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0 long as men have been ruled by govem-
S ments, there have been taxes. And so long

as there have been taxes, there have been
complaints about them. Taxes played a critical
role in the founding of our Republic: the slogan
*“Taxation without representation is Tyranny™’
provided a rallying point for the Revolution. The
framers of the Constitution were well aware of
the potential for political discord to which taxes
could give rise, and they specified three impor-
tant Constitutional restrictions on the set of taxes
which may be imposed. They were, it would
seem, more concerned with the distributional
consequences of taxation, of the ability it pro-
vided for the politically powerful to redistribute
income from others to themselves than with its
effects on economic efficiency.

But even by then, history had provided nu-
merous examples of the potential distortionary
tole of taxation. The windowless houses cop-
structed in England as a result of the window tax
is perhaps the most famous example, but it is not
hard to find others: visitors to Tuscany often
remark about the unique quality of the bread
served there, marked by the absence of salt, little
aware that its origins go back to a medieval tax,
which has Jeft its permanent mark.

It has only been during the past hundred years
or 50 that there have been systematic attempts to
understand the full consequences of taxes and to
design tax systems that are both equitable and
efficient. The nineteenth century economist,
Henry George, proposed what he thought of as a
“‘solution’” to the tax problem, a tax on land.
The great English mathematical economist,
Edgeworth, my predecessor in the Drummond
Professorship of Economics at Oxford, initiated
the formal study of optimal tax systems. It has,
however, only been during the past decade or so
that we have become more fully aware of why it
is impossible to design an equitable, non-
distortionary tax System; and as we have come to
understand the impossibility of designing a non-
distortionary tax system, we have become in-
creasingly aware of the ful] range of distortions

associated with taxation. Moreover, our econ-
omy has become both more sophisticated and
more complicated. The greater sophistication
associated, for instance, with increased comput-
erization, has enabled a more uniform enforce-
ment of taxes than had previously been possible;
it has enabled the imposition of taxes that previ-
ously would have been, at best, administratively
difficult. At the same time, the greater sophisti-
cation of taxpayers has resulted in methods by
which taxes can more easily be avoided, making
tax avoidance a major problem. The difficulties
facing the tax authorities have, in this sense,
increased. There is a view of the evolution of the
tax system as a war between the tax authorities
and the taxpayers. Who really won the Battles of
1986 remains to be seen.

In this session, Mark Wolfson and I want to
sketch out a framework for thinking about the
consequences of taxes, a framework which pro-
vides insights into both how to avoid or reduce
taxes, given our tax structure, and how to design
a better tax system. In preparing for this talk,
Mark and I got together to share ideas, develop
new insights, and to discuss what each of us
might say. In doing so, we recognized that the
frameworks that both of us employed in our
approach to the analysis of taxation were es-
sentially identical. This is perhaps not surpris-
ing, since he was instrumental in having me
invited to address this meeting. To avoid as
much duplication as possible, we have agreed to
divide our tasks; I will present much of the
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general theoretical framework, and Mark will
embellish, drawing out some of the more impor-
tant consequences, including some insights into
the effects of taxation on economic organization
which, until his work, had received scant atten-
tion.

The framework that we share is based on the
following five central considerations:

1. Taxes can only be imposed on the basis of
information that is available to the gov-
ernment. There are fundamental asym-
metries in the information that individuals
have and that governments have. In-
dividuals and firms can be selective in the
information that they make available.

2. The information that is now made avail-
able publicly serves, however, more than
one function. It not only affects what taxes
the goverment might (does) levy. It may
also, for instance, affect the value of a
security, or the willingness of someone to
engage in a transaction. Information
asymmetries, it is now recognized, are
pervasive throughout the economy, and
economic relations are pervasively affect-
ed by the selective disclosure (direct and
indirect) of information. Moreover, there
are conflicting objectives: for tax pur-
poses, the firm wishes to provide informa-
tion that its income is low; while to in-
crease its stock market value, it wishes to
provide information that its income is
high.

3. Among the reliable sources of information
are market (or what may be called anony-
mous) transactions. Information provided
by non-market transactions is often of
questionable reliability; information pro-
vided by, say, intra-firm transactions is
perhaps of particularly low value, for pur-
poses of taxation, since it can be so easily
manipulated. Because of its *‘reliability”’
governments have been inclined to rely on
market transactions, and in particular, ona
subset of easily observable market transac-
tions; among the distortions that may re-
sult is the extent to which transactions take
place in anonymous markets.

4. The frictions in the market, including
those associated with asymmetries of in-
formation, and transactions COSts, affect
what economic transactions occur through
anonymous markets and are central to an
understanding of the government’s ability
to raise taxes, and of the limitations on that
ability.

5. The effect of a tax cannot be analyzed in
isolation; only the effects of a tax system,
the full set of taxes which are levied, can
be assessed. Moreover, one has to look
beneath the surface and at the full general
equilibrium consequences of the tax sys-
tem. The fact that the government imposes
half of the social security tax on employers
and half on employees does not mean that
half of the tax is really borne by employ-
ers. The fact that interest on state and local
bonds is tax exempt does not mean that itis
those who buy these bonds who get most
of the benefits of this provision. The con-
sequences of the corporation income tax
depend on whether or not capital gains
receive special treatment.

To analyze the effects of a tax system, we
must have a theory about how the economy
behaves. On the other hand, the study of how the
economy responds to the tax system provides
one of the best ways of learning about the econ-
omy. It is the closest thing we economists have
to experiments.

The study of taxation provides us with insights
into the economy for another reason. Most of us
have little knowledge of the technology required
to be manufacturers of cars, for running a finan-
cial system, or for making airplanes. Accord-
ingly, we cannot tell whether the economy is
“efficient.”” Those of us brought up on the
virtues of capitalism take it as a matter of religion
that it is efficient—at least when not interfered
with by the government. Yet at the same time we
recognize that it is capable of producing far more
than it does, as witnessed by the ability of pro-
ductivity to respond to thg demands of wartime.
But while we may not know whether GM or
Chrysler produces cars efficiently because we do
not know exactly what is entailed in car produc-
tion, the tax code is public information; it is
relatively simple, contained in less than a hun-
dred large volumes, and the central provisions
can be even more briefly summarized. We can
see whether firms do in fact minimize their tax
burden. If they do not seem to, we need to ask
-why? Are they not rational? Is some assumption
in our model wrong? If so, which?

Over the years [ have discovered a large num-
ber of what I call *"tax anomalies’’—examples
of widespread behavior, involving billions of
dollars which individuals seemingly voluntarily
pay to the Treasury. Although I was brought up
in a family in which the importance of charity
was stressed, the government was not among
those included in the list of those deserving
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charity. And I am sure that my feelings are
shared by most taxpayers. Some of these exam-
ples are true anomalies. I cannot account for
them other than by the observation that those
students of mine, who seem so mediocre in class
but which economic theory says when they enter
the business world, become, or behave as if they
become, intelligent, rational, caiculating profit
maximizers, remain mediocre in later life; they
do little better in maximizing profits than they
did in finding the maximum of some elementary
function. Some of those in the business com-
munity with whom I have discussed these anom-
alies report that they are aware of them, that they
are indeed not as foolish as it might seem, but it
is their colleagues, their shareholders, their
banks, which are the source of the problem.
Never mind. The point is that in light of these
anomalies it is hard to hold to some of the cen.
tral hypotheses of traditional neoclassical eco-
nomics.

Others of the anomalies point out the central
role of imperfect markets, frictions, transactions
costs, and informational asymmetries, in the
analysis of the consequences of taxation, and it is
to this theme that I will return later.

In the waning days of the Carter administra-
tion, I was asked by OTA (the Office of Tax
Analysis of the Treasury) to analyze the conse-
quences of the capital gains tax and to draw out
some of the policy implications. I was aware, of
course, of the hidden agenda: Feldstein had beer
arguing that lowering the capital gains tax rate
would increase revenues. Had Feldstein dis-
covered something akin to the economists’ per-
petual motion machine? Surely, if tax rates were
lowered to zero, revenues could not rise still
further! On this, he had been silent. But even if
his conclusion held within a more limited range,
it had strong policy implications.

When I began my work, I wrote down the
economists’ standard model of the economy,
and the tax economists’ standard mode] of the
tax structure, merged the two, and attempted,
like every good neoclassical economist, to maxi-
mize expected utility (or perhaps more accu-
rately, I attempted to find out how individuals
would design a set of transactions to maximize
their expected utility). I kept finding difficulties.
At last, 1 was led to the solution: there were
several optima. All had the property that in-
dividuals paid no taxes and all had the property
that all real variables in the economy were un-
affected by taxation.

It used to be said that there were two things in
life that were inevitable—death and taxes. What
I seemed to have proved was that if death was
inevitable (I had assumed individuals lived a

finite life, contrary to many conventional eco-
nomic models, but more in accord with my
perception of reality), then taxes were not.

The methods by which taxes were avoided
were variants and generalizations of some com.-
monly employed tax avoidance devices. (I am
smart enough to realize that there may be market
value in the translation of these theoretical no-
tions into practice, and so, for purposes of this
talk, I simply assert the existence of these
devices.)

I am not an empirical economist. Yet, it did
not take a fancy regression for me to ascertain
that something was wrong with the model. [-—
and most of my friends—do pay taxes; the gov-
erment does collect revenue. There were three
possibilities: I had made an error; the standard
public finance model of the tax structure was
wrong; or the standard economists’ model of the
€conomy was wrong. I did not entertain the first
possibility for long. This left two others, Admit-
tedly, I had oversimplified the model of the tax
Structure. [ had, for instance, ignored restric-
tions on wash sales (in which individuals es-
sentially buy and sell the same security). Yet it
seemed apparent that, if the economists’ mode]
of perfect capital markets was correct, that re-
striction should be inoperative: there were, in
effect, an infinite number of ways by which an
individual could achieve essentially the same
pattern of returns. He could buy one set of
securities, and sell another set, the retums to
which were perfectly correlated with the first set.
There would be no way of ensuring that transac-
tions which were functionally equivalent to wash
sales did not occur. Even Congress was aware of
this. In the debates leading up to the 1981 tax
bill, a provision attempting to disallow the fa-
vorable tax treatment resulting from the wash-
like transactions had been discussed; it required
a statistical test of correlation. Many of my
friends welcomed this legislation; had it passed,
it would have been known as the Finance
Economists’ Relief Act of 1981, just as one of
the earlier pieces of tax reform legislation had
become known as the Lawyer and Accountant’s
Relief Act of the year in which it was passed—
not that that particular subdiscipline was any
more needy or deserving of relief than the rest of
us.

Taking this and other detailed provisions of
the tax code into account did not fundamentally
alter the basic conclusion. It was stil] possible for
individuals to avoid all taxation of income from
capital and to offset at least part of wage income.
In fact, an examination of tax returns suggests
that the provisions of the tax code attempting to
Impose restrictions on taxpayers’ abilities to
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avail themselves of these tax avoidance pos-
sibilities (such as the limitations on the de-
ductibility of interest) are not binding con-
straints.

I was thus forced to come to the conclusion
that the problem with the model was not so much
with the model of the tax structure, but with the
model of the economy. Two features, in particu-
lar, of that model seemed defective: the assump-
tion of rational, well-informed individuals, upon
which 1 have already commented, and the as-
sumption of a perfect capital market, with no
transactions costs and no limitations on borrow-
ing or on short sales.

Of course, to nNONECONOMISLS, the economists’
devotion to the assumption of perfect capital
markets may always have seemed somewhat of
an anomaly. The importance of these limitations
on borrowing was brought home forcefully to me
as a young assistant professor at MIT, by my
teaching assistant, later to be colleague and
co-author Michael Rothschild. According to the
apocraphal version of this story, he had passed
his generals, and in line with the theory of the
day, believed that because of his higher certifica-
tion, his lifetime income had increased, and
therefore, his consumption should increase. Ac-
cordingly, he went to the bank for a loan, to
purchase, 1 believe, a car of a standard which
was more consistent with the lifestyle to which
he hoped to become accustomed. (As an aside, if
he had gone to a more empirically oriented
school, he would have realized that getting a
Ph.D. probably reduced one’s lifetime income.)
The banker turned down his application. His
consumption was credit constrained. When he
informed the banker that he was a Rothschild,
about whom the banker must undoubtedly know,
the banker apologized, saying that he had only
been in the business for 11 years.

The religious nature of the finance econo-
mists’ devotion to the hypothesis of perfect capi-
tal markets was never more evident than in their
treatment of taxes. For some years, they at-
tempted to test a variety of forms of the hypothe-
sis of efficient markets, leaving out, apparently
by error, all considerations of taxation. The
results they found were convincingly supportive
of their beliefs. When they subsequently became
aware of the presence of taxes—of the wedges
amounting to 30, 50, or even, in some periods,
70 percent of the returns—it was apparent that
theory could once again be confirmed. Evident-
ly, the theory was remarkably robust, to be able
to withstand what may be interpreted as errors in
the data of this magritude!

The crucial moral to be taken away from this
discussion of the first anomaly is that the very
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ability of our tax system to raise revenues de-
pends on the existence of certain frictions, trans-
actions costs, and market imperfections. These
are not to be treated as second order refine-
ments—for the purposes at hand, they are the
first order effects.

Of course, during the past decade, our under-
standing of the nature and origins of many of
these market imperfections has increased. And
the origins are similar to those associated with
the government’s inability to impose lump sum,
non-distortionary equitable taxes-—limitations
on information. Thus, the asymmetries of in-
formation, which are central to understanding
why the government does not impose what econ-
omists have traditionally referred to as first-best
taxation, are also central to understanding how
the economy responds to the taxes that are im-
posed, and why those taxes raise any revenuc at

Evenhandedness requires that, at this junc-
ture, I fault my colleagues in the public finance
profession no less than 1 have faulted those in the
finance profession. For while they have in-
creasingly become aware of the difficulties that
the perfect markets hypothesis presents them in
the analysis of the consequences of taxes, they
steadfastly maintain the appropriateness of using
that model, imposing, in an ad hoc fashion,
constraints on individuals’ or firms’ abilities to
engage in one or another tax avoidance device,
as need to be, to derive the results which they
desire.

Let me turn now to the second anomaly, the
dividend paradox, from which a different set of
lessons can be drawn. Some 15 years ago, I
analyzed the effects of taxation on corporate
financial structure, taking into account the com-
bined effects of the corporation income tax, with
the deductibility of interest, and the individual
income tax, with its special treatment of capital
gains [Stiglitz, 1973]. The main point of that
paper was to show that the longstanding pre-
sumption that debt was tax advantaged might be
reversed when it was viewed within 2 full analy-
sis of the impact of the tax structure, and that the
corporation income tax might not have as dis-
tortionary an effect on firms’ investment deci-
sions as had previously been supposed. What is
of concern for our purposes here was the result
that became apparent in analyzing how firms
could distribute funds to their shareholders in a
way that minimized tax burdens—that buying
back shares dominated issuing dividends. A
proportionate share repurchase was perfectly
equivalent, from the shareholder’s point of
view, to a dividend, except for the favorable tax
consequences; and, in the absence of transac-
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tions costs, a market repurchase dominated a
proportionate repurchase, since each share-
holder had the option of sellin g the proportionate
amount, but the fact that some might choose to
resell more than others (because of tax or other
considerations) suggested that each was better
off than under a proportionate repurchase.

Since 1 wrote that paper, two things have
happened: there have been a rash of articles
trying to explain why issuing dividends makes
sense—none of which I have found very con-
vincing; and share repurchases, mergers, and
acquisitions, providing means by which funds
can be transferred from the corporate to the
household sector at favorable tax terms, have
increased enormously, to the point where John
Shoven now estimates that a very large pro-
portion of all transfers receive this form of favor-
able tax treatment [Shoven, 1986]. He has em-
phasized the enormous loss to the Treasury. But
what seems paradoxical to me is the enormous
(seemingly) voluntary contribution to the Trea-
sury, and its persistence over these many years.
Yet the response of the market does provide us
another important lesson: markets may leamn
slowly, and they may learn imperfectly, but they
do learn. There is a second important lesson to be
learned from this anomaly: there may exist sev-
eral alternative, and in effect, equivalent ways to
achieve the same economic outcome, which in
this case is the transferral of funds from the
corporate to the household sector. Tax laws that
fail to take this into account may distort the form
without distorting the substance of economic
transactions. But to the extent this is true, such
tax laws also raise less revenue.

This brings me to the third anomaly, which I
refer to as the executive compensation anomaly .
It has become fashionable for firms to pay their
executives in stock options. This, itis alleged, is
an attractive way to pay executives because it
combines incentives with favorable Capital gains
treatment. This, I think, is misguided. Recall my
emphasis that one has to take into account all of
the tax consequences of any transaction. Ul-
timately, the pay of an executive has to come
from the shareholders. When executives are paid
by issuing shares, shareholders pay through the
dilution of their shareholdings, effectively,
through the reduced value of their shares. If the
holding period of the executives is the same as
that for the average shareholder, and the two
were in the same tax bracket, then a dollar of
after-tax income to the executive would cost
shareholders precisely a dollar,

By contrast, when executives are paid directly
by the firm, a dollar of executive pay reduces the
firm’s corporation income tax, reducing, in turn,

its issuance of dividends or share repurchases. In
pre-1986 days, when the corporation income tax
rate and the individual income tax rate were
approximately the same, a dollar of after-tax
income to the executive would cost the share-
holders far less than a dollar of after-tax income.
(In the case where the firm responded by re-
ducing its dividends, a dollar of aft, -tax income
to the executive would only cost a shareholder in
the 50 percent bracket 50 cents, far less than the
stock option plan.)

What about incentives? Firms can easily tie
the amount they pay to their executives to the
performance of the stock market. Thus, one can
obtain the same incentive effects, with more
favorable tax treatment, by paying executives
directly, rather than through stock options. In
fact, of course, the incentive issue is somewhat
of ared herring, for if one were really concerned
with incentives, one would want to tie executive
pay to the performance of the firm. If the stock
price goes up because all stocks go up, there is
no reason to reward the manager. Managers
should be rewarded on how wel} their stocks do
relative to others in the market, and in particular,
how well they do relative to others in comparable
situations (industries).

Some years ago, I was at a meeting of person-
nel officers of some of this country’s' major
firms, and I posed the question to them of why
they designed their executive compensation
schemes the way they did. There seemed to be
tWo competing hypotheses: either they knew
what they were doing and were attempting to
deceive shareholders, who did not understand
that paying executives with stock options had the
effect of diluting their shares; or they did not
know what they were doing. The consensus—
Dot expressed in 50 many words—seemed to be
that they did not know what they were doing, but
even if they had, they would have gone ahead,
because they believed that shareholders could be
deceived.

The list of anomalies that one can compile is
far longer than this. There is the LIFO-FIFO
accounting anomaly, by which during in-
flationary periods firms using FIFO accounting
for inventories seemingly could have reduced
their tax obligations, collectively by billions of
dollars, had they shifted to LIFO accounting.
Again, many firms gradually did, but not all
firms did. For many years, the government gave
firms a choice of depreciation schedules; not
all firms took advantage of accelerated de-
preciation.

Firms sometimes claim that the reason they do
not take advantage of these provisions, which
would reduce the present discounted value of
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their tax liabilities and have no other real conse-
quences, is that it would make the profits they
report to shareholders and third parties look
smaller.

This brings me to one of the central messages,
and central quandaries, of this talk. What is
apparent is that information generated for pur-
poses of assessing taxes may have other conse-
quences. While firms would like to convince the
tax collector that they are poor, they would like
to convince potential shareholders that they are
well off.

The question is, why, particularly in the sit-
uations I described earlier, cannot shareholders
distinguish among the functions for which the
information is being used. It would seem per-
fectly easy for the firm to keep separate sets of
books, or at least to explain how the books would
bave looked under, say, FIFO accounting. In
some cases, there may be legal restrictions that
affect the kind of information that can be re-
ported. In other cases, there may be limitations
on the ability of investors t0 absorb information.
In both cases, what is apparent is that these
““frictions’” and *‘information limitations’” have
first order effects—and if they have first order
effects in the context of this simple problem,
how much more so might they have conse-
quences in the context of the complex problems
which those in decision-making positions in the
business community constantly find themselves.

The research problem which this poses, then,
is to ascertain the conditions under which firms
canpot find tax favored equivalent actions which
have the same consequences (including those
relating to information revelation) as the actions
that are heavily taxed.

One important set of circumstances in which
information may be revealed has to do with
accrued capital gains and losses. Individuals and
firms would like to realize capital losses and to
defer capital gains. There has been a long pre-
sumption that in an idealized tax structure, taxes
would be imposed on capital gains as they ac-
crued; but this ignored the fact that for most
assets, it is difficult to ascertain market values
except when the asset is sold. For many assets,
then, there is little option except to tax capital
gains upon realization. There are exceptions—
we could tax marketed securities on the basis of
their value at the end of the year, just as we now
do for positions in futures markets. There are
two reasons why we do not. First, todo so would
introduce a wedge between marketed and non-
marketed securities. Do we really want to dis-
courage the usage of marketed securities?
Second, liquidity constraints may mean that if
we impose taxes on an accrual basis, we would
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have to force some individuals to sell their as-
sets. This second reason takes explicit cogni-
zance of the market imperfections which, we
have argued, are at the heart of the analysis of the
impact of the tax system.

There are several possible ways of getting
around both of these problems. One proposal
addressing the first issue, which is not without its
problems, is to have individuals state the valua-
tion of their assets, with any other individual
then being able to purchase the asset at that price.
Such a system would, in effect, attempt to tax the
consumer surplus that individuals realize from
ownership of any particular asset; whether this is
desirable is questionable.

The liquidity problem could, presumably, be
resolved if the government were willing to bor-
row or lend (within specified limits) at market
rates of interest. Since the government’s ability
to collect on * ‘bad’’ debts is far better than that of
a bank, presumably charging a slight amount
above the safe rate of interest would be ac-
tuarially appropriate.

Such schemes remain, however, more in the
realm of the economists’ fantasies. Given that
virtually all governments that have chosen o tax
capital gains have done so only on a realization
basis, we can ask, what are the consequences? It
has long been recognized that it encourages the
realization of capital losses and the post-
ponement of the realization of capital gains.
What has not been so widely recognized are the
potential organizational consequences [Stiglitz,
19831, which may be the central true economic
cost of this provision, and the offsetting private
consequences of the information revelation,
which may, to some extent, limit the magnitude
of the tax-induced behavior [Scholes and Wolf-
son, 1987].

Shareholders may be imperfectly aware of the
true value of the assets of the corporation. Man-
agers and controlling shareholders want to re-
duce the flow of information about losses and
increase the flow of information about gains.
Declaring losses on tax retums makes share-
holders aware of them. Not declaring gains may
make them less aware of the gains than they
otherwise would be. There is an asymmetry;
however, there may be other ways in which firm
managers may convince their shareholders of the
presence of gains. But when a firm fails to report
any losses, shareholders cannot distinguish be-
tween cases where there is an undisclosed loss
and no loss at all.! In any case, itis apparent that,
say, mutual funds seem perfectly happy to real-
ize gains, in spite of the increased taxes which
result, while they are reluctant to realize capital

(Footnote Follows on Next Page)
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losses. The information about the value of the
portfolio is, of course, already available. The
realization decision—on losses and gains—
focuses attention, at a rather considerable cost.
What this example makes clear is that what is at
stake is not just what information is available,
but what and how information is absorbed and
processed, a far more complex matter.

Why should we be much concerned about who
owns what assets? Are there important conse-
quences of what economists have called the
“‘locked in effect,”” the reluctance of those who
have earned capital gains on some asset to sell it?
A persuasive case can be made that the effects on
equity markets are not particularly important.
But more generally, there is a link between
ownership and control. Economists have in-
creasingly become aware of the importance of
economic incentives in decision making. The
residual returns, and residual control, associated
with ownership cannot easily be reconstructed
through alternative contractual arrangements.
When, because of taxes, the owner of a small
business postpones the sale of his firm, even
though there may be some younger individual
who might more effectively ‘“control”’ the asset,
there is a real economic Joss to society. The old
owner may obviously hire a young manager, and
incentive pay may, if properly designed, reduce
the discrepancy in their objectives. But, as the
recent debates in Washington have made clear, it
makes a difference where the buck stops: es-
pecially in a small firm, ownership matters.?

My teacher, Paul Samuelson, used to quote
Wicksell, approvingly, as stating that it made
little difference whether capital hired labor or
laber hired capital. Incentives, ownership, and
decision making played no role in these neo-
classical conceptions of economics. Economic
organization was of no consequence. Today, it is
clear that that conception, as usefu] as it may be
for some purposes, does not provide even the
starting point for any understanding of the ef-
fects of taxes on our economy. If the assump-
tions that went into those models were correct,
10 taxes would be raised. Informational consid-
erations are at the heart both of why we have the
kinds of taxes we have, rather than the old style
economists’ idealized conception of first-best
taxes, and of the effect of those taxes on eco-
nomic activity, including their effects on eco-
nomic organization and the impact of that on
economic activity.

MARK A. WOLFSON

In his remarks this moming, Joe offered sev-
eral reasons why economists find it useful to

study taxation. And he also indicated that the
modern study of taxation differs dramatically
from the neoclassical approach that dominated
the research landscape but a few years ago.
Before following up on these remarks, I would
like to spend a few moments exploring what
accountants have to offer in the research effort
and to argue that the study of taxation is a natural
pursuit for the academic accountant.

To do this, let me begin by expanding the
scope of discussion to encompass research in
accounting more generally. The field of account-
ing is blessed with a rich set of instititions that
exhibit many unique and easily identifiable
characteristics through which accounting activi-
ties are undertaken. CPA firms and the Financial
Accounting Standards Board are but two promi-
nent examples of accounting institutions. These
institutions have arisen and survived due to their
comparative advantage in facilitating certain
types of economic exchange.

Among the objectives of accounting research,
as with any other functional area of business like
finance or marketing, are:

® 10 understand how the institutions unique

to the functional area are organized and
operated;

" There are simple models in which, with perfect and
costless confirmation of what is disclosed, one can
obtain complete disclosure. See Stiglitz [1975] and
Grossman [1981].

*Master limited partnerships (MLPs) represent an
example of how new legal forms can be constructed
which attempt to replicate in a tax-favored way some
of the aspects of contractual arrangements that re-
ceive unfavorable treatment. These allow the same
distribution of risks that could be achieved by a
conventional equity relationship. Limited partners
receive a pro-rata share of profits and are protected
by limited liability. The general partner is not pro-
tected by limited liability, but if the general partner is
a corporation, it is protected. The shares can be
traded in the stock market, just like ordinary shares.

The one restriction that is effectively imposed is on
control. In effect, the firm must create two classes of
shareholders. It cannot restric itself to the one share-
one vote rule, except if it imposed a restriction that
everyone who bought a limited partnership share
bought a commensurate amount of the shares of the
general partner. Thus the shift to MLPs that the
current tax law has encouraged may have an effect on
managerial control.

Safé harbor leasing provides another example of a
deliberately created legal form. Here, the residual
risk is borne almost entirely by the user of the capital,
rather than the ‘*nominal” owner.
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& to understand how these institutions facil-
itate economic exchanges (and for socio-
logically-based behavioral researchers,
noneconomic exchanges);

e to understand the ways in which the in-
stitutions sometimes compete Wwith and
sometimes complement the institutions in
other functional fields in facilitating eco-
nomic exchanges;

e to predict how institutional behavior will
be altered by changes in the economic
environment; and

e to prescribe how changes in the environ-
ment should be managed to achieve equity
goals or to improve economic efficiency.

The economic activities most naturally associ-
ated with accountants include:

o the design of information systems to facili-
tate economic exchanges within the firm;

e the design of information systems to facili-
tate economic exchanges in a variety of
external markets, including:

o labor markets

e product markets
e capital markets

e political markets

¢ the verification of information that forms
the basis of reports produced by the in-
formation systems; and

e due to natural economies of scope, the
rendering of consulting services to identify
efficient organizational arrangements.

Choosing among alternative information sys-
tems for the firm is equivalent to choosing
among the economic consequences of the in-
formation produced by the information systems,
as we have learned from Joel Demski and Jerry
Feltham. And since the economic consequences
may differ dramatically depending upon the na-
ture of the exchange, different information sys-
tems are often chosen to facilitate different kinds
of economic exchanges.

Of course, we are not always completely free
to design the information system in the ways we
might wish. Some types of communication, €s-
pecially those between the firm and outside
parties, are highly regulated both as to form and
content. The regulatory environment is mo-
tivated by a variety of equity and efficiency
goals. As with the private choice of information
systems by firms, given regulatory constraints,
choice of regulaticns by the regulators boils
down to choosing among the economic conse-
quences of the regulations.

14

One of the more active areas of accounting
research over the past decade has been to inves-
tigate the economic CONSEQUERCES of financial
accounting rule setting. The approach has been
much more empirical than theoretical, which is
at the same time both its greatest strength and its
greatest weakness. The overall findings have no?
been very impressive, in a statistical sense. The
focus has largely been on the equity value im-
plications of regulatory rule changes, although
some work has also considered the effects on
management compensation practices and man-
agement decisions (for example, how changes in
financial reporting rules governing foreign cur-
rency translation affected foreign currency hedg-
ing policies). It is not surprising that the signal-
to-noise ratio has generally been found to be
rather low in these investigations. The reason is
that the cash flow implications of different fi-
nancial reporting rules is indirect at best and
certainly not well understood. '

To get a better handle on this important eco-
nomic consequences issue, it would seem sensi-
ble to consider regulatory settings wherein the
cash flow implications of rule changes are more
direct and where implications for changes in
organizational arrangements are more easily
identified. The setting of tax rules would appear
to satisfy these conditions nicely and are there-
fore a logical place for accountants to conduct
economic consequences research.

Let me emphasize that when I refer to eco-
nomic consequences, I do not mean to focus
narrowly on security price studies. The more
dramatic economic consequences are likely to be
manifested in a broad restructuring of firms’
economic balance sheets; that is, the changes in
the mix of productive activities and capital struc-
ture, which includes equity valuation and the
terms of employee compensation contracting as
but two elements. Security price reactions are far
from sufficient statistics to capture the economic
consequences of these reorganizations.

The Taxation Domain

Whether one is interested in studying taxation
for the purpose of: (1) helping taxpayers to
reduce tax burdens; (2) helping to formulate
effective tax policies; or, less directly, but no
less importantly, (3) to learn something about
how the economy operates, one must begin with
a microeconomic theory to tax planning. Myron
Scholes and I have been working jointly towards
the development of such a theory over the past
three years (indeed, we have recently committed
ourseives to writing a book on the subject), and
we have recently begun to tum out attention 1o
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gathering empirical evidence to test the theory.
Consistent with Joe Stiglitz’s suggestion that
neoclassical models must be abandoned if we are
to understand the role that taxes play in affecting
the organization of economic activity, the theory
is very much in the spirit of transactions cost
economics.

We have been somewhat frustrated by the fact
that tax professionals and information econom-
ists have largely been proceeding along in-
dependent lines in their attempts to describe or
prescribe efficient organizational arrangements.
While it seems indisputable that taxes affect the
way in which production and exchange is organ-
ized in the economy, the same would appear to
be true of the fact that informatjon is asymmet-
rically distributed among economic agents. In
many contracting problems, a desire to achieve
tax minimization encourages precisely the same
Organizational arrangements as do solutions to
incentive problems among differentially in-
formed and opportunistic agents. When this oc-
curs, researchers and public policymakers alike
face an identification problem in sorting out
which economic force is responsible for giving
rise to observed contractual relationships.

On the other hand, tax considerations and
information-related transactions cost consider-
ations often have conflicting implications for
efficient organization design, and a richer pre-
dictive theory of organizational arrangements
should emerge if these interaction effects are
considered. Joe mentioned a couple of examples
of these conflicts earlier, and Myron Scholes and
I have modeled such conflicts in a variety of
other settings [Scholes and Wolfson, 19877,
including:
risk sharing in a syndicate;
compensation planning;
customer and supplier contracting;
oil and gas exploration;
research and development activities;
the buy-versus-lease decision;
investment policy of depository insti-
tutions;
project selection in firms;

9. business insurance under conditions of
moral hazard;

10, choice of secured versus unsecured
debt in multinational businesses;

1. choice of local versus foreign suppliers;

12.  choice of degree of decentralization of
management;

13, corporate restructurings: selective asset

NoUvAs LN~
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sales, capital structure changes, and
mergers; and

14, financial reporting policy.

In each setting, the tax planning opportunity
arises due to differences in tax rates across tax-
payers, across time periods, across economic
activities, across legal organizational form, or
across tax jurisdictions. In addition, contracting
problems arise due to risk-sharing, moral hazard
or adverse selection considerations. So it is im-
portant to recognize that in a great variety of
circumstances, tax minimization and effective
tax planning are very different animals.

One situation that we have recently begun to
look at more closely, along with another col-
league, Pete Wilson, is the conflict among tax
considerations, financial reporting consider-
ations, and regulatory capital considerations for
financial institutions. We have been able to
document that commercial banks restructure
their economic balance sheets in response to
changes in tax rules in predictable and statisti-
cally striking ways. We have also been able to
document that banks forego very substantial
opportunities to reduce their taxes by as much as
they could. But most interesting to us, we have
begun to document that banks are more inclined
to take actions that reduce taxes when the costs to
doing so, insofar as the impacts on financia]
accounting income and reguiatory capital are
concerned, are relatively small, and when the
magnitude of the potential tax benefits is large.

Towards The Development of a Research
Paradigm

Imentioned earlier the importance of develop-
ing a microeconomic theory of tax planning as a
prerequisite to the undertaking of fruitfu] re-
search in the tax area. Let me now share with you
some of the building blocks such a theory might
possess. Joe discussed some of them earlier, so [
will concentrate on others.

A microeconomic theory of tax planning is
concerned with how tax rules affect the nature of
contracting in both personal markets, such as
within the firm, and impersonal markets, as wel]
as how tax rules affect the decision of whether to
transact in personal or impersorial markets. As
we are all quite aware, the taxing authority is an
uninvited party to virtually every contract into
which taxpayers enter, and this can alter dramat-
ically the calculus of the contracting process.
The IRS brings to each of its forced ventures
with taxpayers a set of contractual terms (the tax
rules). Unlike other contracting parties, the IRS
does not negotiate these terms separately for
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ecach venture. This would be too expensive.
Instead, it announces a standardized menu of
terms by which taxpayers must live.

The specific contractual rules that the taxing
authority forces on its joint ventures (that is, the
Tax Code) is the result of a variety of socio-
economic and political forces. Among other
things, taxes are designed to:

o finance public projects, like national de-
fense and a legal system that enforces
property rights;

o redistribute wealth; and

e encourage a variety of economic activities
that are deemed to be in the public interest.

Noble as these objectives might be, any tax
system designed to achieve such a broad variety
of social goals inevitably provides considerable
private incentives to engage in tax planning. Any
system that seeks both to redistribute wealth as
well as to subsidize certain economic activities
gives rise to a system of marginal tax rates that
may vary wildly:

e from one contracting party to the next,

e for a given contracting party over time;

e fora given contracting party over different
economic activities;

o fora given contracting party over different
legal organizational forms; and

e for a given contracting party operating in
different tax jurisdictions.

Because of the differences in tax rates, effec-
tive tax planning requires that the tax position of
all parties to all possible contracts into which a
taxpayer might enter be considered both at the
time of contracting and in the future. Among
other things, this observation €xposes the
naiveté of distinguishing between business tax
planning and personal tax planning or tax plan-
ning for one type of business in isolation from
tax planning for all other types of businesses. For
example, it is impossible to prescribe an effec-
tive employee compensation policy for a firm
without simultaneously conducting some sort of
personal tax planning analysis for employees.
Similarly, it is impossible to prescribe an effec-
tive capital structure policy for a firm (that is,
whether operations should be financed with
debt, preferred stock, common stock, or other
financial instruments) without simultaneously
considering how the returns (o prospective lend-
ers and shareholders of the firm will be taxed.

Any tax system that taxes different taxpayers
and different economic activities differently
gives rise to the pervasiveness of so-called im-
plicit taxes and tax clienteles. lmplicit taxes
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correspond to how tax rules affect the pricing of
assets. The before-tax returns available in the
marketplace on tax-favored assets are less then
those available on tax-disfavored assets due to
competition among taxpayers for the right to
hold the assets that receive tax-favored treat-
ment. A simple example of an implicit tax is the
reduced yield available on tax-exempt municipal
bonds relative to taxable corporate bonds of
equal risk. Here the reduced yield represents a
form of tax that is paid to municipalities rather
than to the federal government.

The concept of tax clienteles is closely related
to that of implicit taxes. Tax clienteles refer to
the fact that because of cross-sectional differ-
ences in tax rates, certain taxpayers arc more
likely than others to own various kinds of assets
or to organize production in particular ways.
High tax-bracket taxpayers being more likely to
hold tax-exempt bonds than low tax-bracket
taxpayers is a simple example of a tax clientele.

Wrong-headed public policy can, and prob-
ably does, result from ignoring implicit taxes in
considering how tax burdens are distributed
throughout the economy. For example, since it1s
high tax-bracket taxpayers that invest most
heavily in those assets bearing low explicit taxes
but high implicit taxes (like municipal bonds and
other tax shelters) the distribution of tax burdens
may be far more progressive than estimates
produced by such places as the Brookings Insti-
tution suggest. In the same vein, the corportate
sector of the economy may bear much more tax
than is evidenced by the size of the checks
written to the federal government by corporate
treasurers.

For example, when capital-intcnsive firms are
granted generous depreciation allowances, com-
petition for the delivery of goods to consumers
results in implicit taxes being paid to consumers
and possibly wage earners through a reduction in
the price charged for the goods that are sold and
possibly through wage increases that must be
offered in the labor market. Similarly, when
defense contractors are given the opportunity to
postpone, for extended periods of time, the
payment of taxes on income earned from long-
term contracts, competition for the right to win
such contracts results in implicit taxes being paid
to the Defense Department by way of reduced
prices for the winning bids. On the other hand, a
precise calculation of implicit taxes is hampered
when the market is imperfectly competitive.

If one accepts at face value much of the
thetoric surrounding the passage of the latest
round of tax changes, two prominently-men-
tioned goals were:
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e the restoration of tax progressivity at the
personal level by eliminating many tax
shelter investment opportunities; and

® the reversal of the trend of declining cor-
porate taxes as a fraction of total tax coj-
lections.

As for the first goal, the Tax Reform Act of
1986 (TRA) will probably be a big failure al-
though many public policy analysts will interpret
the data as providing evidence of success. Why?
Because high-income taxpayers will end up writ-
ing larger checks to the government in satisfac-
tion of explicit tax liabilities. But they will also
be paying substantially reduced implicit taxes as
their level of investment in tax-favored activities
declines, including investment in qualified re-
tirement savings vehicles.? Moreover, even
when they do invest in tax-favored activities, the
implicit taxes paid by high-income taxpayers
will be reduced due to the dramatic reductions in
meximum tax rates.

As for the goal of increasing corporate tax-
ation, the TRA will probably be a big success,
but for reasons that were unintended. Moreover,
the data will probably be interpreted by many
public policymakers as providing evidence that
corporate tax burdens have been reduced for
many entities rather than increased. The basis for
these claims relates to the fact that when tax
regimes change, economic agents are en-
couraged to effect all sorts of reorganizations of
their economic activities. The reason is that
changes in tax regime alter relative rates across
taxpayers, time periods, economic activities,
legal organizational forms, and tax jurisdictions.
This in turn alters the distribution of implicit
taxes that fall on economic activities in the
economy, as well as shifts many natural tax
clienteles.

S0, as tax rules change, economic agents find
themselves situated in the wrong clienteles. This
occurs, of course, because it is not cost-effective
for taxpayers to enter into contracts with one
another that specify how property rights will be
reallocated for each and every one of the mind-
boggling number of future contingencies that
may arise. As a related matter, reorganization is
costly, and the amount of and nature of the
recontracting that follows a change in tax regime
is very much a function of the costs of changing
from one tax clientele to another. These so-
called mobility costs are taxpayer-specific as
well as economic activity-specific.

A documentation of the cross-sectional differ-
ences in agent’s propensities to reorganize in a
way different from what would be observed in a
frictionless setting could provide important clues

to where transactions costs are most important in
explaining observed economic behavior. This
represents a tremendous research opportunity,
one that can accommodate a large number of
investigators. In this regard, Congress did tax
researchers a big favor by passing the TRA of
1986. Not only was the level of the tax rates
changed, but more importantly, relative tax rates
were changed dramatically aiong all five of the
dimensions, mentioned earlier, as mattering in
tax planning.

To illustrate the reorganization incentives that
changes in tax rules provide, let’s consider how
the TRA of 1986 altered relative tax rates across
different legal organizational forms * Prior to the
TRA of 1986, the tax on income earned at the
corporate level was roughly the same as that on
income earned at the partnership or sole pro-
prietorship level for successful businesses. The
maximum corporate tax rate was a bit below the
maximum personal tax rate, and the second
round of corporate tax, that assessed to share-
holders when they cash out of their investment,
was very low due to favorable capital gains tax
rates and favorable capital gains-related tax
rules. The new bill not only set the maximum
corporate tax rate of 34 percent well above the
personal tax rate on high-income individuals of
28 percent, it also raised substantially the second
round of tax on corporate income. This means
that the corporate form of organization has be-
come significantly less attractive from a tax
standpoint relative to partnerships than it was
under prior law. And partnerships should cap-
ture a much larger share of new capital formation
if these new rules remain in place. We have
already begun to see some evidence of this
occurring in the US marketplace, as Joe indi-
cated earlier.

> The reduced growth of pension-related instruments js

due 'to a number of current changes and expected
future changes in the tax law that make pensions less
attractive. Important among these considerations is
that most taxpayers appear to expect taxes to be
increasing in the future. Such a situation makes
qualified pension plans significantly less attractive
than when rates are expected to stay the same or
decrease. Even if tax rates are expected to remain
constant, the liquidity costs that pension plans im-
Pose on taxpayers will overwhelm the tax benefits in
more cases under the new law than previously, given
that the tax benefits are reduced by virtue of lower tax
rates.

*For further discussion, see Scholes and Wolfson
[1988].
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Of course, one caveat must always be kept in
mind. As with most of the other reorganization
incentives provided by the new tax bill, transac-
tions costs will dampen the effect. Reorga-
nization of business activity is costly. Beyond
this, it is naive to view the new tax rules as a
steady-state set of rules. For example, we have
read much of late about proposed legislation to
have publicly-traded partnerships taxed as
corporations.

Given that transactions costs associated with
converting existing corporate activity into part-
nership form may well be prohibitive for most
corporate activity, corporations will be led to
alter their investment and financing strategies in
ways that move them closer t0 de facto partner-
ship taxation. The general approach here is to
seek out ways in which to have corporate income
taxed only once to the suppliers of capital. One
way to do this, especially in owner-managed
firms, is to increase employee compensation so
that a higher fraction of profits are paid out as
tax-deductible compensation rather than non
tax-deductible dividends or non tax-deductible
capital gains distributions through share repur-
chases.

Another way to do this is by issuing more debt
and repurchasing equity. As discussed more
fully below, despite the decline in corporate tax
rates, and contrary to what we often read in the
business press, it is straightforward to show that
the effect of the new tax bill is to encourage
increased reliance on corporate borrowing as a
means of financing. As with compensation, in-
terest payments are deductible to the corpora-
tion, so the profits that go to the suppliers of
capital escape taxation at the corporate level.
The result is the same as if the corporation had

converted partially to a partnership form of or-
ganization for tax purposes. And while this op-
portunity to achieve de facto partnership tax
treatment by issuing debt also existed prior to
enactment of the TRA of 1986, it was of no
importance since corporate taxation was neutral
at that time. Putting together these two ways of
moving towards partnership taxation without
making a legal change in organizational form
Jeads one to predict an increase in leveraged
buyouts of corporations by employees.

So under the new tax bill, corporations prob-
ably will not pay a higher fraction of explicit
taxes, contrary to the apparent intent of the bill.
Not only will corporations seek to rearrange their
asset and capital structures in ways to avoid the
corporate-level tax, but the new bill also dis-
criminates against funding capital expansion in
corporate form. As such, the corporate sector is
likely to grow at a slower rate than the non-
corporate sector of the economy. On the other
hand, the shareholder-level tax will increase
substantially under the new bill, and these are
taxes that are properly attributable to the corpo-
rate sector of the economy.

The examples just discussed were meant to
provide some support for the claim that policy-
makers could benefit considerably from a mi-
croeconomic model of tax planning. Much work
remains to be done in the development and
testing of such a model, and the TRA of 1986
provides a wonderful laboratory that should help
to advance research progress considerably. I
hope that some of you will join the effort. There
is plenty of room, whether your comparative
advantage is in modeling, empirical research, or
mastery of institutional detail.

REFERENCES

Grossman, S. J., *“The Informational Role of Warranties and Private Disclosure About Product Quality,” Journal

of Law and Economics (December 1981), pp- 461-83.

Scholes, M. S., and M. A. Wolfson, ““Taxes and Organization Theory,” Unpublished working paper, Stanford

University (April 1987).

, “‘Cost of Capital Dynamics and Changes in Tax Regimes,” in Uneasy Compromise: Problems of a

Hybrid Income-Consumption Tax (Brookings Institution, 1988).
Shoven, J. B., ‘‘New Developments in Corporate Finance and Tax Avoidance: Some Evidence,” NBER

Working Paper No. 2091 (December 1986).

Stiglitz, J. E., *“The Theory of Screening, Education and the Distribution of Income,”’ American Economic

Review, Vol. 65, No. 3 (June 1975), pp- 283-300.
, “‘Some Aspects of the Taxation of Capital Gains,’ Journal of Public Economics (July 1983),

pp. 257-94.

(February 1973), pp- 1-34.

18

, “‘Taxaiton, Corporate Financial Policy and the Cost of Capital,”” Journal of Public Economics

Spring 1988

Copyright © 2001. All Rights Reserved.



Copyright of Journal of the American Taxation Association is the property of American Accounting
Association and its content may not be copied or emailed to multiple sites or posted to a listserv without the
copyright holder's express written permission. However, users may print, download, or email articles for

individual use.



