Although the major argument ad-
vanced in favor of the expenditure tax
up to that time had been that it avoided
some of the more serious inequities of
the income tax, the 1942 tax was pro-
posed as an adjunct to, and not a substi-
tute for, the existing individual income
tax. Moreover, in introducing the meas-
ure, Secretary Morgenthau did not refer
to the equity aspects of the tax, but rather
gave as the dual purposes of the tax the
raising of additional revenue and the
curbing of consumer spending.

The tax was to have consisted of two
parts, a flat rate tax of 10 percent which
would have been refunded after the war,
and a progressive surtax. The flat rate
tax applied to all spendings in excess of
$500 for a single person, $1,000 for a
married couple, and $250 for each de-
pendent; exemptions for purposes of the
surtax were exactly double those for the
flat rate. The proposed surtax schedule,
shown in Table !, was to have applied on
a per capita basis in order to avoid penal-
izing large families.

An cxpenditure tax of limited appli-
cability has been imposed in India since
1958. It was suspended in 1962, but was
reintroduced in the 1964 budget. As a
consequence of the relatively high basic
allowance and gencrous provisions for
deductions, however, the tax applies to
few taxpayers. The basic allowance of
approximately $6,000 for individuals and
up to $12,000 for families excludes the
great mass of citizens. Allowable deduc-
tions include expenditures on weddings,
maintenance of parents, medical treat-
ment, education outside India, and legal
proceedings. Expenditures on durables,
such as automobiles or furniture, are
spread over a five year period.

Rates on the original tax ran from 10
to 100 percent, but were subsequently
modificd. The present rates range from
5 percent on taxable expenditures of
$7,650 to 15 percent on taxable expendi-
tures in excess of $15,120. Revenue from

Table 1

Proposed Surtax Schedule for
Expenditure Tax, 1942

Spendings(a)

(in thousands of dollars) Tax Rate
$0—1 10%
1-2 20
2-3 30
3—-5 40
5—10 50
Over 10 75

a. Spendings after deduction of $1,000 for sin?le
person, $2,000 for married couple, and $500 for
each &apendent. divided by number of persons
in famlily unit (dependent children considered
equivalent to Vz-persun). Rate corresponding to

ar capita spendings is applied to total spend-
ngs after deductions.

Source: Annual Report of the smm? of the
Treasury on the State of the Finances for the Fiscal
Year Ended June 30, 1942, p. 413,

the Indian expenditure tax has been
comparatively trivial, on the average ac-
counting for about oae-tenth of one per-
cent of total tax collecticns.

Similarly, the expenditure tax in Cey-
lon applics to relatively few persons. A
tax-free allowance, based roughly on ex-
penditures and personal exemptions,
ranges from $2,310 to $7,350. The rates
vary from 20 percent on taxable expendi-
tures up to $1,050, to 240 percent on
taxable expenditures exceeding $4,200.

Taxes Based on Capital

An individual tax found in several
Europcan countries is levied on one form
or another of net personal wealth.'” Aus-
tria, Denmark, Finland, Germany, Lux-
embourg, Netherlands, Norway, Sweden
and Switzerland levy an annual tax on
the value of all of an individual's net
assets. In other countrics, such as Bel-
gium, France, and the United Kingdom,
taxes on individual wealth are more in
the nature or stamp duties. No serious
proposal has been made for such a tax
at the national level in this country, and
in fact there is some question as to

I7. Estate and gift tuxes, based on transfers of capital, exist at the Federal level In the U.S, and will not be

examined in this paper.




whether a net wealth tax would be con-
stitutional at the Federal level.'s Taxes
on gross wealth in the form of real estate

NON-TAX REVENUE

Three possible sources of governmen-
tal revenue, yiclding in some insténces
fairly substantial amounts, are not,
strictly speaking, taxes: user charges, lot-
teries, and government monopolies. They
will be described briefly but not anaylzed
for economic cffect, since they are outside
the scope of this study.

User Charges

User charges are not always distin-
guishable from taxes. They may some-
times take the form of specific taxes
levied on identifiable consumers of cer-
tain kinds of government services, but
may also appear as special fees and as-
sessments. The basic principle of user
charges is that the cost of a government
service should be borne entirely or in large
part by the immediate recipicnt of the
service, rather than by citizens generally.

Lotteries

The 1963 authorization of state-spon-
sored sweepstakes in New  Hampshire
once again focused attention on the lot-
tery as an instrument of public finance.

Even though there has not been a pub-
lic lottery in the United States since 1894,
lotteries are operated by many other gov-
ernments today. Most are for special,
semi-public  objectives.  Public  lotteries
which support charities are found in Aus-
tralia, Gibraltar, Greece, Ireland, Sweden,
and many of the Central and South
American countries. In France, the rev-
enue from a numbers draw is assigned
to farm subsidics and veterans’ benefits.,
Lottery bonds, in which the lenders
wager the interest they would otherwise

for w discusaon of the constitutional  issue. For o \
uses of net wealth taxation in genernl and in Sweden, Germany, Switzerland, Frunee,

and various types of tangible and intan-
gible property are an important source
of revenue at the state and local level.

SOURCES

receive, generally have not been related
to a specific charity but rather are de-
signed to stimulate savings and raisc
revenue; such bonds arc issued in Aus-
tria, Belgium, Germany, [taly, Britain,
U.S.S.R., Norway, and in various Dutch
municipalities.'"

In the United States, the transport of
lottery material in interstate commerce
was made illegal in 1895, but not until
the public lottery had played a significant
role in the carly financial history of the
nation, For cxample, such eminent citi-
zens as George Washington, Benjamin
Franklin and John Hancock managed lot-
teries for their communitics; the Conti-
nental Congress established a lottery to
finance the Revolutionary War. Lotteries
were used extensively to finance schools,
bridges, canals, and roads, not only dur-
ing the colonial period but also until the
mid-1800's. The historian Ezell points
out that by the end of the 18th century,
“lotteries were so strongly entrenched in
the economy and habits of the American
people that even if there had been strong
opposition, state legislatures only reluc-
tantly would have considered abolishing
the schemes.*" But abuses grew and finally
a shift in public opinion, which Ezell
places at about 1830, led to the eventual
disappearance of the public lottery in
this country.

There are five basic types of lotteries.
These are the simple numbers  draw,
lotto (including its popular form, bingo).
interest lotteries, class lotteries (in which
the participant pays an additional sum to
remain in the lottery if his number is
selected, through any number of suc-

IX. See William J. Shultz and C. Lowell Harriss, American Public Finance, Premtice-Hall, New Jersey, 1949, p. 19,
discussion of problems of cquilh incidence, and struclural
¢

therlunds, United States,

Helpium and England, see the several articles In the periodical Public Finance, No, 34, 196l),

19, Robert K. Kinsey, The Role of Lotteries in Public Finanee, unpublished doctoral dissertation, Columbla Uni-
versity, 1959, p. 28 . Kinsey has summarized his thesis inoan oarticle of the same tile in National Tax
Journal, Vol, 16, No, 2, March, 1963, pp. 11-19,

0. John Samuel Erell, Fortune's Merrey Wheel: the Lottery in America, Horvard University Press, Cambridge, Muss.
1960, p, K1, The historical information on lotterkes given here is based on Eeell's account.




cessive
lottery.

stages), and the sweepstakes

Representative Roman C. Pucinski of
lllinois has for many yecars advocated a
lottery-bond plan for the United States,
Under his plan, bondholders would fore-
go interest in return for a chance on a
periodic prize of one million dollars, tax
free.

Public Monopolies

Proceeds from government enterprise
provide fairly substantial revenue for var-
ious foreign nations as well as some states
and municipalitics in this country. Typi-

cal governmental monopolies produce
and/or scll matches, alcoholic beverages,
cigarettes, clectricity, and other products
for which there is a highly inelastic de-
mand. The “profits” from such govern-
ment ventures might be considercd hid-
den taxes, for unless consumers pay a
higher price for the commodity than is
necessary to cover costs, there would be
no “profit."” There would seem to be no
prospect in this country of national gov-
crnment invasion, for overt revenue pur-
poses, of cnterprises now privately
operated. Nor is there the likehood that
the Post Office will be made into a source
of substantial net revenue.




I1.

EGONOMIC EFFECTS OF TAXES

Before any of the taxes described in
the last section can be evaluated prop-
erly, it is essential to consider their eco-
nomic and social effects. An apparently
innocunus revenue raiser might harbor
hidden effccts which could, in time, re-
duce or dry up the revenue source itself
and even spread tleir blight to collections
from other taxes.

The major economic effects of most

taxes fall into onc or more of five cate-
gories: problems of incidence, resource
allocation, welfare, growth, and the lcvel
of production and employment.

In this section, each of the five effects
will be discussed, and illustrated with
examples drawn from their operation in
the case of excise taxes. In addition, prob-
lems of administration and compliance
will be considered.

INCIDENCE

The problem that is basic to the solu-
tion of all other problems in taxation is
the matter of the incidence of the tax
under consideration. Before most ques-
tions about economic growth, resource
allocation, and the like can be answered,
a preliminary question must be dealt
with: when shifting is complete, that is,
when the person who actually pays the
tax has passed along as much of the tax
as possible to someone else, who in turn
has passed it along to yet another, and
so on down a chain of economic act.vity,
in which the added cost of tax is shunted
along somewhat like the unwanted card
in the children's game of Old Maid, on
whom does the tax finally rest? For the
incidence of a tax occurs at that point
where no further shifting will take place.
It is the individual who actually bears the
burden of the tax, who pays it and cannot
shift it along, who truly is most affected
by the tax. Whether this final link in the
chain will be able to change his economic
position and/or bchavior in response to
the tax (thus raising a problem of re-
source allocation, growth or stability) or
be unable to change (thus possibly rais-
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ing a problem of economic welfare) can-
not be answered before the identity of
the final link is established.

As it happens, tracing the shifting
process of cxcisc taxes is sometimes enor-
mously difficult, and precise answers are
much harder to come by than anyone
but an expert realizes. For one thing,
processes may go on under the surface;
after the tax has been in effect for a
while, no one can be sure what conditions
would prevail without it. Broad market
forces may dominate the actions of indi-
vidual persons or firms in ways that are
never recognized. Another part of the
analytical difficulty stems from the com-
plexities related to differing industry fac-
tors (such as price mechanisms, cost con-
ditions, and institutional rigidities of
variovs types), differing demand for the
taxed commodities, and differing degrees
of competition. But there is not always
agreement about taxpayer responses to
an excise tax even when the same con-
ditions apply.

The usual analysis of the incidence of
excise taxes is approximately as follows:




An excise tax, say 10 percent of the
producers’ prices, is imposed on a com-
modity which is sold under highly com-
petitive conditions.' The tax adds to the
producers’ costs, but, by definition, under
perfect competition +hey are unable indi-
vidually to get a price above that estab-
lished in the market. For the moment,
therefore. the tax will be borne by the
producers themselves. But producers will
not wish, or be able, to sustain this
situation for long; before the tax, they
were producing at a level which provided
them just enough prolit to make their
endeavor worthwhile, and the inroad of
the tax now makes that profit inadequate.
Consequently, some firms may find that
they cannot afford to continuc to produce
the taxed article at all and will drop out
of the market altogether; others will re-
strict output in various ways designed to
reduce costs.” Eventually, exactly when
being dependent upon various conditions
related to the production process, output
will be reduced to the exient that the
price of the commodity will increasc by
enough to leave the producer a normal
profit after the tax. Thus the tax eventu-
ally is paid by the consumer, in the
form of higher prices, and the incidence
of the excise tax has shifted forward to
the consumer.

But some cconomists take the view
that it i« not necessarily correct to con-
clude thet the consumer bears the bur-
den of the tax. Their basic objection to
the preceding “classical” analysis is that
the reasoning stops too soon and over-

looks the consequences of an important
phase of the adjustment, the reduction in
output of the taxed commodity. When
output is cut back, then necessarily the
demand for purchased resources used to
produce the taxed commodity (resources
such as labor and capital) will also de-
crease. The money income of owners of
these productive resources will be re-
duced as well, and consequently, the
demand schedule for all goods purchased
by these owners as consumers will be
lowered. The money income of the econ-
omy as a whole will be reduced, the
relative significance of the reduction de-
pending on the proportion of total in-
come attributable to the resource owners
in the taxed industry. Consequently, a
price rise in response to decreased output
is not likely, and the tax eventually is
paid by resource owners in the form of
lower incomes. The incidence of the tax,
by this approach, shifts backward to the
owners of productive resources.”

Both of these approaches seem logical.
Is it possible to choose between such
apparently contradictory points of view?
One solution is to take a midway posi-
tion, for it does seem possible both are
right, in part, and that perhaps the excise
tax is shifted both forward and backward,
with the proportion shifted in each direc-
tion depending on institutional, industrial,
competitive, and possibly other, yet to be
identified, conditions. If this is true, then
it can only be said that “some” of the
tax is shifted to constmers and ‘‘some”
to factor owners.

rJ

The common practice is to analyze incidence, and other economic proolems, by uassuming conditions which
are relatively cuasy to examine, and then modifying results as more and more restrictive (and realistic) condi-
tions are added. Perfect competition, while no longer the most typical market situation, serves nicely as n
beginning point, because of the definite train of cvents which prediciably ensue in respon-e to o disturbance,
such as the imposition of a new tax.

. In o growing e:onomy, the taxed industry grows less than it otherwise would.
. It has been arg.ied that even this is not a complete analysis because tax revenues are spent for goods or

services, providing Increased demands for the same or other resources, If one looks at the composite effect
of government tuxation and expenditure in an cconomy with substantially full employment, larger government
taxation and expenditure will change the composition but not the aggregate size of the demand for resources.
This step.however, carries us beyond the analysis of taxation as such,
For a fuller account of forward shifting, see John Due, “Toward a General Theory of Sales Tax Incidence,”
Quarterly Journal of Economics, Vol 67, No. 2, May, 1953, pp. 253-266, and Government Finance, lrwin, Home-
wood, Hlinois, 1958, pp. 286-110. For a discussion of backwurt? shifting. see Earl R, Rolph. "A Proposed Revision
of Vixcise-Tax Theory," Journal of Political Economy, Vol. 60, No. 2. April 1952, pp. 102-117, and Theory of
Fiscal FEconomics, Berkeley, University of Callfornia Press, 1954, Chapter 6. The more reallstic case of less than
erfect competition is vastly complicated by the non-determinateness of pricing policles. Both approaches to
ncidence become blurred when monopolistic elements are considered; advocates of both assert that their con-
clusions are basically unchanged but, by the very nature of their problem, are unable to present particularly strong
support for their statements. It would appear that an industry-by-industry analysis is required when the safe
ground of pure competition is left behind, For Rolph's assessment of the non-competitive problems, sec ihid..
Chapter 7; for Due's see Government Finance, pp. 282-291,
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Such imprecise knowledge is not as
useless as might appear. Admittedly, it
would be extremely valuable for policy
purposes to be able to say that a given
percent of an existing or proposed tax is
shifted forward, and a given percent
backwaid, in specified shares to labor and
capital. This kind of exactness, however,

must await further theoretical and/or
cmpirical work. Meanwhile, it is useful
to know that significant proportions of
the tax might shift in either direction, to
analyze the impact of the potential shift,
and then to take a calculated risk rather
than operating blindly when a new tax
is imposed, or an old one removed.

EQUITY AND SOCIAL WELFARE

The first of Adam Smith's famed
canons of taxation, that the “subjects
of every state ought to contribute towards
the support of the government, as nearly
as possible, in proportion to their respec-
tive abilities; that is, in proportion to the
revenue which they respectively enjoy
under the protection of the state,” is no
less relevant today than when it was
written in 1776.* But it is not easy to de-
fine equity, much less achieve it. Un-
fortunately for purposes of simplicity,
identical treatment does not automatically
lead to equitable treatment, and might in-
stead lead to harsh inequities. Equity re-
quires, in fact, that treatment of taxpayers
be Lased on their relevant differences. For
instance, the Federal government might
try to meet its revenue nceds by the
simple device of prorating its total needs
equally among all individuals living in
the United States. For 1963, this would
have come to an assessment of approxi-
mately $460 apiece—$460 each from
alcoholics in New York's Bowery, from
babies in orphanages, from paranoids in
mental institutions, as well as from nu-
clear physicists, newspaper editors, and
presidents of giant corporations. Most
taxpayers would feel intuitively that such
a system, while providing identical treat-
ment for all citizens, is obviously unfair,

The problem, then, is to devise some
rule of taxation which leads to a fair
result, or, in other words, to select thosc
relevant differences on the basis of which
the burden of taxation might be unequally
but equitably distributed. Onc should

then ask, in judging a tax, whether tax-
payers with meaningfully different cir-
cumstances bear the burden in approxi-
matcly suitable proportions. Unfortu-
nately, in making such decisions it is
well-nigh impossible to avoid imposing
one's subjective standards, or, at the very
least, contcmporary social standards as
one understands them. Objective eval-
uation of the justness of a given tax
probably is a human (or computer) im-
possibility. Nonetheless, glaring exceptions
to cquity, such as the example in the
preceding paragraph, may be relatively
casy to identify, and perhaps this is as
much as should be expected.

An cquity problem which is also an
excellent example of the importance of
assumptions about shifting is found in
the widespread assertion that excise taxes
suffer the fatal defect of regressivity, i.e.,
rest with harsher severity on low-income
taxpayers than on high-income taxpayers.
It is immediately apparent that this con-
clusion rests entirely on an assumption
of considerable, if not complete, forward
shifting of the excise tax burden to the
consumer, But if thc contention that some
of an excise tax is shifted backwards is
correct, then such a tax will impose a
relatively heavy burden on owners of
productive resources, and a relatively
light burden on families whose income
consists of large amounts of payments not
depending on production, such as pen-
sions and social security payments. The
tax also will rest lightly on those owners
of productive resources who are able

4, The other canons specified that collection costs should be reasonable and that taxes should be certain and not
arbitrary; convenient with respect 10 the time and manner of levy; economical in the sense that they should
not  impose  extraordinarily large obstructions and discouragement on the tuxpayer. See Adam Smith, The
Wealth of Nations, Modern Library, New York, 1937, pp. 777-778.
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to resist downward pressures on price,
either because of a power position or
institutional  stickiness in adjustment.
There is no necessary relationship, how-
ever, between these groups and either
high or low income, although the group
whose income derives from pensions and
transfer payments seems quite likely to
consist in large part of relatively low
income individuals and households.

But even if traditional theory is correct
and excise taxes are shifted forward to
the purchaser of the taxed commodities,
the regressive effect wiay not be altogether
certain. An attack l.as been made on this
traditional viewpoint from a novel ap-
proach. Assuming that thc entire tax is
passed forward to the consumer, one
economist cnalyzed the retail sales tax
structure for a number of states, some
exempting food and others not. He found
that, relative to disposable receipts, the
tax is regressive over the entire range of
income classes when no food or other
exemptions are allowed, but becomes
progressive among the middle income
classes when food is exempt.*

The use of disposable receipts rather
than any of the various measures of in-
come as a yardstick of living standards
has several points in its favor. The com-
position of the lowest income group,
aside from a ,hard core of individuals
with special problems, changes con-
stantly. A considerable proportion of low
income individuals and households are
either very young or are retired. The
young reasonably anticipate future in-
creases in income, against which they can
borrow prudently in getting established.
The retired, while often receiving small
money incomes, may have non-money
income from assets—implicit rent from
a home, unrealized capital gains from
securities, and the like.

Table 2 applics Professor Davies’
method to newer data. It shows that
when food is taxable, a retail sales tax

5. David G. Duvies, "An Empirical Test of Sules-Tax

is progressive on the basis of disposable
receipts up through the first four income
classes and regressive thereafter. When
food is exempted, however, the tax is
progressive on disposable receipts
through the first five income classes and
approximately proportional from the
$5.000 to $14,999 income classes.

The issue of taxing the poor, however,
necds to be distinguished from regress-
ivity. There are some levels of income
so low that any tax, whether proportional,
progressive, or regressive, would be a
burden, and properly condemned even in
a society with heavy goveramental ex-
penditures and benefits for the poor. A
solution to this problem which has been
introduced in Indiana is the provision of
tax credits to minimize the burden on
the lowest income groups resulting from
a tax on consumer purchases. A fixed
dollar credit for single taxpayers and for
each member of a family unit applies as
an offset against the taxpayer’s state indi-
vidual income tax liability or a cash
refund when there is no income tax.
Indiana’s credit has been effective since
the beginning of 1964. It is described
as a credit for sales tax paid on food
and drugs; $300 of such purchases are
in effect exempt from the 2 percent tax,
so that the taxpayer is allowed a $6
deduction for himself and each depen-
dent. If the credit exceeds the tax liability,
the taxpayer is eligible for a refund.

A consideration often overlooked in
discussions of equity is the actual amount
of tax paid, rather than the amount as a
proportion of income, wealth, or dispos-
able receipts. Generally speaking, low
income recipients pay less excise tax
simply because they buy less, but pre-
sumably they receive no less benefit from
government spending.

Another type of inequity arises from
the fact that patterns of consumption
differ from one person to another. The
individi =l or family whose tastes incline

Regressivity," Journal of Political Economy, Vol, 67, No.
I. February, 1959, pp. 72-7TH. Disposable receipts uunsr

st of current income, berrowed 1noney, gifts, winnings,

und funds from any other sources, le., net money income plus certain other types of money receipts plus
(assets sold  plus Hbilitles ndded) minus (assets acguired plus labilities disposed of).
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Table 2

Expenditures on Commodities Subject to Retail Sales Tax as a Percentage of Gross income,
Net Income, and Disposable Receipts, by Net Income Class, 1960

(Averages by Net Income Class)

Taxable Taxable u;::::::inn

Expenditures consumption consumption as percent of

aress Net Disposable for current Taxable as percent of  as percent of disposable
Net incomes class incomed incomes receipts consumption consumption gross income net income receipts

Food taxable:
Under $1,000 $ 690 $ 654 $ 1392 $ 1,307 $ 748 108.4 114.3 53.7
$1000 to $ 1,999 1,533 1,513 1,805 1,770 1,111 72.5 734 61.6
$2,000 to $ 2,999 2,628 2,508 2874 2,675 1,795 68.3 71.6 62.5
$3,000 to $ 3,999 3,767 3,516 4,073 3,716 2,657 70.5 75.6 65.2
$4000 to $ 4999 4,951 4,506 5,137 4,501 3,328 67.2 73.9 64.8
$5,000 to $ 5,999 6,079 5,495 6,147 5,240 3,872 63.7 70.5 63.0
$6,000 to § 7,499 7,537 6,710 7,476 6,229 4,641 61.6 69.2 62.1
$7506 to $ 9,999 9,787 8,573 9,414 7,534 5,710 583 66.6 60.7
$10,000 to $14,999 13,623 11,724 12,850 9,744 7,442 54.6 63.5 57.9
$15,000 and over 27,999 21,889 23,607 14,745 11,078 39.6 50.6 46.9
Food not taxable:

Under $1,000 690 654 1,392 1,307 464 67.2 .9 33.3
$1,000 to $ 1,999 1,533 1,513 1,805 1,770 658 429 43.5 36.5
$2,000 to $ 2,999 2,628 2,508 2874 2,675 1,177 44.8 46.9 41.0
$3,000 to $ 3,999 3,767 3,516 4,073 3,716 1,887 50.1 53.7 46.3
$4000 to $ 4999 4,951 4,506 5,137 4,501 2,408 48.6 53.4 46.9
$5,000 to $ 5,999 6,079 5,495 6,147 5,240 2,782 45.8 50.6 453
$6,000 to § 7,499 7,537 6,710 7476 6,229 3,425 454 51.0 458
$7500 to $ 9,999 9,787 8,573 9,414 7,534 4,300 439 50.2 45.7
$10,000 to $14,99S 13,623 11,724 12,850 9,744 5,842 429 -49.8 45.5
$15,000 and over 27,999 21,889 23,607 14,745 9,177 32.8 41.9 38.9

a. Money income after tuu
Money income before taxes
Sol.lru: Computations based on Department of Labor, Bureau of Labor Statistics, Censumer Expenditures and income Urban United States 1980-81, p. 10.




to articles which happen to be taxed
(cameras rather than caviar, records in-
stcad of books) will pay more tax than
another person who spends an equivalent

RESOURCE

One of the most important questions
to be considered in connection with a
proposed tax is whether it might impel
the owners of productive resources to
rearrange their economic activities in
ways that reduce their individual tax
burden, but, at the same time, result in
use of their resources which, from the
point of view of the economy, is less good
than otherwise.

Most writers would say that the best
tax from the point of view of resource
allocation is that tax which is econom-
ically neutral in its full effect." For in-
stance, a tax which changes the relative
costs of various forms of business struc-
ture—small independent units versus in-
corporated, large integrated companies—
will predispose businessmen to choose
that method which has the lowest tax
tag, even though otner business consider-
ations might argue against it. Moreover,
because certain producers, by virtue of
physical limitations in the productive
process, institutional barriers, market lim-
itations, and the like, will be unable to
use the form of business structure that
offers the greatest tax advantage, the
products and services of such a supplier
will be at a competitive disadvantage.
Some resources will shift from the dis-
advantaged industry or business form,
and the pattern of economywide resource
allocation will be distorted away from
the most efficient.”

When excise taxes are shifted forward,
a major concern about resource alloca-
tion effects is in connection with decreas-
ing-cost industries (i.e., industries whose

is served.

amount, but on untaxed goods and
services. Section ill examines in detail
the distribution of the burden of present
Federal excise taxes.

ALLOCATION

average costs of production decrease as
output increascs). If producers, in re-
sponse to the tax, increase the price of
the taxed good, then the amount which
consumers are willing to purchase will
drop and output will decline. Decreased
output in this case results in higher
average costs and thus, to the extent
that the tax has the effect of reducing
output in these industries, there will be
loss of productivity. An optimum alloca-
tion of rescurces would dictate a relative
increase, not decrease, of output of such
services or commodities.

Under assumptions of backward shift-
ing, a number nf additional problems of
resource allocation are raised, since ob-
viously the owners of productive resour-
res bearing the tax will act to minimize
the burden. For example, if under a par-
tial excise tax the rate of return in the
taxed industry drops relative to the rate
of return in untaxed industries, investors
will be induced to move to the untaxed
sector. Similarly, if wages are reduced in
the taxed industry, labor will seek jobs
at higher rates in untaxed fields. The
extent and speed of such adjustments will
depend nrimarily on how specialized, and
hence how mobile, the resources used by
the taxed industry happen to be.*

The imposition of excise taxes on pub-
lic utilities and common carriers raiscs
special problems. The present state of
technology and scale of some operations
make it practical for certain firms to
create their own private facilities (which
would not be subject to the tax) and sup-
ply their own needs at lower cost than

6. Some may of course approve the use of tz«es for regulatory or corrective purposes when a clear public need

7. The presumption is that .he mcre efficient allocation of resources would exist In the absence of the tax. 3w
even If this assumption is wrong, the imposition of new taxes (as contrasted with removal of existing taxes,
or substitutions for them) does not seem the best device tor correcting allocative inefficiencies.

8. See J. A. Stockfisch, “The Cn?lta‘lizalion and Investment Aspects of Excise Taxes Under Competition,”

American Economic hﬂ’lew. Vol.
possible adjustments.

. No. 3, June, 1954, p. 287, for an excellent discussion of the many
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the taxed public facilities. For example,
microwave radio is used in lieu of public
communications systems, and private
trucks, pipelines and airplanes instead of
the common carrier.

Various social losses may result from
such a tax bias against facilities available
to the general public. Those who are
forced to depend on public facilities
might well be faced with higher rates,
since the loss of the patronage of large-
scale firms probably increases the util-

ity’s, or carrier's, average costs and re-
duces net income. Duplication of facilities
mav lead to cxcess capacity and higher
costs for the economy as a wholc. Private
facilities, because they arc not linked to
the public systems and their scale is
relatively small, may not be as useful to
their owners as would be their public
counterparts. This un-ncutrality of the
tax between public and private facilities
would appear to lead to less than opti-
mum allocation of resources."

RATE OF GROWTH AND LEVEL
OF PRODUCTION ANDEMPLOYMENT

In recent years, there has been increas-
ing preoccupation with the effect of tax-
ation on the economy's level of employ-
ment and prices, and its growth. Since
the Great Depression, it has increasingly
become the custom in analyzing a tax to
ask: will the proposed tax'® interfere with
(or promote) full employment and sta-
bility? What will be the effect of the tax
on long-run growth of the economy?

A study by Edward F. Denison at-
tempts to quantify the importance of most
of the elements which have contributed
to economic growth in the past and might
be expected to do so in the future. The
major factors are shown in Table 3.
Denison also has evaluated some 30
changes which might be initiated to stim-
ulate growth in the United States during
the next two decades. The list includes a
range of possibilities, such as reductions
in death rates, reductions in work absen-
teeism, elimination of crime and rehabili-
tation of criminals, increases in the
standard work week, elimination of sea-
sonal fluctuations in non.-farm produc-
tion, increases or improvements in
education, increases in private net invest-
ment, increases in immigration, increascs
in research results and decreases in the
time-lag prior to industrial application,
and so forth."

Obviously, capital inputs play a major
role in the growth process. Taxes influ-
ence the amount of saving done to make
capital formation possible and the use
made of such savings. Do excises and
income taxes have a substantially differ-
ent cffect on aggregate savings and in-
vestment?

In the aggregate, saving tends to be
a fairly stable percentage of income. How-
ever, family budget surveys have shown
that there is a wide variation in the pro-
portion of income saved among people
at similar income levels as well as among
people at different income levels. The fact
of a wide variation in saving ratios sug-
gests that a tax on consumption burdens
high spenders and favors high savers (re-
gardless of income class). On the other
hand, the individual income tax for the
most part docs not differentiate between
consumption and saving; in the long run,
SO many arguc, it tends to put an excess
burden on saving because it taxes the
income from which saving is made and
then taxes again any interest or dividends
on that saving. In addition, to the extent
that there is double taxation of dividends
under the individual and corporation in-
come taxes, there is an extra burden of
income taxes on savings.

9. For a fuller discussion, see comment by C. Lowell Harriss in Reapprabal of Business Taxation, Tax Institute,

Princeton, New Jersey, 1961, pp. 217-242.

10, Or expenditure, but expenditures are outside the scope of this study. In practical situations, a given tax
must always be evaluated relative to some alternative tax.

i1, Edward F. Denison, The Svurce of Economic Growth in the United States und the Alternatives before Us,
Committee for Economic Development Supplementary Paper No. 13, New York, 1962, pp. 276-279.
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Since partial excise taxes can influence
consumption patterns and the rate of
return on investment,'? they also affect the
level of total spending, investment spend-
ing, and employment. This result has been
illustrated by George F. Break, who used
a simple model to show how consumption
taxes, imposed in a setting of a govern-
ment deficit, will lead to one of two
results: either an increase in unemploy-
ment or an increase in consumer prices

(i.e., inflation), depending on the reac-
tion of consumers to the tax. He shows
that when a new retail tax is imposed on
consumer goods and services, if consu-
mers are either unwilling or unable to in-
crease their monetary expenditures on the
taxed goods, there will be cutbacks in
the production of these goods and asso-
ciated unemployment. If, on the other
hand, consumers should increase their
monetary outlay on the taxed goods

12. Under assumptions of backward shifting. See Stockfisch, op. cit.

Table 3

Allocation of Growth Rate of Total Real National Income
among the Sources of Growth

Percentage points in

growth rate
1909-29 1929-87 1960-80
Real national inCOME .........c.ccccevvinniiiiminiiniiinninn 2.82 293 3.33
Increase in total inpuUts .........ccovviiininnenniinnnn, 2.26 2.00 2.19
Labor input, adjusted for quality .................... 1.53 1.57 1.70
Employment ........cccovveniniiininniniin . 1.11 1.00 1.33
HOUIS .viiinnunimmmsiisissm s mmss —.23 —.53 —.42
Effect of shorter hours on quality ................ 23 33 07
EAUEAHION ..ocnmismmsmmmmemnsmsems s s .35 .67 64
Increased experience and
better use of women ............ceiiiiininn .06 11 .09
Changes in age-sex composition
of Tabor TOICe .iuivunvnisnisiimisamis .01 —.01 —.01
LA oo mmmnassanensmmersissihanbibinbrssatadi SRASTR RS SERRR .00 .00 .00
Capital input .......ccooeiienini 73 43 49
Non-farm residential structures .................... 13 .05 NA
Other structures and equipment .................. 41 .28 NA
FVBIMOTIOB: voisiniiinmmnninmssis sz s .16 .08 NA
U.S.-owned assets abroad .............c..ccoeiininnin, .02 .02 NA
Foreign assets in U. S. .........coiviiiiiiniiininnn 01 .00 NA
Increase in output per unit of input ................... .56 .93 1.14
Restrictions against optimum
USE Of PEROUPCES .iiveiisisissisiisisiminasumminiviasii NA —.07 .00
Reduced waste in agriculture ...........ccccceviin NA .02 .02
Industry shift from agriculture ...............ce NA .05 01
Advance of knowledge ... NA .58 75
Change in lag in application
of knowledge ............coeiiciin NA .01 .03
Economies of scale—independent
growth of local markets .................ceiviis NA .07 .05
Economies of scale—growth of
national Market ..o .28 27 .28

Source:

Edward F. Denison, The Source of Economic

Growth in the United States and the Alternatives

Before Us, Committee for Economic Development Supplementary Paper No. 13, New York, 1962,

p. 2U6.
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enough that production does not decline,
the result will be price increases and a
situation of inflation.'!

Effects on Economic Stability

One of the traditional criteria of a
“good tax system" is stability of revenues.
Excises and sales taxes have generally
been considered to have greater stability
of yicld than income taxes. This is in fact
one of the major advantages of sales taxa-
tion at the state and local level,

At the Federal level, however, accept-
ance of the objective of making the
Federal budget a “balance wheel™ to off-
set fluctuations in the private sector of
the ecconomy changes the criterion of “sta-
bility” as applied to taxation. Instcad of
looking at the stability of revenues. policy
makers have been looking at the stability
of the economy. To promote general cco-
nomic stability, attention has been focused
on the desirability of a Federal revenue

PROBLEMS

An important issu¢ which must be
considered in connection with cach tax
is the matter of administration and com-
pliance costs. No matter how attractive
a tax may be on other grounds, if it is
difficult to administer and if compliance
is costly for the taxpayers, it may better
be avoided.

There are & number of considerations,
common to the administration of all
types of taxes, which might be laid down
as general principles.

I. Number of taxpayers covered. The
fewer the number of taxpayers subject
to a particular form of tax, the lower will
be the cost of tax administration, In the
case of excise taxes, this principle makes
collection at the manufacturing  level
more desirable than at the retailing level.

2. ldentification of taxpaver and taxed
items. The more casily the taxpayer can
be identified, the more difficult will eva-

system which acts as an “automatic stabil-
izing device,” That is to say. from the
point of view of offsetting fluctuations in
the private sector of the economy, it is de-
sirable for Federal revenues to fall sharp-
ly in a recession, so that Federal fiscal op-
crations will provide a net addition to
aggregate demand, while in a period of
cyclical expansion it is desirable for Fed-
eral revenues to rise rapidly and automa-
tically so as to check the tendencics to-
ward inflation. The income taxes, which
apply to net incomes above certain ex-
emption levels, tend to provide such
“flexibility” of yield.

Another stability problem stems from
the fact that wage contracts increasingly
arc tied to consumer price indexes. To
the extent that excise taxes are reflected
in the prices of the items of general con-
sumption which comprise the index, ad-
ditional cxcises could lead to increascs
in some wage rates.''

OF ADMINISTRATION AND COMPLIANCE

sion be. Unavoidable vagueness of the
scope of cach commodity class subject to
excise  taxes  greatly complicates  their
administration.

3. Exemptions. Excemptions create a
number of diflicultics. Not only do they
reduce the yicld of the tax and create
the possibility of discrimination, but they
also impede cfficient administration. In
general, the difficulty arises because, no
matter how precise the definition of the
exemption in the original law, confusion
soon arises and administrative rulings
become necessary. Taxpayers feel uncer-
tainty as to the applicability of the tax
in the case of many transactions, and
thus both deliberate and inadvertent mis-
takes are made.

4, Differentiated rate structure. While
a differentiated rate structure may scem
to improve the equity of a given tax and
increase the revenue yield, the same

13, George F. Break, "Incidence of Consumption Tuxes."' Procecdings, National Tax Association, 1961, pp. 625-612,
14, Dun Throop Smith, “Note on Influtionary Consequences of  High  ‘Taxation,"  Review of  Economics  and

Staeistivs, August 1952, Vol A4, No, 4, p. 244,
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problems which applied to exemptions
are raised in connection with defining the
categories on which the various rates are
levied.

5. Taxpayer's records. The condition
of the taxpayer’s records make a dif-
ference in administrative costs. When
records typically are haphazard, checking
of returns requires more time, and greater
opportunity for evasicn exists than when
expenditures and reccipts are easily veri-
fied. Generally speaking, the records of
retailers arc not as precisc and appro-
priate for excise tax purposes as those
of manufacturers.

6. Rate of tax. In general, the lower
the rate of the tax and the broader its
base, the less attractive is evasion and
avoidance.

Despite the acknowledged importance
of the costs to the taxpayer of complying
with the law, relatively little has been
done to specify the magnitude of typical
compliance costs for various forms of
business taxes. Complicating the problem
further still, those studies which have
been published have come up with con-
clusions about costs which markedly dif-
fer from one another.

The lack of accurate duta on taxpayer's
compliance costs does not reflect the sloth
of investigators, but rather the difficulties
inherent in the topic. The primary ob-
stacle is the problem of identifying the
point at which normal business costs ¢nd
and tax payment costs begin. How much
of a clerk's time is required for the
computation and the collection of the
retail sales tux? How much of the senior
exccutive's planning time should be allo-
cated to tax compliance costs, when one
of the variables he must consider in his
decisions is the repercussions of a tax?
Detinitive answers are difficult to provide.

The recent report by a House of Rep-
resentatives Subcommittee on State Tax-
ation of Interstate Commerce includes

Table 4

Total Compliance Cost
Compared to Gross Receipts

Total compliance cost as a

percentage of gross roceiptsa No. of firms

Negligible — =5
Under 1/1000 of 1% 2
1/1000 up to 2/1000 of 1% 2
2/1000 up to 5/1000 of 1% -10
5/1000 up to 1/100 of 1% 12
1/100 up to 2/100 of 1% - +14
2/100 up to 5/100 of 1% 26
5/100 up to 1/10 of 1% + + +13
1/10upto 2/100f 1% — 4 -+ 4+ +9
2/10 up to 1/2 of 1% 3
1/2 of 1% up to 1% +4

Total participants 100

a, Totai compliance cost includes pure income
tax cost plus Unallocated (between income and
sales taxes) Filing, Training, and Litigation Costs
and Study, Planning, and Supervison Costs. It thus
includes all costs attributable solely to income taxes
and all other costs an unknown part of which is
attributable to income taxes.

— Each minus represents one participant re-
viewed as underestimating; i.e., 2 of the 5 firms Iin
negligible category reviewed as underestimating.

4- Each plus represents ona participant reviewed
as overestimating; l.e,, 1 of the 4 firms in "2 of
1% up to 1%" category reviewed as overestimating.

Source: State Taxation of Interstate Commaerce, Vol.
1, Special Subcommittee un State ‘l‘axa-
tion of Interstate Commerce, Committee
of the Judiciary, House of Representa.
tives, June 15, 1964, p. 356.

the most comprehensive study of compli-
ance costs to date.'” A group of 100 firms,
selected to represent a wide varicty of
tax situations, participated in a detailed
cxamination of the expense of income
tax compliance. Compliance costs were
related to gross receipts, as shown in
Table 4. The report shows that in no case
did compliance costs exceed | percent of
gross receipts, and that more than half
of the cases fell between 1/100 and
1/10 of 1 percent.

Earlier studies deal with the compli-
ance costs of both income and excise
taxes, but in general are lcss thorough
than the subcommittee's report.'"

5. State Taxation o) Interstate Commerce, Specinl Subcommittee on State Taxation of Interstate Commerce,
Commitiee of the Judlciarﬂ. House of Representatves,June 15, 1964, Vol, |, pp. 1315-384,
a

16, Such information as Is ava

ble hus been summarized in Committee on Taxpayer Compliance, “Interim Report,"

Proceedings of National Tax Association, 1961, pp. 4274428, and “Some Observations of NTA's Committee
on Cost of Taxpayer Compliance and Administration” (mineo), June 15, 1964,
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1.
FEDERAL EXCISE TAXES-

HISTORY OF EXCISE TAXES

The history of Federal excises is largely
one of wartime imposts which were for
the most part removed in intervening
peacetime periods. Another kind of emer-
gency, the depression of the 1930’s, pro-
duced a more or less permanent set of
excise taxes.

The Earliest Excises

The earliest excise taxes reflected Alex-
ander Hamilton's policies. These included
Federal assumption and funding of state
debts, tariff protection for manufacturers,
and an internal revenue system that would
provide a stable source of revenue.

The first excise tax was levied in 1791.
It was a whiskey tax designed to provide
revenue required by Federal assumption of
state debts. Farmers in western Pennsyl-
vania, Maryland, Virginia, and North Car-
olina rose in a rebellion which President
Washington put down with militia. The
whiskey tax and rebellion helped to turn
people away from the Federalists and
toward Jefferson’s “Republican” party.!

The whiskey tax produced little reve-
nue, and in 1794 a new Act was passed
taxing carriages, sales of certain liquors,
manufacture of snuff, the refining of sugar,
and auction sales. In 1797, to help meet
new military expenses arising out of trou-
bles with France, a Stamp Act was passed
imposing duties on legal transactions.?

In the election of 1800 Jefferson, with
the support of Southern planters, small
farmers and tradesmen, defeated the Fed-
eralists. One result of the change in admin-
istration was that in 1802 all the internal

excises were abolished (except for a salt
tax, which was repealed in 1807).

Over the period 1792-1802 excise taxes

produced 7.1 per cent of total tax collec-
tions (Table §).

Successive Wartime Excise Tax
Systems 1812-1919

The War of 1812 curtailed customs re-
ceipts and forced a return to excise taxes,
as well as to direct taxes on property.

From 1817 until the Civil War no ex-
cises were levied. Customs duties were the
chief source of revenue. Sales of public
land made up the balance.

In 1862 excise taxes were levied on
spirits, beer, tobacco, manufactured prod-
ucts, auction sales, carriages, yachts, bil-
liard tables, plate, slaughtered cattle, hogs
and sheep. In addition there were various
stamp duties, occupational licenses, and
taxes on railroads, steamboats, ferry boats,
railroad bonds, banks, insurance compan-
ies, advertisements, and legacies. Rates
were increased in 1864 and many addi-
tional items added to the tax base. These
excises provided 45.7 percent of total tax
collections during the years 1863-1867,
or more than three times the receipts from
income taxes in the same period.

At the close of the Civil War, Congress
appointed a commission to study possible
changes in the tax system. Among other
things, the commission recommended re-
peal of most of the wartime excise taxes. A
series of Acts from 1866 to 1870 reduced
excise tax rates and removed various com-

I. Sidney Ratner, American Taxation, New York 1942, pp. 27-35.
2. A year later the first direct tax was levied on houses, land and slaves, and apportioned among the states.
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Table 5

Federal Tax Collections by Source
Totals for Selected Periods 1792-1963a

Amount in millions Percentage distribution

Fiscal T?:x. I .“c:r':!eit:nd Excise All T:.O.:l '"‘:.':’E::"" Excise All

yearsh collectionse taxezd taxess Customs othert collections taxes tases Customs other
1792-1802 $ 86 $ 1 $ 6 $ 78 — 100.0 1.7 7.1 91.2 —
1803-1813 133 (8) (g) 133 — 100.0 2 3 99.5 —
1814-1817 101 10 14 76 — 100.0 10.4 14.1 75.5 —
1818-1862 1,337 2 2 1,333 — 100.C 2 ~ | 99.7 —
1863-1867 1,553 232 709 612 — 100.0 15.0 45.7 394 —
1868-1898 9,898 157 4,074 5,666 — 100.0 1.6 41.2 57.2 —
1899-1902 2,080 — 1,148 832 — 100.0 — 55.2 448 —
1903-1913 6,298 118 2,875 3,305 — 100.0 1.9 45.6 52.5 —
1914-1919 10,925 5,969 3,450 1,306 $ 200 100.0 54.6 31.6 12.0 1.8
1920-1931 44,097 27,483 8,824 5,965 1,825 100.0 62.4 20.0 13.5 4.1
1932-1940 36,467 14,265 12,639 3,135 6,428 100.0 39.1 34.7 8.6 17.6
1941-1945 129,977 97,351 19,746 1,891 10,989 100.0 74.9 15.2 1.5 84
1946-1950 203,458 149,063 36,554 2,158 15,683 100.0 733 18.0 1.0 7.7
1951-1954 259,562 197,368 37,138 2,350 22,706 100.0 76.0 14.3 9 8.8
1955-1563 781,245 567,352 101,518 8,356 104,019 100.0 72.6 13.0 1.1 133

a. Periods selected on the basis of important changes in excise taxes levied.

b. Ended December 31, 1752-1842; June 30, 1843 and subsequent years.

¢. Data for 1792-1862 are on a warrants issued basis; data for 1863-1912 are on a collections basis.
d. Includes direct taxes on property collected in various periods before 1900.

e. There were no excise tax collections 1849-1862.

f. Includes gift, estate, capital stock, and employment taxes.

£ Less than $500,000.

!
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|
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moditics from the tax base. In 1883 and
1890 there were further reductions in rates
and eliminations from the basc. The re-
maining taxes after 1890 were those on al-
coholic beverages and tobacco. Despite the
reductions, cxcises provided 41 percent of
total tax collections from the end of the
Civil War to the outbreak of the Spanish-
American war in 1898; over the same
period customs duties provided 57 percent
of tax collections.

In 1898 to help meet war needs, rates
were once again increased, various stamp
taxes were introduced, and special taxes
were imposed on banks, brokers, theatres,
bowling alleys, billiard parlors and pool-
rooms, and other amusement places. For
the period 1899-1902 e¢xcises provided
55.2 percent of total tax receipts. In 1901
many stamp taxes were repealed or modi-
fied, and in 1902 all the Spanish War taxes
were removed. Until 1914 the only ex-
cises of importance were those on liquor,
tobacco, olcomargarine, and playing cards.
Nevertheless, these excises provided 45.6
percent of total tax collections in the period
1903-1913, an indication of the low level
of Federal reccipts.

A serics of Revenue Acts from 1914 to
1918 raised excise tax rates and applied
excises to many additional goods and
services. The excises in force by 1919 are
shown in Table 6. Although cxcise tax
collections almost quadrupled from 1914
to 1919, vastly increased reliance on in-
come taxes contributed much more to a
six-fold increase in total tax collections so
that the excise share fell from 46.0 per-
cent in 1914 to 28.2 percent in 1919,

With the return of peace, rates were
again reduced and many taxes removed
entirely. In the late 1920's tobacco taxes
accounted for the greater part of excise
tax collections.

The 1932 Excise Tax System

In 1932 one of the largest peacetime tax
increases in history was enacted, as Con-
gress and the President endeavored to bal-
ance the budget in the face of declining

22

revenues. The largest part of the 1932 tax
increase was in excise taxes.

In the fiscal years 1933 and 1934 cx-
cise taxes produced 45 and 56 percent
respectively of total Federal tax collec-
tions, Thereafter, the share of excise taxes
declined.

World War 11, Korean War,
And Subsequent Changes

During World War 11, excise tax rates
were considerably increased, and various
new excises were introduced, as a means
not only of raising revenue but also of
restricting consumption to make resources
available for the war cffort. The most
important additions were the taxes on the
transportation of persons and property,
local telephone service, the retailers’ ex-
cises on jewelry, furs, toilet preparations,
and luggage, and the extension of manu-
facturers' cxcises to clectric, gas and oil
appliances, musical instruments, sporting
goods, ctc, Large increases were made in
the rates of taxes on liquor, automobiles,
radios, communications, amuscments,
while some taxes, chiefly stamp and to-
bacco taxes, were increased relatively
little (Table 6). As in World War I, how-
cver, the increases in income taxes were
more significant, with the result that the
excise share in total tax collections fell

to a low of 11 percent in the fiscal year
1944,

After World War 11 cxcise tax reduc-
tions were postponed even though income
taxes were reduced in 1945 and 1948.
After extensive hearings, in early 1950,
a Housce bill providing for excise tax re-
ductions and revisions was reported by
the Ways and Mcans Committee in June.
A few days later, however, fighting began
in Korca, and this bill was completely re-
vised.

The Revenue Act of 1951 brought
further increases in rates and numerous
changes in the bases of certain excises—
again designed to restrict non essential
consumption as well as to produce addi-
tional revenue. The taxes on  liquor,






