olassical theory, as
has been seen in previous chapters, holds that such taxes
are apt to be detrimental to savings and therefore to busi-
ness prosperity. Although the ohuiul o conomists left
some loopholes in thelr theory whieh might allow progres-
sion, nevertheless, on the whole, they held that sueh a
form of taxation would be detrimental to the best working
of the economie system, Riuﬂm especlally felt that such
taxes would be extremely hard upon the business manj John
Stuart Mill followed his lsad in the matter of the income
tax, but he believed in high inheritance taxes, The theory
behind all this reasoning i1s that new capital can come only
from savings of private individusals, and progressive taxes
tend to out off this source of savings., The fact that save
ings do come largely from owners of large inoomes has been
proved by the studies of the Brookings Institution, referred
to previocusly, Therefore, if we judge the effects of these

taxes wholly upon the classical theory we must come to the
¢onelusion that they are detrimental to national prosperity.
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Since the time of the e¢lassical ¢ conomists there has
been a trend in economie theory toward the coneiusion thi\
progressive taxation can be Justified., Such men as Selig-
man and Ely have led the way in the change of opinion with
regard to such taxes, This change in opinion has become
more promnounced and more generally accepted along with the
changes in the tax system which has brought the progressive
income and inheritance taxes into general use in the United
States and many other gountries, The increased popular cone
trol of goverament in recent years has no doubt accounted
for the inereased use of these taxes, while economic theory
has followed along with these changes., Such recent authors
as Taussig, while perhaps not approving of the theory be~
hind progressive taxation, feels that its effects will not
be injurious if not carried to too great an extreme, A ree
‘cent article’ states that “the repressive effeots of highly
graduated rates on ineome are worse than those ia inheri-
tances”, They also state that the present tax system is the
largest and most threatening e¢loud upon the business horizon,
However, the only way to reduce taxes is to reduce govérne
mental expenditure, but there seems to be 1ittle hope of this
at present, The undistributed profits tax vtiﬁh has oaused
such an outery from business was probably unduly hard upon

ecorporations, Fortune épates, in favor of the tax, the
I, "The Federal Tax System", Fortume, Jasmuary, 1938,

Ps 46,



75

argument thet as cepital is transferred from land and prop-
erty to industry, taxes must follow. The undistributed
profits tax would force business to go to the general maye
ket for ecapital for expansion rather than getting such capi-
tal from corporate savings or additions to surplus, This
would secure outside Judgment as to whether each individual
expans ion nri Justified or not, but it would be nMuly
hard upon the small eorporation which meds additional
capital, The undistributed profits tax is considered by
some to be necessary in conjunetion with the income tax in
order to prevent men with large incomes from evading the
high surtax rates by having corporations controlled by them
withhold divideant payments, Although there ie undoubtedly
mach truth in this contention, it is nevertheless a faet
that this tax is injurious to business and was repealed as
a result of protests from business men, Fortune concludes

that,

Bus iness therefore has the classic c¢holeeless
cholece: it can pay “.tw and 1ike it, ., .

This conéluoion represents the presenteday conservative

opinion on the sudbjeet of progressive taxation, The pre-

sent very high rates may be thouglt by some to hﬁu gone

past the limit, but the general opinion seems to be that

the 1limit has not yet been reached, As Fortune says, there
1. 1bid. (Italies are the writer's,)
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is no doubt but that there is a limit, and it is probable
that present taxation is close to this limit; at least with
respect to progressive rates upon the upper income brackets,
The studies of the tax burdens in other countries in rela
tion to their national income indicate that the United
States has still potentialities for mueh heavier taxation,
In most of the other ccuntries a great deal of this addie
tional revenue comes from the lower or middle incoume bree-
kets, There does not seem to be muel possibility for proe
gressive rates more steeply graduated than in the United
States, The whole question i1s one of seouring proper bale
ance between the national income and the benefits secured
to the people by governmental expenditures,

An article by George Willard ‘rnrbouhl arrives at the
same oconclusion: "Today the question is no longer whether
the rich will be 'soaked' but merely how far the proocess
shall be carried.” The author states that the phrase,
"taxation aceording to sbility”, is thought to provide a
rule for the falr and just distributica of the tax burden,
but in reality the tex rates are fixed by the political
forees, Any particular schedule is arrived at as a result
of the struggles between opposing factions rather than by
following eny selentific procedure., The author quotes the
elassic argument for inequality: people of moderate means

1. U, W, Terborgh, "Soaking the Rich", Nation,
AP”I 15' 19“. ’6 “’.
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are unable to save a substantial portion of thelr incous
while the wealthy are able to do 80j that in our industrial
soclety a steady strean of new investments and capital are
essential to the 'optum. "progress”, He agrees with the
eonelusions of the Brookings Institution thet it is by ne
means certain that 1% is always desirable to have the larg~
est possible volume of savings, He quotes statisties that
during the preedepression days the richest one per cent of
the population enjoyed as much income a8 the poorest sixty
per cent and owned more wealth than the poorest ninety per
cent. He states that the cost to soelety of the individuale
istie mthad of saving 1s evident from the facts for 1989,
when 2.4 per cent of the population spent twenty per cent of
the national consumption, which was more than that spent by
the poorest forty per cent and more also, than they theme
selves maved., It must be remembered, however, that the rige
ures given by this author do not represent mormal years.

Nr, Terborgh also attacks another economiec argumeat
against these taxes, It is claimed by clessical economists
that highly pregressive income end inheritance taxes must
inevitably destroy the initiative of the populstion, Lven
ir this could be proven to be true, the proportion of the
population affected must de very small, so that probably
not more than two per cent would have their initiative thus
curtailed, The remaining 98 per cent might even have their
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initiative stimulated, With a few exceptions, like that of
Henry Ford, most big business men at present are gontrolled
by corporations, and such taxes ¢an have little or no ine-
fluence upon the initiative of an arﬁneul'ponon.

In an attempt to elrcumvent the necessity for seoure
ing savings solely from the rich, kr., Terborgh advances the
theory that the social security legislation constitutes a
s@all rirsﬁ gtep in relieving society from its dependence
upon the rieh for the rme_uon of saving, He believes that
if this is carried further it may make possible a much heave
fier texation of the rich and a greater equalization of wealth
and income than are now advisable, But the resepves being
built up under the Soclal Security Act consist almost wholly
of government bonds, and as .-ueh do not necessarily repre=~
sent either savings or eapnah In fast, it 1s possible
that this may be a reservoir from which the goverament may
borrow for consumptive purposes, Recent agitation to reduce
the size of the reserve to be bullt up is prababiy sound in
prineiple, If a private insurance company were \capnratm
suech a plan it would be necessary for it to maintalin such a
full reserve, 'whioh would ¢onsist of investment securities
representing real capitalj but with the gowrninnt this is
not necessary since the ilnterest received on its reserve re-
presents only the interest payments on its own bonds, ecoming
cut of the pockets of the taxpasyer. It would be more logi-
cal for the plan to be put on a pay-as-you-go basis with
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present receipte being used for present S«mﬁt payments .
However, this plan would not result in the creation of aeny
savings whatsoever, It does not seem likely that any sube
stantial savings for the use of society can be obtained
from soclal security taxes under either of these plans,

The possible érr“u of steeply greduated income and
inheritance taxes from a theoretical standpoint are fare
reaching, It 1s undoubtedly true that the total acoumue
lated wealth 18 not quite as great as 1t might be were not
these taxes used, dbut the extent of the diminution is de-
batabls, An article by Garrett states that,

Every proposal $o share the wealth or to re-

o T on ek 3F s or 18 Fasy o

;;:: “’fﬂe dissipate the acoumulated assets of
¥hile it is true thet such taxes may prevent the accumulae
tion of as large amounts of capital es night otherwise be
the oese, it is too strong a stetement to esay that they
*dissipate the scoumulsted assets of soclety”, If we exame
ine the facts in the United States sinece the introduetion
of the federal incometax in 1914, we find that there has
been & large increase ian the national wealth and income which
oont inued until 1929, The cessation of the increases which

came at that point can be attributed to general business

1. Taret Garrett, "The Wealth Question®, Saturday
Evening Post, August 31, 1935, p. S. :



conditions rather than to the effects of taxation, It was
not until 1935 that the present rate schedule was adopted,
although nearly similar rates were in use during the World
Var. The introduction of the higher rates in 19356 do not
seem to have made the economic conditions of the eountry
any worse, although it is possible that they may have had
some part in retarding the return of prosperity along with
the many other taxes and governmental regulations which
served to make the future uncertain for business men, Mr,
Garrett's statemsnt was probably made with such radiecal
fdeas in mind as those of Huey long's Share-theWealth pro-
posals, but he includes the income tax as a partial means
to the same endt
The graduated incoms tax, begun in 1914,

taking more and more of wery large private ine

comps, means simply a redistribution of wealth

by taxation, It may go very far ahd still be

economically feasible, but oanly so far as the

total wealth of the oountry may be at the same

time increasing, If it goes further thaa that,

the publie treasuries first go into debt, bee

cause they are spending more money thanjthey

can get in taxes, and begin to default,
His conclusion Tite in with the ideas already expressed:
that the important point with regard to these taxes is to
seoure a proper balance; that 1s, that extremes are to be
avoided,

A8 has been ¢laimed by many eritics of progressive

taxation, there is no natural limit to the graduation of

ro IEIQIO. Pe 42,
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the rates except one hundred per cent, It is possible

that the rates may be carried to this limit at some future
time, but so far this has not been dome in any case, It
does not seem likely that rates will ever be carried to
such an extreme except under a communistiec form of governe
ment, as this would amount to a definite limitation upon ‘
the size of the inecoms of any individual, Such a limita
tion e incompatible with elther a democratic form of
government or an egonomic system in whioh individuals are
rewarded according to their ebdility and effectiveness, '
The alternative to this would be an e conomie status nm‘
as exists under anyv totalitarian organization of soelety,
The effeets of this must be harmful; first, es a restriction
of individual liberty and freddom of action, and secondly,
a8 & hindrance to initiative, and hence to production,
Capital accusulation end industrial advancement must necese
sarily suffer unless some new form of incentive can be ine
troduced to provide the needed initiative, and uanless capie
tal acoumulation be provided for either by government save
ing or by some other means than private saving., Should
graduated rates on personal income ever be carried teo this
extreme under our present economie organization, the results
must undoubtedly be injurious, However, there is no indle '
cation at present that any sueh program will be put inte
effeoct, '



On the other hand, too great differences of wealth
and poverty are unjust and unscund, despite the classie
arguments in faver of fairly great inequalitiss., Repeal
of the income tax law and the use of the general sales tax
to securs the revenue provided at present by the income
tax would relieve the wealthy of a greet deal of thelir tax
burden and t ransfer it to the poor. The immedlate effect
mst necessarily be a lowering of the standards of living
of the great majority of the pop@lation, The benefits,
whieh would theorstically accrue to the nation as & whole
from the more rapid accumulation of wealth made possible
by the inereased savings of the rieh, would be neither cer-
tain nor immediate, If there is any truth in the studies
made by the Brookings Iastitution on "The Distribution of
Ineome in Relation to Eoonomie Froblema", there 1s no cere
tainty that these additicnal savings will be used to supe
ply capital for new indusiries or to improve conditions
in industries which are already operating but for whieh there
is an inereasing demand. It is claimed that many industries
are expanded by their owners 1n an attempt to freeze out
competitors and seocure a partial monopoly regardless of
whether or not the existing demand is beling adequately
supplied, As previcusly stated, some of these savings

are used to bld up the price of existing securities and
so do not.result in any increased production, Therefore,



the hope that the mass of the population would be bene-
fited by increased and chﬁp-r production to offset the
additional burden placed on them by regressive taxes, must
be at best an uncertain hope., There seems to be no logie
or reason for depressing the general standards of living
in order to allow the rich to save more than at present,
If the only justification for great inequalities in income
is the faet that savings come mainly from the rich for the
benefit of soclety, it would seem more logical that these
enormous fortunes should be controlled by that soeiety,
To ecarry this argument to the extreme, it would be to the
nation's advantage if all the wealth were owned by one or
two men and the rest of the population received a bare
subsistence, While there is some Justification for ine-
quality in this argument, the main justification is that
individuals should be rewarded for their efforts in accord-
ance with their ability and productiveness, On thie basis
of Justification there could be no such extremes of mquii'-
ity as is existent in India where there are many coolies and
a few enormously riech princes,

On the other extreme absclute equality of wealth and
income would be as unjust and impracticable as too great '
inequalities, If every individual received the same income

a8 every one else regardless of the effort of value of his
production to society, there would be no incentive for sny
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one to assume the risks and exert himself to maiatain

and lmprove production, Under strict communism esch ine
dividual would receive the same share in the dietribution
of the sooial income, That this would not work seems to
be adequately shown from the fact that the comnmunistie
éxperiment in Soviet Russles has sbandoned this prineiple.
Even most of the radical reformers do not ssk for absoe-
lute equality, preferring that the control of the Mt:anﬁ
industries be placed in the hands of the state instead of
industrielists', but not adveoceting that esech worker and
individual be paid alike,

It becomes apparent that should the ineoms and in-
heritance taxes, or any other taxes, for that matter, be
changed so as to produce elther of the conditions just
stated, the effects must be harmful to society. There is
no indieation at present that this will be amc; although
in cese of a national emsrgency, such as a great war, it
might becom® necessary to increese taxation to the point
wvhere one of these limits would be approached, Flans whieh
are being advanced today to finance the "next war® by "cone
seription™ of wealth would bring about asituation similar
to that mentioned., The same effect would be accomplished
by raising the income and inheritance tax rates to one

hundred per cent at some specified level, thus definitely
limiting the possible size of any individual's income or



inheritance. The effeets of such measures are apt to de
injurious to our existing system, necessitating some form
of absolutism to keep industry going. Under peace«tine
conditions any such taxation should be avoided., The
claims made at times by writers in such magezines as
Liberty and The &
taxes are producing these results, must be disputed.

'nnri is little evidence in the statistics of the national
wealth and income to lndleate that inequalities are become
ing less, In fact, there is evidence to the contrary to
show that until 1929 the inequalitiss were growing greater,
The eonclusions of the Brookings Institution that the wealth
should be "shared” by means of inoreased and cheapened pro-
duetion for the consumer rather than by any redistribution
of existing wealth, is probably fundamentally sound and

not in confliet with the classical theories, ;

If the effeots of the incoms tax be such as to relleve
the average consumer of part of his tax burden, thus inecreas-
ing his consumptive purchasing power, the result might be to
aid national prosperity, since the Brookings study attempted
to prove the production and welath acoumulation can increase
only at the same $ime that consumptive demand is increasing.
It is at this point that the inexpediency of steeply regres-

ag Fost that the present

sive taxes like the sales tax is clearly indicated, To en-
courage saving on the part of the few and augment production



without mnum demand must sooner or later bring us
to grief,



CHAPTER VI
THE INHERITANCE TAX

Gradueted rates as they apply te the inheritance tax
involve some different questions than when applied to the
income tax, The subjeot of the inheritance tax has been
dealt with rather fully by Max West, so it will not be
examined in great detail here, The inheritance tax, un-
like the income tax, 18 a very old tax; it was known and
used as far back as the days of the Greeks and Romansj so
the prineliple behind the inheritance tax has been in gen~
eral acceptance for a loag ,“‘! ”trnd was not questioned
1ike the ineome tax, i e

It is generally conceded that the institution of
inheritance 1s neither a natural right nor an essential
eloment of the Institutlon of private property. COnce a
man is dead all control over his property ceases, and as

Blackstone stated, "

If he had a right to dispose of his acquisi-
tions one moment beyond his 1ife, he would also
have a right to direct their disposeal for a mile
lion of ages after him, 'hloh would be highly
abeurd and inconvenient,

Thomas Jefferson also stated that "the earth belongs in

I, HNax West, The
2, H, B, Read,

AN ritance Lot @
ihe Abolition of Inheritance, p. 299,



usufruct to the living; theo dead have neither powsrs nor
rights over it" 31md. "the evil of the theory of the Divine
Right of Kings is identical with the evil of the Divine
Right of Inheritance”.’

Many economists have either condemmsd the indtituion
of inheritence or advocated the placing of limitations
upon what eny one individual could ih!nrlt. John Stuart
¥1ll was one of the first well known economists to advoe
cate limitation of inheritance and the sbolition of cole
lateral inheritance, Jeremy Benton, R, T, Ely, and
Andrew Carnegie have all concurred in the bellef that
inheritance should be either restriocted or subjected to
heavy inheritance taxes,

Frogressive taxation of inheritances can thus be more
easily justified than in the case of the incoms tax, It
has been sald as a criticisn of graduation that there is
no logical limit bdelow one handred per cent, but in the
case of inBeritances the tax ordimarily goes to one hundred
per cent anyway in cases of inteatacy where there are no

heirs, Therefore, the use of progressive rates cannot be

- salled illogleal from this standpoint, In most cases where
progression is used it is based not only upon the size of
the inheritance but upon the degree of relationship ine
volved, t_)u of the arguments in favor of the imheritance
tax is that it 1s merely an extension of the prineiple of

» o9 Do 38, '
& os Do 85,




escheat, On this basis it is logical to graduate the tax
according to the degree of relationship lanvolved, the tax
becoming heavier as the relationship becomes more distant,
until the right of inheritance is no longer recogaized,
Another of the arguments is the so-called "uoumﬁiw
{neome® argument,’ according to whish the sudden sequisie
ﬁin of property by the heir inoreases his ability to pay
taxes, Ordinarily, the more distant the relationship the
more is this true, and vice versa, Also from the stande
point of ability to pay taxes this would justify graduation
on the same prineiple that appliss o the income taxj that
is, the larger the individual inheritance the higher the

tax,
Judged by the foregoing, most of our inheritance taxes,

graduated according to relationship and to the slze of the
{aheritance, would seem to be justified. Thus, in the state
of Oregon the rates are graduated up to tweatysfive per
gent, depending upon the degree of relationship and the
size of the inheritance, The same priuiﬁh. is followed
in moat of the other states having inheritance tax laws,
However, the estate tax of the federal government is not
based upon these prineiples, and there is 1ittle loglcal
reason for progression, Under the estate tax, the estate

as & whole pays the tax with a flat exemption of $40,000,

I, lax West, 'Mog Pe 199, » J



Thus neither the abllity to pay hor the extension of es~
cheat argument can apply. The back tax argumsnt and the
coneideration of the tax as a fee might Justify an estate
tax, but even these 4o not Justify progression, The dif-
fleulty comes through considering the tax to fall upon
the property involved rather than upon the individual

who pays the tax, It is only by considering the indie
vidual who pays the tax, It is only by considering the
individual who receives the inheritance that progreesion
can be Jjustified on the basis of either ability or rela-
tionship, The estate as & whole can hardly be Judged to
have greater ability to pay texes as its size inercascs
than oan a corporation paying greduated income tax, Thus
it seems that in point of justice an inheritance tax would
be far superior to the pronnt"nuto tax of the federal
government, The difficulty iavolved in making any sueh
change would be the loss in revenues which must follow,

To offaet this loss it would be necessary to lower the
exemption below the present $40,000 point,

One of the strongest srgumeats for any absolute limie
tation of inheritances, an argument also for inheritance
taxes, is the fact that a greater degree of oquuuw o
opportunity ia made possidle, The advocates of limitation

B e SR M
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m have true cqggl\igy unless there is at hut some
‘semblance of scuality of oppertuaity, Our sapitalistie
and individualistio system is based upon the priaciple.
that a man's income should be in soume degree relative to
his efforts and ability, VWhere there is unlimited iae
heritance accompanied by grest inequalities of wealth,
it is evident that it is impossible for different indi-
viduals to start 1life with the same opportunity open to
them even though they may have the same talents and abile
ities, The gradusted inheritance tax such as is in wide
use at present, helps to remedy this situstion, While
this tax dou not destroy inmequality, it nevertheless helps
to alleviate it by placing l groater share of the tax burden
upon the very wealthy, and to that extent lessening the
burden upon the poor, The averasge individual with a fair
share of ability thue has a more equitable chance at make
ing & suecess in life than would be possible where there
were no restrictions placed upon greet inheritances, This
was one of Joha Stuart Mill's favorite mrguments for high
progressive inheritance taxes, and 1s a factor in securing
a certain degree of ’ig’ononic denoeracy” .

One of the ehief eriticisme of inheritance taxes® )
- from the economie standpolut, is that such taxes are free
quently sald to be pald out of ecapital, If this be w.

such a tax must necessarily be harmful eince it would l




diminish the total national wealth, Adam Smith, Ricardo,
and even Bestable stated thet it is e tax levied upon
property rather than upon income., They held that the
heir felt that the total of the estate less the tax was
his capital, and he made no e¢ffort to restore the capital
to its original state by paying the tex out of Llacome,
Mill stated that if such a diminution 41d cw it wuld
come as the pesult of excessive taxatlon rather than as
a result of the use of the inheritance tax,

Max West has contested the ideas that the inheritance
tax must necessarily fall upon sapital, He states as fol-

lows

leroy-Beaulieu has also polated ocut that
) out of eapital or incone
‘mgpond: not gm‘ tuﬁ ~ ra of the tax, but : :

e a or p nt.
m-m"'m’m‘u!ﬁ woll
a8 the subject of the tax in a given case, it does
not necessarily follow that the national eapital
will be diminished; for, aside from the transfer-
ence of capital suggested by Mill (where publie
debts are paid off out of the proceeds), the ine

 heritence tax is favorable to saving on the part
of those who annual ims are lighter than they
would dbe without it.

The present high rates of taxation may possidly be
sald to mesult in e dissipation of cepitals It is not
likely thet the actual capitel in the form of bulldings
and machinery will be destroyed, but what 1s more probe
able is that the owmership will becoms more widely diffused,

Io m.; Pe 209,




It has been said as a oriticism that large estates must
be sold at inopportuns moments in order to pay the tax,
thus resulting in m-«t losses, This urumny could
be mm by uloﬂna pmn of the tax to be nu in
unnl usuumm over a period of years, That this
doss not ssem to be necessary is the experience of England
where such installment payments were provided for, dut
where the tax has been paid in a lump sum in the majority
3 uw installment
payments are unnccessery in the majority of cases, their
use would overocome the objection that high sm- result
in great losses when there must de foreed ul«.)

The eriticlsm that inheritance taxes (and income
taxes, too) must come out of capital can be Justified
only Af the total burden of goverament expenditure for
consumptive purposes is too great a share of the national
income, When this is true, the national wealth and prose
perity must be diminished regardless of the form of taxae
tion used; oven though the whole of the governmsat reve-
nue be derived from consumption taxes such as the general
sales téx, the national wealth must suffer, The amount

of cases in spite of this option,

that goes each year to capital and to consumption uuﬁ
goms out of the total production for that year, If the
amount used in consumption be too great the remainder
available for capital must be smaller than otherwise,

&I’A-. Pe B4,
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There are two possible ways of lnereasing the share of
eaplital: elther we can save more by consumiang less and
teuporarily reducing our standard of living; or as suge
gested by Malthus, we can save by producing more, This
last alteraative is the most favorable to the general
welfare and national prosperity. If we consums less,
iadustry must suffer as a result of deecrcased demand,
Hational prosperity will be furthered by finding some
means of alding industry to produce more at the same time
that there is sufficient purchesing power to buy the pro-
duetion, That the present eoonomiec difficulties are not
the result of ismpairment of the natlonal wealth by proe
gressive taxation is evident from the faect that there is
no shortage of available capital at present, and that the
interest rate is unusually low,

In conolusion on the inheritance tax, graduated
faxes of Whis sort tend S0 have & bemficial seslal ofe
f;;; by making possible a somewhat greater degree of
cq;a; of opm\\ni_t!. Hor does it seem that such
uxu will hinder lzi;uatrm advancement through the
impairment of ocapital, With regard to the federal tax,
it must be sald that two changes a;opn to bte nescessary
in order Lo secure the greatest degree of Justice: firss,

the tax should be upon individual inheritances i“br
than upon the estate as a wholej and mecondj there should



be more provisions made for the payment in installments,

The 1088 of revemus resulting from the first change Gould
be overcome by lowering the preseat exemptions somewhat,

A tax with sueh provisions would overcome the most serie

ous objeotions to the tax ia use st preseat,




The point in this study has now been reached to
sunmaprize the findings and determise what conelusions
are to be reached,

Opposed to the theory of progressive taxetion are.
the ¢lassical eoononists, Mill, Bastable, Teussig, and
sertein ourrent writers, As to the justice of progrese
sive taxation from the individual's point of view, there
ie the difficulty of measuring "ability” and "sacrifice”.
Tauselg stated that in order to sanction progressive taxae
tion it is necessary to conclude that the present soolal
order neods remedying, sad that it would be more ti’hﬁo
ive to use direct legislation if such be the case,

Another argument against progression is that it is
thought to be detrimental to initiative; men with great
sbility ave less apt to exert thelr best efforts if they
are %o be deprived of their whole reward., Along the same
Alne of reasoning it is aleo clalmed that savinge will be
decrcased, since most savings come from the wealthy.

Stoppage at source is intergered with by the use
of progression in the income tax since the stojpage must
neoessarily be of a uniform rate and cannot take acocunt



of the aggregate income of the individual, There is,
moreover, inoreasing denger of evasion s the rates bee
oome higher and higher,

The rates under any progressive tex must a«&mﬂh
be arbitrary. There is no natural 1imit short of ome
handred per cent, and precice adjustients are necessary
ir injustics is avolded at differeat points of the seale,

Progressive taxation 1s based upon ebllity to pay,
whish must be considered from the standpoint of the iae
dividual, There 1s no logle in applying an to
taxes on corporate tneome. Since corporations are owned
by many individusl s toekholders a large corporation doom
not indicate eny more taxpaying abliity than does a small
one, Such taxation of corporations can only result ia
hampering businesses of large sise., As a penalty on slze
and success, progressive corporation taxes must be gone
sidered,

In answering the objections reised by those opposed
to progressive taxation, consideration mmst be given to
effeet upon initistive, It has been saild that heavier
texation of large imeomes would deprive mem of the incene
tive for greater production, Opposed 1s the view that
only a very small percentege of the population would be
80 affectedesprobably not more then two per cent. Also,
& large proportion of modern busincss is eonducted by



sorporstions; the initiative of these corporations depends
largely upon salaries, so that the initlative of sorporas
tions 418 not likely to be lessened by mmu‘ taxation,

As to the argument that progressive rates are arbitrery,
it can te anewered that sll taxation must be in & measure
arbitrary, Along with this same question is that of deoe
tornining ebility; this must necessarily be arbitrarily
decided also, but this does not excuse entire dlsregard of
prineiples in the attempt to avoid regression, Teussig
soes in existing inequalities sone soolal justification
but it is generally oconeeded that extremes of wealth and
poverty are not compatible with the greatest wellebeing
of soelety. Slemondl objected to an econonle selence
that negleeted a study of human welfare, The study of
the Brookings Institution on inequalities of wealth and
incoms concluded that glaring inequalities are undesire
able, In line with these reasonings progressive tazxation
may be Justified as a mesns of mitigating, to soume extent,
inequalities under our present egonomic order while eone
mtns the essential advantages of moderate differences
in economic status,

A progressive tax 1s necessary as a part o our tax
system in order to securs even proportionality sinee the
greater share of our taxes are regressive in nature, The
inoome and inheritance taxzes cannot be shifted,
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Malthus and John Stuart M1ll objected to consumption
taxes on the ground that they reduced demand, caused a
loss of profits, snd so hindered progress, Both men
agreed that 1t ls better for savings to come from fae
ereased production rather than from decreasee consumpe
tion, A reduction of consumption must injure businses,
especially in large scale industries, sinee production
mist be eurtalled with resultant inorsased unit coste
and unemployment, Houlton is in egreement with this cone
elusion that production and capital accumulation can ine -
mrease only st the same time that consumptive demand is
idereasing,

In conelusion, it would seem that the priseiple of
grueduation has received falrly goneral secceptance, The
extent to whiech 1t is to be carried is the main source of
difrieulty, Acoording to the statistics e smaller porcentage
of governmantel revenue is obtained from the income tax in
the United States than in most pations, and also s ssaller
amount in comparison to the naticnal income,

The only way in whiech it 1s possible to prevent the
ineame tex, or aany form of taxetion for that matter, from
becoming unduly burdensome is to keep the cost of govarne
ment in proper proportion to the national wealth and ine
come, All forms of taxatlon must reduce national wealth
unless the government either saves or else readers sueh
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services as to enable a more efficlent and sbundant ine
dustyial productios. There 18 a certaln smount of gove
ernmental saving et the present time, taking the form
of construction of dams, highways, publie bulldings,
bridges, end subsidles to transportation agenciss.

Unoertalaty ie probably more mzm to businoss
than is the existing burden of texation, Neny of the une
vertaintics cannot ve eontrolled by the goverament; meny
of them, such a8 "nuisaence”™ and certain business taxes
and uastable momey, ¢an be directly attributed to the
govarnment, It may not be wise to reduce existiag taxes
fomedintely in sneffort to encourage business as Bly
stated that heavy taxatlion when revenue is wisely spent
never yet ruined a nation, while a sudden reduction lu
government revenues might osuse a cessation of vital
goverament aotivities,

It is to be soncluded mn that the progressive ine
come snd inheritance taxes that are in use in the United
Stetea at the prssent time are, on the whole, nelither ine
juricus to busines nor evononically or soclally unjust.
It is possidles that they might becone eo in the future,
but there is no evidence that this meed oceur., There is
a 1imit beyond which progreseive taxes ¢canndt be carried
without injurious effects, but this limit 1s not yet in

ﬁm‘a






APFENDIX A

Froblem Involving Double Taxation
as b-tmg‘ autolot Oregon and

Assumed: That the individual wnder mmrauoa has a
net incoms of $6,000,000, all of which has been earmed in
the state of Oregon. Personal exemptions and earned ine
come eredit ere omitted for the sake of simplicity (they

would reduce the tax very slightlyy). If the income had

‘been from intangibles, the rate for the state of Grnm

would have been 8% instead of 7% on suech income, It 18

also assusmed that rate and income have not varied in years

:na:: mi&uum, in order for the ‘following equations
o .

let x » federal income tex Bagch ie deductible in de~
Yy » Oregon incoms tax termining the other,

”o”ltm ¥, 'g (gomlm y

000 - x

p 4

4

Xe 3,791,000 # 790,000 - 79y
rs 200 # 419,680 - ,07x
X

v

4,581,000 -
s GG - .m.

0553y » 320,670 « 0O7x
y L3 4:1 m - .m. “b‘tl“hls

9447y =« 99,180 !
‘ Ty = ‘16"”‘.'1' substituting,

% 581,000 = $62,938.71
e n:m:o«n. "

Total of X £ 7 » #4.603.94&1 00, or approximately 76.8%

Banoo the two taxes imposed ome upon the other d4o not re-
{n a burden wvery substantlially greater than the t-a-m.
tn.x alm. g:eau;o of the ra:;;‘ tw 0::3 dnduo:lbll: B
gomput the other. on rate o
» whnuu the tug radorti rate amounts to 79% (75% surtax
plus 4% normal tax The federal tax computed alone would
bo $4,581,000, or npproximtoly 76.,4%.

(Note:- This problem does not apply to the lower brackets
wharo eho tax is a much smaller proportion of the net ine
Double taxation of small incomes iz a double burden,)



{Tax SBys-

y the percentages of total

revenue faised from various taxes in 1934.35,

ALPERDIX B
tems of the World, p. 876.)

Structure of the tax systems (national and loecal) of cere

tain countriee as measured b
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Country

United States
Pnglend
Canada
Australias
New Zealand
Germany
France
Hungary
Sweden
Bulgaria
Switzerland
Finland
Turkey
Japan

54.055
18,826
4,100
2,003
419
28,052«
11,153
1,088
1,999
314
2,430~
387

$ 430 00¢031

401 4,294
374 663
300 445
269 120
8458~ 4,764
267 3,090
128 204
321 297
51 8a
598~ 306
103 4
57 167
52 474

iv

17.9

16,2
22,1
29,0
20.6
27,7
27,1
14.8
26.9
12,5
183
18.1

i3.2
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