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FOREWORD

The startling growth of state government expenditures from $7.1 billion in 1946
to $31.6 billion in 1960 indicates the heavy pressures to which state tax structures
have been subject in the post-World War I years. It may be that the dzgree of pres-
sure will be somewhat less in the future. Nevertheless, most states still face large
‘needs and demands for incrzased expenditures. They must decide to what extent
" increased state government services can be provided, and if so how these increases
are to be financed. Among the alternatives are greater utilization of existing taxes
or adoption of new taxes.

The purposc of this study is o examine the present and prospective role of the
< -1etail sales tax and the indiviGual income tax in state tax structures. The study

ana‘yzes the characteristics of these taxes, the extent of their utilization, factors affect-
ing their further utilization, and their advantages and disadvantsges as compared with
cach otier and with other forms of taxation. The study does not examine in detail
the question of the level and extent of services provided by state governments, but
decisions on the expansion of existing programs and adoption of new programs will
obviously affect the seriousness of the tax problem.

This study was carricd out under the direction of Professor C. Lowell Harriss of
-Columbia University with the participation of the Rescarch Staff of the Tax Founda-

tion under the supervision of George A. Bishop and Phoebe C. Main.

The study was made possible by a grant from Johnson & Johnson, New Bruns-
wick, N. J. However, Joknson & Johnson had no part in the analysis or the formula-
tion of conclusions presented in this report, and is not to be understood, by virtue

“of its grant, as approving any statement or view expressed or implied herein.

An carlier version of this study was reviewed by a number of experienced tax
administrators, professors of public finance, and corporate tax exccutives. Their
suggestions have been of great value even when, for onc reason or another, they
have not been incorporated in the present version.

: Tax Founcation, Inc., a non-profit organization, is cngaged in rescarch and citi-
zen education on government spending and taxation. Its purposz is to aid in the de-

velopment of more cfficient government at least cost to the taxpayer. It also serves as a

‘national information agency for organized taxpayer rescarch groups throughout the

~ country.

Tax FOUNDATION, INC.

January, 1962
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_ in State Tax Slrlulures

1. INTRODUCTION

Rising expenditures have put increasingly heavy pres-
sures on state treasuries. American taxpayers have ob-
viously responded. Per capita state taxcs, after allowing
for changes in the purchasing power of the dollar, are
now about one and two-thirds those at the end of World
War Il. Yet no end of strain on state finances is in sight.

Some states may find that existing revenue systems can
meet their “needs” as economic growth expands tax
_bases. In other states, however, citizens must match the
benefits of greater spending against the disadvantages of
~adding new revenue sources, of increasing the weight of
existing taxes, or of both. Every state also has the oppor-
tunity of improving its established revenue system. The
higher the total tax bill, the greater the reason for re-
examining both the broad outlines of the existing struc-
ture and the details of particular taxes.

The choices are difficult. Nothing will make them
easy. Facts and analysis, however, will help in making
them wise. This study provides facts and analysis about
two of the most important existing or potential sources
of state revenue—the tax on retail sales and the tax on
individual income.

A summary of trends in state finances since 1902
(Chapter II) shows how state governments have ex-
panded their own spending activities and have under-
taken heavy responsibilities for financing local services.

'New revenue sources, big ones. have bccn requm:d—_ 3 .

and found.

What criteria or principles ought to guide the deveiop-

ment of a state revenue structure? Chapter III examines .
four groups of considerations—revenuc; faimess and

other factors bearing upon the distribution of tax bur- -
dens; the effects of the state’s tax system on the efficiency -
with which the economy operates; and the problems of
administration and taxpayer compliance. :

The discussion of the two taxes—the sales tax and the
tax on individual income—describe the general structure
of each, and the major features and problems, including
those of administration and compliance. Because of the
importance attached to questions of “fairness,” and also
to the effects of the tax on economic growth, each topic
receives explicit attention.

In making choices about expenditures and taxes, the
public must do so within limiis sct by existing realities.
Each state’s position is somewhat unique, but important
considerations which have general applicability are dis-
cussed in Chapter VI.

The concluding chapter summarizes the main con-
siderations affecting choice between a tax on retail sales

= and one on individual income. The scction balancing the
L arguments attempts to help the reader make an informed
judgment,



Il I.ONG-'I'ERM CHANGES IN STATE TAX STRUCTURES

an 120210 19330
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w, ~ fourth. The expansion in the absolute and the relative
- - " importance of state taxes was the zesult of expansion in
'+ " “state spending, which grew cven more than stats taxa-
" tion. Two types of spending accounted for most of the

. increase—highways and edecation. States themsclves
o - “undertook more and more responsibility for building and
"% mamtammg major h:ghways For education, however,
“.. states, though increasing their outlays for state-operated

mllcgesandnmvcmncs mademosto{tlm:cﬁonsmme -

fnrmotgmnlstobmhues

3 "*-; "2 Tax changes in this period fall i mto three broad groups.
"'\;;_ -'(1) The relative importance of the property tax as a
e ‘sonmc of state ‘rcvenue declined. (2) Motor vehicle

. license and motor fuel revenues grew tremendously, es-
pemaﬂy after World War 1. However. spending on facili-

ties for motorists incscased more rapidly. (3) Taxes on

.« _: corporation and personai income were adopted by about
i+ one out of four states after Wisconsin's successful entry

into the field of income taxation, beginning in 1911.
&= Income tax revenue, however, was only a small fraction
~ of that from the taxes on motor fuel and licenses. -

Among the many less important changes in revenue
systems was the general adoption of state inheritance or
estate taxes. A Federal credit in effect put oompclimg
pressure on states to enact such. Ic\ncs

o

The 1930's

The depression of the 1930's was unusually deep and
exceptionally long. Its effects on state (and local) fi-

- nances were profound. Revenues dropped sharply. The -

ability to borrow also fell markedly and in some cases
disappeared. States and localities veduced not oniy capi-
tal outlays but also regular services; they cut personnel
and pay rates. Yet, especially in view of rising demands
for welfare assistance, expenditures could not be cut as
much as revenues fell.

Receipts from taxes on individval and business income
and from inheritance taxes fell sharply. By contrust,
... yields from motor fuel and vehicle taxes and the few
““taxes on business gross reccipts held up fairly well. Col-

lections from the property tax dropped, adding some-:

what to the financial difficultics of the states but creating

school districts, all of which were almost entirely depend-
- ent upon this revenue source. Propcny tax dehnquency
- 1ose to an average of 20 per cent in 1933' it ranged from "

S:alelamgmwmcthann.ncfoldmdoﬂm and by -
- product {GNP), in the first three decades of this century.

:,Smctammmﬂymmlhohhemﬂo(&d.rﬂ- -
state-local taxes in 1902; by 1932 they were almost one-

truly serious trouble for citics, towns, counties, and

6prccmmMassachusetlstodOpcrmuthnchgan

‘Localities turned to states for financial help. Owners of

property zlso sought relief from state legislatures.

Although state responses varied widely in detail, three
general changes appeared, and appeared very quickly,
throughout most of the country. (1) States undertook to
pay for a bigger portion ¢f the total of state-local spend-
ing. (2) They reduced their own use of the property tax.
(3) They used other taxes more hca\nly, and, most
strikingly, added new ones.

By 1937 allbut 13 states had adopted (a) one or both
“of wo taxes with broad bases and good revenue poten-

.s:-a}, or (b) a tax on corporation income. The exceptions
-included states which had not drastically limited the

maximum rates to be imposed on property and states in
which the use of gasoline tax revenues for general pur-
poses was not prevented by earmarking.

The most striking change was the introauction of

retail sales taxes. Powerful pressure to maintain spend- W

ing, especially on schools, overcame opposition to this
unfamiliar and widely criticized type of taxation.

Although West Virginia had led the way in 1921 and

" Georgia had followed in 1929, it was the depression

which inspired the first widespread use of retail sales
taxes. By the close of the 1937 legislative sessions, a

- total of 31 states enacted sales taxes (Table 7). A dozen
. states adopted the tax in 1933 and ten did so in 1935.

Many were “temporary,” but during the decade only ten
states repealed the sales tax or let it expire.

Twenty states adopted taxes on personal income in

" the period from 1929 to 1937. The crest was reached in

1933, with six enactments. Only two states aﬂowcd their
personal income taxes to lapse.

Levies measured by corporation income were newly
imposed by 20 states between 1929 and 1937, with the

* peak of adoptions also occurring in 1933.

, At the end of the decade, then, the states, with just a
few exceptions had given up significant use of one broad-
base tax, that on property. All but six were placing heavy
reliance upon other broad-base: taxes—Ilevies on retail
sales and the income of mdmdna!s—o; on corporation

m..nmc taxes.

"Expenditure pressures were by no means satisfied by

.-these revenues changes. ‘States took advantage of the
- repeal of prohibition and began to tax slcoholic bever-
i ages or to engage in Liquor retailing at substantial profit,
: {l‘ axes on tobacco produsts also a; peared. '

 In 1940, none of the taxss yet mentioned was the

!argcst source of siaic tax revenue, 'That -place was oc-_

- g h\{ R i P .'
-




cupied by the payroll tax adoptm undcr Federal p“’”‘“‘? ‘i :

_ for financing unemployment ipeurance benefits.

WorldWarll - _ A and highway spending. Conditions in the capital market <o,
: favorable to borrowing. The tremendous growthin =~ .° ¢
f 1940 to 1946, state expondi wers
.. Dunng the mdll!y'z?plml outlays acmll;;:opwd, school-age population forced large expansion in spend- g
~in part because of ‘shotiages of labor and materials. - ing on education. T
" _ Spending on othzz state functions increased as the price Total state expenditures doubled between 1946 and 5, <
level rose, buz only a Ltde. <

Grants from the Federai govemmentvamd from year | :

to year, but by !940wcreatakv !%Iz:c.umu.:.g%.!gh»
in 1932. 8 Voot

Meanwhile, in a number of s.'.ates mc ge‘uerd property
uxwasraorgam:d.Somstmspmkc‘formcex-
emption of all intangible, and in 2 Jew"csses tangible,
personal property. Other states meved woward the classi-
fied property tax by assessing or-2axing tangible personal
property at Jower rates:than seal property. “To ‘com-
pensate the localitizs far ‘tbe vewking loss of revenue,
the states offercd %0 Them shurss of the proceeds of
certain of the m'iy anasedtfﬂﬁ

The reenactment of the Louisiana retail sales and use

“tax in 1942 (after a two year lapse), was the only broad-

based tax adopted by the states in the decade from 1937
through 1946. State revenues rose more than expendi-
tures during the period, and most states accumulated
surpluses. Rates of eleven broad-base taxes were re-
duced by the states during the period (Table 5).

From 1946 te 1961

When the war ended, pent-up demands for spending
were released. Needs for capital outlays had accumu-
lated. Inflation had raised costs. Population had grown.
Reserves had accumulated. The country was more than
ever urban—and suburban—and such areas demand
more governmental services than rural areas. Auto usage
began a rise which was to lead to vast increases in street

1950 and doubled again in the 1950°s (Table 3). Smne

Selected Fiscal Years 1902 - 1960

Table 1

. FEDERAL, STATE AND LOCAL TAX REVENUE IN RELATION
TO GROSS NATIONAL PRODUCT

Taox Revenue

= ~ Gross - * Asa P;c'cmo.gf_nl BET Ea 3‘\
- .. _Nationel . Amount® (Billions) Gross Navional Fsoduct
Fiscal Product® — - = B
izl Yeor (Billions) — ~Total Fedaral State Local Totsl  Federal  State  Loca!
. 1902 (<) $ 14 $05 $ 0.2 $ 0.7 e T e s . Vi e
< 1912 $ 70.3 7.4 3.4 0.9 a0 48 o134 '
1932 76.3 8.0 1.8 - 1.9 43 105 24 25 5.6 -
1940 91.1 14.2 5.6 4.2 4.5 15.6 6.1 i " 4.6 :I:‘.9
1946 213.6 49.0 37.9 60 . 52 220 WY w28 V2.4 2
1950 258.1 548 - 379 9.0 - 80 S 1 TSP 7% BRI X R X I P !
1955 363.1 87.9 6.3 - 127 “1.9 U2 . 7.4 35 033 o )
1960 4828 127.0 88.4 20.2 18.4 7263 - 183 4.2 38 - i.
a. For caleadar year ending six months hefore end-of fiscal yur, .e.. ﬁsc’;l yen ],960 mllewms I!lphed_‘:.o pllendar-;}.- '1
year 1959 gross national prmhct O TR T T R - S S T
b. Includes social insurance taxes. AT gkt T W R
“c. Not available. B g o i t
Source: U. S. Department of Commerce. ..“1-
: v 11 A
_ : % [ 3
4 e 2o g ;. %
,, : -./ g Lur "




Table 2

STATE TAX COLLECTIONS FROM SELECTEDSOURCES -

Selected Fiscal Yeors 1902 - 1960

1902 100 - - < - 526 —— <) -474
v2 e - - as S S 4 367 © 82 C
1932 100 04 39 - 42 456 174 ) 286
1940 100 12.0 5.0 3.7 -~ 295 &3 20.3 - 233
e 100 151 &5 7-4 . 22 42 173 27.3
1950 100 186 81 = &5 25.7 3.4 1n.s . 262
1958 100 20.7 86 5.8 270 32 89 25.7
1960 100 211 10.9 58 23.6 3.0 114 242 -

a. Iaclades motor fuel tax maé hicle aad licences.

“—b. laclades death aad gift, tobacco, alcokolic beverages, severaace, life insaraace premiom, peblic stility, security uzasfer,
pari-mutnel oad other.
c. Not available.
L. §. Departmenst of Commerce.

of this increase was for traditional state functions. But on retail sales in othars, and here and there on miscel-
other forces were at work. Growth of highway spending lancous items.
greh;‘:m eﬁﬂ}' &%Fmgh ;m m The increase in state grants contributed to a change in
o ts‘ for financial aid. Although property tax the relative size of state and local spending. Whereas in
ues rose rapidly. M{m to satisfy d‘;mf;ds and 1902 the states were spending only 17 per cent of the
localities turned to states with success. State payments to total, their share was 53 per cent in 1959.*
local governments doubled between 1946 and 1950 and Where did the states get the money? The growth of the
doubled again between 1950 and 1960 (Table 3). A few cconomy automatically increased yiclds of many existing
states also acted (cight in 1947) to permit local govern- taxes. Deliberate action has also been required, and there
ments to impose new taxes. New York authorized locali- has cen much. Each sct of legislative scssions brings
tics to imposc certain specified levies; Pennsylvania, on  dozens of major changes and hundreds or thousands of
the other hand, granted local governments permission to
enact any tax not being imposed by the state. The results . : .
included local taxcs on wages and salarics, in somc 1 :th.:cteﬁ fu::su to localities are counted as state expenditures in

12




minor amendments to state tax systems. Although over
the years there have been broad studies of state systems
as a whole, the changes actually made have for the most
part been piccemeal. The results include considerable
variation (Tablc 4).

mmiotunphuis,wihoquﬁun,hnbunm
taxes. Tobacco and motor fuel taxes among
tbcsdcchnmhubwumdelopm&mm—
revenues. Alcoholic beverage tax rates have

increasing
also been raised. More important, however, has been the

Table 3

mmruaes REVENUE AND DEBT OF STATE AND LOCAL GOVERNMENTS
Selected Fiscel Yoors 1902 ~ 1960-* -~

(Millieas)
Expenditures Revenue
Inter- From Inter-
Fiscol © govern- - Own govemn- Gross
Yeor Total Direct® -mol" Total Sources mentol®
' A. ‘Stote Governments _
1902 $ 188 $ 136 $ 52 $ 192 $ 183 $ . 9 $ 230
1922 1,397 +.085 - 312 1,360 _ 1.234 126 1,131
1932 - 2,829 2,028 801 2,541 2,274 267 2,832
1940 -- 5,209 3,555 1,654 5,737 5,012 725 3,590
1946 - 7,066 4,974 2,092 8.576 7.712 865 2,353
1950 15,082 10,664 4,217 13,903 11,480 2423 5,285
1955 20,357 14.3N 5,987 19,667 16,678 2,988 1,198
1960 31,596 22,309 9,283 32,838 26,093 6,745 18,543
' B. Local Govemments
1902 $ %5 0§ 9% $ 6 $ U $ 858 $ 56 $1877
1922 4,594 4,567 27 4,148 3,827 21 8,978
1932 6,420 6,375 45 6,192 5,381 g1l - 16,373
"~ 1940 7,743 - 7,685 58 T2 5,792 1,932 16,693
1946 9,156 9,093 83 9561 7,416 2,145 13,564
1950 17,189 17,041 148 16,101 11,673 4,478 18,830
1955 25,230 26,004 226 24,166 17,811 6,355 33,069
1960 39,280 39,07 209 37,527 27,576 9,951 51,213

a. 1560 data inclade Alaska and Hawaii.

b. Short- and long-term debt outstanding at end of fiscal year.
“¢. Direct expenditares are amounts as finally disbursed by units of goverament for their own fanctions regard-
' less of source of receipts. Iaclude expenditares for utility, liquor stores, and insarance trust; exclade

payments for debt retirement.

d. Intergovernmentsl expenditures: state, principally fiscal aids and shared tazes to local government; local,
principally paymeats to state government for shates of p-:grams administered by the state, services per-

formed by the state and repayment of advances.

e. Iatergovernmental revenane: state, principally Federal aid; local, principally fiscal aids and shared taxes

from the state.

Source: U. S. Department of Commerce.
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addition of 12 retail sales taxes and the increase in rates From 1946 to 1960 the gross debt of state govern-

of carlier taxes (Table 5). men- and semi-autonomous state agencies tripled,

i - re..hing a total of $18.5 billion at the end of 1960

e e ot the 2 e stue wves  (Table 3).* The largest increase has come since 1957, 35

adopted i the decade cndiog in 1955 which had other  'De Stakes have borrowed more than $2 billion each

than a consumption of use base. Since then new taxeson ~ Joor State borrowing is concentrated in less than onc-

corporation met income have been adopied fn 1958 by ~ [00rth o the states. Ninc states owe two-thirds of the

/' Delaware and New Jersey. In 1961 two states enacted total. Three states—California, New York and Peansyi-

. taxes on personal income, the first such adoptions since vania—accounted for one-third of the $2.3 billion (nct)
1937. West Virgina adopted a general tax, while New ~ borrowed during 1960 by the states.

Jersey imposed a tax limited to commuters in the state to To summarize briefly, we can say that in the last 15

take advantage of the credit permitted by New York years state revenue systems have taken over more of the

£Tabie - total job of financing state-Jocal spending. This total job
For most of the period high-level employment enabled has more than tripled. To camry the increasing burden -
the states to finance uncmployment benefits with payroil ~ they have assumed, the states have adopted new taxes
taxes substantially below the original 3 per cent. By m&ﬂh&ﬁ%gggﬂnﬁéoﬂ
1961, bowever, demands had so increased that unem- ﬁ”ﬂgﬁgnrﬂggmﬁ
time highs. S -l ad and also on selective taxes of various kinds. Virtually all ;
o

Traditionally, the states have been required tobalance  unknown to state systems at the beginning of this cen-

their budgets cach budget period (usually a biconium). -~ tury. Finally, from onc state to another differences -
Many have been prohibited from incurring debt of  between the relative roles of state and Jor2! Snances are
greatly restricted in the amount and purpose of state-  substantial. Therefore, comparisons of state finances
guaranteed debt. As expenditures in the postwar period  alone are of much less significance than comparisons of

 rose more rapidly than tax revenues, some states tumned  the finances of state and local governments in each state. :

“ to increased borrowing. Much of the debt, however, is of S _
the non-guaranteed type, principally bonds issued BY > 7ne et amount was $15.6 billion.

___state umpike and housing authoritics. u?ﬁgﬁﬂn«.hﬁf!uﬂ.
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What features make one revenue system better than
annther? What are the criteria to be used in judging a

_tax system?

Evaluation of criteria can benefit from a far more ex-

tensive summary of economic eclements than is possible .

here. Five points, however, are too important to over-
look in even a highly condensed dJiscussion of criteria.

1. Taxes are paid by people—not by “real estate,”
“gasoline,” “business,” or any inanimate thing. A tax
collected from a corporation is, in any significant sense,
paid by customers, employees or other suppliers, or
stockholders (in the form of a reduction in either divi-
dends or net worth).

2. Although there is truth in the assertion that every-
one’s taxes must really be paid out of his income, this
fact does not mean that income is necessarily the best

- basis for all taxation. The income a person receives is the

= market’s measure of the worth of what he and his prop-

erty have produced, i.c. put icto the economy. His spend-
ing for consumption is the measure of what he takes from
the production of the rest of the economy. Taxes based
on income are taxes governed largely by the value of
contributions to society. Taxes based on expenditure are
levies governed by what a person uses up or withdraws
from the economy.

3. Present costs of government are so high that ta..2s
inevitably have an important impact upon everyone. The

average—about $780 per capita—is higher than some

lil. CRITERIA FOR JUDGING A REVENUE SYSTEM

people can pay; it is above what others can reasonably
be expected to bear. Consequently, some people must
pay more than others. In deciding how the heavy costs
are to be shared, the public faces difficult problems of
a:h-lﬂ'iﬂg “j““-lﬂﬂ "

4. High tax rates in themseclves—disregarding the
amounts they take from the peopie—produce bad effects.
When the rate is high, cfforts to escape tax become
worthwhile. Individuals and businesses will take what
would otherwise be a second, third, or fourth choice in
their investment, consumption, or business decisions if
by doing so they can save a heavy tax_ High rates b
to a small base inviic the maripulation of the base.
Economic distortions result. What determines the height
of tax rates? The level of spending is obviously of prime

~ importance, but the size of the tax base is aiso crucial.

The broader the base, the lower the tax rate needed to
produce any given volume of revenue. The broader the
base, the greater the difficulty of manipulating it to save
any substantial portion of the tax.

5. The size of the taxing jurisdiction profoundly influ-
ences the choices it can make among revenue sources.
Therefore, the criteria properly used in evalaating a state
revenue system differ from those appropriate wher either
national or local systems are considered. Yet each tax at
each level of government must be judged as part of the
whole system of public finance. This system includes
government spending, an clement which the public must
always keep in view when examining the tax ystem.

A. REVENUE

The chief job of a tax system is to bring adequate
revenues. Each particular tax must be judged first on the
basis of its revenue potential, and this involves chiefly
the breadth of its base. Large expenditures call for taxes
with broad bases.

Revenue stability is important for states and !ocalitics.
Most state-local cxpenditures (except capital outlays)
fluctuate little from year to vear. Paying for them re-
quires revenues which are also highly stable during busi-

ness fluctuations. A drop in revenues during recessions
may aot only force curtailment of normal operations but
also prevent states and localities from providing ade-
quately for the increase in relief loads. Exceptionally high
revenues during boom times invite wasteful spending. Of

_course, reduction in tax rates or in debt is always pos-
. sible. So is the accumulation of surplus. However, the

money on hand is likely to become, soon, money spent—
perhaps even the start of a new program or a permanent
cxpansion.of one alrcady established.

B. DISTRIBUTION OF TAX BURDENS

Faimness, Justice, Equity

All of us agree that where taxes are involved, fairness
is of paramount importance. However, we run into dif-

ficulty in trying to definc what we mean by such essen-

18
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tially interchangeable terms as “fairness,” “justice,” and

{Icqui ly,"

1. On onc aspect of cquity there will be a consensus.
“Every taxpayer shall be treated according to Iegal rules




which apply equally to all taxpayers in the same class.”
Fairness requires that there be no prejudice, whether by
accident or design, in the application or administration
of the law.

2. Widespread agreement can be expected on another ‘l

concept—horizontal equity. “Equals shall be treated -
equally.” Everyone on the same income leve! o con-
suming about the same things, and otherwise in essentially
similar circumstances, shall bear the same portion of the

. expens: of government. When their circumstances differ
> in ways that are significant for the sharing of the costs of ~ .

government—size of family or total of medical expendi-

tures, for example—faimess requires tlm tax “loads
differ.

3. The difficult problems that then arise are those.

which involve vertical equity. How much of what difier- - .

ences will warrant how much difference in tax? Thers is
little consensus in answering this question, but the un-
.equal treatment of taxpayezs must rest on reasonablc,,not
capricious, bases

Throughout much of the Western world thcre has -
gmwnupagencmlnolmlhatmbmdemshouldre-
flect “ability to pay.” This concept, however, is about as
unclear as “faimness.” Therelsalsomdeacccplanoeof
the idea that the tax system should be progressive. What -

basis is there for deciding how much more in taxes it is - =

fair to demand from the family with an income of $10,-
000 than from the almost similarly situated family with

- $9,800 os the very differently situated family with $8,000

or $12,000? Ardent supporters of progression as a device ~' heritance and estate “iaxes collected by many states.

for discriminating fairly may disagrec strongly on the
fairness of a given set of rates. When does increasingly
stecp rate progression become unfair?

Some advocates of progression make much of the

point that reducing economic inequality is socia ly desir-

- able. Whatever reasons can be cited for this argument in
judging Federal taxes, it cannot have appreciable weight
at the state level. Imagine, for example, a state trying to

discriminate against upper income and wealth groups
~ heavily cnough to reduce inequality significantly. An
cxodus, more gradual than sudden, of people of wealth
and talent would largely defeat the attempts.*

Benefits from Government Spending as a Basis for Taxation

Another basis for diffcrentiating tax burdens may be
the government services received—the benefit principle.
Although governmental spending is presumably done to
further the general public intcrest, individuals as such do
benefit from some expenditures, and some individuals

4 The apparent exception in state death taxes rests largely on the
Federal credit. ¥ i

N}
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more than othsss. On occasion, these: mmﬁls can szeve, ©
as an equit2dle basis for imposing a tax.

\luorfuciandhccnscmcsandthcpanof&emal _

security payroll taxes on the employee ate commonly

'-1usu!ied on te benefit basis. Perhavs more sigeificant is - "=
ancther aspet t of bencfit. Residhms of some communities =

pay higher taxes than residents of others becassz of dif-
ferences in the governmert services raceived. The same
applies at the stzte levsi. One merit of decentralizationin -
governmeat is that it offers more opportunity than does
a centralized system for people to decide freely whether

~ the benefizs of o:mm put'hc expcndlmres ‘are \mnh
theircost. =+

Shifting Taxests Mll msam-sme =

"of passing some cI toeir tax burden to outsiders. One
_kind of opportunity arises from the deductibiiity pro-
‘vided in Federal tax Jaws. Rationa! scli-interest requires

"-j-‘vﬂy state to consider carefully all the opportunities

:=Congress allows. A stcond type of opportunity to shift
burdens to cersons cutside the state appears chiefly in
taxes wiich fall initially-or businesses. Property taxes
on. raiizoad terminal property may bring far more rev-
‘e3¢ than loca? rosidents caa possitdy be said to bear. At _
~least a portich of state Zncoune, property, excise and pay-

- roll taxes on business 1oms, especially levies on the big-
gest companies, are-widely diffused among consumers
and stockbeiders over much or all of the country. Non-
residents aiso pay part of the individual income and in-

. Tourists pay sai*s and excise taxes. In general, however,
the ctility to shift taxes to residents of other states is
limited. Caution should take precedence over greed.

e

\Q@ther Censidesations Aftecting the Distribution of Tax Evrdens

Fourt mere points deserve mention. {1) Differences in
taxes are justified in some cases by thz desire to influence
productivn and consurption in the interest of the gencral
welfare-—philanthropic cxemptions offer ore example,
high rates on whisky another. (2) Unfortunately, con-
clusions akout how taxes are in fact shared among mam-
bers of the comnwunity are always tentative. OQur knowl-
edge of shifting—especially of taxes on busiiiess—is far
from sarisfaciory. (3) One explanation of differences in
the sharing of taxes is that political power is unequal.
The st.ale of progression of an income tax, for example,
may rest in part upon the fact that the higher the pesition
in the income scale, the fewer the voters. (4) An ideal
tax would create nc serious kardship. In the real world,
unfortunately, hard casas are to be expested. They de-
~serve attention. But they must not dominate. A tax law

designed specifically to mect the unusual situation will

- have unwelcome results as it applies more broadly.

19 -
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“Koeping Alfocation mmm Ilininau T

Efficiency in the allocation of nroductive resources
“(buman and materiai} is inportaet in agvancing the

~ geeeral welfare. Taxes atfect resource allovation. “The |

~ as possible the efficien: operation of free markets. As a

~ geaeral principle, taxzsshouidheneunalormpumlm
* taeir effects on resource ailecation—among private iz- f-’

Custrics, regions, cccupations, methods: of opcmuoa.
- forms of organization, andsoon. - -

The inevitable repressive effects of a tax should inter-
fere as little as possible with tine accomplishment of

AL 2, ;7 c. &.oanmc mnclncr P

mtmns.' Exoeplwns may appear if business as such puts
mvcmmeut *n special costs—a receives special benefits
“from expenditures. Except for highways, examples at the

< state level are rarely important.
* general objective should be taxes which hinder as Litde 'j;"

; lnconu-astmmthcdayswhcnouremnomywaspm-
dominantly agricultural, those persons who today make
= decisions about where to produce have some choice
zbont where to locate. Taxes and governmental services

< “are amos.g the factors which influence decisions on busi-

ness location. High taxes-are certainly not a favorable

- - ¢lemnent unless they finance governmental services which

‘either facilitate economic activity or appeal to the people

governmental objectives cf the public. For examPle .f !.——wiumustfmnhcb:ﬂ

~ the improvemeat of transportation is a gcal of pu

- policy, =s evidenced by highway spendiny, iaxes -rhlch '_;-

burden railroads may quite probably uggrn‘ale the dif-

ch ﬁumy the expenditure secks to alleviate. -

' Where for some persuasive reason interference mth
the market economy seems likely to xe:sve the public
interest, tax discriminations may be devised to altzr
resource allocation. Taxes may, on occasion, serve o
useful regulatory purpose—thwgl:, of course, th:y nmy
also regulate harmfully. :

'Bunms"anu Object of Taxation

Allhm..bh “business” is a favorite object of taxctivn, .

_ore can well ask, “Why™? Business is our major agency -

“ for organizing to produce—for allocating productive -

capacity and its use today acd for urndertaking economic
growth. Businesses are groups of people secking to Eene-
fit themselves by serving otners. Tazes arc mot likely to
help business serve efficiently in producing. - © -

Broadly, the public interest calls 1o e2ch business (1)

-to turn out products or services which are wanted more

thar sometning else, as reidlected in freely made con-
sumer decisions expressed in the market or through gov-

ermnmental agercics and (2) to use methods which econ- -

omize on labor. materials, capital, and other “inputs™

* accorcing to their relative scarcity and productivity.

However, iaxes on busitess do not improve the proc-

ess by which consumers indicate their desires. Further-

_more, business taxes do not help-indicate to managers

which inputs most need economizing. A business has an

e

~incentive to save on taxes. Unfortunately, in adopting
"- methods which cut the tax bill, it may not operate more

-,cﬁiclenlly in the sense of less labor or fewer materials
_._"pcr unit of output. A business, in fact, may wisely adopt

;- methods which are inherently second choice because the
- artificia) factor of taxes makes such methods best undcr

; 5 lncc;ra,tmstanccs

The broad public interest would be advanced by gen-

“erally freeing business decisions from most tax consid-

ln!lunuonttn Dmdfamm

= Inﬁncmarkclsn:smncswhthakchuycrszm

" of cost and which induce economizing. Revenue sources

", have a comparable job as regards government spending.

Sometimes a government may charge for a service in

Y. a way that influences the quantity demanded, for cx-

., “ample, tuition in universities. The charge not only col-
“lects revenue; it can also reduce the need for government

: h to spend to provide the function. States have few oppor-
_tunkies to use what is essentially pricing for the dual
. objective of getting revenue and reducing expend:ture.

Nevertheless, occasional reexamination of the entire
range of possibilities is in order.

-= - Taxes also have a job to do in alerting citizens to the

costs of government. Taxes which make the public aware
of what it is paying for governmental services can help

< , in comparing the worth oi the services received with the

money sacrificed to pay for them. Every citizen should be
made to recognize the fact that he pays taxes. Otherwise
- the sense of political responsibility will not develop .
-adequately.

Certainty

Tax statutes, regulations, and administration should
be reasonchly stable in their basic elements. Otherwise,
uncertainty about tax laws adds to the difficulties of busi-
ness and personal planning for the future. Although it is
not necessarily true that “an old tax is a good tax,” the
economy will have adjusted to it. A considerable degree
of certainty in the tax system is desirable, especially when
taxes are as heavy as they are today; otherwise, decision
making becomes needlessly complicated, and cfficiency
suffers.

=t ‘xw reduction in business taxes would presumably lead to an
~"increase in taxes on individuals and thereby enlarge the influence

of taxes on personal decisions. To some extent production as well

as consumplion would be involved. On the whole, however, the .

total effect on the creation of income would duubﬂm be less
than when “business” pays the same total. .






