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@;aphal Theory, Europe, and the VAT

Mason Gaffney, January 2013

Introduction

In August, 2011, S&P lowered the credit rating of the U.S. Treasury. We held our breath,
thinking this might be the tipping point before a flight from the dollar. Our Congress,
deadlocked, quarrelsome and dysfunctional, seemed to deserve it. And yet mobile international
capital saw something, spited S&P, and stayed with U.S.A. Treasury securities. It seems that we
must be doing something right, or at least less wrong than other nations. I would not breastbeat
about “American Exceptionalism”. I deplore our nation’s faults, and failure to face them and
reform them. I deplore it when some primitives call it unpatriotic to spotlight our faults: how
else can we see and cure them? At the same time it is foolish to preach that we must emulate
Europe, when Europe is sliding downhill faster than we, and floundering as it slides.

I build a thesis around a simple, if partial answer: the U.S.A. is the only major nation
lacking a national-level sales tax (or VAT or GST). At the same time we raise a higher fraction
of our combined national, state and local revenues from taxes on property, and income from

‘property, and from bequests of property. The fraction is not just a little higher, but plain to see
even without the microscopes of modern theory and econometrics. These myopic tools, indeed,
often divert analysts into straining at gnats while they "swallow a camel". True, our fraction of
revenues raised from property has been trending downwards for half a century, but even so 1s
still many times higher than in Europe, or in most nations of the world.

A major talking point among corporate spokesmen is to contrast the U.S. nominal

corporate tax rate with those of other nations, which have recently become lower. Therefore,



they say, we must lower ours, to make us "competitive" (today's buzzword). They give the
impression that the income tax base is GROSS income. [ will show below that any income tax,
personal or corporate, is less depressive, and has less excess burden, than any sales or excise tax
or VAT, however "general". That is partly because labor costs are de(iuctible from taxable
income. In addition, earlier economists like Musgrave and Domar and Commons and many
others long ago showed that deducting capital outlays may lower the effective income tax rate on
investing in new capital goods, often to zero and even below. As Turgot wrote, even longer ago,
investing is “the beneficial and fruitful circulation that animates all the work of society, ...” .

It is true that nominal corporate income-tax rates in the U.S.A. have moved recently to
the #1 rank among major OPEC nations. That is not, however, because our rates have risen;
rather, others have fallen. Italy's rate, for example, has dropped from 52% in 1962 to 27% in
2012, a huge fall of 48% [(52-27)/52 = 48], while Italy replaced the revenues by raising its VAT.
If Italy had prospered, it might prove the point urged by corporate lobbyists. However the well-
known fact is that Italy has fallen to beggar status in the EU. It is the biggest beggar among the
failing "PIIGS" nations'. This is the more remarkable considering that European VATs generally
are of the "consumption type" that lets one expense investments.

Today, U.S. economists and pols of left and right are moving toward a pessimal
consensus that lowering tax rates on business and rentier incomes is acceptable so long as
Congress also closes "loopholes”. Hardly anyone says what loopholes, hiding the vital truth that

many loopholes, like fast writeoff and expensing of investing in creating new capital goods —

O PIIGS = Portugal, Ireland, Italy, Greece, and Spain. While these are mostly Mediterranean, we will see

that many Baltic and central continental nations are nearly as troubled.



genuinely "income-creating" spending — are exactly what have made high rates of income
taxation tolerable, and compatible with high rates of investing during the mid-20th Century.

Europe generally uses the "consumption-type VAT", meaning that capital outlays are
expensible. This may have the effect of exempting the income of capital from the tax, although
it is hard to find a comprehensible definition of "capital”, and if it iﬁcludes land it is extremely
discriminatory, and in any case favors more durable over less durable capital, and fixed over
circulating capital. This, which should be a major issue, is untouched, to my knowledge, in the
literature.

James Buchanan has enjoyed great success with his new school of "Public Choice",
appearing in many texts as the trunk of a new, alternative economics. One of its tenets, turning
previous thinking upside down, is that the best tax is one with the most excess burden. That is
because the excess burden will dissuade voters from supporting any taxes at all, and thus shrink
government down to where it can be "drowned in a bathtub”, in Grover Norquist's metaphor.
Many deeply-funded new thinktanks undergird dozens of well-paid economists who preach on
the same text. Europe's recent history seems to refute Buchanan's thesis. Europe's welfare
states, or most of them, fast outgrow Norquist's little bathtubs, even though financed by growing
VATs with their excess burdens. VAT champions uphoid it because of what they see as its high
capacity to raise revenue, and yet Europe's revenues keep falling as its nations substitute VATs
more and more for narrower-based income taxes.

John Stuart Mill in 1848, citing an even earlier finding by John McCullough, showed that
a seemingly "general" sales tax would tax capital for turning over, and thus induce investors to
favor kinds of capital goods that turn over slowly. In Austrian terms, the tax induces investors to

lengthen the Austrian "period of production”, and thus distort the "structure of capital" in favor



of "high order" capital goods. In Austrian cycle theory, this is a cardinal sin of public policy.
Modern Austrian writers, however, almost to a man, blame the problem entirely on low interest
rates enabled by misguided central bankers. Something is missing there, and that something is
tax policy.

Here is Mill's proto-Austrian case against a general sales tax:
g g

[1]f there were a tax on all commodities, exactly proportioned to their
value, there would, ..... as Mr. M'Culloch has pointed out, be a 'disturbance' of
values,... owing to ... the different durability of the capital employed in different
occupations. ... in two different occupations ... if a greater proportion of one
than of the other is fixed capital, or if that fixed capital is more durable, there will
be a less consumption of capital in the year, and less will be required to replace it,
so that the profit, if absolutely the same, will form a greater proportion of the
annual returns. To derive from a capital of £1,000 a profit of £100, the one
producer may have to sell produce to the value of £1,100, the other only to the
value of £500. (i.e., where capital is less durable, you must sell more gross to get
the same net profit.)

If on these two branches of industry a tax be imposed ... the one
commodity must rise in price, or the other must fall, or both: commodities made
chiefly by immediate labor must rise in value, as compared with those which are
chiefly made by machinery.

(1848, Book V, Chapter IV, pp. 504-03).



How memorable is Mill's word "Disturbance", 150 years before Darth Vader in Star Wars
sensed a "Disturbance in The Force"! In Mill's and M'Culloch’s usage, "The Force” is value as
determined in a market before or without taxes based on gross sales.

What Mill means by "capital” is clear from his memorable saying, "Capital is kept in
existence from age to age not by' preservation but by continual reproduction”. Mill's "capital"
then obviously does not include land. Capital is not a specific concrete good, like a chair in the
furniture shop. Rather, it is a quantum of value that we can, and normally do, keep existing by
using the cash from sales to "meet the next payroll", as they say, to replace the chair. It needn't
be an identical chair, or any chair at all, for capital in this transition is totally fungible in form
and location.

Mill hid this light under a bushel, by offering just one example of a small difference,
arithmetic only. It was easy to overlook in passing, which is what later standard-brand
economists have done. Austrian-School writers, who should see Mill's point so clearly, have
mostly skirted tax policy. We should, rather, set this light in a tower on a hilltop as a beacon
sending its gleam across the wave to save the foundering ship of state. This paper therefore

returns to it later, as a prime example of the excess burden of any kind of sales tax, including
VAT.

Then there is The Ramsey Rule. Most standard textbooks and learned papers tell us that
a truly general retail sales tax, unlike an excise tax, is neutral as between one commodity and
another. A national tax is also neutral between locations, since it is the same in one region as
another. Those conditions are never approached in practice, but in the sales-tax canon that
merely means reformers should extend the reach of the tax, as the EU does with its push for tax

"harmonization" among member nations, meaning in practice that all should adopt a VAT. Sales-



taxers in the U.S.A. keep pushing for ways to override the Commerce Clause in the U.S.
Constitution and let each state tax imports from other states.

Thus, Buchanan and Flowers wrote "If the tax is uniformly imposed on the sale of all
commodities and services, there can be no real shifting of resources from taxed employments to
nontaxed employments. The shift in relative prices occasioned by the partial tax cannot occur
under a truly general sales tax" (1975, p. 399). Even Harry G. Brown, no fan of sales taxes,
wrote "if there is a tax on the production of all commodities and services ... there is no
advantage in leaving one taxed line for another line which is taxed to the same extent." (1939,
p.254). Earl Rolph and George Break commit to this view (p.117). So does Harold Somers (pp.
17, 26). Bernard Herber (p.254) and David Hyman (2005: 617-26) chime in cautiously. Charles
McLure, incautiously, damns "... the ridiculously unfair and distortionary de facto exemption of
interstate sales ..." (2005). Harold Somers' writes that a tax on gross sales is the same as a tax on
net income (p.27).

The Ramsey Rule says that sales tax rates, to be allocationally neutral, should not be
uniform at ail, but inversely proportional to elasticities of supply and demand. The writer has

addressed this issue elsewhere (2009, pp. 52-53 ), quoting A.C. Pigou (p.105):

If there is any commodity for which either the demand or the supply is absolutely
inelastic, the formula implies that the rate of tax imposed on every other
commaodity must be nil, i.e. that the whole of the revenue wanted must be raised

on that commodity.

Pigou's reasoning leads straight as a guided missile to levying taxes EXCLUSIVELY on
the value of land, because its supply is inelastic. Whether Pigou knew what he was saying we

may never know, for he was guarded and cautious and indirect and often obscure and coded, like



so many academics fearful of witch-hunters. He had reason to be concerned, since even today,
long after his death, some are trying to discredit his ideas by alleging he was a Soviet secret
agent. His Chapter XIV, "Taxes on the Public Value of Land", does favor such taxes, but is more

hedged.

Richard Musgrave avoids the issue by leaving Ramsey completely out of his classic
Theory of Public Finance. Many, indeed most modern academics square the circle by first citing
and then misquoting the Rule. They apply it only to demand elasticities, omitting supply
elasticities, even though these are the more important part of the original rule. Allyn Young
started this ball rolling in reviewing Pigou in 1929: "I shall assume that costs are constant. It will
be unnecessary, therefore, to take account of elasticity of supply as something apart from |
elasticity of demand” (Young, p.15). The notable exception is Joseph Stiglitz. Consistently,

Stiglitz often writes sympathetically of taxing land values (2010}).

Modern writers deplore the exemption of "services" from the sales tax base. These
writers and teachers refer in their contexts only to labor services, ignoring the service flows of
land or capital. This is not from ignorance: they know that the "service-flow" of an owner's
home has long been included in NIPA as a form of income, income consumed by the owner-
occupant as the real estate yields it. They just blank that out when it comes to taxing services to

the "final" consumer (Anderson, p.252).

Then there is the well-nourished doctrine that we should tax consumption in order to
exempt saving. The writer has refuted this elsewhere (Gaffney, 2009) and will not repeat the
arguments here. Basically they are that circulating capital is the life-blood of an economy, and

there are four major vampires draining it away. These are public debts, equity withdrawal from



appreciated lands, preferential tax treatment of imputed incomes from durable capital and lands,

and the corporation.

Excess Burdens from VAT

The idea keeps resurfacing that a sales tax is made neutral by virtue of being "general”.
Many great economists have refuted it, only to be inundated by floods of lesser voices in mass
textbooks.

Retail sales taxes, however "general” or universal in their apparent coverage, tax capital
for turning over. Turnover is measured by the sales/capital ratio, which is highly variable among
different firms, products, locations, stages of the cycle - and tax regimes, which economists
influence. Sales taxes depress it heavily. This is not a mindless grouch at all taxes, for we need
public revenues, and some taxes have positive effects. This is a rifle-shot at sales taxes, of which
VAT is one.

To repeat for emphasis, retail sales taxes, however "general" or universal in their apparent
coverage, tax capital for turning over. Turnover means replacement; and replacement sustains
demand for labor. Replacement does not just depend on sales, it anticipates them, and thereby
generates the consumer incomes that finance them: turnover is the autonomous variable that
takes the lead in the otherwise circular and now vicious circle of macro-economics in which
employers wait for consumers, while consumers wait for employers to hire them. Turnover is
measured by the sales/capital ratio, which is highly variable among different firms, products,
locations, stages of the cycle - and tax regimes, which economists influence.

Sales taxes depress turnover heavily, and thus shrink their own base. Arthur Laffer

discredited this idea by letting his patrons apply it to ALL kinds of taxes; Murray Rothbard



mistakenly applied it just to the property tax, the one major tax to which it does NOT apply
because it taxes capital and land for standing still, not for turning over. These errors should not
blind us to the truth in applying the idea to VAT and other sales taxes that "shoot anything that
moves". In the lingo of public finance, they are contingent on "taxable events".

Standard textbooks and learned papers tell us that a truly general retail sales tax, unlike
an excise tax, is neutral as between one commodity and another. A national tax is also neutral
between locations, since it is the same in one region as another. Those conditions are never
approached in practice, but in the sales-tax canon that merely means reformers should extend the
reach of the tax, as the EU does with its push for tax "harmonization" among member nations.

us, Buchanan and Flowers wrote "If the tax is uniformly imposed on the sale of all

commoditiesand services, there can be no real shifting of resources from taxed employments to
nontaxed employinents. The shift in relative prices occasioned by the partial tax cannot occur
under a truly general sales tax" (1975, p. 399). Even Harry G. Brown, no fan of sales taxes,
wrote "if there is a tax on the production of all commodities and services ... there is no
advantage in leaving one taxed line for another line which is taxed to the same extent.” (1939,
p.254). Earl Rolph and George Break ¢commit to this view (p.117). So does Harold Somers (pp.
17, 26). Bernard Herber (p.254) and David\dyman (2005 pp.617-26) chime in cautiously.
Charles McLure wrote that proponents (he being\one) expect VAT to “free the economy from
distortions resulting from present taxes. ... . “Neutrality is one of the chief advantages of the tax
on value-added.” He also damns "... the ridiculously unfainand distortionary de facto exemption

of interstate sales ..." (2005). Harold Somers' writes that a tax gn gross sales is the same as a tax

on net income (p.27). We return to this later, under "The Mill Effe
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All the above quotes refer only to taxes on simple "commodities", conceived and defined
and illustrated in the most simple-minded ways. The writer has compiled a long list of loopholes,
too simple and common to repeat here (Gaffney, xxxx). The greatest is the explicit exemption of
all sales involving real estate. State sales tax laws in the U.S.A. all specify sales of PERSONAL
property only, thus excluding from the start sales and rentals of homes, associated curtilages and
demesnes, recreational and scenic holdings, etc. Unearned increments (aka capital gains) from
most such lands are untaxed. Interest secured by mortgages is untaxed, and so on,

Capital proper, when affixed to land, becomes "real estate", hence exempt from sales
taxes (and, I presume, European VATS). The most durable forms of capital, the kinds that
Austrians believe are oversupplied, are affixed to land, hence exempt from VATSs.

Modern writers deplore the exemption of "services" from the sales tax base. These

writers and teachess refer in their contexts only to labor services, ignoring the service flows of

land or capital. This is ot from ignorance: they know that the "service-flow" of an owner's
home has long been includedn NIPA as a form of income, income consumed by the owner-
occupant as the real estate yields it\ They just blank that out when it comes to taxing services to

the "final" consumer (Anderson, p.252).

John Stuart Mill in 1848 looked deeper, in a proto-Austrian way, and pointed out a
systemic bias inherent in the tax. I repeat his quote here, for emphasis: “[I]f there were a tax on
all commodities, exactly proportioned to their value, there would .... be a 'disturbance’ of
values,... owing to ... the different durability of the capital” (1848, Book V, Chapter IV, pp. 504-

05).

Mill hid this light under a bushel, by offering just one example of a small difference,

arithmetic only. It is easy to overlook in passing, and standard-brand economists have done so.
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So, tragically, have most Austrian writers, few of whom analyze tax policy. Their strong

tendency is to impute the malallocation of capital solely to misguided central bank policies,

~ blanking out other factors like tax policy. We should, rather, set Mill's light in a tower on a

hilltop as a beacon sending its gleam across the wave to save the foundering ship of state.
Harold Groves, a clearer expositor than Mill, makes the point in a simple table (p.113).

"Store A is engaged in a trade which has a very slow turnover, such as the furniture business;

Store B is one with a rapid turnover, perhaps a meat shop".

) (1) (I (V) (V) (VD)

Store Operating Gross Sales  Sales/Capital Profit Tax  Tax/Capital

Capital Before @ .5% %
Tax
A $30,000 $30,000 1 $300  $150 0.5
B 2,000 100,000 50 200 500 250

The sales tax is based on Column (II). It gathers much more from B, the meat shop, than
from A, the furniture store, because of B's higher turnover and greater volume. B's little capital
of $2,000 turns over 50 times and is taxed 50 times a year, while A's $30,000 turns over and is
taxed just once. Groves uses this table for another purpose, but it serves to make Mill's point as

well.

Again, compare a parking lot with a cafeteria. Suppose both to be taxed on gross sales,
including services. The inventory of fresh food in the cafeteria is taxed daily, as it sells out and

turns over. The payrolls are taxed daily too, for they add to the gross value of sales. The value
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they add to the purchased stock of food is capital, too: "working capital". Or, if one prefers to
ignore capital of life so brief and so small a claim on the final product, the sales tax is simply a
tax on labor. The gross sales of parking lots, at the other extreme, include no turnover of capital
at all, unless perhaps a minuscule Capital Consumption Allowance (CCA) on the paving and

striping.

More generally, as Dan Sullivan points out, sales taxes penalize high-volume low-markup
marketing strategies as against their opposite. Lest one turn up his nose at, say, Walmart, its low
prices do not reflect low markup so much as low labor-service per dollar of inventory. It also
provides acres of free parking, a service of land, like other big-box stores. Sullivan also notes
that sellers in better locations, say Rodeo Drive, can have higher markups, so sales taxation
favors better locations over marginal ones. New businesses with high startup costs can deduct
them from taxable income, but not from gross sales. Clifford Cobb notes that ghettos have many

barber shops and beauty parlors but few shops carrying commodities.

What Mill means by "capital” is clear from his memorable saying, "Capital is kept in
existence from age to age not by preservation but by continual reproduction”. Capital is not a
specific concrete good, like a chair in the furniture shop. Rather, it is a quantum of value that we
can, and normally do, keep existing by using the cash from sales to "meet the next payroll”, as
they say, to replace the chair. It needn't be an identical chair, or any chair at all, for capital in this

transition is totally fungible in form and location.

Hlustrations and Analogies
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Within each business there are also differences among kinds of capital. In a retail bakery,
for example, there are pies and pie-shelves. The pies come and go, perhaps several times a day;
the shelves last for years; the ovens for decades; the buildings even longer; the sites forever.
Many a needy widow with hardly any capital has earned her mite by baking, while renting the
site, building and hardware. Her sales/capital ratio is high in contrast with that of the landlord,
and orbital in contrast to, say, Georgia-Pacific or Weyerhaueser or Simpson or Ford's Roseburg

timber corporations.

The case is even clearer when we compare two uses competing for the same land. The
one with more turnover pays more sales tax per dollar of capital invested. The tax drives away
capital that turns over fast, and reallocates the land to capital that turns slower, or to uses
requiring less capital, or no capital at all, like the parking lot. As to the lot itself, it never turns

over in the relevant sense of wearing out and being replaced.

Curiously, Harry G. Brown, a relentless critic of holding land idle, as well as of taxes with
excess burdens, does not connect his two goals in one consistent system (1939, p. 254). He does
not recognize that sales taxes inhibit using land intensively, if at all. His mentor Irving Fisher
may have misled him. In Fisher's tax theory, all taxes should fall on consumption, holding land

is not consumption, and capital gains are not income at all.

Chemists have a good vocabulary for it. Land in production is like a chemical "catalyst":
it facilitates a process without disappearing into the product. Its "quantum of value" remains
intact in the land. Working capital is, at the other extreme, like a "reactant™: its corpus and its
quantum of value go into the product. That means they get sales-taxed with each turnover — the

basis of the Mill Effect.
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Physiologists have a name for it, too: what is metabolism but the turnover of protoplasm
in cells? One could elaborate, and find analogies from other sciences, but the point is made, and

will be made once more below with Dorfman's essay on hydraulic engineering.

Difficulties, Solutions, and Measures

"Fixed" (durable) capital is a mixed, and therefore instructive story. The corpus of fixed
capital as a catalyst does not get sales-taxed, only its income plus a little extra for depreciation
get sales-taxed, as Mill wrote. Separating the catalyst from the reactant in fixed or durable
capital is a trifle less simple than with working capital, but only marginally so. The basic
mathematics of finance tells us exactly how to divide the product between interest, the net
income of capital, and depreciation, which corresponds to the recovery or turnover of capital
(and is labeled a "Capital Consumption Allowance" (CCA) in NIPA). We do not repeat the
mathematics here, but lenders, mortgagors, bankers, and .R.S. agents use it every day. So do
millions of innumerate consumers who buy on the installment plan, taking the mathematics on

faith. The writer has often spelled it out for students in class notes.

A unit or "quantum"” of fixed capital embodied and frozen into, say, the Oroville Dam, or
the long Honshu Tunnel, or grading building sites, or land-fill in shallow water,, or The
Pyramids, or The Brooklyn Bridge, or the marble cladding of Nelson Rockefeller's Parthenon in
Albany, turns over so slowly that its net product or service after O&M is mostly pure income.
That product or service as a tax base, however we measure it, includes little recovery of capital.

Too often, indeed, there is none at all, thanks to engineering megalomania coupled with the
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"irrational exuberance"” of land speculators and "earmarking" politicians who trade subsidies for

campaign contributions.

As to land, this never turns over. Its ownership may turn over many times, but that is an
entirely different meaning of "turnover": it entails no depreciation and ultimate replacement of
the lot, and no routine recovery of the original purchase price through a CCA (Capital
Consumption Allowance). In a rational market, land is priced so high that its cash flow is just
enough to cover interest on its price, with nothing left over for a CCA. In a rising but still
rational market, indeed, interest on the price is greater than cash flow by an amount equal to
annual appreciation. In a market with "irrational exuberance”, which comes along in a regular
cycle of 18 years or so, interest often exceeds the sum of cash flow and appreciation, as we
learned so well in 1990, promptly forgot, and went through again in 2008, and are beginning a

new cycle of forgetting in 2013 as [ write.

Many economists disregard The Mill Effect by assuming, too blithely, that sales taxes are
all shifted forward to "consumers". Even if that were 100% true it would certainly depreés
demand for the overtaxed items. Most economists today share some, at least, of the paradigm of
Buchanan and Flowers wherein sales taxes are shifted backwards to factors of production. There
is a hint of this in Mill (Bk V, Chap 3, p.517), but the stronger recent statement is in Harry G.
Brown (1939). Earl Rolph, crediting Brown, agrees (1952). Richard Musgrave, crediting both
Brown and Rolph, endorses this approach in the main, too (1953, p. 318; 1959, p.379). Many of
us now hew to the Physiocratic doctrine that All Taxes Come Out of Rents (ATCOR). Either
way, sales taxes create "A disturbance in The Force" — a massive and basic disturbance. To fuss

over trivia, while missing the Mill Effect, would be to strain at gnats while swallowing a camel.
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For examples of such straining see Shoup and Haimoff, Somers, Rolph/Break, and almost any

popular text on public finance.

Many texts on public finance compare a retail sales tax favorably with a "turnover tax",
since the latter taxes every transaction up to and including the retail stage. Thus they dispose of
"turnover” by giving it an entirely different meaning than that used by Mill, and used here. They
criticize a "turnover tax" (as sometimes used in Germany, and in the former Soviet Union, and
now in Ohio) for taxing the same capital several times, "in cascade”, as it moves from owner to
owner in successive transactions through the "stages” of production. They then criticize how
firms may avoid it by integrating vertically. Fair enough, but then they dust off their hands as
though done, leaving us the retail sales tax, imposed at only one "stage” of production, as though
it were free of taxing turnover.” Thus they purge The Mill Effect, the "Disturbance in The

Force", from modern fiscal economics.

Mark Skousen, presents a long valuable list of previous texts and learned writings
supporting Austrian capital theory (Chap. 4, pp. 84-130 et passim). He argues against policies
that drive capital away from "lower order” capital goods that turn over quickly because they are
near to the final consumer. You would therefore expect him to take the lead against retail sales
taxes, with their bias against these lower order goods. Instead, Skousen switches to another

paradigm and favors sales taxes on the grounds that final consumers bear then, and this exempts

L1 While they are at it, Buchanan and Flowers want to tax unemployed people for "consuming leisure",
The euphemism dates from Chicago's Henry Simons (1938). Buchanan and Flowers do not call this a poll tax, for
they disapprove of "emotive terms”. Yet they do not suggest taxing idle or underused land or capital for taking

leisure,
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saving and capital formation. The writer has refuted this belief elsewhere (2009), and will not

repeat the reasoning here.

As to the structure of production, Skousen writes that "... a consumption tax ... would be
highty favorable toward the earlier stages of production," (p.345). But "earlier stages of
production” means UNripe capital, at farthest remove from final consumers, capital that ripens
and turns over slowly, the kind that Austrian theory tells us to treat LESS favorably, or at least
NOT favorably. I will not labor the obvious contradiction, but simply express dismay that no
Austrian economist, to my knowledge, has ever used Austrian-derived paradigms to criticize

sales taxes.

Skousen also gives priority to repealing the "capital gains tax", evidently believing that it
is a tax on capital, as its name misleadingly suggests. Actually, most unearned increments of
value come from land. Taxing or untaxing them has no direct effect on the structure of capital
proper. Most real capital depreciates with time. There are some exceptions, like commercial
timber and other biological capital that does add value with time. Here, a pure gains tax would
indeed contain a small bias in favor of slow turnover, since the tax is deferred until sale (Gaffney,
1957, 1970-71, 2006; Vickrey, 1971). The capital gains tax as we know it in practice, however, is

structured to impose higher rates on faster turnovers.

Richard Musgrave does cite the "Swedish Austrian”, Wicksell, who published in German
on tax policy, and with great insight. In arduous and obscure prose (pp. 392-99), Musgrave
finally, grudgingly, finds a tax on "gross receipts "leads to a lengthening of the average period

of investment" (pp. 396-97).
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As to definitions and measurement, some economists see nothing but insoluble problems
in measuring or even conceiving of the lifetime of a simple capital item, and even worse
problems with the average lifetime of a collection of heterogeneous items. The matter may be
made to seem hopelessly complex, and a battery of economists, following J.B. Clark and Frank

Knight, ever stand too ready to oblige.

Fred Foldvary, an "Austrian” thinker, neatly solves the problem by distinguishing
conerete items of capital as "capital goods", while "capital” standing alone means the quantum of
value. This quantum of value is relayed from one concrete capital good to another with each
turnover (cycle of liquidation and replacement). In this relaying the capital becomes completely
fungible in form and composition and location. Fungibility is a concept that most economists
grasp and teach, although some resist the idea of capital as a quantam of value — something more

obvious to accountants, however, and, as Dorfman showed, to hydraulic engineers.

Hydraulic physics and engineering provide a simple solution, ably expounded by Robert
Dorfman in an article I canﬁot praise too highly (1959). Dorfman whimsically calls it "The
Bathtub Theorem", and properly acknowledges Knut Wicksell's priority with his " grape-juice
model", although Dorfiman's model is more general. The average transit time of a molecule of
liquid through a reservoir is basically the flow/fund ratio: in economic terms, the sales/capital
ratio (p.353 et passim). For the lady baking pies and selling out daily the annual ratio is 365.

For the boreal forester the annual ratio is 1/70. Both figures may be modified slightly for elegant
variations on the main point, but the difference of 26,000 times illustrates the Mill Effect so
starkly, why bother with more? For doubters and masochists Dorfiman provides many equations,
but ends them delightfully saying "It is nice that this elaborate calculation is really unnecessary"

(p.372).
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Dorfman does not treat land separately, which is a fault. Neither does he analyze sales
taxes and their effects. This writer has tried to supply the lack (1976, mathematical appendix).
For now it is enough that we can measure turnover simply, and it varies hugely among sales-

taxable items and firms.

Professor William Vickrey (1971) contributed a general mathematical model pﬁblished as
an Appendix to my "Tax-tnduced Slow Turnover of Capital", showing how "Yield Taxes" (sales
taxes on timber harvests) slow down average rotation periods. He equates average tree life with
the sales/capital ratio simply by inverting the order of integration — a simple trick for him, a math
major (1971). It was consistent with his lifelong efforts to tax capital gains as they accrue,

following the Haig-Simons definition of income.
Conclusion

We are left with this. Jobs depend on turnover. Turnover is measured by the sales/capital
ratio, which is varies hugely among different firms, products, llocations, stages of the cycle - and
tax regimes. Elected officials control the last, and we as economists try, at least, to influence
clected officials. Sales taxes, rampant and rising in our times, depress turnover heavily, and so
depress demand for labor — both the number of jobs and their pay rates. Property taxes have the
opposite effect, and sd may somg aspects of income taxation. We do not here address how both
property and income taxes may be modified for the better, although they may and should be.

Our main point here is that sales taxes (and their twin, VAT) are among the worst possible

choices when the objective is to make jobs and raise pay rates.

The U.S8.A., with all its faults, has no national VAT. We do not lack for crusading

VATsters. They chide us for being behind Europe, where all nations in the EU depend heavily on
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VATSs, the dependence rising fast ever since F ral;ce introduced it in 1954, As the EU careens to
financial crisis, and derivative political crises, while world capital flees for refuge in the U.S.A.,
the evidence of history is not speaking well for VAT. Forecasting is perilous, and some see doom
ahead for the U.S. dollar, but as of this writing the evidence is against VAT.

The bottom line is that Europe is strangling itself with VAT, while the U.S.A., for all its
many serious faults, is surviving better without one. We still cling to the remnants of a property
tax system inherited from earlier times when we led the world in real production and real per
capita income, making us a magnet for immigrants from the world — from the "wretched refuse"
kind to the most talented, both of whom strengthen us when we offer them chances to work and
invest productively. We have an income tax system that, while riddled now with
counterproductive loopholes, still prohibits the tax-depreciation of land and occasionally
succeeds in taxing the unearned increment of land values. We still find some investment
"loopholes” that were designed constructively to reward real income-creating investing in new
capital. Let us pray that the python of VAT never wraps us in its coils; let us work to make that

prayer come true.
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