THE ILLUSION OF TAX REFORM
J. REIm

HAMBRICK*

"To tax and to please, no more than to
love and be wise, is not given to men."
Edmund Burke (1774)

O N APRIL 20, 1961,

the President of the United States sent to the
Congress certain proposals for "urgent and obvious tax adjustments" responsive to relatively recent changes in our economic and
international position. After emphasizing the limited character of
his proposals,' the President promised to send to the Congress "a comprehensive tax reform program." 2 He did not need to remind us
that he was thinking of the prior studies of the Joint Economic
Committee s and the House Ways and Means Committee.4 More
recently the President has reiterated his determination to seek "the
enactment of long-needed tax reforms, a broadening of the tax base
and the elimination or modification of many special tax privileges." 5
In the interim, tax revision has already become a secondary consideration in the administration's fiscal program, taking a back seat
to the President's proposals for "an across-the-board, top-to-bottom
cut in personal and corporate income taxes" in 1963.6 Although
tax reform has become linked with tax reduction, the tie that binds
is tenuous. Tax reduction and tax reform do not make a happy
union. What the Treasury has joined together, the Congress may
soon put asunder. Indeed, an early annulment on grounds of incompatibility seems almost inevitable7
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Tax revision is like the weather. Actually it is worse, because
the more you try to do something about it, the greater becomes
the need for reform. Since 1942 there have been approximately
thirty revenue acts, including the Revenue Act of 1962,8 each making
important changes in the income tax laws. Yet, during this period
of twenty years the statutes have been filled with "loopholes," "truck
holes," "gimmicks," "preferences,". "differentials," and "special dispensations." Representative Wilbur Mills, Chairman of the House
Ways and Means Committee, once characterized our tax system as
a "house of horrors" furnished with "loopholes," and coupled these
harsh words with the further stricture that the tax laws are "a mess
and a gyp."9 Professor Walter Blum of the Chicago Law School has
even intimated that "much of what passes for wisdom or reason in
taxation is just plain hogwash."' 0
What then are the prospects for the long-awaited "comprehensive
tax reform program" which President Kennedy has promised? If
past experience is any guide, we know that there will be no cause
for bated breath when and if the thing is finally unveiled. What
we may not know is why the outlook for tax reform is so dim.
Would it not be helpful to examine the problem from the standpoint of the forces and group pressures which have shaped the
federal income tax in the past; and to inquire what if anything has
happened in the old conflict of interests to inspire renewed hope
that the frustrations which plagued previous efforts have passed
from the scene?
In this approach we shall be enormously aided by Louis Eisenstein's brilliant book, The Ideologies of Taxation." This is an
essay, in the author's words, "on the intellectual content" of the
distribution of the income tax burden among the American people.
Taxation is a cross-section of the political process, and the essence
of this book is concerned with the extravagant rhetoric which groups
and interests have devised to effect a tax distribution to their liking.
Written in a sparkling style and making lavish use of hyperbole, the
book is a devastating satire, holding up to ridicule and contempt
the cant and the humbug which permeates the tax system.
The critical issue in taxation is the distribution of the burden
among taxpayers, or if you will, the simple uncouth question of
8
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who is to pay how much. Eisenstein tells the story of the struggle
between the contending interests for the privilege of paying the least
tax. He derides their respective modes of thought, and exposes
.their meaningless statements. Their language is important, because
:it suggests ideas and, as Lord Keynes observed, we are ruled by
"ideas and by very little else.' 2 The antagonists have not been at a
loss for palatable rationalizations of their respective claims. From
these rationalizations Eisenstein has distilled "three primary ideologies": the ideology of ability to pay; the ideology of barriers and
deterrents; and the ideology of equity. The first two are particularly
pertinent in the consideration of tax reform proposals. Tax revision
must carry or fail in the future, as in the past, on these ideologies.
Therefore, a familiarity with them will afford the best insight into
the fate that awaits substantial reform measures.
It is important to recognize that an ideology is a system of belief;
it is not a body of truth.13 To the ideologist himself his words may
convey the ponderous sense of an eternal verity; but none of the
ideologies of taxation is to be found among the Tables handed down
on Sinai. To be effective an ideology need only embody beliefs that
are easily understood, so that it will evoke an approving response. 14
People approve most of what they want to hear. In the context
of taxation those expressions are most soothing which suggest in
broad, nonpartisan terms the desirability of changes in the tax laws
which will result in reductions for the proponents. After such
changes are enacted, the old doctrines may continue to be proclaimed
from time to time, preferably at short intervals, in defense of the
hard-won dispensations. In many cases the old dogmas may be
strengthened or modified to meet shifting circumstances brought
about by the passage of time or changes in public psychology. In
other instances completely new and different theories may be concocted to serve the interests of the adherents. However, an idea
cannot stand in the face of changed circumstances which render it
unappealing or unacceptable.1 ,
I.
The central tenet of the ideology of ability to pay is the doctrine
of equality in taxation. Tax burdens should be equal. To be equal
= GAuR=m,
THE A1,
TurSocmrY 10 (1958). Keynes had ample opportunity to
ponder a perhaps more intriguing facet of his thought, and one that recurs frequently

in the study of tax policy, as elsewhere: Why do some ideas prevail over others?
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the tax must be imposed according to ability to pay. The standard
of ability to pay requires that different incomes be taxed at different
rates: the higher the income, the higher the rate. Thus, the ideologists of ability to pay argue that "ability to pay increases more rapidly
than income."'1 To them equal taxation means equality in terms
of ability to pay. Equality in this sense, of course, leads to the principle of progression in taxation.
This is what Eisenstein calls "the troubled creed of ability."'17
It is clear that its adherents are in trouble from the start. Taxation
according to ability to pay is obviously not equal taxation. However, this is not to say that progressive taxation is without virtue.
Equal taxation is proportionate taxation, the same rate of tax being
applied at all income levels.18 One of the outstanding properties of
an ideology is its compatibility with mild forms of illogic and internal inconsistency. This characteristic is especially noticeable in
the ideologies of taxation. An ideology, as noted, is a system of
belief, rather than a revelation of truth. Those who believe in the
principle of progression hold with Emerson in the matter of consistency, and are not disturbed by the fact that their concept of
equal taxation requires an income tax that is unequal. Moreover,
this incoherence is more apparent than real, and it is only by persisting in a doctrinaire approach to the notion of equality that one
experiences any intellectual qualms about the principle of ability
to pay on this score. The trouble in the creed does not lie in any
intrinsic demerit. One must look to external circumstances to
understand the sources of concern for this ideology. Eisenstein
gives a hint concerning the difficulty when he needles some prominent adherents about their reticence to speak up for progression as
an instrument to reduce inequalities in wealth among the people.
The old ardor that defended progression in the name of reducing
economic differences is gone. Money-changing in the temple is
openly condoned. Any appearance of partisan preferences is to be
avoided. It is unseemly to intimate in public that the rich are
the antagonists of the poor. One must strive to identify progressive
taxation with equality as "a means of appearing duly respectable. .... 19
1
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1 EISENSTEIN 30-31. The term "verticle equity" has come into vogue in official
speeches and documents.
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It is true that the income tax was class legislation when it was
originally adopted. Political agitation by and on behalf of labor
in the East and farmers in the West, proposing the reduction of
extreme inequalities in wealth among the people of the United
States, led to the institution of income taxation in this country.
When Congress yielded and enacted the income tax of 1894, the tax
was denounced as "a system of class legislation, full of the spirit of
communism." 20 When the tax was put to the constitutional test in
Pollock v. Farmers' Loan & Trust Co.j 1 some very blunt language
was spoken in its defense. That language will bear quoting in the
present context. The speaker is James C. Carter: 22
In every community those who feel the burdens of taxation are
naturally prone to relieve themselves from them if they can.... One
class struggles to throw the burden off its own shoulders. If they succeed, of course it must fall upon others. They also, in their turn, labor
to get rid of it, and finally the load falls upon those who will not, or
cannot, make a successful effort for relief. This is, in general, a onesided struggle, in which the rich only engage, and it is a struggle in
which the poor always go to the wall.
Some general criticisms . . . amount to clamor only. It is said to
be class legislation, and to make a distinction between the rich and the
poor. It certainly does. It certainly is class legislation in that sense.
That was its very object and purpose. This is a distinction which should
always be looked to in the business of taxation.2 3
The first paragraph of Carter's argument is as relevant today as
it was in 1895. As Henry Simons has said:
Taxation must affect the distribution of income, whether we will it
sensible to face the question as to what kinds of
so or not; and it is only
24
effects are desirable.
Distribution of the burden is what the subject is all about. And in
the context of tax revision, it is not merely immediate distributional
effects that are relevant. What the future may require in the way
of redistribution is also important.
The second paragraph of Carter's argument has been relegated
to a somewhat secondary position in current tax policy. The federal
income tax today is mass legislation. The real issue is not between
the rich and the poor, at least not at the raw level of class tension.
20

Id.at 18.
- 157 U.S. 429 (1895).
22 Carter was an able New York lawyer "who enjoyed the rare distinction of presiding over the American Bar Association." EismzsrEaN 4.
23 157 U.S. 429, 516, 518 (1895). See also ESSENs EIN 20.
2"SIMONS, PERSONAL INcOME TAXATMoN 18 (1938).
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In contrast with the situation in Carter's day,2 5 there' is no current

choice between taxation of high and low incomes. What we have
now, and have had since the Great Depression, is the critical issue
between those who consume and those who save and invest. This
is the problem of balance between consumption spending and investment in the means of production; the problem of full employment,
high purchasing power, and maximum production. The great bulk
of consumer spending, however, is concentrated in the lower income
groups. On the other hand, it is a matter of common knowledge
that rich men save more than poor men. Thus, the modem issues
of federal tax policy continue to pit the interests of the lower income
groups against the higher income groups. Moreover, since consumer
spending is by far the most important element in total effective
demand, and since uninvested savings create unemployment and
stunt economic growth, it is clear that a progressive income tax is
indispensable to the economic well-being of the United States.
Actually, deliberate fiscal policy requires a tax that is unequal and
unceasing vigilance to keep it unequal.
However, one should avoid the error of expecting too much from
tax policy. The objects of government spending are also impor-.
tant. Political and economic traditions largely govern both tax and
spending policies. A tax that was strictly proportionate in and of
itself might in practice acquire a very progressive impact, if it were
coupled with an ambitious welfare program which absorbed substantially all of the revenue from the tax. On the other hand, if
the bulk of the revenues were spent on objects primarily benefiting
the high income groups, the tax would become regressive. To the
extent that expenditures are made by the government for welfare
purposes, social security, low-income housing, parks and recreational
facilities, educational and medical facilities and services, and other
objects benefiting the masses of the population, the spending policy
enhances the degree of progression of the overall fiscal policy. The
more diffused the benefits of government spending-for example,
defense and space development-the more proportionate and consequently the less progressive the overall fiscal policy. In this sense
there is nothing inherently imperative about the principle of progression in relation to the level of economic activity. In other words,
from an academic standpoint, one can easily see that a tax in form
progressive can acquire an impact that is proportionate by reason of
-1 The income tax of 1894 carried a personal exemption of $4,000.
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the spending policy; and conversely, a tax that is in form proportionate" may become progressive.
However, there is a great deal more to the problem than these
academic observations 28 The real question is this: given our already
highly developed economy and a federal budget approaching $100
billion a year, how does a progressive income tax foster economic
growth in the United States? The most immediate and the most
important consideration concerns the crucial element of a high-level
economy, which is private consumption expenditures. If we eradicated the principle of progression from the federal income tax without reducing the revenue yield from the tax, consumer spending
would suffer a tremendous loss which would approximate 2V to
4 times the additional tax load shifted to the lower income groups.
To some extent, of course, this loss of disposable income would be
offset by reduced saving. On the other hand, the higher income
groups would gain additional disposable income freed by the tax
reduction. Again, to some extent this gain would increase consumption spending by the well-to-do. However, the bulk of the
tax relief would be added to savings available for investment in new
productive plant and equipment. The net result would be a large
contraction of consumer spending, widespread industrial shut-downs
and unemployment, which would further decrease disposable income, and a collapse of the stock market, though not necessarily in
that order. We do not need exact and precise measuring devices to
visualize the economic panic which would follow upon such a course
of action.
Suppose that we do not convert the income tax to a proportionate
tax all in one fell swoop as contemplated above, but that we merely
2initigate the degree of progression in the tax by reducing the top
.rate from 91 percent to a lower maximum, say 65 percent? This
:step would also release a flood of new investment funds which could
mot find an immediate outlet, because there will have been no cor-responding action to provide the necessary new purchasing power
to support additional productive potential. Input would be re-duced, and so also would output, with all the inevitability of a Greek
2

Professors Blum and Kalven of the University of Chicago Law School in their

book, Tm Urm.sy CASE FOR PRoGREssIvE TAxArzON 35 (1953), found only a "mild
undenvriting" of progression as an adjunct of a high-level national economy.

But

compare GALBRATH, AMERxCAN CAPiTAiSa! 187-88 (1st ed. 1952). Blum and Kalven
aparentl do not_consider the income tax to be an economic device. Such a view
seems clearly untenable.
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tragedy. Government spending would be essential to rescue the
economy, just as it would be in the event that we cut out progression
all at once.
There is yet another way to arrive at the same unhappy results
depicted above, and that is to "inch" our way out of progression.
We can feed income tax relief into the higher income groups through
the slow and tedious process of adding a tax preference here and
giving a special dispensation there. This is the way of least resistance. In time the layers of tax differentials produce an accumulation which compromises the progressive aspect of the income tax.
This is about where we stand today. This course of action, constituted of a series of relatively small steps not necessarily related to
each other and not a deliberate pattern, can ultimately bring on a.
state of disequilibrium between consumption and savings. The
imbalance may be aggravated by other factors, such as a technology
that is both labor saving and capital saving, and price policies which
restrain production.
Thus progression in tax policy tends to increase consumption
spending, both private and public, and to diminish savings. The
result is a better balance between the two. In an economy that is
already highly developed, consumption spending has a relatively
greater importance than savings. The principle of progression
tends to prefer consumer spending, whereas a proportionate tax
would prefer investment saving. The preference for consumer
spending tends to be accentuated in a period of declining economic
activity, which is another built-in advantage of progression. There
are of course great social benefits too, because the principle tends to
encourage greater consumption among the lower income groups, and
to discourage lush and ostentatious consumption among the higher
income groups. .Better health and more education in the lower
eschelons leads to a faster growth in the rate of productivity of labor.
The social aspects of fiscal policy tend to dominate over the economic factors, and for this reason, the principle of ability to pay
will continue to retain its strong emotional and political appeal. To
some the case for progression may be "disturbing" and "uneasy,"2
.7slum

and Kalven, op. cit. supra note 26, attempted to apply rational analysis to

the ideology of ability to pay. In the beginning they found "the notion of proges.
sion immediately congenial," but wound up their study concluding that the case for
progression on rational grounds was "stubborn but uneasy." ELInt & KALVEN 2, 103.
However, the authors failed to turn up any-convincing arguments against progression,
although they mounted repeated intellectual assaults against its walls. In retreat they
consoled themselves with this thought:
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but the fact remains that it has become an article of political faith
with the American people.28 They believe that the income tax is
a fair tax, largely on the assumption that the income tax is a progressive tax, although to a great extent this assumption is not well
founded. 9 Ability to pay is still one of the principal ideas considered to be consistent with fairness in income taxation 3 0 It is
an ideal principle of fiscal policy. It may have come from the other
side of the tracks, but as Eisenstein says, it has long since been purified.' However, nominal allegiance is all that is required to satisfy
a popular ideal.
In our contemporary society the principle of ability to pay has
lost most of its evangelistic fervor. Galbraith has noted "the decline
of interest in inequality as an economic issue," and that "inequality
has ceased to preoccupy men's minds." 32 Indifference to economic
inequality is particularly noticeable in the United States. While
we have seen a vast outpouring of tax legislation since World War
II, there has been no basic change in the distributional effects of
the federal income tax during that period. During this period the
gap between the lower income groups and the upper income brackets
has shown considerable improvement. The inequality in incomes
is still very great, but there has been relatively more progress at the
bottom of the income scale than at the top. In this development the
rates of tax on the higher incomes have played a strictly secondary
role. At most the income tax has restrained the rate of increase at
the top. Full employment and rising wage rates have vastly improved the lot of the lower income groups. Their relatively greater
rate of improvement in comparison with the high income receivers
3
The
accounts for the current disinterest in economic inequality.S
telling fact is that, across the board, the rich are not getting richer
in terms of the percent of aggregate personal income accruing to the
top five or six percent of consumer units with the highest income.
"Nevertheless it perhaps is as close as we can come to detecting what it is about
the tax that remains so persistently attractive on grounds of individual justice:
It is a sort of last refuge for doing something politely about the distribution of
income under a market system." Id. at 85.
Compare PAuL, op. cit. supra note 16, at 714-64, particularly 755-64. For an evaluation
of the
work of Blum and Xalven, see Paul, Book Review, 67 HAV. L. REv. 725 (1954).
2
8 PAM, op. cit. supra note 16, at 755.
TAX POLICY VOR
-2 PAUL, Erosion of the Tax Base and Rate Structure, in Fjmrnmm
EcouoNc GRnOWa AND STABILITY 297, 298 (Jt. Comm. Print 1955); see also p. 72 infra.
31 EiSENSTYIN 21.
30 E.g., GnLow, EcoNouics 601 (1962).
" GALBRArn, op. cit. supra note 12, at 82-83.
3SId. at 85-87.
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The reason that we have lost interest in the ancient issue of economic inequality is that we think we have found an alternative to
redistribution of income. The Great God that we now have before
us is Gross National Product. We are obsessed with production and
productivity, and with little else. Economic growth is the passionate
concern of all, liberals and conservatives, Democrats and Republicans. Persons appealing for tax reduction in the name of economic
growth are quite clearly beyond suspicion of narrow partisanship
and are assured of a respectful hearing. The ideology of production
and its subsidiary dogmas, therefore, can command the devotion of
earnest men. The dogma of inadequate productive capacity, for
example, can inspire men with a sense of urgency for more and
better productive equipment.
Inside the Treasury Department there is an anointed group of
experts dedicated to the maintenance of a steady flow of tax incentives to coax business into new capital formation. Already in 1962
$3 billion in tax benefits has been handed out to business, representing a reduction in corporate income taxes of more than 10 percent. The so-called "incentive investment tax credit" provided by
section 2 of the Revenue Act of 1962 will involve an annual revenue
loss of approximately $1.5 billion. Even the United States Chamber
of Commerce denounced the credit as a "tax gimmick."3 41 This
provision provides in general a credit against tax liability otherwise
due equal to 7 percent of the cost of new machinery and equipment.
The fa'ct that we already have huge amounts of unused, idle plant
and equipment did not daunt the determined efforts put forth by
the Treasury in behalf of the investment credit. During the period
1954-1961 there was an incredibly high volume of idle plant capacity
in a wide range of major industries. For example, the annual
average percent of idle plant capacity in the iron and steel industry
in this period was 19 percent. Idle steel capacity during the first
quarter of 1962 was 18 percent.
In other industries the annual
36 Statement of H. Ladd Plumley, president of U.S. Chamber of Commerce, as
reported in the New York Times, June 8, 1962, p. 39, col. 1. Mr. Plumley, referring
to Secretary Dillon's charge that the Chamber's position on the investment tax credit
did not accurately reflect the views of American business, called the Secretary's remark
a "regrettable instance of the Administration's failure to give credence to responsible
business opinion when it is sincerely offered to it."
*"See testimony and statement of Leon H. Keyserling, consulting economist and
former chairman, Council of Economic Advisers, in Hearings on the State of the
Economy: Policies for Full Employment, joint Economic Committee, 87th Cong., 2d
Sess. 245, 261 (1962).
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average percent of idle plant capacity in 1954-1961 was as follows:80
Nonelectrical Machinery
Electrical Machinery
Autos, Trucks and Parts
Other Transportation Equipment
Chemicals
Paper and Pulp
Rubber
Stone, Clay and Glass
Petroleum Refining
Food and Beverages
Textiles

24%
17
14
27
19
8
15
20
10
18
12

The portion of idle capacity as of the close of 1961 was higher
in each of the above industries with the exception of iron and steel

(17%), rubber (7%0), and textiles

(9%).37

Secretary Dillon did not suffer these facts to distort his vision of
the public welfare. "Recent studies," he said, "indicate a close correlation between the ratio of investment in productive equipment
to GNP [Gross National Product] and the rate of economic growth."
Investment in machinery and equipment in the United States
accounted for such a relatively small proportion of our GNP, it was
no wonder that our annual rate of economic growth during the
1950's was only 3 percent compared with more than 7 percent for
West Germany. An increased rate of capital formation was necessary "to minimize unemployment ... and to demonstrate the vitality
of our free economy."318 In answer to critics who had suggested that
possibly the poor showing of business investment in the GNP composition might be due to inadequate consumer demand, the Secretary replied that we could not be "content merely with the level of
capital formation that will result from response to increased consumer demand." Satisfactory economic growth "requires a more
rapid accumulation of productive facilities than would be forthcoming if investment were induced solely by an increase in final
demand."3 0 It is little wonder that this gracious voice left the U.S.
Chamber of Commerce confused as to its own best interests Few
could equal the Secretary's palatable rhetoric in describing a subsidy.
36Ibid.

37

Ibid.

8Hearings Before the Senate Committee on Finance on the Revenue Act of 1962,
87th Cong., 2d Sess. 81 (1962).
"' Id. at 84. The Secretary presented a chart (id. at 82) showing comparative first-

year allowances among the leading industrial countries of the world.

The United

Kingdom allows the highest recovery, 39% of the cost of the asset in the first year;
yet it has one of the lowest rates of economic growth in the world.
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In Congress Senators Douglas and Gore called the investment
credit "the opening of another loophole," and raised the uncouth
question: "Who has been getting the tax cuts?"4 0 They documented
tax favors totaling more than $5 billion since 1954, consisting of
the "liberalized" depreciation allowances, the $50 dividend exclusion
and the 4 percent credit for dividends received, all bestowed by the
Internal Revenue Code of 1954 in its original form; the new depreciation guidelines announced by the Treasury in July, 1962;4
and finally the investment credit:
Thus, in eight years we have decreased the annual tax burden on industry by over $5 billion a year. This, of course, goes to the upper income
groups in society who own the overwhelming proportion of the stock of
American corporations.
During this period the low- and middle-income groups have received
virtually nothing in the way of tax cuts. It is about time that the United
States was less partial in its distribution of favors. This is true both on
economic and ethical grounds.42
The joint statement of Senators Douglas and Gore emphasized
the ample liquid corporate funds already available for investment in
new machinery and equipment. In 1961 American corporations
accumulated $43.1 billion in new corporate funds. Only $31.3
billion was actually invested in equipment and inventories, leaving
nearly $12 billion in liquid assets. Moreover, in each of the years
1959 and 1960 about $5 billion in liquid assets was accumulated by
corporations in this country. 3
The massive absurdity of the investment tax credit is ample
testimony of the invulnerability of an ideology to facts. The adminis"oS. RzP.No. 1881, 87th Cong., 2d Sess. 396, 899 (1962).
4-In July, 1962 Secretary Dillon administratively increased allowable depredation
rates on machinery and equipment, by permitting useful lives averaging 32%
shorter than those prescribed since 1942, and 15% shorter than the lives actually
used by corporations holding two-thirds of all the depreciable assets in manufacturing
in the United States. See Rev. Proc. 62-21, 1962 INTv. R-v. BurLr. No. s0, at 6; US.
Treasury Department, Depredation Guidelines and Rules (Pub. No. 456 July 1962);
Statement of Secretary Dillon, New York Times, July 12, 1962, p. 14, col. 1. The
Secretary estimated that the Treasury's new depredation rules would result in a business tax saving of $1.5 billion in the first year. See Statement of Secretary Dillon,
supra. Finally, the Secretary estimated that the combination of 'liberalized" depreciation allowances permitted since 1954, plus the new depredation "guidelines" lie
announced, plus the new "incentive investment tax credit" (then still pending in the
Senate Committee on Finance) would yield a first-year cost recovery averaging 30.7%,
i.e., this percentage of new investment in machinery and equipment could be recovered
free of federal income tax in the first year placed in service. See Secretary Dillon's
Statement, supra.
2S. REP. No. 1881, 87th Cong., 2d Sess. 389, 399 (1962),
"1Ird.at 598-99.
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tration's support of the investment tax credit rests upon the idea that
the higher the ratio of investment to consumption, the greater will
be the rate of economic growth. Gross private domestic investment,
which includes investment in plant and equipment, is of course a
component of GNP. An increase in this element in a given year
will produce a correlative increase in the GNP for that year. However, it is not true that such additional investment will produce a
permanent, long-run increase in the GNP. The primary employment created by investment spending will produce a certain additional amount of secondary employment, but the primary employment will be nonrecurrent and the secondary employment will
gradually die out." Consequently, whether a net increase in investment spending leads to a permanent net addition to the GNP
depends on a concomitant increase in ultimate demand to absorb
the new productive capability brought into being by investment in
new plant and equipment. Absent a permanent increase in ultimate demand, which cannot result solely from the investment spending for a specific addition to productive capacity, the new plant
will show up in the statistics of idle productive capacity.46
If saving is too high in relation to consumption spending, both
private and government, investment will tend to increase productive
capability more rapidly than ultimate demand. The consequence
is that there is insufficient purchasing power to absorb the additional
capacity. When it becomes apparent that excess productive capacity
has been created in relation to demand, investment expenditures
will be cut back and unemployment will rise. The economy goes
into recession. If the deficiency in consumption spending is chronic,
this process may be repeated from time to time as business strives
to invest its accumulated corporate funds. Indeed, the performance
of our economy during the past ten years seems to have been characterized by this condition of affairs. 48
Our average annual rate of growth in the gross national product,
measured in uniform 1960 dollars, was 2.5 percent for the nine-year
period 1953-1961. This was a period characterized by booms and
"E.g., SAMUEsoN, EcoNourcs 266-68 (1961).
",[S]econdary consumption respending is set up ... but it is a dwindling cbain,
and it all adds up to a finite amount." SAMELSON, op. cit. supra note 44. See also
Keyserling, supra note 35, at 263-71.
4"See testimony of Leon H. Keyserling, HearingsBefore the Joint Economic Committee on the Economic Report of the President, 87th Cong., 2d Sess. 558-613 (1962);
see also Keyserling, HearingsBefore the Senate Committee on Finance on the Revenue
Act of 1962, 87th Cong., 2d Sess. 8297-362 (1962).
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recessions. The ups and downs of this period can be seen from the
following annual record of change in GNP:47
1953-54
-2.0%
1954-55
7.8
1955-56
2.1
1956-57
1.9
-1.6
1957-58
1958-59
6.7
1959-60
2.7
1960-61
1.8
1961-62
est. 5.6
During this nine-year period there was a deficiency in gross private domestic investment as a whole. It has been estimated that the
deficiency in investment in plant and equipment in the period 1953mid 1962 was 7 percent, measured in 1961 dollars. 48 However, the
record shows that investment in the means of production tended to
outrun ultimate demand and to be characterized by sharp increases
followed by dramatic cut-backs. In the period from October, 1955,
through September, 1957, investment in plant and equipment was
up 9 percent, and ultimate demand was up 2.9 percent. However,
in the period from the third quarter of 1957 through the third quarter of 1958, investment in plant and equipment was down 22 percent, while ultimate demand was up 8.4 percent. From the first
half of 1959 through the first half of 1960, investment in plant and
equipment was up 11.6 percent, and ultimate demand rose 2.6 percent. This showing was followed in the period from the first half
of 1960 through the first half of 1961 by a decrease in investment in
plant and equipment of 6.4 percent, with an increase in ultimate
demand of 1.8 percent. Finally, from the first quarter of 1961
through the first quarter of 1962, investment in plant and equipment was up 5.2 percent, and ultimate demand up 5.9 percent. 49
These figures tend to indicate that the economy was not capable
of sustaining a satisfactory rate of growth of investment in new productive capacity. Investment tended during this nine-year period to
come in spurts or "binges," getting our productive capabilities far
ahead of ultimate demand. Relative to the increased productive
capacity brought about by new investment in plant and equipment,
consumer spending may have been inadequate to support the in.
creased productive capability. A lack of balance between the rate
1 Keyserling, supra note 35, at 259.

,9 Keyserling, supra note 35, at 272.

' 8 lKeysefling, supra note 35, at 272.
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of increase in consumer spending and the rate of increase in new
plant and equipment may be the explanation for the erratic upturns
and downturns which characterized this period.
As mentioned above, during this nine-year period 1953-1961 the
average annual rate of growth in GNP was only
percent.
the
labor force had grown annually by 1 percent and the rate of labor's
productivity had grown annually by
percent, we would have had
a growth rate of
percent for this period. However, on this
assumption we would not have had an increasing rate of unemployment and plant idleness. While the year-by-year record of growth
decline in this period was erratic, obviously growth of the labor
force and productivity rates has not been so irregular. Consequently,
it seems dear that there must be another explanation for the slow
rate of growth of the economy during this period. Conceivably, the
reason that we were unable to sustain a steady rate of growth may
in large part be attributable to a fundamental inadequacy in ultimate
demand.50 Obviously, there have been adequate savings and considerable new capital formation, which have contributed large increases in our productive capabilities. Moreover, our productive
capacity has been further augmented by advances in technology and
the progress of automation. Modem technology tends to be both
labor-saving and capital-saving.51 This condition is a contributing
factor in the current imbalance between consumption expenditures
and capital formation. For example, if a 10 percent increase in
investment can result in a
to 20 percent increase in productive
power, a
to 20 percent increase in ultimate demand is required
to sustain the growth in productive resources. 2
The foregoing conditions may well explain the lag in business
investment in recent years and the growing amount of idle and
underutilized productive resources. These conditions reflect a basic
deficiency in our present tax system and in our attitude toward
public spending: i.e., the existence of too much saving and not
enough consumption. If this is our difficulty, it seems probable
that it may become aggravated in the future. To the extent that
the investment tax credit induces business to ignore the market
See Keyserling, Hearings Before the Joint Economic Committee on the Economic
Report of the President, 87th Cong.,
Sess. 579-83

See testimony of Dr. Gerhard Cohn, Chief Economist, National Planning Asso-

ciation, Washington, D.
in HearingsBefore the joint Economic Committee on the
Economic Report of the President, 87th Cong.,
Sess. 584 (1962).

12 Keyserling, supra note

at
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system and step up its investment spending, it can only exacerbate
our present difficulties. It would seem that we should concentrate
our attention on deficiencies in consumer spending, and. business
investment would take care of itself.
We can do this in two ways. We can reduce the tax burden on
the lower income groups, where the bulk of consumption spending
originates, or we can increase federal spending. However, if we do
not eradicate what appears to be a fundamental defect in the distribution of the income tax burden among the American people, we
shall in all probability continue to be plagued by an erratic growth
rate. Deficit spending should not be used to sweep the real source
of our difficulties under the fiscal rug. Therefore, the first order
of business should be a readjustment of the income tax burden to
reduce the tax load on the lower income groups63 and to make iup
the slack by withdrawing tax preferences among the higher income
groups. These special dispensations contribute to an oversaving
condition in the economy. The principal culprits are the unduly
favorable capital gains preference, the dividend credit and exclusion,
the new investment tax credit, and percentage depletion. The extent
to which the existing tax structure can be subjected to internal
adjustment without net tax reduction is narrowly limited. Possibly
a shift of $4 billion would be the maximum. However, it would
tend to improve balance in the system by creating more consumer
spending in relation to saving.
Such an adjustment of the existing income tax burden would not
lead us to the millennium. However, it would help us to avoid the
ups and downs of the last ten years, and contribute materially to a
slow, steady rate of growth. If we are not satisfied with making haste
slowly, if we are determined to realize our maximum potential in
the shortest possible time, then we have got to face up to huge
federal deficits, because there is no other way. As long as we are
required to spend $70 to $75 billion on defense and space development, we are not going to be able to do better.
Furthermore, if we are willing to put aside our anachronistic
aversion to deficit spending, we should stop and take stock of ourselves, and ask ourselves whether the production of more and more
private goods is what we want. Do we really want to increase the
Is There is, of course, no definitive rule in describing "lower income groups." However, the meaning intended here includes taxpayers showing adjusted gross income
under $8,000.
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federal deficit to get more peach-colored, air-conditioned automobiles
and mink-handled letter openers? Or do we want more public
goods, such as new college and university buildings and laboratories,
new hospitals, better parks, and betteir planned cities and metropolitan areas?
Faced with the dissolution of their traditional and honored role
as "public defenders" of the interests of the lower income groups,
the adherents of the ability ideology have had to look to new heights
to conquer. After years of wandering aimlessly in a wilderness of
indifference, they have renewed their strength and embraced a new
cause. They have addressed themselves to the problem of appearance and reality in taxation. The income tax is not really as progressive-as it appears to be. The graduated rate schedule of existing
law presents the appearance of a steeply progressive tax. But the
rate table does not tell the whole story. Indeed, it tells an essentially
false story. A rate schedule without an adequate income base is an
empty thing. The gap between appearance and reality of progression in the income tax is accounted for by a long list of income
exclusions, deductions, credits, and preferences, sometimes collectively referred to as "tax differentials."
The liberal spokesmen are deeply troubled by this array of special dispensations. They are also disheartened. Their preoccupation with the "erosion of the tax base" is about to lead them into a
debacle. It is a strange thing that has overtaken them. It is as if
they had fallen under the spell of a sort of ideological death-wish.
They propose to trade rate reductions for a more comprehensive
tax base. They appear to be prepared to go along with a drastic
reduction in the top rates from the present maximum of 91 percent
to as low as 65 percent, if the tax base can be shored up by the elimination of loopholes and preferential provisions. They have been
reduced to this sorry state by continuing "pressures for new preferential provisions ... by taxpayers who feel that the tax law discriminates against them," and by an irrational conclusion that the "only
way to resist these pressures is to remove the provisions creating these
pressures." 4
1' Pechman, What Would a Comprehensive Income Tax Yield?, I TAx REvIsIoN
ComPENmDIum

251, 280 (Comm. Print 1959).

Even Randoph Paul came to believe that

the top rates should be reduced to around 70%.

However, he did not pretend to

believe that high income groups would be willing to exchange special dispensations,
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Eisenstein would remain aloof from these heretical notions. He
still cleaves to the orthodox faith that tax policy continues to be a
contest betveen the rich and the poor. The "conventional wisdom"
may have outmoded the creed of ability, but he remains a good,
unreconstructed liberal. Eisenstein would not yield to the subtle
pressures to conform to the mores of an "affluent society." He is
not interested in becoming a great man. He, therefore, remains
obstinate in the view that tax preferences and special dispensations
have little to do with rates.i5 If the top rate were 65 percent, pressure would be exerted for a maximum tax on capital gains of 15
percent or less. If the top rate were 25 percent, a capital gains tax
of 5 percent would stifle incentive and ambition to save, invest, and
produce, especially to produce. As Eisenstein says:
No matter what the rates are, we will continue to hear: "Taxes are
eating at the foundation of our free-enterprise system; are stifling the
incentive and ambition to produce; and are enslaving the American
people by depriving them through excessive taxation of their right to
spend their own money."5 8
Let it be said in behalf of the adherents of the ability principle
that they have salvaged something of their ideology. The notion of
equality always had an honored place in their scheme of things. To
them equal taxation always meant progressive taxation. The words
"equal" and "equality" were words of art with them, and they were
gifted with the insight to see that sometimes unequal is equal. They
can, therefore, with all good grace expound as a "basic tax principle"
that "equal incomes should bear equal tax liabilities." 57 The fact
that this commandment may be honored more in the breach than in
such as tax-exempt interest, capital gains, and percentage depletion, which afford practical, effective tax benefits, for reduction in the top rates, which they do not pay. See
Paul, Erosion of the Tax Base and Rate Structure, FrnEAL. TAx PocY FOP. ECONOTMIC
GRow n AND STAnLrr 297, 809-11 (Jt. Comm. Print 1955). Paul correctly thought that

the low income groups suffered under an illusion that the federal income tax was
much more progressive than it actually was in truth. The high "paper" rates fostered
this illusion, and kept them uninformed as to the actual distribution of the income
tax burden.
Roswvell Magill, not an ideologist of ability to pay, expressed an interesting point of
view. He, too, thought lower rates would be the most important step that could be
taken to promote tax reform. He recognized that lower rates could result from a
"broadening of the tax base," but he said "they could also be obtained by curtailing
federal expenditure programs." Naturally, he found the latter means the more palatable of the twro. See Magill, FederalIncome Tax Revision, 1 TAx REVISION CosrmiN-

Dnmr 87, 96, 104-06 (Comm. Print 1959).
1'ELssm 219-23.

561d.

at 222.

r7 Kirby, State and Local Bond Interest, I TAx RtvzsioN CoMPENDIUtr 679, 684

(Comm. Print 1959).
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the observance does not detract from its ideological value. A few
agnostics will scoff at the idea, and point to conspicuous exceptions,
but exceptions seldom detract from principles, and much less from
ideologies. If we reminded Professor Kirby that what he just said
does not seem to hold in our treatment of single persons and married persons, or single persons living alone and single persons who
are heads of households, or single persons and surviving spouses,
or young persons and old persons, or working people and retired
people, or citizens who live here and citizens who live and work
abroad, or blind people and people who can see, or sick people and
healthy people, or sick young people and sick old people, his faith
would not be shaken.
Professor Surrey, now Assistant Secretary of the Treasury, has
excelled all others in championing the principle of equality. Several
years ago he had the following to say concerning the taxation of
income from business and investment abroad:
The basic approach here is essentially that of equal income taxation
of United States taxpayers with equal incomes regardless of source.
The question arises whether there really should be anything more
to say about taxation of foreign income. The United States incone
tax does not treat a dollar earned in one business differently from a
dollar earned in another business.
Why then should a dollar earned abroad be treated any differenfly?u 8

These last words may yet become a rubric of the faith, someday
to be carved above the doorway of the Main Treasury in Washington.

Surrey is an ingenious exponent of the doctrine of equality in taxation. He was reconciled with income-splitting before the Revenue
Act of 1948, reminding himself that "this plan accepts the view that
tax equity is satisfied, relative to single persons, by regarding the
married couple as equal to two single persons each with one half the
combined income."' 0 Many persons will applaud this concept of
marriage, and deplore its lack of credit outside the tax field.
Before Surrey's second advent at the Treasury, he was confirmed
in the view that the trend toward subversion of the tax base through

the proliferation of tax differentials had brought about "very con68Surrey, Current Issues in the Taxation of Corporate Foreign Investment, 56
CoLuS. L. REv. 815, 816 (1956). Professor Surrey noted the exception in the taxation
of income from the production of natural resources, "especially oil and gas, where percentage depletion produces preferential treatment." Id. at 816.
5 Surrey, Federal Taxation of the Family-The Revenue Act of 1948, 61 H.Rv. L.
REv. 1097, 1108 (1948).
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siderable tax inequalities," but that a reversal of this tendency
"would require a reduction in the top rates of tax .to 70 percent or
65 percent."6 0 He felt that the "combination of such a reduction
and the elimination of upper bracket differentials would materially
improve our income tax and would not necessitate a revenue loss." 6 '
His specific "set" of immediate goals included a reduction of the top
rates to "about 65 percent," and "as revenue needs permit, a reduction in the lower bracket rates, including a splitting of the first
bracket." He would eliminate the exemption for interest on state
and local obligations; narrow the scope of the capital gains tax, increase its rate, and liberalize the allowance of capital losses; eliminate
the dividend exclusion and credit; include social security retirement
payments in gross income and eliminate the retirement income
credit; limit the deduction for personal interest and property taxes;
and institute withholding at the source on dividends and interest.
Finally, Surrey recommended intensive study of percentage depletion, fringe benefits, and the need for an averaging provision.6 2
When Surrey said that "any significant accomplishments" in the
direction of eliminating tax differentials "would require" reduction
in the top rates to "about 65 percent," 63 it should not be inferred that
he meant that such reduction would be efficacious to bring about that
result. Presumably, the implication intended is that no headway
could be expected without at least a concomitant easing of the rates.
The real question is whether headway could be expected in any
event. Surrey's proposal may release a generally diffused skepticism
among all groups of taxpayers. If so, less anxiety may be felt in some
quarters.
The plan purports to concern mainly those individuals in the
middle and upper income brackets. Surrey has lamented the discrimination against many persons in the upper income groups produced by the present hit-or-miss pattern of tax differentials. He
estimates that some 20 percent of the returns over $200,000 in 1956
reported only ordinary income. 64 These unfortunates did not receive
00 Surrey, The Federal Income Tax

Base for Individuals, 1 TAx RzWsioN Com1, 12, 14 (comm. Print 1959). This article also appeared in 58 CoLUM. L.
R v. 815 (1958).
6Id. at 14.
6"Ibid. The proposals for repeal of the dividend exclusion and credit and to institute withholding on dividends and interest were included in the President's "shortrange" program of 1961. The first was defeated in the House Ways and Means Committee, the second in the Senate Committee on Finance, during the consideration of
the Revenue Act of 1962.
'*Surrey, supra note 60, at 14.
61Id. at 13-14.
PENDIUM
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.any advantage from the preferential treatment of capital gains. Since
tax-exempt interest is excluded from gross income, many in this
hapless group may still have found solace. The suffering of others,
however, may have been unrelieved by any differential or loophole.
The special dispensations benefit some of the middle and upper
bracket taxpayers some of the time, some of them ail of the time, but
they do not benefit all of them all of the time. Those not able to
bring themselves within an appropriate differential may suffer severe
discrimination at times. But they are a stoical lot, and they bear
their tax misfortunes with a Spartan silence. They do not cry out
against their peers, but look instead to future taxable years when
the sources of their incomes may take a turn for the better. What
is good for the upper income groups seems to be good for the middle
brackets. At least there is no audible disunity among them. The
complaints are emanating from spokesmen concerned with the "public interest" and the general welfare of the tax system as a whole.
Those among the middle and upper brackets who presently receive practical benefits from various preferences and differentials are
very apt to take a dim view of the "equal incomes, equal tax" school
of thought. They have little to gain from the proposal, even assuming it is what it purports to be, namely a regularization of the actual
degree of progression in the federal income tax, without any net
increase in the tax burden of the higher income groups taken as a
whole. When Surrey said his recommendations "would not necessitate a revenue loss," this is where they stopped reading. They
would have much to lose by the plan. Obviously, the reduction of
many high income taxpayers would be less than that of others. For
instance, Surrey's lamented 20 percent would receive a windfall and
change places with the favored ones under existing law, who would
then become the victims of discrimination, in a sort of tax game of
musical chairs. Therefore, in the higher income groups an attitude
of "thanks, but no thanks" could be anticipated. Since the bulk of
them do not pay the top rates anyhow, they would not be unduly
impressed by rate reduction.
Moreover, erosion of the tax base is not confined to the upper
brackets. Surrey's proposals outlined above include income exclusions and credits which primarily concern the lower income groups.
He would include in gross income social security retirement payments, 65 and abolish the retirement income credit which was enacted
" Such payments are excluded ffom gross income by admirfisttive ruling, I.T.
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in 1954 to give nonsocial security recipients a similar differential 60
Persons over the age of 65 receive an additional exemption of $600,
and increased allowances for medical expenses. 67 The impact of
these special benefits for the elderly has produced some spectacular
favoritism at the expense of the ability-to-pay principle.0 8 Then
there is the matter of excluding employees' fringe benefits from the
tax base. There is the sick-pay exclusion of $100 per week, free
hospitalization and medical benefits for employees and their dependents, group life insurance protection, company lunches at bargain prices, board and lodging, and vacation resorts for employees.
None of these benefits is included in the tax base of employees. If
such benefits were included at a fair valuation, there would result an
amazing increase in tax liabilities in the lower brackets. 9 Perhaps,
it is for this reason that Surrey recommended only "intensive study"
of the problem of fringe benefits. Many persons would have some
difficulty in reconciling his proposal for outright inclusion of social
security payments with his hesitancy about fringe benefits. It seems
apparent that proposals for a more comprehensive tax base, assuming
they were pressed with equal force across the entire income spec3447, 1941-1 Ct. Bu.L. 191, which, however, does not specify the reason for the
exclusion. Presumably, the result is reached as a matter of statutory interpretation
that Congress did not intend to tax federal welfare payments, and that such payments
were fixed on the assumption that they would not be subject to the income tax.
0 INT. REV. CoDE op 1954, § 37; S. REP. No. 1622, 83d Cong., 2d Sess. 8-9 (1954).
67 INT. REv. CoDz oF 1954 §§ 151 (c), 213 (a) (2), (g).
' 8 For example, a married couple, each over the age of 65 and each qualifying for
the retirement and dividend credits, can receive as much as $7,000 free of tax. If
these taxpayers possessed approximately $155,000 invested in corporate stock yielding
a return of 4V2%, they would have no income tax liability, even if they were hale and
hearty. On the other hand, a young married couple with a salary of $7,000 would
pay a tax; of $1,042. Cf. SURaEY & WA.MN, FEDERAL INcolM TAXATiOI 424 (1960),
which does not reflect amendment of § 87 by P.L. No. 876, 87th Cong., 2d Sess. (Oct.
24, 1962).
0
1 Musgrave, How Progressive Is the Inc6me Tax, 3 TAx REVISION CoMPENDIMI
2223 (Comm. Print 1959). Professor Musgrave compares existing tax liabilities with
estimated tax liabilities under three hypothetical plans of tax reform. He estimates
that if we eliminated income splitting, instituted withholdng on dividends and interest,
included capital gains in full, and disallowed all deductions, existing tax liabilities on
joint returns in the $600-S2,500 and S2,500-$5,000 brackets would be only 57 percent
and 68 percent, respectively, of what the corresponding liabilities would be under these
revisions. Then, he adds the elimination of tax-exempt interest and percentage depletion, the inclusion of unrealized gains at death, and the inclusion of wage supplements to his hypothetical reform plan, and comes up with figures of 24% and 57%
-respectively, for the above brackets. This comparison indicates the tremendous impact
on tax liabilities in these lower brackets of the inclusion of wage supplements. Musgrave defines "wage supplements" to include public unemployment and social security
benefits and pensions; public assistance and private relief; military pay, allotments,
pensions, etc. Musgrave, supra at 2224-26, 2233.
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tram, would have an impossible impact among the lower income
taxpayers. The same thing can be said of Surrey's proposal to disallow or limit deductions for interest and taxes not connected with
business or profit-seeking activities. To disallow interest on home
mortgages and property taxes on personal residences would seriously
increase the tax burden on the lower income groups.
It is not easy to understand what Surrey and his fellow reformers
of the tax base hope to accomplish. They would like to "clean up"
the tax law and sweep out the clutter of tax differentials and preferences. However, the proliferation of special tax benefits which
entail no change in the overall rate structure has become standard
operating procedure in Congress. These limited tax "breaks" have
been put forward and justified on grounds of removing inequities
or stimulating incentives without arousing undue skepticism on the
part of the great mass of taxpayers. Congressmen would be hesitant
to forego such an adroit and delicate technique. If the idea behind
the movement to restore the tax base is to wipe the slate clean and
end this useful device, then the whole notion seems to be a hopeless
illusion. Pressures for special tax benefits will always be with us,
no matter what the rate picture may be. These pressures cannot be
bought off through rate reductions. Moreover, viewing the pro.posals of the tax-base reformers in the most favorable light, they
would condone the present compromised position of progression.
What we need to do is to restore progression to the higher income
brackets. We need more progression, not less. These proposals are
the worst course of action that we could adopt from the economic
standpoint of tax policy.
The tax structure is the product of the political process. Pro.
ponents of a comprehensive tax base are laboring under an illusion
,that "a determined Treasury and a determined Congress could stop
this trend [toward tax reduction through differentials] and could
eliminate many of the present differentials."7 0 They are urging their
program primarily out of considerations of merit, fairness, and
equity. Their approach to the taxing process is essentially intro.
spective. They appeal to the public interest as if it were "some manifest essence that transcends the realm of private interests."71 They
aspire to speak for the "general public," to guard "the integrity of
the tax structure" against the forays of specific groups out for special
dispensations. Implicit in their position is the absence of a cont

7 Surrey, supra note 60, at 14.

"7±EIsFNs~MN 201.
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stituency. They speak for the "people" because they have no group
to represent. The low income groups have lost interest in the issue
of economic differences, and the liberal spokesmen have lost interest
in low income groups. The adverse effects on the prospects for any
substantial elimination of tax preferences are incalculable.
Another strange thing about the proposals advanced by the taxbase reformers is that they appear to be completely indifferent to
the federal estate tax. If they coupled their income tax proposals
with increases in the estate tax, it would be easier to follow their
philosophy. It should always be remembered that a vigorous death
tax can enhance the degree of progression which characterizes the
overall federal tax system. There is a disturbing eloquence about
their silence on this aspect of the problem.
III.
In any appraisal of the prospects of tax reform, the "ideology of
barriers and deterrents" affords the most illuminating insights.
Eisenstein describes it as a "doctrine steeped in gloom."1 2 Its dismal
outlook may derive from its concern with problems of economics.
Its province is the "survival of investment and production," the
protection of private enterprise from the threat of destruction by
progressive taxes on income and wealth, and the prevention of
economic decay. The ideologists of barriers and deterrents have
always regarded the income tax as fraught with ruination of the
country. The tax poses barriers and deterrents that are a constant
threat to the progress of the country. The central theme of the
ideology of barriers and deterrents is that "the economy is deteriorating because the rates are too high."1 3 As with the ideology of
ability to pay, the doctrines of the barriers and deterrents people
are not keyed to relevant ascertainable facts. The ideology is predi-

cated on faith and beliefs, not theory and not facts, and most of
all not proof. The chief dogmas are: the dogma of declining effort,
the dogma of diminishing risk, and the dogma of inadequate savings.7 4 Of the three, dearly the latter two are the bulwarks of the
creed. However, before examining the intellectual content of the
ideology, let us look briefly at its proud heritage.
at 57.
" Id. at 59.
at 59, 75, 77, 79. The dogma of production should be added to the ideology
of barriers and deterrents as a neoclassical dogma. Eisenstein concentrates on only the
classical doctrines.
7Id.

'Id.
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The doctrine that taxation may pose barriers and deterrents to
business and investors was proclaimed by Adam Smith. He warned
that taxation "may obstruct the industry of the peopie, .and discourage them from applying to certain branches of business which
might give maintenance and employment to great multitudes. While
it obliges the people to pay, it may thus diminish, or perhaps destroy,
some of the funds which might enable them more easily to do so."' 5
Smith also nurtured the idea that government does not produce
anything. He criticized death taxes as "all more or less unthrifty
taxes that increase the revenue of the sovereign, which seldom maintains any but unproductive labourers; at the expense of the capital
of the people, which maintains none but productive."78 Perhaps
the greatest patriarch of the creed was Andrew Mellon. The gospel
according to Mellon was that "the prosperity of the middle and lower
classes depended upon the good fortunes and light taxes of the
rich." 77 In keeping with his messianic stature, Mellon avoided narrow partisan appeals. The happiness of the entire country was his
concern. He repeatedly voiced the fear that high surtaxes were
driving the spirit of initiative into idleness, keeping capital out of
productive business, and threatening the country's future prosperity.
The former Secretary of the Treasury concluded that the highest
income tax, consistent with the economic welfare of the country,
was 25 percent. Between 1925 and 1982 the highest rate was just
that, 25 percent, due in large part to Mellon's heroic efforts. In this
same "Golden Age" the highest estate tax rate was 20 percent, applicable to the excess of the net estate over $10 million. Yet Mellon
lived to see unspeakable economic collapse and depression without
parallel in the history of the United States. It is interesting to contrast the very high rates and the unprecedented economic growth
of the present generation with the very low rates obtaining at the
time of the Great Depression.
While Secretary Mellon has no peer in the ideology of barriers
and deterrents, others have carried on in his tradition. President
Eisenhower was a dutiful vicar. Matters of private initiative, production, and economic growth were always uppermost in his refer778 (Mod. Lib. Ed.), quoted in EisENSN 59-60.
" Id. at 814; ExsENsrN 60. See also GALBRArrH, Tim AFFLUENT SOCIETY 184 (1958):
"The case involves some rather strained argument-it makes education unproductive
and the manufacturer of the school toilet seats productive-but, nonetheless, it has a
position
of considerable prominence in the business liturgy."
17
" SBr, Tzm WALrTa OF NATIONS
8

EzsENsrzrN 63.
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ences to federal tax policy. A typical example is in his Budget
Message of 1954, urging extensive revision of the tax laws "to restore
normal incentives for sustained production and economic growth."
In the preceding year the gross national product, personal income,
and capital outlays by business had advanced to record levels. The
Federal Reserve Bulletin of November 1953 described the year as
"one of substantial achievements in terms of utilization of manpower
and industrial resources, additions to productive capacity, higher
consumer living standards, and over-all stability of prices."7 81 Nevertheless, Eisenhower remained deeply concerned: "We must restore
conditions which will permit traditional American initiative and
production genius to push on to ever higher standards of living and
employment." The Treasury's tax policy adviser, Professor Dan
Throop Smith carried the chant to Capitol Hill: "As one looks
forward to normal growth, the importance of restoring normal incentives and removing punitive tax provisions becomes clear."7 0
Perhaps it is the aggregation of expressions associated with the
ideology of barriers and deterrents, more than any other, that has
scholars into such descriptions as "malarkey" and
goaded dignified
"hogvash.18 0 Eisenstein remarks that the Democrats "also know
how to speak of barriers and deterrents when the need arises." But
he adds that "the Republicans are able to do so with a distinguished
That was
monotony that the Democrats are unable to acquire."'
written before the Revenue Act of 1962. True, Secretary Dillon
is a Republican, but he speaks for the Democrats. Dillon has
imparted rhetorical distinction to New Frontier tax policies. He
espoused the investment tax credit in the 1962 Act in terms that will

long be remembered by all who cherish the art of rationalization. 2
His justification of the new depreciation guidelines in Revenue
Procedure 62-2183 is a masterpiece of protean logic8 4

"IId. at 86.

7 Id. at 87.

so1Blum, Book Review, 56 Nw. U.L. REv. 692, 699 (1961).
U EiSNSrN 67.
2

Before the Senate Committee on Finance on the Revenue Act of 1962,
Hearings
-

87th Cong., 2d Sess. 79-87 (1962); S. REP. No. 1881, 87th Cong., 2d Sess. 10-11 (1962).

s- 1962 INT. REv. Bur., No. 80, at 6.
11"Depreciation . . . plays a vital role in business investment decisions-a major
factor in determining a nation's rate of economic growth.
"Faster economic growth is essential if we are to reduce unemployment and provide
jobs for the millions of workers coming into the labor force.
"Equally important, the investment level is closely related to productivity ....
Depreciation rates are, therefore, important not only to the welfare of business, but to
the welfare of every American citizen." Statement of Secretary Dillon, N.Y. Times,
July 12, 1962, p. 14, col. 1.
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One hears every day melancholy souls putting the plaintive question: how does the Treasury under the Democrats differ from the
Treasury under the Republicans? Are you grinning more these
days and enjoying it less?
The dogma of declining effort is very nearly self-explanatory.
The idea is that the upper bracket rates are stifling the desire to work
and to produce. This unfortunate condition is supposed to be particularly acute among corporate executives. They are afflicted by
listlessness and lethargy when confronted by additional income
opportunities. They shirk responsibility for business expansion.
Even executives to whom restricted stock options have been granted
bring little enthusiasm and initiative to their chores. This state of
affairs is replete with ominous consequences for the whole country,
because the decisions of managers of enterprise "are of the greatest
importance with reference to the development of industrial production."8 5 Only a substantial reduction in the high surtaxes will
restore normal incentives and put these gentlemen back in a state
of euphoria. Nor is the lack of incentive confined to corporate
executives. Painters, composers, and writers are losing the creative
urge. One veteran adherent of the ideology of barriers and deterrents has even wondered whether high taxes are not inducing "men
of unusually high caliber" to enter the ministry. 0
The dogma of declining effort has produced some defection
among adherents of the ideology. Faith is the evidence of things
not seen. The theory of declining incentives is at odds with common observations. Empirical knowledge fails to indicate that executives are not going fall blast. The aforementioned Professor Smith,
tax policy adviser in the Eisenhower Administration and an acknowledged expert on incentives, has courted heresy by his conclusion that
the efforts of executives are generally unaffected by high rates. Other
studies have also confirmed that taxes "are not suffldent to quell
adventurous and vigorous spirits." Moreover, a number of executives themselves have confided that "nonfinancial rewards are more
closely related to efforts than financial rewards."87 Some have even
intimated that high taxes make corporate managers work harder,
so that they may have more income after tax, and that, therefore, a
heavy tax bolsters incentives which might otherwise falter. Persons
familiar with the scene in the nation's capital know that hardly a
day passes without the departure of some distinguished government
"' ELSENMrN 68.

116Id.

at 76.

811d. at 70-71.
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official, refusing to be further dissuaded by the public service from
a lucrative career in business or law practice.
The dogma of diminishing risk is concerned with the incentive
to invest. The force of the doctrine is that prospective returns on
investment after taxes do not justify the attendant risks. The wellto-do are, therefore, disinclined to undertake the expenditure. The
economic growth of the country suffers, being deprived of new
investment on which private enterprise thrives. It is not disputed
that the investment policies of taxpayers in the higher income groups
have a transcending importance in the nation's economy. There:
fore, the doctrine of diminishing risk is entitled to serious consideration. Moreover, the motivations which induce individuals to invest
are matters outside common observation. Serious studies have
shown, however, that among risk-minded investors, intent on capital
appreciation, and this apparently includes a majority of all investors
with incomes over $25,000, the vital factor for them tends to be the
capital gain rate differential. Apparently, the capital gains preference has stimulated otherwise venturesome individuals to seek out
investments having a capital gain potential, as distinguished from
income return. On the other hand conservative investors may have
been induced to shift to lower yield debt securities. Thus, the
security-minded tend to become more cautious because the income
return after taxes is considered inadequate in the light of the risks
involved, whereas the risk-minded tend to become more daring. The
latter are particularly attracted by new issues, regardless of taxes.
Apparently, the taste of capital gain has attracted more investors into
new issues than the number of investors who have been deterred.
It has been concluded that "tax incentives operate in both directions,
and it may well be that those tending to channel funds to new ventures actually outweigh in significance those tending to divert funds
from such investments.188 Taxes tend to leave human psychology
where they find it.
The third doctrine of the ideology of barriers and deterrents is
the dogma of inadequate savings. Here the central thesis is that the
American economy is suffering from an insufficient supply of investment funds. This is a matter of critical importance since it affects
the rate of economic growth in the United States. It is not questioned that adequate capital formation is essential to productive ex83 Id. at 79,quoting from Buar-is, ToimmrsON, & BOLLINGER, EFFECTS OF TAXATIONINVESMENTS BY INDIVIDUALS 61, 243-44, 250-52, 276-77 (1953).
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pansion and a satisfactory rate of growth. Accordingly, this doctrine
commands the respectful attention of both liberals and conservatives.
It will be recalled that the objective of the investment incentive tax
credit in the 1962 act is to free funds for investment in new machinery and equipment to increase the nation's productivity in the
area of private goods.
It is interesting to observe that a quirk of fate has given the doctrine of inadequate savings, the most recurrent theme in the ideology
of barriers and deterrents, a timeliness which it has not enjoyed
within the past 15 years. Between 1947 and 1957 output in the
American economy increased by 3.8 percent per year (in constant
prices), and the unemployment rate averaged just above 4 percent.
However, between 1957 and 1961 production increased not by 3.8
percent, but only by 2.4 percent per year. Moreover, the unemployment rate averaged about 5.8 percent during this period.80
Seemingly, the growth potential of the economy has dissipated. Two
recessions within the past five years with another predicted in some
quarters for 1963 have caused deep concern for the matter of economic growth. As noted above, there is little evidence in the current picture to indicate that the economy is suffering from insufficient investment capital.90 However, it has been claimed by some
authorities that inadequate savings have restrained economic growth
in the past, and that it may hold back growth in the future. This
interpretation is open to serious disagreement, but the question of
the adequacy of capital formation, particularly for the future, lies
in the area of current economic controversy.91
Productivity appears to be largely a matter of ignorance among
economists. The conscientious ones are never sure that they are
reading the past correctly, to say nothing of the future. Each has
his own ideas about how the economy operates and what aspects are
relevant. They use an assortment of crystal balls, ouija boards, and
slide rules. Some are "consumption men," some are "investment
men." Some believe that in the light of anticipated population in8

See Sonenblum, Potential Economic Growth, Looking Ahead, June 1962, pp. 1-3.

DO
See pp. 67-71 supra.
0 2.

Sonenblum, supra note 89, at 2. See also Colm's statement in Hearings Before

the Joint Economic Committee on the Economic Report of the President, 87th Cong.,
2d Sess. 522 (1962); Keyserling, id. at 574. Each of these authorities discusses KUZNETS,
CAPrAL IN =sE AMEmRICAN EcoOa sy-Irs FORMATION AND FINANCING (1961), in which
according to some interpretations the author takes the position that inadequate capital
formation has restrained our economic growth in the past and may do so in the future.
The conclusion, if Kuznets in fact reached that conclusion, is flatly controverted by the
authorities cited in this note.
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creases and additions to technological knowledge, the future will
bring an accelerated demand for capital funds, increasing faster than

output.

Others predict that technological advances will lead to

increased output requiring a smaller increase in capital funds than
in the past. Still others take a moderate view of the future, hoping
that growth potential will not be pressed unduly to the detriment
of the "principles of a free society."9 2 In any event one thing is
clear. Whatever the future requirements for new investment capital
may be, the need will be met in the main from retained corporate
earnings. Individuals will furnish a relatively minor portion. That
has been the case in the past, and there is no reason to believe that
this condition will undergo much change. Nevertheless, the adequacy of savings -will continue to be a source of concern to the
ideologists of barriers and deterrents. Faith cometh by hearing, not
seeing.
Some of the most articulate ideologists of ability to pay in their
preoccupation with the erosion of the tax base have almost wholly
neglected to give us their ideas of the direction tax revision should
take in the interest of improving the balance between consumption
spending and-investment saving. As Eisenstein says, the ideology of
ability makes no effort to clarify this very difficult problem. 93 As
already noted, there are conflicting evaluations of large incomes:
as a potential consumer the possessor of a high income could do
-with much less; as a potential investor he cannot do with much less
if he is to provide the investment capital to keep the system going.
Consumption spending is the major element in total effective demand. Investment spending is a much smaller element and notoriously unpredictable. Clearly the first is to be preferred over the
second. There is overwhelming authority that large accumulations
of liquid assets withheld from the stream of spending and capital
formatiow produces unemployment. Simple arithmetic confirms
this proposition. Output cannot exceed input. It is an open question how much unemployment at the present time is traceable to
uninvested savings freed by tax favors and preferences. Yet the
ideologists of ability to pay are concerned with these tax differentials
only from a viewpoint that they are unfair, unequal, and inequitablel
IV.
The principal tax dispensations which derive their support from
the ideology of barriers and deterrents are the preferential treatment
'2 See Sonenblum, supra note 89, at 8.

93 EsmNsm

at 32-33.
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of capital gains and the deduction for percentage depletion in the
case of oil and gas and other natural resources. Tax reform is
synonymous with a substantial withdrawal of these two preferential
provisions. The treatment accorded to capital gains has a dual
aspect Mithe case of individuals: (1) a special deduction of 50 percent of the gain; (2) a maximum rate of 25 percent on the entire
gain. For corporations the preference consists of a simple maximum
tax of 25 percent of the fall gain. The concept of capital gain is
an artificial tax concept without counterpart in economics or accounting. The federal income tax differential originated in the
Revenue Act of 1921. In its initial form the dispensation limited
the tax to a rate of 12V percent on gains from the sale or exchange
of capital assets held for more than two years. With the passage
of time the holding period has been reduced to six months and the
top rate raised to 25 percent.
Originally, the preference was justified as a substitute
for averaging. Since many gains from the sale of property accrue over a number of years, but are realized in a single year, the thought was that
the progressive rate scale would exact an excessive tax. This ground
has long since disappeared from the repertoire of the ideologists of
barriers and deterrents, and in fact never had any justification. It
was obvious in 1921 as it is now that the dispensation was not a
substitute for averaging. If an averaging device were utilized, the
rate on capital gains for the well-to-do would still be in the upper
brackets of the rate table. Furthermore, the six months' holding
period belies any "bunched" income aspect. In.truth, the preference
reflects the dogma of diminishing risk and inadequate saving.
The preferential capital gains rate is probably the greatest pressure point in the federal income tax. Most of the highways and
byways of tax avoidance and "minimization" schemes lead ultimately
to capital gains treatment. For this reason the differential is perhaps
"the greatest single source of complexity in the technical rules of th6
code."9 4 The statute contains only the most primitive definition of
"capital asset," although some of the most severe definitional problems in all of federal taxation occur in this area. It is, therefore,
not surprising that capital gain treatment has ranged far beyond the
nucleus of investment gain. It has become a favorite congressional
vehicle for tax concessions demanded by various pressure groups. It
has become a remedy for all .manner of tax ills, from relief against
91Surxey, supra note 60, at 5.
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"bunching" to alleviation of declining efforts. It has even been
used to lighten the tax burden in situations claimed to involve an
impaired ability to pay 9 5 Thus, the preference has been extended
to various forms of compensation, such as employees' stock options,10
lump-sum payments from pension and profit-sharing trusts,9 and
payments on termination of employment contracts,0 8 and to forms
of business income, such as sales of certain assets used in trade or
business, 9 cancellation of leases and franchises, 1 0 patent royalties, 0 1
sales of breeding livestock and unharvested crops, 102 and timber and
coal royalties. 10 3
The capital gains tax probably affords one of the best opportunities to view the conflict in tax policy between considerations of
equality and equity on the one hand and economic objectives on the
other. To the extent that the preference represents a departure
from equal treatment, and quite obviously the departure is great,
there should be justification of the differential in terms of economic
welfare. The ideal solution does not consist solely in restoring all
capital gains to an ordinary income status, but in an intelligent
balance of the two interests involved-equity and economic impact.
However, our economists cannot reach a consensus about the point
where balance lies. The problem of equity is easy: there is very
little to be said on behalf of the preferential treatment of capital
gains. Whatever defense there is must be found in adverse economic
consequences resulting from the taxation of capital gains at ordinary
rates. The off-beat, so-called "honorary capital gain" situations mentioned in the preceding paragraph would seem to be almost wholly
without virtue. They have no justification in any respectable economic policy. They represent tax concessions which various groups
have been able to wring out of the political process, with the possible exception of section 1231 gains on sales of real property and
depreciable machinery and equipment. The elimination of these
instances of capital gain treatment would certainly have no adverse
effects on investment.
The term "investment" can be a source of confusion to laymen.
When a person buys a share of stock or a house, he thinks- he is
making an investment. For him it is, but for the entire economy it
"5 E!SENS'IN 51-52.
97 INT. REV. CODE OF 1954, § 402 (a) (2).
10 INT. REv. CODz OF 1954, § 1231.
101
1NT. REv. CODE OF 1954, § 1285.
203 bid.

98INT. REV. CODE or 1954, § 421.
"INT. REv. CODE OF 1954, § 1240.
1 00
INT. REV. CODE OF 1954, § 1241.
10'2INT. REv. CoDi OF 1954, § 1231.
0
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is merely a "transfer." The buyer "invests," but at the same time
the seller "disinvests," so that no net increase takes place in the total
amount of investment. Investment in the economic sense is capital
formation. Sometimes capital formation is called -realinvestment,
that is, a net increase in real capital, such as new plants, machinery,
or housing. Investment in the sense of transfers does not create
any new employment. New capital formation does.1 04 A capital
gains preference which encouraged savings for real investment in
new enterprises or expansion of existing enterprises would be a
defensible policy. However, a tax differential on gains derived from
mere switching of investments is difficult to justify on economic
grounds. Existing policy, of course, makes no discrimination in this
respect.
Investors who merely move out of one stock into another add
nothing to the productive capability of the economy. Why, then,
should they receive the benefit of a tax preference? The most common answer to this question is that a tax at ordinary rates would impede the disposition of old investments and hinder the flow of capital
funds into new enterprises. 0 5 It is contended that even the existing
capital gains tax has this immobilizing effect on capital funds. However, reliable studies indicate that the present capital gains tax
actually induces venturesome investors to withdraw from old investments and put their funds into capital growth possibilities afforded
by new enterprises.10 6 Furthermore, the real deterrent to the sale
of capital investments is not so much the tax itself, as it is the ability
of the taxpayer to defer the time when the gain is realized and the
liability accrues. This is the so-called "locked-in" aspect of capital
gains taxation. This problem concerns appreciated assets which
have an indefinite income-yielding life, such as corporate stock. In
this situation the privilege to defer the tax is much more valuable to
the taxpayer than in the case of shorter-lived assets, for the simple
reason that the power to defer the tax is limited in respect of assets
which have a relatively short, definite income-yielding life. On the
other hand if the asset has an unlimited life, the value of the privi10

2 E.g., GiLow, EcoNo ucs 142-43 (1962).
201E.g., Groves, Taxation of Capital Gains, 2 TAx REVISION COMPENDIUm 1193, 1197-

98 (Comm. Print 1959). See also Heller, Investors' Decisions, Equity, and the Capital
Gains Tax, FEDERAL TAX POracY FOR ECONO Ic GROWTH AND STABIMLTY 381, 382-87,
389-90 (Jt. Comm. Print 1955). See also ALI, DiscussioN DRArt OF A STUDY OF DEFINITIONAL PaoaLS IN CAPITAL GUNs TAXATION 53-60, 149-52 (1960).
206 Heller, supra note 105, at 389. See also Eimns, THoMPSON & BOLLINGER, EuErraa
oF TAxATION-I1NvEsmENTs BY INDIVIDuAxs 42 (1953).
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lege to defer the tax is equal to the tax itself. A tax at ordinary rates
would undoubtedly constitute an intolerable deterrent in a society
such as ours which frowns on impediments to alienation. Under
existing law only 50 percent of long-term capital gains is reflected
in taxable income, and the maximum tax on the entire gain cannot
exceed 25 per cent in the case of individuals. The implication is
that a "locked-in" effect of something less than 50 percent of a tax
at ordinary rates is tolerable as respects individuals. The question
is whether the present alternative or maximum tax could be increased without exceeding the tolerable limit. The ALI study
found that a tax at ordinary rates imposed upon a sale of an asset
with a future life of thirty years and yielding an after-tax rate of
return of 5 percent was approximately equivalent as a tax impediment to the sale as a tax at 50 percent of the ordinary rates applied to
the sale of an asset with an indefinite life and the same rate of return.10 7 This valuable study indicates not only an approach which
would contract the scope of the capital asset concept, but one which
supports the elimination of the 25 percent maximum tax on capital
gains. 108 Perhaps increasing the maximum tax to 85 or 40 percent
would represent a reasonable compromise.
The "locked-in" problem is very much a case of arguing that
one loophole deserves another. The transfer of property by gift
or at death is not a taxable event for income tax purposes. In the
case of property which has appreciated in value, the gain is not
"realized" by the holder at the time of his death or by a transfer of
the property by gift. If appreciated property is given to a charitable
or educational institution, the donor not only does not have to
include the gain in income, he also is entitled to a charitable deduction based on the value of the property at the time of the contribution. The problem of realization is largely, if not entirely, a matter
of choosing convenient and appropriate accounting events. The
rule that death is not a taxable event is a matter of legislative choice,
and it is clear that Congress could modify this rule if it chose. If
this rule were changed, one of the greatest deterrents to the disposition of assets during the taxpayer's lifetime would be removed. In
the alternative Congress might provide for a taxable event after an
asset, particularly an asset held for investment, had appreciated in
107 ALI, DISCUSsION DRAFt OF A STUDY OF DEFINITXONAL PROBaaS IN CAPYFAL GAINS
TAXATION, supra note 105, at 8, 9, 10, 58-58, 149-52.
108 Ibid. Note that the part of this Study dealing with the problem of complete
disposition appears to be defective in important respects.
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value over the taxpayer's cost by some specified amount, say 50 percent. An earlier disposition by gift or death would also be taxable.
A periodic "accounting" for gains and losses on investment assets
still held by the taxpayer would effectively remove any deterrent to
selling by taking away the advantage of a continued holding. The
baleful "locked-in" effect would be eliminated, and the economy
would be freed from another sinister restraint.
The really monumental achievement of the ideology of barriers
and deterrents is the deduction for percentage depletion, or as Eisenstein calls it, the "special deduction for imaginary costs." '
The
function of depletion is to restore to the taxpayer the capital he has
invested in a natural deposit, such as oil and gas or other minerals.
No one disputes the legitimacy of allowing a deduction for depletion.
A recovery of capital invested in a mineral deposit free of tax is just
as valid as a deduction for depreciation. The trouble with percentage depletion is that it goes on and on without limit, and without
regard to whether the taxpayer has recovered his actual capital investment, or indeed whether the taxpayer ever had any actual capital
investment. So long as the producer has any net income from the
mineral property, he is assured of the deduction for percentage depletion. Producers of oil and gas are allowed a deduction equal to
27V percent of gross income from production, up to a maximum of
50 percent of the net iicome. Lesser percentages are granted to
minerals other than oil and gas.' It is not at all unusual in the oil
and gas industry to find producing properties which have entailed
no actual capital investment. However, this is no impediment to
percentage depletion, because, as noted, it is in nowise dependent on
an actual, unrecovered outlay of capital funds by the taxpayer. This
is why Eisenstein calls it a deduction "for imaginary costs."
Many are those who have puzzled over this allowance and found
it incomprehensible. Few, if any, outside the ideologists of percentage depletion, have found any answers. The stumbling block,
of course, is the idea that capital that is not there should nevertheless
be recovered many times over. The "trick" lies in the word "capital." This is a broad, flexible term. Once one gets over the doctrinaire notion that capital in a very risky business like oil and gas
means the same thing as in the case of a safe, conservative business
like manufacturing pogo sticks, some of the initial confusion may
lift. The "capital" which must be recovered in the oil business is
20 Eisms'rmN 123.
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the "capital value" of a producing property, not the "invested capital" of the ordinary business. Beginning with the taxable year 1918
Congress allowed "discovery" depletion. It was superseded by percentage depletion effective with the taxable year 1925. Ostensibly,
the substitution of percentage depletion was justified as the industrywide equivalent of discovery depletion, coupled with an administrative convenience that did not obtain under the 1918 scheme. It
was no longer incumbent on the Internal Revenue Service to undertake the onerous burdens involved in the determination of "discovery value." Nor was it necessary that the taxpayer have any
connection with the discovery. What was once conceived as an incentive for the "luckless" wildcatter was now extended to all and
sundry. It had been ascertained that those who only stand and wait
also serve. Even a royalty owner who does no exploring and risks
no money in development acquires a "known capital value as soon as
production is established and is entitled to protection of that capital
value before his income is subjected to the ordinary tax rates."11 0
Despite this straight-forward and ingenuous explanation of the doctrine of depleted capital, many obstinate persons remain unconvinced. They persist in the view that there .is no basis for any
depletion allowance except to the extent of actual capital invested
in the property." They are unable to appreciate "the menace of
declining ambition" among the great corporations which are engaged
in producing oil and gas and which receive the major share of percentage depletion. 1 2 The doubters do not minimize the risks involved in oil and gas finding.. However, where "operations are on
a large scale," they observe that the major oil companies are assured
of "the probability that things will come out somewhat as planned...
and have no difficulty recovering the costs of their unsuccessful ventures from the products of their successful ones.""13
If oil producers may "lose their desire to be productive" after oil
is found, unless they can recover tax-free the catital value of producing properties, their spirits are certain to be depressed during
the development stage of their operations. Location of a suitable
rio

Baker & Grisivold, Percentage Depletion-a Correspondence, 64 HAtv. L. Rnv.

361, 869 (1951).

"I Id. at 370.

1

131: "The fact is that corporations account for about 90% of the
'EisENsTmEN
depletion allowances; and of this lion's share, two-thirds goes to corporations with
assets over $100 million. The proportion of tax-free income generally increases 'with
the size of the corporation."
113 Baker & Griswold, supra note 110, at 370.
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well-site and drilling and equipping the well have many disheartening moments. In order to insure that taxpayers engaged in such
inherently discouraging activity do not throw up their hands during
development, Congress has also given them the privilege of expensing currently the major part of the development costs. The deduction of intangible drilling and development costs is wholly apart
from the depletion allowance. Normally these costs would be classified as capital expenditures and would be required to be counted
as capital invested in the deposit." 4 Such costs would be recovered
through the depletion allowance. However, Congress did not want
the oil and gas industry to begin the game with an unduly large
unrecovered capital investment. Generally speaking, double deductions are frowned upon by the tax law, but an exception was
approved in this situation. 11: It was not considered advisable to take
any of the bloom off percentage depletion. Many persons have
wondered why it would not be reasonable to allow only actual cost
depletion during the period required to recover production equal
to the amounts previously deducted as intangible drilling and development costs.
The oil and gas industry has a remarkable affinity for double tax
benefits. Drilling and development costs are not a lonely instance.
A technique has been worked out whereby producing properties
may be purchased out of income before taxes. This is the transaction popularly known as the "ABC" transaction. The name is
derived from the simplicity and grace of the deal. A sells his producing leases to B for a cash sum, which corresponds to the conven.tional down payment, and A reserves out of the conveyance the right
to receive, free of any cost or expense of operation or development,
a specified percentage of the gross production until the balance of
the purchase price has been received by A. A's reserved interest is
called a "production payment" or "oil payment." Such an interest
is considered to be an interest in the oil and gas in place, so that
A or his assignee is entitled to depletion on the retained amounts.
Such amounts are not treated as gross income to B, the purchaser of
the properties. The happy result is that B does not have to -pay any
.income tax on the portion of the income used to pay the balance of
Cf. INT. REv. CODE Or 1954, § 263 (c).
12',See United States v. Dakota-Montana Oil Co., 288 U.S. 459 (1933); F.H.E. Oil
Co. v. Commissioner, 147 F.2d 1002, 1003, rehearingdenied, 150 F.2d 857, 858 (5th Cii.

'

1945).
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price. 11"

the purchase
'A, of course, would have to include his retained share in ordinary income if he kept the production payment.
However, A may sell the production payment to C and report the
gain as capital gain. Since capital gain treatment is even more
favorable than ordinary income subject to percentage depletion, A
will generally have no hesita ncy about selling the oil payment to C.
Nor will C have any reluctance in the matter, since the property is
already proven and producing, and he can easily borrow from a
bank to pay A. In fact C will derive great tax benefit from the
acquisition of the oil payment. He will not be required to commit
his personal credit on the loan, but will be allowed to recover the
purchase price through the cost depletion allowance. C will find
that the combination of cost depletion and the interest deduction on
the bank loan will exceed the amount that he must include in his
gross income, at least in ihe initial years of the oil payment. The
excess of these deductions may be used by C to offset other income
that he may receive, such as salary or income from other "investments."' 1 After several years G may find that he no longer has an
excess of deductions. When this unfortunate state of affairs is
reached, C may sell his oil payment at a modest capital gain, and

give someone else, say D, the opportunity to manufacture some
deductions out of thin air, following the same magic formula.
Percentage depleti6n applies to foreign oil as well as domestic
oil. The allowance is necessary to encourage the exploration and
development of oil reserves outside our own country.

Unfortu-

nately, it is also necessary to discourage and even prohibit the importation of foreign oil into the United States. Some persons have
wondered whether this combination of policies is rational, and
whether percentage depletion might well be withdrawn from foreign
oil. However, the ideologists of percentage depletion assure us that
although we supplied about 80 per cent of the petroleum consumed
by our Allies in World War II, we might not be able to do this
again. The national safety, therefore, requires that we encourage
U.S. producers to explore and find oil in foreign areas."18 In many
foreign countries the amount 6f income tax which a U.S. corporation pays is subject to negotiatioff and agreement with the fiscal
118 Cf. Thomas v. Perkins, 301 U.S. 655 (1937).
1
27See Spencer & Rowen, The ABC Transaction, P-H OIL 9&GAs TAxEs J 2011,
o11.4.
118
Lambert, PercentageDepletion and Exploration and Development' Costs, 2 TAx

REVISION COmPENDIUM 1009, 1016-17 (Comm. Print 1959).
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authorities. In some countries, particularly in the Middle East, the
income tax has been fixed at an amount which, when added to
royalties, will not exceed 50 percent of the net income derived from
the production of oil from-the concession. The situation is somewhat anomalous, because the foreign country owns the oil deposits
and it is not easy to distinguish royalty from tax. However, the difference between royalty and tax is vital in computing U.S. income
tax liability of the producer. A "royalty" is excluded from the producer's gross income, and no depletion is allowed to the producer
on amounts paid as "royalties" to the foreign government. However, a tax, including a foreign income tax, is a cost of the operation.
It so happens that a foreign income tax may either be deducted by a
U.S. taxpayer or applied as a credit against its U.S. income tax
1 9 For reasons which we need not explore in detail, a U.S.
liability.Z
corporation producing foreign oil concessions will take the foreign
"tax" as a credit. In this way it will receive the full benefit of percentage depletion on an amount equal to the foreign "tax," and at
the same time take full credit for that tax against its U.S. income
tax liability. Here is another double benefit which is available to
the oil companies under our existing tax laws. The result is that
U.S. corporations engaged in producing foreign oil pay virtually no
federal income tax.120

The allowance of percentage depletion and all the other generous
dispensations peculiar to the oil and gas industry represent the most
indefensible tax differentials in our tax system. If considerations of
equity carried any force against sheer, naked political pressure, the
special treatment of the oil industry would have long since disappeared from the tax laws. To paraphrase Surrey, it would seem
that "a determined Treasury and a determined Congress" could
make some reasonable progress toward reducing these differentials
:in this area. At the very least the double benefits described above
,could be entirely withdrawn. However, the most that we can hope
for is "intensive study" of the problems.
Conclusion

The ideologies of taxation, vieied in the light of existing social,
economic, and political conditions, reveal an uneven struggle which
cannot fail to make itself felt in the months that lie ahead. During
119

" INr. REv. CoDE or 1954, §§ 901-05.
(1960).
22o See Bittker & Ebb, TAXATION OF FOREIGN INCOME 207-13

'Vol. 1963: 56]

TAX REFORM

this period the administration's tax revision proposals will be considered by the Congress. As of this writing we do not know the
content of those proposals, though we have been assured that a
reform plan will be submitted early in the 88th Congress. There
is no doubt that the revision proposals will be accompanied by
recommendations for tax cuts. Tax reforms are difficult enough to
achieve in a context of tax increases, and the obstacle course for
substantive changes coupled with tax reduction proposals becomes
immensely more difficult. Perhaps Congress will not try for the
impossible, but will let it go at tax reduction.
If economic conditions give the slightest appearance of deterioration, Congress will be under severe stress to pass tax reduction in a
hurry, and forget about the reform proposals. Since things tend to
become what people desire them to become, it is not improbable
that both Congress and the administration will join hands in an
effort to put an appearance of urgency and priority on tax reduction. There are already signs of such an outcome on the horizon,
and they are somewhat bigger than a man's hand.
There is no broad-based political support for tax reform. - For
reasons already noted, the great mass of taxpayers have an apathetic
attitude toward the subject. The public is indifferent toward "loopholes" and "tax differentials." The subject-matter and content of
these matters are too obscure and complex to be understood by many
in the lower income groups. On the other hand these dispensations
are closely guarded by those in the higher income brackets. They
can and will bring heavy political pressure to defeat revision proposals, whether or not accompanied by tax reduction.
This is not a happy forecast. It is difficult to take a sanguine view
of the trend of the income tax toward special dispensations and
preferential treatment of income in the higher brackets. The scheme
of capital gains taxation seems especially disturbing. However, the
approach advocated by some prominent adherents of the ideology of
ability to pay, whereby the tax base would be broadened in exchange
for reduction of the top rates, is no answer. In fact, it would be a
step backwards. Aside from the impracticability of this proposal, it
would not meet the basic deficiency in the existing tax structure,
which is an uneconomic distribution of the burden among the taxpayers. As noted-in the preceding discussion, the present burden
is too great on the lower income groups and too light on the higher
groups. This condition contributes to a fundamental imbalance
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between consumption spending and investment saving. We have
relatively too little of the former, and relatively too much of the
latter. The reformers of the tax base do not reach this basic defect
in the existing distributional pattern. Their proposals purport to
leave essentially in status quo the overall burden on the higher
income groups. Technical difficulties and political obstacles put
the successful consummation of any such plan beyond any reasonable
hope. A shortfall in achieving this objective is well-nigh inevitable.
The reason for this outlook is obvious. The proposition to reduce
the top rates to a maximum of 65 percent could be expected to
succeed rather more handsomely than the withdrawal of the loopholes and preferences. Persistence in this approach to tax reform,
therefore, can only lead to an exacerbation of our present difficulties
with unemployment and erratic economic growth.
There is a more disturbing implication in the proposal to reduce
the top rates in exchange for taking away the loopholes. It is this:
what happens at some later time when the need for additional federal
revenue may become critical? Increase the tax burden on the lower
groups? That is an eventuality greatly to be feared on both economic and equity grounds. Perhaps it would not come in the form
of additional income taxes, but as sales or consumption taxes. What
other source of additional revenue offers so much? Or so little,
depending on your economic views. Indeed, it is not difficult to
perceive that many persons supporting this plan have as their prime
objective the goal of weaning us away from our heavy reliance on the
income tax. The next step will be to substitute sales or consumption
taxes for the revenue lost in the income tax reduction. Already the
bastions of conservatism in our midst are beginning to cast aside
their accustomed anathema to deficit spending. They are doing this
because deficit spending is what is about to be created deliberately
and as a direct result of income tax reduction. After a few years of
huge deficits, the time will be ripe for shifting the burden onto the
shoulders of the low income groups in the form of new sales taxes.
In this connection consider an even more fearful implication
of the tax reduction proposals. Here we stand at a time of unparalleled economic well-being, taking the country as a whole. Yet, the
proposition which the President has laid before us is to reduce
income taxes across-the-board, top-to-bottom. For what objective?
To raise the production of private goods by $30 to $40 billion more
than we are producing today! Suppose tax reduction at this time
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could be relied upon to achieve that noble objective. Suppose we
succeed with this course. What are we going to do three, four, five
years from now, when the economy again shows signs of leveling out
at a growth rate of only 2.5 to 3 percent? Reduce taxes again?
The ideology of production may hold the promise of an even
greater affluence in private goods, but it hardly portends an era of
diminishing tax burdens. I will venture to predict that taxes will
continue to be with us. The only question is the same old question:
Who is going to pay the least tax?

