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than the rate on wages (the rate on both wages and capital income could be Tower
than the rate on land income, for the last is neutral and taps economic rent).

Professor Henry Simons and otheﬁjhave long noted that an increase in one's
wealth is income and that a neutral tax on capital gains would tax gains at the
time they accrue. Simons and the others then despaired of taxing unrealized
capital gains in practice. Note, however, that the property tax does take a
bite of unrealized capital gains each year, and it is easy to show mathe-
matically that a property tax in a perfect market is exactly a tax on unrealized
capital gains. The property tax also takes a bite of that other kind of Haig-
Simons income which the income tax misses, that is, imputed income of owner-
occupied residential and recreational property.

A nondistorting way to tax capital income therefore under the income tax
is to make it resemble as much as possible the property tax. Over at the
other extreme it is easy to show mathematically the necessary corollary that a
tax on realized capital gains has an effective rate which declines as the asset
is held longer.

Going back to Adam Smith, the quantity of labor which the favored slow-
turning capital sets in motion is much less than the same capital puts to work
when it is turning fast.

The solution implied by Theory B therefore is to make the income tax as
uniform as possible in its treatment of different kinds of capital. This is
not the place for technical details of a comprehensive tax base with inter-
temporal neutrality. There is a substantial literature by William Vickrey,

Joseph Pechman, Paul Samuelson, Richard Musgrave, Henry Simons, Robert Murray



3 to which I subscribe and to which I have added

Haig, Emil Sunley and others
a few foot-notes.4 Suffice it here that this line of reasoning does not
imply preferential treatment of capital gains but if anything the reverse.
Neither does it support revenue sharing which simply replaces the more neutral
property tax with the less neutral income tax.

Inflation has the effect of creating phantom taxable profits for capital.
We could perhaps in the name of neutrality justify lower nominal rates on
property income than Tabor income in order to compensate for the taxation of
phantom inflationary profits on property income. Unfortunately in practice this
argument is made most strenuously where it is least appropriate, that is on Tlong
term capital gains. The phantom profit realized on working capital is taxed
continuously from year to year as the phantom profits are realized. The phantom
profit on long terms gains on the other hand is not taxed until the capital
asset is sold. Thus the profit on year one is not taxed as it accrues but the
taxation is deferred, as with all capital gains. The effect of inflation
therefore is to increase the tax system's intertemporal bias in favor of slower

yielding capita].5

3

4 Mason Gaffney, "Tax-induced Slow Turnover of Capital," WESTERN ECONOMIC
JOURNAL, 5(4):308-23 September, 1967.)
---------- , "Tax-induced Slow Turnover of Capital," (unabridged), AMERICAN
JOURNAL OF ECONOMICS AND SOCIOLOGY, January, 1970 through January, 1971.

5

Mason Gaffney, "Toward Full Employment with Limited Land and Capital," in
Arthur Lynn, Jr. (ed.) PROPERTY TAXATION, LAND USE AND PUBLIC POLICY (Madison:

University of Wisconsin Press, 1976,) A pp. U
4§ {



If we do grant a lower nominal tax rate to capital income we should not do
the same for land income because there is no phantom income in rents. Neither
is the cause of full employment served by encouraging the substitution of land
for capital or labor.

And if we adjust taxes to compensate for phantom profits, we should also do
something for phantom salaries caused by withholding. Income taxes are based on
a mythical gross salary before withholding of income taxes, FICA, FUTA, involun-
tary pension exactions, and perhaps other items. this puts a large added tax
burden on payrolls compared to sheltered property income.6

THEORY A: CAPITAL SHORTAGE AS A SIMPLE QUANTITATIVE PROBLEM

Part of Theory A must be the implication that capital is always complemen-
tary to labor, whatever its use. Advocates generally do take this position.
There are two approaches, one which looks at the economy as horizontally
integrated, and the other which looks at it as vertically integrated. The first

6 In the present mood of tax reduction it is timely to consider this

reform. Let us base income taxes on disposable income, D, rather than, as
now, on gross income, G. If T=Tax, and t=tax rate, then under this method
T=t(G-T) from which follows

T= -T-é—f—G. Thus, for example, a tax rate of 100% on D is just

50% on G. This change would allay the existing bias against payrolls caused
by withholding against them while at the same time deferring the taxation of
wealth accruals until they are realized in cash. This would devalue many
basic tax loopholes for property income. At the same time, it would increase
after-tax work incentives by reducing the basic progressivity of the rate
structure. One easy way to implement would be simply to let people deduct
Federal tax payments from Federal tax base each year as they made out their
returns. The effects of this one simple change would be quite profound and
almost entirely for the better.




wound up by fabricating investment outlets to soak up oversaving. Keynesian
macroeconomics, in spite of its variatioq; elaborations, and intricacies, is
ultimately based on this old clock concept.

There are many troubles with this paradigm, such that it is now reaching a
crisis. It is based for one thing on the implicit assumption of declining
velocity or turnover of money, and pervasive deflationary pressures. It is
based for much of its impact on the trauma of the 1933 banking collapse which is
getting to be ancient history. Now we have had several decades of increasing
velocity and increasing money supplies.

The old paradigm is based on the idea that supply fails to create its own
demand. Today demand is not creating its own supply, thus creating inflation of
product prices. Incomes which are created today by paying people to produce
capital which will not be ready for consumption for 30 years are clearly infla-
tionary in the short run. In the long run they are inflationary because they
reduce the number of real transactions which any given money supply must finance.

In Keynes, one solution to oversaving is simply waste. However, to satisfy
the puritan prejudice we store up capital for the remote future as a more
culturally acceptable alternative to waste. Any sort of spending would be
equally good, but the promise of "pie in the sky in the sweet bye and bye" is
of fered as a sop to convince crusty Presbyterians to spend money. (Keynes was
evidently bitten by a Presbyterian at an impressionable age.)

Whatever we may think of Keynesian economics today, Theory A in its verti-
cally integrated approach is based on the Keynesian ethic that the sources of

capital are excessive and the solution is to hide away capital in forms that




will contribute as little as possible to the overproduction problem of the near
future. The checkmate for the followers of Theory A today is that this Keyne-
sian ethic flatly contradicts £+t a theory of capital shortage. It poses

an insoluble problem for those who would hold Theory A.

THEORY B: CAPITAL STRUCTURE AND JOBS

Theory B has it that capital may either complement labor or substitute for
it, and which kind of capital investors create depends on relative prices. Thus
the capital structure may adjust so that the existing supplies of capital and
labor will match each other. In addition to relative prices, however, the
capital structure is affected by institutional bias, including tax bias; and
such bias may interfere with the market's homing in on full employment.

We may approach Theory B first of all from the horizontally integrated
viewpoint. An investor who is contemplating substituting machinery for labor
observes that the machinery gets him an investment tax credit while the employ-
ment of labor costs him a payroll tax. The high minimum wage and generous
unemployment compensation keep wage rates from falling, and the combination
makes entrepreneurs substitute capital for labor. Similarily the deductability
of interest and property taxes, and the capital gains preferences, induce him to
substitute land for labor.

Replacement of persons by machines is the most dramatic example of substi-
tution, but probably not the most important. Some other kinds of substitution
are the substitution of capital- and resource-intensive materials for labor-
intensive materials. Processes as well as products are malleable. We can

substitute capital by building in more durability at the front end to reduce



if interest rates are low this pushes investors in to housing and other invest-
ments of long 1ife. High wage rates push them out of short investments 1like
textiles or vegetable farming, but have small relative effect on housing.

Using this approach, we allow for the fact that labor produces capital, and
investment creates jobs. But the capital in housing only creates jobs once
every twenty years or so on the average (assuming it is half recovered and
reinvested after twenty years). Let's compare this with a farmer's investment
in growing carrots. The farmer recovers and reinvests his capital at least once
a year (and maybe more often because he won't let it sit idle during the off
season). Carrots are to be compared to Adam Smith's capital in the "home trade"
making twelve operations while the same capital in foreign trade makes only one.
Foreign trade here is comparable to housing. In a word a given sum of capital
keeps more people busy over the years if it turns over faster. Each reinvest-
ment creates a new payroll.

But at the same time each year's output of carrots feeds the brutes. The
house to be sure also shelters them but the value of its service flow is only
interest on the value plus a small recovery of principal. The value of the
carrots is interest on the capital plus the whole principal.

It is common for users of Theory A adveeates to justify tax shelters for
housing (or municipal bonds or 0il exploration or other capital-intensive
investing) by pointing to the jobs created. But all this capital is switched
away from other investing, like growing carrots. The true comparison is not
between something and nothing but between capital intensive and Tabor intensive

investing. The comparison has to be made over the whole life cycle of the



slower-Tapital, wherevjn the fast capital, as Adam Smith said, may make 12

operations while the slow capital makes but one.9

But are the carrots an efficient use of capital? The margin of profit is
much less. Here we hark back to another paragon of the Age of Reason, Benjamin
Franklin, who told us that "little and often makes much." It is not just the
margin of profit that makes capital efficient, it is margin times turnover.
This has been one of the leading principles of rational business management at
least since Alfred Sloan reorganized General Motors in the 1920's with some

advice from Donaldson Brown who came in from Dupont to help straighten out the
\~‘ .!'
cash flow crisis created by the over-expansive Mr. Durant. Sloan and Brown took

great pains to require each division to earn a minimum return on capital. The

return was defined as margin times turnover divided by capital.10

Elementary as this may sound, (and oversimplified besides), it played a
leading role in the rational management of that enormously successful mass of

capital at General Motors. And it is not so elementary that we can assume it to

9 It follows that in any one year, in a balanced economy where retirements

are matched by new investments, a given capital in (things like) carrots
generates a regular flow of gross investment 12 times greater than an equal
capital invested in (things like) trees of 12-year life, (including any other
capital whose average recovery period is 12 years.) The reasoning by which
this follows is analogous to that by which one "stacks" the echo effects of
the Keynesian horizontal multiplier into the vertical or simultaneous multi-
plier. inte—the—verticat-or-simuttaneous muttiptier. Such stacking gives
another true comparison of the employment effects of switching investment
from fast capital to slow.

19 Thomas J. McNichols, EXECUTIVE POLICY AND STRATEGIC PLANNING, (New York:

McGraw-Hi11 Book Company, 1977) p. 44.



The great illusion of macroeconomic policy is that the way to make work for
labor is to make work for capital by making capital cheap. This is Theory A.
Some of its manifestations are the following: the investment tax credit, with
sliding scale to avoid giving preference to fast turnaround investments; the 20%
additional first-year depreciation for capital with life over 6 years; preferen-
tial treatment of long-term capital gains; property tax relief in the guise of
revenue sharing financed by increasing state and federal "income" taxes which
hit payrolls harder than property income; guaranteeing loans to pump cheap
capital into housing and many other capital-intensive products; direct invest-
ment by government force-feeding capital into highways, public works and so on;
non-taxation of state and local bonds, making cheap capital available to state
~and local governments; accelerated depreciation granted to F;;:é{tépita1;ll
multiple depreciation of buildings; expensing of certain durable investments;
and underpricing energy in lieu of taxation (the last point fits the bias
because energy complements capital, substitutes for labor and is capital-inten-
sive to produce).

Where the objective is really to make jobs, Theory A policies are self-

defeating. An unrecognized self-defeating policy is most dangerous, because its

failure is taken as a sign that more is needed.

SUMMARY
The relationships of capital, turnover and employment were particularly

well worked out by Knut Wicksell, the "Swedish Austrian". Adam Smith and John

11

The combination of I.T.C., accelerated depreciation, and the 20% addi-
tional first year depreciation let one write off slow-tufiing Capital nearly
as fast as quick capital, and sometimes faster. r




Stuart Mill are quotable but often self-contradictory, while Wicksell had the
mathematical mind and tools to get the whole act together. (What he evidently
lacked was the discrimination to lean harder on this discovery than less impor-
tant interests)a problem that may be endemic to mathematicians.)

Wicksell showed that the "wages fund"--today we would call it "income
creating spending"--depends on how capital is used and specifically on how fast
it turns over. It is only the part of capital as he said "set free"--i.e.
recovered --each year that can hire 1abor.]2

One firm can invest in excess of depreciation by tapping others. The whole
economy cannot, except by new saving. It is a closed system. For a whole
economy to increase the capital "set free" each year it must increase turnover.
Turnover delivers goods to hold down prices at the same time that it gives
business free capital to invest in payrolls. Full employment and price stabi-
lity are the joint products of an optimal rate of turnover.

To this end the needed policies are lower taxes on labor, higher taxes on
land, and intertemporal uniformity in the taxation of capital. The shortfall is
not so much of the stock of capital, but of the flow of income-creating, job-

creating investment and reinvestment of capital. To remedy this, simply make it

cheaper to use labor, and dearer to hold torpid capital and inert land.

12 ynut Wicksell, LECTURES ON POLITICAL ECONOMY, Trans. E. Classen (New

York: The Macmillan Company, 1938), pp. 194-96.
---------- VALUE, CAPITAL AND RENT, Trans. S. H. Frowein (London: G. Allen
and Irwin, 1954), pp. 127, 160.
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The same theme is developed by David Klemperer,

In the present mood of tax reduction it is timely to consider
this reform. Let us base income taxes on disposable income, D,
rather than, as now, on gross income, G. If T=Tax, and

t=tax rate, then under this method T=t(G-T) from which follows

T=-—T—%—€ G . Thus, for example, a tax rate of 100% on D is just

50% on G. This change would allay the existing bias against payrolls

caused by withholding against them while at the same time deferring

the taxation of wealth accruals until they are realized in cash.

This would devalue many basic tax loopholes for property income.

At the same time, it would increase after-tax work incentives by

reducing the basic progressivity of the rate structure.One easy

way to implement would be simply to let people deduct Federal tax

payments from Federal tax/each year as they made out their returns.
base

The effects of this one simple change would be quite profound and

almost entirely for the better.
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"TAXES, CAPITAL AND JOBS"

by
Mason Gaffney

A , i 12 '
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We hear alot these days about the need for more cap1ta1 to make jobs. Some

e W ::':z AJ/WI
of what we hear and read +e~ﬁhuio¢sky 4u>1ﬁn4ro+—a—een%¢é§¢a§-bu%
..é&gggzé?Zampe+gn for more preferent1a] tax treatment of ézggﬁrty—ﬁneeme. Yet

diseetunting—fer—that; there is st a case #e=be argued by sincere and public-

d

It had better be a wery good case, because it goes far tc{%’estroying the -.ei"i':aMrm,

minded people on objective grounds which we must take seriously.

Lv;tgy other cas€<)£ke—éagbon which the American public has bought the income tax
concept. Preferential income tax treatment of property income cuts off the top
brackets of income receivers from tax h’abﬂit)) especially when we feeus—en
exempt#mg capital gains. Preferential treatment exempts or favors the unearned
increment to land values, especially again when we -foecus—on favor#ne capital
gains. The thrust of proposals being seriously advanced today is to convert the
income tax into simply another payroll tax, socializing a large sha(e of person-
@i] effort while eliminating the public equity in the-ﬁ%ggééﬁgzgﬁ?@zgwgf the
nation.

Preferential tax treatment for propertxﬂdestroys the neutrality or uni-
formity argument for income taxation. It encourages substituting capitql and
land for labor. It forces higher rates on personal effort)thus ¥£n4m4$3:% the
incentive to work while maximizing the incentive to lobby in legislatures and

the Congress for public works and other federal outlays which create unearned

increments to land values.



Are these hardships necessary in order to S

<apttat?™ This paper outlines an alternative thesis that the use of capital

rather than the simple quantity of capital is the key to full employment; and

that tax preferences for property income bias : el —i—EFe—Wrong =
MW%&T&M@W% Wi Wm;r u,wm& W“’( fo m/zbfpéa

THE USE OF CAPITAL VERSUS THE QUANTITY OF CAPITAL
Adam Smith saw our idea very clearly, as follows: "the number of...

laborers is...in proportion to the quantity of capital stock which is employed

in setting them to work, and to the particular way in which it is so employed." tﬁf““““uu)
"The quantity of labor which equal capitals are capable of putting in
motion, varies extremely according to their employment." ..."A capital employed
in the home trade will sometimes make 12 operations, or be sent out and returned
12 times, before a capital employed in the foreign trade...has made one." (:>
Adam Smith is here evidently referring to capital as stock in tradehfgr
generating emp]oyment)f1xed capital frozen in buildings or turnpikes was so
sterile as hardly to be worth mentioning. John Sté&art Mill makes this even
more graphic by distinguishing between fixed and circulating capital. "Capital
..in unsold goods does not set in motion any industry. (Thus) Capﬂjal may be
so employed as not to support laborers, being fixed in machinery, buildings,...
locked up in the form useless for the support of labor.
..Suppose half (ongg capital) Sffects a permanent improvement. ...He will
employ next...year only half the number of laborers."
That is he doesn't get his money back from the permanent improvement next
year and therefore has nothing to spend on another payroll. A modern economist

might object that the money could be printed by a friendly central bank, but




John Stékart Mill might very correctly answer that this printed money would not
deliver any final goods to consumers and‘therefore only drive up prices, -sefe-
.ihéﬁg_gg had not learned to afhept:nig%h{:e same facility as we have today, or
to regardigs anything but a fraud.

Assuming if you will that Smith and Mill make sense,a capital shortage has
two causes and therefore two solutions. The cause we hear most about--lets call
it Theory A--is a simple shorE/fa]] in quantity. The solution obviously is
to get more. Th% proposed method is to exempt the income of capital from
taxation)and incédent]y shift taxes to wages and salaries and other rewards of
personal effort.

This method wastefully gives away much more than is needed to accomplish
its goals. It exempts land income as I have already remarked, especially when
preferential treatment of capital gains is emphasized. (The investment tax
credit and accelerated depreciation for new construction are free of this.lQuf
criticism, ‘W“’WW)

This method in practice exempts capital overseas which really should be
called home if the purpose is to make jobs in our own country.

This method perpetuates and adds to structural distortions that misallocate
capital and tie it up in the form of labor substitutes in highly capital—inten-
sive industries and activities. Some examples of this are premature streets and
water supply systems financed by taﬁ(free municipal bonds. Ta%&§he1tered
exploration for oil and gas is another example. It ties up capital for decades
before recovery and it finally produces energy which is compls%entary to capital
in dode§tream uses. Yet another example is timber allowed to regenerate

naturally, i.e. without the effort of planting--which ties up land for 80 to 150

years under each crop with minimal application of labor.



Finally this method shifts the tax burden toié. Y. 5

employers to substitute capital for labor and causing many workers to prefer

thus causing

welfare, crime or the pursuit of charity and unearned income to productive
labor.

The second cause of a capital shortage--¥e$%=en++—4t_;heory B--is rela-
tively neglected, .
Theory B follows the lead of Adam Smith and John Stkﬁart Mill and looks at the
misuse and misallocation of the capital we already have. Misuse and misalloca-
tion have the same effect as increased demand and/or reduced supply. There is

aﬁot of fat in the capital structure)where capital is locked up in less produc-

tive uses to which {t_is attracted by tax shelters. "Fat" a]so.sug est; that
the capital 1s,§zzféf and combines Tless with 1abog thereby égﬂéﬁéédZﬁ§§ﬁ3§1%+e—-
g tirimg—to—fot e

The solution under_;heory B is to tax capital uniformly in neutral and
nondistorting ways. Not—only should different investments be taxeg at the same
effective rate,but the rate on property income in general should be no lower
than the rate on wages (the rate on both wages and capital income could be lower
than the rate on land income,for the last is neutral and taps economic rent).

Professor Henry Simons and other have Tong noted that an increase in one's
wealth is income and that a neutral tax on capital gains would tax gﬁgg?at the
time they accrue. Simons and the others then q;tpaired of taxing unrealized
capital gains in practice. Pt—4s—+ntETEstTng—and—s4gné$4eﬁﬁ%—%o_ggte,however,
that the property tax does take the a bite of unrealized capitaI‘;ains each

year, and it is easi?& to show mathematically that a property tax in a perfect

market is exactly a tax on unrealized capital gains. The property tax also




[}
Hady—
takes a bite of that—ether—cind—ef_property<ineome that other kind of

Simons income which the income tax misses)that is)imputed income of owner—
occupied residential and recreational property.

A nondistorting way to tax capital income therefore under the income tax
is to make it resemble as much as possible the property tax. Ovey, at the
other extreme it is easy to show mathematical]xﬂthat a tax oé’:g:??/ d capital
gains has an effective rate which declines as the asset is held longer.

Going back to Adam Smith, the quantity of labor which the favored slow—
turning capital sets in motion is much less than the same capital puts to work
when it is turning fast.

The solution é£%1ied by Theory B therefore is to make the income tax as
uniform as possible in its treatment of different kinds of capital. This is
not the place for technical details of a comprehensive tax base with i%?ggporal
neutrality. There is a substantial Titerature by William Vick%y, Joseph. E‘MJ /IAM'I/?

Peé&?ﬁn, Paul Samuelson, Richard Musgrave, Henry Simons, Robert Murray Hig{vend

otherg:gg which I subscribe #e—whieh==swbscribe and to which I have added a fewﬂértk
| notes@Suffice it here that‘ this line of reasoning does not imply preferential
treatment of capital gains but if anything the reverse. Neither does it support
revenue sharing which simply replaces the more neutral property tax with the
less neutral income tax. t@xa[lkr

Inflation has the effect of creating phantomﬂprofits for capital. We could

perhaps in the name of neutrality justify lower nominal rates on property income

a
th;n labor income in order to compensate for the taxation of phantom infla-

tionary profits on property income. Unfortunately in practice this argument is

made most strenuously where it is least appropriate)that is on long term capital
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gains. The phantom profit realized on working capital is taxed continuously
from year to year as the phantom profits are realized. The phantom profit on
long terms gains on the other hand is not taxed until the capital asset is l

sold, thus the profit on year one is not taxed as it accrues but the taxation is

deferred as with all capital gains. The effect of inflation therefore is to

) 1wt umporak o M _
increase the tax systems bias in favor of slower yielding capital.

A
If we do grant a Tower nominal tax rate to capital income we should not do
the same for land income because there is no phantom income in rents. Neither

is the cause of full employment served by encouraging the substitution of land

forcm;’zlj:i‘“i ttw/ﬁwﬁmﬁﬁﬁ/n‘ Cf" //f)

THEORY A: CAPITAL SHORTAGE AS A SIMPLE QUAN;@TIVE PROBLEM
Part of Theory A must be the implication that capital is always complﬁ%en-
tary to labor, whatever its use. Advocates generally do take this position.
There are two approaches, ke one which looks at the economy as horizontally

integrated and the other which Tooks at it as vertically integrated. The first

)

or horizontal apprifch is represented mathematically by the Cobb-Douglas Func-
MAch -
tion. In thisﬁfunction,as.is-ue&*—knewn7output equals a constant times the

product of labor and capitaljeach raised to a powerfusually less than one.
J

Differentiating output with respect to labor we get the marginal product“[
wa

Wen,
1 boq i t a constant times the quantity of capital and—d Jt
. ((ound olavi oled ‘} W« chf'kmmwa)@
by tity-of R EaehMagarn alsed-to an-e

the Cobb-Douglas approach therefore, more capital necessari]y 1ncreases not just

the average but the marginal product of Tabor as well.

Qg  r=c " e aar, B

df 1
IH -Cct--'%—— C )

whae Pz Product: LaLaw(ﬁwWM H = Humow,
ond K= Capital %




Implicit assumptions Tike this one are sneaky. Those who make them indeed
are often as unaware as anyone of what they are doing. Calling it a mathema-
tical function makes the implicit assumption easier to detect mathematically,but
the use of mathematics in general discussions,where 2% the listeners or
readers are not really following, anywey, makes it harder to detect in fact.

)

Once the implicit assumpt1ochompljmentarity is put across)then you may
rest your case on the law of diminishing returns.~ Alternatively you can take
engineering "requirements" as your approach and say that one job requires X
thousand dollars of capital. A third method is to buy the models of Professors
Harrod and Domag with fixed ratios of capital to output.

But this approach leaves unsatisf/ied many of the unconverted. Because
common observation tells us that much capital substitutes for labor and dis-
employgs workers. Sheep, cattle and timber are obvious examples. There is a
third factor of production--land. Sheep, cattle and timber have high "valence"
(to borrow a chemical term) for 1and, }@t a low valence for labor. They have
long historical records as theA%bpu1ators of the countryside,gq/'equally obvious
example is farm machinery, and farm machinery is ébyiousty on; species of a
large genus of machines that substitute for labor. In industrial plants we may
add automation and ;;Bernation. Some other examples are power generation and
distribution, which QEQVery capital-intensive; mineral extraction and refining,
which may be even more sq;and so on. Every local public finance officer knows
that some plants are much more capital—=intensive than other§,£é§i§g$8rtunately
ﬁ::ce stronger incentives to aftract the

A
TLWM_ ok
mere capital-intensive p]antsAané—e*eludeethe labor=intensive ones, aA44l,ot 1

Vid &6& o kAAiVV 1’h<, CL%QLUUMAcf ;

for national employment, localities




To meet these obvious objections to theory A in its horizontally integrated
form)the advocates turn to a second approach which is vertically integrated.

Farm machines may displace farm workers)but it is labor that produces the farm
Ke:

nist @n

—variation which stresses

machines. Turning this around we have the
not the labor producing capital)but the capitalist hiring workers by investing
in capital. Hereicapital—intensive projects are a boon because they are outlets
for investment which are needed to dispose of surplus savings and thus keep
money circulating. Ironically this approach is quite Marxian. In Marx the
economic universe is always tending to run down like an old clock and has to be

e . Kuneian
wound up by fabricating investment outlets to soak up over_saving.

., Vamekl :
macroeconomics, in spite of a3 1tskmany e?g%orat1onsland subtte intricacies, is

; )
.$§28x€¥%}4y based on this old clock concept.

There are many troubles with this paradi‘ﬂ such that it is now reaching a

)

crisis. It is based for one thing on the:g sum;%ion of declining velocity or
turnover of money,and pervasive deflationary pressures. It is based for much of
its impact on the trauma of the 1933 banking co]]aQPe which is getting to be
ancient history. Now we have had several decades of increasing velocity and

increasing money supplies.

The old paradﬁ%{ is based on the idea that supply fails to create its own
demand. Today -the=preblem—ev-identdy—ts—that demand is not creating its own

: _ o e .
supp]y)thus creating predust 1nf1at1on‘ Incomes which are created today by

paying people to produce capital which will not be ready for consumption for 30

years are clearly inflationary in the short run. 1In the long run they sheuwld-be ar.-

inflationary tee because they reduce the number of real transactions which any

given money supply must finance.



In :leone solution to ove{*/saving is simply waste, however, to satisfy

the puritankm% store up cap;i‘tal for the remote
future as a more culturally a;ceptab]e alternative to pure waste. Any sort of
spending would be equally good)but the promise of "pie in the sky in the sweet
byeand byzﬂis offered as a s[op to convince crusty Presbyterians to spend money

(K gnes was ev1dent1y bitten by a Presbyterian at an impressionable age)

Whatever we may think of Kgiesian economics todax)Theory A in its verti-
cally integrated approach is evidentdy based on the K%ﬁesian ethic that the
sources of capital are excessive and the solution is to hidﬁéway capital in
forms that will contribute as 1itt1e as possible to the overproduction problem
of the near future for the followers of Theory A today is

K # ﬁ Cowlnada ots .
that this eth1c a theory of capital shortage. It poses aa-

antarge—set—of inso]uﬂb]e prob]em4 for those who

' A.
would kggg4¥e i

water.

AND

THEORY B: CAPITAL STRUCTURE <% JOBS
Theory B has it that capital may either comp]?hent labor or substitute for
1t,and which kind of capital investors create depends on re]at1ve pr1ces’_bus
the capital structure may adjust so that the existing supp[{s of capital and

labor will match each other. In addition to relative prices howeve§ the capital

)
structure is affected by institutional bias)including tax bias? and such bias
)
may interfewith the markets homing in on full employment.
We may approach Theory B first of all from the horizontally integrated

viewpoint. An investor who is contemplating substituting machinery for labor



G

‘afamatic example of substitution

other kinds of substitution are the substitutjon»édL4abQr-4n%ep9$waqnatef4e4q=€;§'
Low dibw - mtomatte pnatrnadn,

observes that the machinery gets him an investment tax credit while the employ-
ment of labor costs him a payroll tax. The high minimum wage and generous
unemployment compensation keeqﬂ wage rates from fa]]ing)and the combination
makes entrepreneurs substitute capital for labor. Similarily the deductability
of interest and property taxes,and the capital gains preferences)induce him to

substitute land for Tlabor. SRep]acement of persons by machines is the most

)but probably not the most important. Some

(1
oé =for capital”and resource=intensive materia]sﬂ Processes as well as products

are infimitety malleable. We can substitute & capital by building in more
durability at the front end to reduce maintenance and repair later. We can
adapt to variability of demand by having excess capacity on standby in prefer-
ence to utilizing more labor. We can shift the stage of production at which
value is added, as for example letting timber add more value on the stump so that
1essA1s‘required in the mills. We can substitute land for labor by using fewer
men per acre on farms and shifting to less 1abor{%ous kinds of crops. The
possibilities are limited only by the imagination and the observation of actual
practice.

Critics of Theory B might now say, gh-ha! Capital "locked-up" in power
plants and hydro-electric dams and prema%ure highways and excess capacity

represents investment opportunities,exactly what Dr. Kgghes ordered. Investment

)
a
is what draws money out of hegds, keeps it circulating, and keeps the big clock
from running down.
In answering this Theory B gets really interesting and I think terribly

useful, giving important insight into where modern macroeconomics has gone



wrong. Austrian economics has long anticipated this objection,whether adver-
tently or not, by looking at factor proportions in a vertically integrated
sc@eme. When we look at the re]ations of capital and labor in sequence instead
of;%araﬂe]) the capital content of value-added depends on how long capital
is tied up before its recovery.

For example if we finance a house over thirty years we pay twice as much in
interest as in principal. The service flow over life is highly capital-inten-
sive because 2/3 of the payments go as interest to pay for the use of capital.

Production of houses accordingly is very sensitive to the cost of capital,

as we know. It is gqudbe—dmsensitive to wage rates,so observation has it that if

A

interest rates are low and—wage—ra%ee—are—h#gh this pushes investors iqz;ousing
and other investments of long life. W/\ f’ZwWL M{WW«L’W
Achs focti A o MwuaWM ch L\meuwd( S}

Using this approach’we- allowgd for the fact tha 1abor produce
capita],and investment creates jobs. But the capital in housing only creates
jobs .@ady once every twenty years or so on the average (assuming it is half
recovered and reinvested after twenty years). Let’s compare this with a farmerg
investment in growing carrots. The farmer recovers and reinvests his capital at
least once a year (and maybe more often because he won't let i;;sit idle during
the off season). Carrots are to be compared to Adam Smith's capital in the
"home trade" making twelve operations while the same capital in foreign trade
makes only one. Foreign trade here is comparable to housing. In a word,a given
sum of capital keeps more people busy over the years if it turns over faster.

em——

Each reinvestment creates a new payro]] \But at the same time each year's output

of carrots feeds the brutes The house to be sure also shelters them but the

value of its service flow is only interest on the value plus a small recovery of



principﬁéﬁ' The value of the carrots is interest on the capital plus the whole

principl¥.’

WA
i MU i n
municipal bonds or o0il exp]orationi or other capital~intensive operat%gggby

|
1
It is common fOﬁﬂTheo y A advecates to justify tax shelters for housingfor

A

~u5es)11ke growing carrots. The true comparison is not between something and

westy
nothing but between capital-intensive and labor-intensive éﬁgg;af;égﬁitada The

comparison has to be made over the whole life cycle of the slower capital whereﬂﬂ

A )
the fast capital’as Adam Smith saiquake[ 12 operations while the slow capital

makes but one. <i:>

But are the carrots an efficient use of capital? The margin of profit is

A teho ; :
pointing to the jobs created. But all this capital is-pu44ed away from other:nw%4£Z%F/

much less. Here we #may hark back to another paragon £ﬂ£m the age of_;eason,

Benjamin Frank]in)who told us that "1little and often makes much." It is not
just the margin of profit that makes capital efficient)it is margin times
turnover. This has been one of the leading principles of rational business
management at least since Alfred Sloan reorganized General Motors in the 1920's
with some advice from Donaldson Brown who came in from Dupont to help straighten

out the cash flow crisis created by the over-expansive Mr. Durant. Sloan and
(A

Brown took great_pains to atHeecate—capitat-equg-marginatty—among—the divisienss—
& dwision % s . €
requiring eachAene to earn a minimum return on capital. The return was def19@

as margin times turnover divided by capits .g Elementary as this may sound,j!-(aAmd Vi -
—--zzzifxqg44 hsda ), £ 7 ,
A-pla ed‘a leading role in the rational management of that emermous=and enormously

successful mass of capita&bat General Motors, and it is not so elementary that
we can assume kot i{'is incorporated in the management of the nations capital

as influenced by its tax system. M7Z{/ fﬁbk,{?dizaw/ il o rd&, MGWQvﬁg_/bvd”07¢CZ
“'Mw‘yf W/tl’\M;lF thf VMM/{/J‘: M/(btam Wﬂ‘ Euwmesvan, a



When a manager considers turnover in addition to profit margin this pushes
his capital into faster turning forms. These have smaller profits but there are
more of them. So the use of capital is just as efficient.

Al what is the difference? A given cap1ta]AempToys mueh more labor and

A

n
produces a—mueh—4asge# output for consumers. It sets in motion)as Adam Smith

would have said)more workers; and itf sets them in motion productively so their

employment does not simply generate inflation.

Hndluu,tuulvrz
capital like carrots and none into fixed capital 1ikgdp1ant and equipment.

I would not recommend that all our investments skewdd go into working
There is an equilibrating market mechanism that finds an optimal balance. If
capital is scarce and labor surplus, this should lead to higher interest rates
and lower wage rates which drawg investment into working capita],and away from

W
fixed capital, until the‘va]ence“of capital for labor shall have risen)soaking up

/
the surplus Tlabor.

The problem is that this equilibrating mechanism is jammed by institutional
biases. Minimum wage laws, union pressures and welfare as an alternative keep
labor from becoming cheaper. Conservatives may app]aqié’that statement)but are
they consistent enough then also to note that payroll taxes, including most of
the income tax and pension fund contributions based on payroll)have exaedhy the
same effect?

At—any—rate_th the greatﬁf illusion of macroeconomic policy is that the way to

A
make work for 1abor is to make work for cap1ta1/§%mm~e-fmeﬁen-

This is Theory A, some of its

Lo adLmentT—t
manifestations are the following: the investment tax credit, eemptete with

sliding scale to avoid giving amy—greater preference to the-mere—aber—intensive-




7

fast turchround investments;ﬁpreferential treatment oﬁkcapital gains; compete=-
wtth—simtar—stHiding—seates property tax relief in the guise of revenue sharing
hit :
f1nanced by increasing state and federal "income" taxes which asemaindy payrolls Aduﬁy\
fM»aoyg%nn.wﬂua
$aues, arahteeing Aoans to pump cheap capital into housing and many other

\
capital—=intensive products; direct investment by government ghwaf% % 11c
works and so on; non-taxation of state and local bonds, making wee§ cheap

capital available to state gnd local governments; accelerated depreciation
# bra ldmgs
granted to fixed capital; multiple depreciation expens1ﬁg of certain durable
investments; and underpricing energy,(in lieu of taxation}y the last point fits
the bias because energy complements capital, substitutes for labor and is
capital-intensive to produce.)
nd

Where the objective is really to-bbe job§ Theory A policies are self-

defeatinghégy{ unrecognized self-defeating policy is & most dangerous}concepi__

#maginable because its failure is taken as a sign that more is needed.

SUMMARY

The relationships of capital, turnover and employment were particularly

well worked out by Kéhutg wicgsell)the'SwedishﬁAustrian:‘ Adam Smith and John
Stéﬁart Mill are quotable but often se]f-contradictory;whi]e Wicksell had the

mathematical mind and tools to get the whole act togethery (&hat he evidently
v

1eck$&was the discrimination to lean harder on this d1scovery4
.gzﬁéﬁgégéb+es—te—4%, a problem that may be 7hdemic ﬁﬁih/ﬂ%thematicians:)

Wicksell showed that the "wages fund"--today we would call it "income —
creating spending"--depends on how capital is used and specifically on how fast
it turns over. It is only the part of capita]aﬁe said "set free"--i.e. recovered

[}
--each year that can hire labor.
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One firm can invest in excess of depreciation by tapping others. The whole
economy cannot'except by new saving. It is a closed system. For a whole
economy to increase the capital "set free" each year it must increase turqagver.
TurQ’pver delivers goods to hold down prices at the same time that it gives
business free capital to invest in payrolls. Full employment and price[ stabi-

lity are the joint products of an optimal rate of tuerpver.

To this end the needed policies are lower taxes on labor, higher taxes on

infirlew
]and)anq(un1form1 y 1n the taxat1on of capital, at_a-&ate-ne—4?wer—thunfthab—
4 ‘»/“ of
- oo /"‘ / :
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6 6A In the present mood of tax reduction it is timely to consider i
this reform. Let us base income taxes on disposable income, D,
rather than, as now, on gross income, G. If T=Tax, and
t=tax rate, then under this method T=t (G-T) from which follows

T= G . Thus, for example, a tax rate of 100%Z on D is just

E

1.+t
50% on G. This change would allay the existing bias against payrolls
caused by withholding against them while at the same time deferring
the taxation of wealth accruals until they are realized in cash.
This would devalue many basic tax loopholes for property income.
At the same time, it would increase after-tax work incentives by
reducing the basic progressivity of the rate structure.One easy
way to implement would be simply to let people deduct Federal tax
payments from Federal tax/each year as they made out their returns.

base

The effects of this one simple change would be quite profound and
almost entirely for the better.
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Small Business
Report

Employers to get socked with
comp. premlum hike

workers’

Your costs to insure your
employees could take another
big hike next year, depending
on what you do today! Write
and urge your legislators to
oppose SB 375 (Greene)
unless important
amendments are made.

SB 375 inits present form
could cost you as much as 13
percent more for workers’
compensation insurance. For
example, if you now pay $200
per year per employee, SB 375
would increase that premium to
$226 per employee. For a small
firm with 10 employees, that is
anincrease of $260 a year.
Premiums may be higher as
determined by the type of
business.

SB 375 would increase the
injured worker’'s maximum
disability benefit from $154 to
$280 per week (this is a
disincentive for anyone to go
back to work) and the death
benefit from $55,000 to
$200,000. It would create a new
layer of bureaucracy. The bill
fails to deal with excessively
liberal awards which make
California’s law the most liberal
in the nation.

Employers recognize that
temporary disability and death
benefits have not changed
since 1977 and the permanent
disability benefit was last
changed in 1972. Although
some increase is justified to
keep pace with costs, the
California Legislature, since
1975, has increased benefits
four times and has refused to do
anything about costly abuses in
the program.

Business is
working for at
least four
important
amendments:

1) Tighten the workers’
compensation law (Labor Code
Section 3202) which now is an
open door for super-liberal
interpretation by courts and the
Workers’ Compensation
Appeals Board. (Costly awards
for injuries not in the course of
employment, rewarding
employees for their own
negligence, benefits for injuries
and conditions which existed
before the employee was hired
are commonplace.)

2) Hold the line on benefits or
reduce what is proposed. Any
increase should be phased in
over a two-year period to
alleviate any increases to you
the employer.

3) Decrease the proposed
death benefit (the bill now calls
for a 264 percent increase!),
and limit the amount of a cash
settlement.

4) Change the provision that
creates an administrative
bureau to make certain it results
in reduced litigation. (As written,
we believe the provision will not
cut legal costs, is
unconstitutional, and limits your
right of due process.)

We are in favor of
protecting the injured
employee, but there must be
equal protection for the
employer.

Max Seabaugh

T

The Target

Introducing at the Carnival —
Costs!

Before this bill is acceptable it
must tighten the rules that allow
the injured worker to qualify for
workers’ compensation
benefits. The legislature must
recognize its responsibility to

Higher Workers’ Compensation

you. While the legislature has
the right to increase benefits, it
also has the duty to protect you,
the employer who pays for the
benefits.

Continued on back page




To know us is
to trust us

A recent readership study of the
Small Business Report
revealed one bit of shocking
news. Some Chamber
members did not know where
this report came from or who
was writing it. In a word, some
small business readers didn't
trust what they read, therefore
they were afraid to write their
legislators.

Because we've all been
burned by hucksters, it is easy
to become trapped by
skepticism. Itis “easier” to do
nothing, than take a chance that
what we do is harmful or wrong.
Unfortunately, given the current
legislative climate in California,

Workers’ comp

Continued from front page

Action needed

What you can and must do
to protect yourself: Write to one
or more members of the
Assembly Finance, Insurance
and Commerce Committee.
Urge them to oppose SB 375
unless these vital amendments
are made. They are: Alister
McAlister (chairman), Bruce
Young (vice chairman and
chairman of the Workers’
Compensation Subcommittee),
Art Agnos, Tom Bane, Paul
Bannai, Douglas Bosco, Victor
Calvo, Jim Ellis, Richard
Hayden, Ross Johnson, William
Lancaster, Bruce Nestande,
Louis Papan, Richard
Robinson, Mike Roos and Frank
Vicencia

Also write to members of the
Senate Industrial Relations
Committee. They are: Bill
Greene (chairman), John
Schmitz (vice chairman), Ray
Johnson, Joseph Montoya, Alan
Robbins, Newton Russell, and
Alan Sieroty. The address for
both committees is: State
Capitol, Sacramento, CA
95814.

doing nothing is the most
harmful thing small business as
a community can do to itself.

Bad legislators thrive on —
and good legislators are
frustrated by — constituent
silence and apathy.

This report is the result of
work done by 10 California
Chamber of Commerce
legislative advocates. They look
at proposed laws to see how
those bills will affect your
business — both in the short
and long run. When we see one
that will hurt your business (like

SB 375 without amendments)
we try to stop it before it
becomes law. If it will help you,
we lobby to get it passed.

The Small Business Report
is distributed by 196 chambers
of commerce in California, so
you probably got the one you're
reading from your local
chamber.

It's our job to find out what's
happening to you legislatively
and to tell you about it. It's up to
you to help yourself by writing
to your legislator.

We've won three victories for

small business in as many
months.

With your support, our deeds
will speak louder than our
words. Know us and judge us by
our deeds; we know trust will
come in time.

Dick Rush
Director, Small Business

Small Business Reportis a
monthly supplement to the
California Chamber of
Commerce Alert. June 20,
1980.

Senators Roberti and Presley meet with Small
Busmess Task Force call for unlty and support

Crime-fighting Senator
Robert Presley, left, is
welcomed by Clay McGowan,
chairman of the California
Chamber Small Business
Task Force at the May 29
meeting. Presley called for
small business support to
pass three bills dealing with
shoplifting, public safety bail,
and sale of drug
paraphernalia through the
Assembly Criminal Justice
Committee.

Senator Roberti advised, “If
you wish to have a positive
impact on your future as
small entrepreneurs, you
must stay active in the
legislative process.”
Represented were: White
House Conference Delegates,
task force members, and
Senate Select Committee on
Small Business Advisory
Board members. Roberti,
chairman of the Senate Select
Committee, has been named
small business lawyer
advocate of the year by the
U.S. Small Business
Administration.




