

[image: ]



 


REBELLION, RASCALS, AND REVENUE



 


Rebellion, Rascals, and Revenue

TAX FOLLIES AND WISDOM THROUGH THE AGES

MICHAEL KEEN

JOEL SLEMROD

PRINCETON UNIVERSITY PRESS

PRINCETON & OXFORD



 


Copyright © 2021 by Princeton University Press

Princeton University Press is committed to the protection of copyright and the intellectual property our authors entrust to us. Copyright promotes the progress and integrity of knowledge. Thank you for supporting free speech and the global exchange of ideas by purchasing an authorized edition of this book. If you wish to reproduce or distribute any part of it in any form, please obtain permission.

Requests for permission to reproduce material from this work should be sent to permissions@press.princeton.edu

Published by Princeton University Press

41 William Street, Princeton, New Jersey 08540

99 Banbury Road, Oxford OX2 6JX

press.princeton.edu

All Rights Reserved

Library of Congress Control Number: 2020948499

First paperback printing, 2022

Paper ISBN 9780691234021

Cloth ISBN 9780691199542

ISBN e-book 9780691199986

Version 1.0

British Library Cataloging-in-Publication Data is available

Editorial: Joe Jackson and Jacqueline Delaney

Jacket/Cover Design: Karl Spurzem

Production: Erin Suydam

Publicity: James Schneider and Kate Farquhar-Thomson

Jacket/Cover Credit: Shutterstock





 


To my beloved Géraldine, ma femme, Pippa, Eddie and Célina, who have borne so graciously with my follies

—M. K.

To Ava, my life partner, and Annie and Jonathan—who at times resisted my tax wisdom but have always welcomed, and returned, my love

—J. S.



 



CONTENTS



	Preface      xv

	Acknowledgments      xix

	PART I. PLUNDER AND POWER      1

	  1    Any Public Matter      3

	Bengal to Boston    5

	Never Such Disgrace    11

	Why Bolivia Is Landlocked    15

	Taxing the Light of Heaven    17

	Not Everything Is About Tax. But …     22

	  2    The Way We Were      24

	A Quick Gallop through the Long History of Taxation    25

	How Much?    34

	Warfare and Welfare    38

	Babbage’s Nightmare    41

	Debt, Default, and Princes    43

	Making Money    47

	  3    By Another Name      55

	Elizabeth I to Spectrum Auctions    56

	Selling Sovereignty    62

	Cheap Labor      63

	Working for Nothing      63

	A Rich Man’s War and a Poor Man’s Fight      65

	Doing Your Bit    68

	Paying Your (Feudal) Dues    71

	Crossing the Line    73

	And There’s More    75

	Jobs for the Boys      75

	A Tax on Stupidity      77

	PART II. WINNERS AND LOSERS      81

	  4    Fair Enough      83

	Heads on Pikes    84

	Poll Taxes and the English      85

	Noble Causes      91

	Trying to Be Fair    93

	Pay for What You Get?      94

	Pay What You Can?      96

	Show Me a Sign    97

	Taxing by Class      98

	Taxing by Community      99

	Taxing the Finer Things in Life      102

	Presumptions of Prosperity      105

	  5    This Colossal Engine of Finance      108

	The Work of Giants: The Income Tax in Britain    109

	The Dred Scott Decision of the Revenue    116

	A Crime of Passion and the French Income Tax    123

	Old Fears and New Directions    127

	  6    Some Are More Equal Than Others      131

	Taxing Femininity    132

	Peculiar Tax Institutions    136

	Leaps of Faith    138

	Outsiders    144

	Strangers in a Strange Land      144

	Taxes as Punishment      145

	Hard Choices    146

	  7    Stick or Shift?      149

	False Starts    150

	Burgling Other People’s Intellect    155

	You Must Remember This    158

	Buddy, Can You Spare 1/20th of a Dime?      160

	Things Aren’t Always What They Seem    162

	Helping the Working Poor (or Their Employers)      162

	Are Tax-Free Municipal Bonds a Giveaway to the Savvy Rich?      163

	The Murky Incidence of the Corporate Tax      164

	The Big Picture    167

	PART III. CHANGING OUR WAYS      171

	  8    Breaking Bad and Making Good      173

	Do the Right Thing    174

	Family Matters      174

	Taxing Knowledge      177

	Tax Bads, Not Goods    179

	Saving the Planet      180

	Wind-Breaking Cows, Scary Dogs, and Cute Cats      183

	The Wages of Sin      184

	The Vile Custome      184

	The Curse of the Drinking Classes      189

	Sex, …       190

	… Drugs, …       192

	… But Not Much Rock and Roll      193

	Unhealthy Living      193

	Just Say No?    195

	  9    Collateral Damage      199

	Spurring Ingenuity    200

	Stranger Things      200

	Drawing a Line      207

	Excess Burden    214

	No Fire without Smoke      215

	A Window on Excess Burden      222

	10    How to Pluck a Goose      225

	Searching for the Holy Grail    227

	War Profiteers and the Corporate Tax Revisited      228

	Give Me Land, Lots of Land      230

	Conscripting Wealth      235

	Limiting the Damage    237

	The Cleverest Man in England      237

	Broaden the Base, Lower the Rate (Maybe)      240

	Shaping a Tax System    243

	How Many Feathers?    247

	11    Citizens of the World      251

	Squeezing a Rice Pudding    254

	Havens from the Tax Storm    257

	The Rich Are Different from Us      261

	They Don’t Live Here Any More      262

	Don’t Tell      263

	False Profits    265

	If I Were You, I Wouldn’t Start from Here      266

	A Farewell to Arms (Length Pricing)?      270

	Tumbling Taxes    276

	PART IV. TAXES DON’T COLLECT THEMSELVES      281

	12    Vlad the Impaler and the Gentle Art of Tax Collection      283

	Mind the Gap    285

	A Gallery of Tax Rascals      285

	Known Unknowns      288

	Many Sticks—and a Carrot or Two    289

	Get to the Money First      290

	Big Businesses Are the Tax Administrator’s Friend …       296

	… And Small Businesses Are Their Nightmare      298

	Information Rules      300

	Trust but Verify    306

	Taxpayers Are People Too    308

	Principled (and Singing) Evaders      308

	Making Honesty the Easiest Policy      309

	13    Someone Has to Do It      313

	The Tax Collectors’ Gallery    314

	Who Collects?    318

	The Rise and Demise of Tax Farming (and Tax Farmers)      319

	Kickbacks—Legal and Otherwise      324

	Tax Independence      328

	Privatizing Tax Collection      329

	How Big Should Tax Administrations Be?      331

	Tax Tech    333

	PART V. MAKING TAXES      339

	14    Taxing and Pleasing      341

	The Finance Minister’s Dream    341

	Starving the Beast    346

	From Coventry to K Street    348

	The Naked Truth about Lobbying      348

	I Can’t Believe It’s Not (Taxed Like) Butter      351

	The Taxes Chain Store Massacre      352

	One Man’s Exemption      354

	You Just Don’t Do That: Four Centuries of Not Taxing Food in Britain      355

	Games Governments Play    358

	Vanishing Acts      359

	What’s in a Name?      361

	Oops      363

	Some Triumphs of Pretty Good Tax Policy    363

	Lessons from Gucci Gulch, and Elsewhere      365

	The Rise (and Rise) of the VAT      368

	15    The Shape of Things to Come      372

	Taxes in Naboo and Utopia    372

	Pillars of Tax Wisdom    375

	Tax Revolts Are Rarely Just about Tax      375

	Be Careful with Words      376

	You May Be the One Paying for Lunch      377

	Fair Taxation, Whatever That Is, Is Hard to Achieve      379

	Taxation Is About Finding Good Proxies      380

	Tax Avoiders and Evaders Are Wonderfully Creative      382

	The Biggest Costs of Taxation May Be the Ones You Can’t See      383

	Taxes Are Not Just for Raising Money      385

	People Pay Taxes Because They Are Scared      386

	Tax Sovereignty Is Becoming a Thing of the Past      387

	Beware of Mantras      388

	The Future and Beyond    389

	Hard Times      390

	Brave New Worlds      393

	What Will They Think of Us?    397

	Notes      399

	References      453

	Illustration Credits      495

	Index      497





 



PREFACE



Taxation … is eternally lively; it concerns nine-tenths of us more directly than either smallpox or golf, and has just as much drama in it; moreover, it has been mellowed and made gay by as many gaudy, preposterous theories.

H. L. MENCKEN1

At best the subject of antiquated taxes and fiscal mechanisms is crabbed and unlovely.

GEORGE TENNYSON MATTHEWS2



ON THIS, we side with Mr. Mencken—and our aim in this book is to persuade you to agree. Even Professor Matthews seems to have been unpersuaded by his own rhetoric, as he proceeded to write 292 pages about arcane tax arrangements in ancien régime France.

Tax stories from the past, we hope to show, can be entertaining—sometimes in a weird way, sometimes in a gruesome one, and sometimes simply because they are fascinating in themselves. They are also helpful in thinking about the tax issues that run through today’s headlines and politics. The stories we tell in this book span several millennia, from Sumerian clay tablets, Herodotus, and the unusual tax ideas of the Emperor Caligula through to the slippery practices revealed by the Panama Papers, the tax possibilities unleashed by blockchain, and the outlook for taxation in a world transformed by the COVID-19 pandemic. But this book is not a history of taxation. Nor is it a primer on tax principles. It is a bit of both.

The principles help frame the history, in understanding, for example, how rulers of the past, lacking anything like an income tax, invented other ways of tilting the tax burden away from the poorest (if only to ensure their own survival). Sometimes, too, the popular understanding of the few episodes in tax history that are widely known (which, it is true, are not many) turns out to be plain wrong, but in intriguing and significant ways. The tax that provoked the Peasants Rebellion of 1381, for instance, was not really a poll tax; and it was a tax cut, not an increase, that provoked the Boston Tea Party.

The history also helps clarify the principles of taxation. Sometimes these are harder to see at work in taxes that are familiar to us than they are to see in the oddities and even the physical relics of the past. It is easy to be distracted by the frothy political rhetoric that often accompanies the tax debates of our times. Shorn of polemic, past tax episodes can shed a clear light on these underlying principles. The intellectual case for using carbon taxes to save the planet from climate risk, for example, is much the same as that for the tax on beards introduced in Russia by Peter the Great in order to save Russia from the boyars.

Many of the tax episodes we look at may at first seem far-fetched or ridiculous. Some are stories of disastrous missteps and cruelty. Some, we admit, teach no useful lesson that we can discern, but are just pleasingly gaudy and preposterous. But along with the follies there are also episodes of remarkable wisdom. For it is a theme of the book that, when it comes to designing and implementing taxes, our ancestors were addressing fundamentally the same problems that we struggle with today. And they were no less ingenious—not just in creating taxes, but also in avoiding and evading them—than we are. We should not feel too superior to our forebears, given the taxes we have nowadays. The idea of taxing chimneys may seem quaint to us. But we suspect our descendants will find some of the things that we do today more than a little peculiar, such as taxing multinationals by trying to figure out what some entirely different and hypothetical set of companies would have done in the unlikely (possibly inconceivable) event that they found themselves in the same circumstances. And they would be right.

The purpose of this book is not to convince you that taxation explains everything—though we do suspect it helps explain more than is often recognized. It is more fun to hear of Henry VIII’s lust for Anne Boleyn than of how he could ease his fiscal problems by breaking with Rome and taking for himself the taxes being paid to the Pope. Nor does the book promote any pet tax system of our own, though we do not hesitate to draw implications from the tax episodes that we discuss for today’s tax controversies. That, after all, is the point. Today’s tax landscape is quite different from those of classical Greece, colonial Sierra Leone, Tokugawa Japan, or the Depression-era United States. But it continues to be shaped by decisions made long in the past. One legacy of the debates over slavery and taxation in the new-born United States, for instance, is now a real obstacle to the introduction there of a wealth tax. The most fundamental point, however, at the heart of this book, is that many of the principles of good and bad taxation run through history. They can help us understand our past and choose wisely for a future that is being transformed by technological change, and seeing them at work in history provides a pleasing dose of gaudiness.

To bring out the themes running through the story of taxation, the book is organized not by timelines but by issues, and so jumps around across the centuries and over the continents. It is in five parts. The first sets the scene by taking in the big picture: It opens with some episodes in tax history—from the lurid to the quaint—that encapsulate some of the unchanging tax truths with which the book deals and then takes a broad look at how, over the ages, governments have set about trying to make the likes of us all pay for whatever it is they wanted to do. The second part, on winners and losers, is about fairness in taxation. This is something even wicked rulers have to care about if they want to survive, and we look at the many mistakes and occasional brilliance that they have shown in trying to cope. Figuring out exactly who the winners and losers from taxation are, however, turns out to be far from easy. We will see that the question of who exactly bears the real burden of taxation has vexed policy makers since at least medieval England and has even helped shape our political institutions. The third part of the book showcases the extraordinary power of human ingenuity—from Pharaonic Egypt to today’s multinationals—in finding ways to avoid paying taxes. It also considers how governments have, have not, and ought to take account of such rascality. The fourth part turns to the painful (sometimes fatal) art of tax collection, which brings out both the best and the worst of human nature, and to the ways that governments have found—from gorgeous bronze devices in ancient China to drones over Buenos Aires—to threaten, cajole, and sweet-talk us into paying whatever their rules say we ought to. The final part looks at the messy realities of making tax policy, describes spectacular successes and failures, and distills a few lessons to help cope with a future in which taxation, we can be pretty sure, is not going away but may well start to take quite different forms from those we are accustomed to. The book ends by speculating about what tax follies future generations will find to chuckle over when they see how we do things today.

We are economists, not historians. So we hope real historians will forgive our blundering over their terrain. For those economists who would like to use this book to support and liven up a more traditional and formal (maybe even dull) introduction to tax principles, these five parts correspond closely to obvious slabs of public finance learning, addressing, after a general overview: equity concerns (vertical and horizontal), incidence analysis, issues of efficiency and optimal taxation, tax administration, practical policy making, and core tax challenges and possibilities for the future.

There is thus a logical progression within the book. But, with some willingness to skim over a sentence or two, the chapters can be dipped into at will. For all readers, our aim is to entertain, persuading the skeptical that tax is not just important but also interesting. In that way, while rebellions will always be with us, taxes will always invite rascality, and follies will always happen, we hope this book may bring a little more wisdom to the future of taxation.
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PART I

Plunder and Power



What at first was plunder assumed the softer name of revenue.

THOMAS PAINE1

The spirit of a people, its cultural level, its social structure, the deeds its policy may prepare—all this and more is written in its fiscal history, stripped of all phrases.

JOSEPH SCHUMPETER2





 



1

Any Public Matter



The revenue of the state is the state.

EDMUND BURKE1



UNCOVERED BY Napoleon’s soldiers in 1799, the Rosetta Stone famously held the key to deciphering ancient Egypt’s hieroglyphics. The trick, of course, is that it bears the same text in three different scripts: knowing the others, scholars could begin to understand the hieroglyphics. But what could be so important as to be worth carving out in three scripts? The answer, you will have guessed, is taxation. The Rosetta Stone describes a tax break given to the temple priests of ancient Egypt, reinstating tax privileges they had enjoyed in prior times. (So it also teaches us an early lesson: tax exemptions are as old as taxes.) But taxes themselves are far older than the Rosetta Stone. Indeed, early recorded human history is largely the history of tax. Sumerian clay tablets from 2500 BCE include receipts for tax payments.2

These relics are visible reminders that powerful rulers have always exercised their powers of compulsion to divert resources to their own preferred use. (A “tax,” to get the definition out of the way, is “a compulsory, unrequited payment to general government.”)3 Indeed, as Edmund Burke saw, that is largely what defines them as rulers. Conflicts centered around this exercise of their coercive power to tax sometimes blaze across the pages of history, playing a profound role in shaping the institutions that we all live with. More mundanely, but with almost inconceivably deep and direct impact, the exercise of taxing powers has impacted the daily lives and struggles of ordinary people for millennia, whether it is peasants handing over some of their rice crop to the local lord’s retainer in Tokugawa Japan or shopkeepers in Lagos wondering how to complete their value-added tax (VAT) return. For the ordinary masses of humanity, taxation has long been the most direct way in which government impinges on their lives. Rulers, and systems of government, are largely characterized—and their survival and development largely determined—by how they choose to exercise their power to tax. As de Tocqueville wrote, “There is scarcely any public matter that does not arise from a tax or end in one.”4

[image: ]
Over the millennia, the fundamental challenges faced by rulers aiming to extract resources to fund the state’s activities, or their own fancies, have remained largely unaltered. What has changed, and is still changing, is how they address them. This book is about those problems of taxation and what past tax episodes—dramatic and humdrum, appalling and amusing, foolish and wise—teach us about how best to shape tax systems so as to avoid calamity and maybe even do some good.

We start with four stories that provide vivid illustrations of some of the key themes of this book. Not the least of these themes (though we suspect this is rarely the purpose policy makers had in mind) is that tales of taxation can actually be entertaining.


Bengal to Boston

Not many incidents in tax history could be called “well known.” The exceptions are a few conflicts in which tax issues were at the heart of wider disputes over sovereignty. These, however, are so well known as to have become close to founding myths. So it is with the barons forcing King John (ruled 1199–1216)5 to sign Magna Carta,6 and John Hampden refusing to pay King Charles I’s ship money. But national legends are rarely quite what they are cracked up to be. Sometimes they are misremembered: “Does Magna Carta mean nothing to you?” asked the British comedian Tony Hancock, “Did she die in vain?” And sometimes the legend ignores important parts of the truth.

So it is with our first story, which is that of the American Revolution, ushered in by the Patriots of Liberty dumping tea into Boston Harbor—prompted, we are told, by oppressive British taxation. This is probably history’s best-known tax revolt. But things were not quite how they have often come to be seen, one general lesson from this book being that, when it comes to taxation, myth is often more pervasive than reality. The Boston Tea Party was actually prompted not by some tax increase, but by a tax cut—with the back story being a complex interplay between increasingly desperate policy makers and powerful interest groups, all adept at spinning their own self-interest as something noble. And the most appalling British tax oppression in the story did not occur in the American colonies. It took place in India.

The story begins in 1763, when the British emerged from the Seven Years’ War with both their empire and their debt massively expanded. In America, the colonies had been freed from French pressure on their borders. In India, the privately owned but state-sponsored East India Company had established itself as the preeminent and rising colonial power. But all this, with gains in Canada and the Caribbean as well, had not come cheap. The British had financed the war largely by massive borrowing: The national debt had risen to an alarming 120 percent or so of gross domestic product (GDP),7 and two-thirds of all government spending was on interest payments. It was time for Britain to set its fiscal house in order—and for the colonies to do their bit.

By 1765, things did not seem to be going too badly for the British. True, the colonists in America had not taken kindly to the sugar duties of 1764, but perhaps stamp duties, levied on legal documents and other printed materials, would work better—after all, they had worked at home for many years with no great difficulty. Prime Minister George Grenville expected them to prove “equal, extensive, not burdensome, likely to yield a considerable revenue, and collected without a great number of officers.”8 Moreover, the proceeds were earmarked for the defense of the colonies. It was surely only fair that the colonists, who came up with only 6d (six pence, or half a shilling) a year per person in tax, compared to 25 shillings annually for the average Englishman, should chip in more.9 And the news from India was spectacular. In that year, the Mughal Emperor granted the East India Company the diwani—the right to collect tax revenues in Bengal, Bihar, and Orissa. This was a truly glittering prize. The Gentleman’s Magazine thought that “the prodigious value of these new acquisitions … may open to this nation such a mine of wealth as … in a few years to … pay off the national debt, to take off the land tax, and ease the poor of the burdensome taxes.”10 In 1767, it seemed that a start on this had been made when the East India Company agreed to pay the government £400,000 a year for the enjoyment of its possessions in India.

Soon, however, things were going very badly wrong. In America, fierce opposition to the stamp duty had led quickly to its repeal. The government of Pitt the Elder (doubtless distracted by then being “seriously disabled by mental illness”11) responded in 1767 with the Townshend Duties on tea and other products. This was expected to produce only about one-tenth of the revenue of the diwani. But the point was in the preamble, declaring it to be “expedient that a revenue should be raised in Your Majesty’s Dominions in America.”12 More resistance and boycotts followed, and in 1770 all the taxes other than the 3d per pound tax on tea were removed; that remained because, as the king continued to insist, “[there] must always be one tax to keep up the right [to tax].”13 The protests and boycotts continued, and in March of 1770, panicked British troops killed seven locals on the streets of Boston.

[image: ]
1767: The British gain tax base and power in Bengal.


But things were even worse in India. The diwani was already proving less spectacular than predicted, as famine came to Bengal in 1769. The Company’s revenues there fell from £1.8 million in 1766/1767 to £1.3 million in 1770/1771.14 This reduction was smaller than might have been expected, given the depth of the famine: 20 percent of the population of Bengal may have died. But what stopped it falling further was the Company’s ruthless collection. “Indians were tortured to disclose their treasure,” reported one official of the old regime, “cities, towns and villages ransacked; jaghires and provinces purloined.”15 But these extreme measures could not prevent a massive shortfall in revenue, compounding other difficulties facing the East India Company: uncontrolled over-borrowing by its excessively entrepreneurial employees in India, massively increased military spending—and an accumulation of huge stocks of tea that it could not sell, partly because of the boycott in America. The Company’s sales to the colonies fell by nearly 90 percent between 1768 and 1770.16 By early 1772, the Company was in serious trouble.17 It held about 18 million pounds of unsold tea in its London warehouses;18 had effectively defaulted on the custom duties due on importing tea into Britain; and, far from paying a tidy sum to the government, needed to borrow large amounts from it.19 But, being at the heart of English finances (and the wealth of many of the elite20), the East India Company had become too big to fail. “The monopoly of the most lucrative trades, and the possession of imperial revenues,” Edmund Burke was later to tell Parliament, “had brought you to the verge of beggary and ruin.”21

There were, Lord North had declared in 1768, “two great national questions, the state of the East India Company and the affairs of America.”22 And they became increasingly intertwined, with the solution to each perhaps lying in the solution of the other. To secure the financing of the East India Company, the key was to increase its sales of tea, and the American market was the main hope. The potential for its expansion was clear, but so was the obstacle to realizing it: Something like three-quarters of the tea consumed in the colonies was being smuggled in.23 To some, these commercial problems could give convenient cover for a politic removal of Townshend’s tax. But, by now prime minister, Lord North insisted that the principle had to be maintained: This was, as Edmund Burke cattily put it, not a real tax but a “preambulary” one.24

This was when the hard-pressed bureaucrats and politicians in London came up with a cunning plan. In short, they reduced the price of tea in the colonies by eliminating a tax due on tea in England, while maintaining the preambulary principle by leaving the tax charged in the colonies unchanged. The East India Company, to be more precise, had until now been required to bring tea destined for the colonies into England first, at which point an import tariff of about 24 percent was charged, and to put the tea up for auction. From July 1773, however, this tax was entirely removed for tea exported to America. For the cheapest tea, this would allow the price charged in the colonies to be cut by about 6s per pound.25 Smugglers would still have the advantage of not paying the Townshend Duty, but with the East India Company also now enabled to sell directly to the colonies, the smugglers were clearly in for some real competition. Surely the Americans would now be unable to resist buying taxed tea in large quantities. And in so doing, they would not only be sending the East India Company, and the powerful interests behind it, on the way to recovery but also implicitly accepting the British government’s right to tax them. Clever.

But this ruse was, it turned out, a bit too clever. The agents chosen by the East India Company to sell in the colonies the now extremely cheap tea were clearly going to be loyalists. And thus the British—having infuriated lawyers, publicans,26 newspaper publishers, writers, and other smart and influential people by the Stamp Act of 1765—were now directly attacking another powerful interest group: the savvy, powerful and respectably disreputable businessmen who had been making good money from smuggling tea, and who were increasingly aligning themselves with the patriot cause.

Men, that is, like John Hancock, “a respectable large-scale smuggler”27 who was the richest merchant in Boston and now closely associated with the patriot agitator Sam Adams (as well as subsequently and proverbially supplying the first—and largest and most flamboyant—signature of the Declaration of Independence). Not only could the American merchants no longer hope to sell smuggled tea, they could not even hope to sell the legitimate British tea. The happy thought in London was that these measures would undermine not only the commercial interests but also the influence of these powerful men. But they misjudged. Hancock chaired, and Adams inflamed, the meeting at the Old South Meeting House on December 16, 1773, which ended with the Sons of Liberty throwing 35,000 pounds of cut-price tea into Boston Harbor. Tea shipments were refused in Philadelphia and Charleston, and tea parties erupted again in Boston and New York. From there, under the banner of “no taxation without representation,” riot proceeded to revolution.
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1773: The British lose tax base and power in Boston.


There is irony in this. The modern American Tea Party, vociferously opposed to all but minimal taxation, takes its name from what was in effect a violent protest against a tax cut. There are also lessons. It might be too much to conclude that “as it turned out, [the Sons of Liberty] were not just against taxation without representation—they were against taxation, period.”28 But the Boston Tea Party was evidently about more than just tax rates.

The Boston Tea Party, and the Revolution, were ultimately about sovereignty. The overt exercise of authority for its own sake in the form of the tax on tea simply evoked and crystallized resistance. But these events were also about the power of interest groups, which, like the smugglers in the American colonies, can be ingenious in amassing support even from groups whose own interests—like those of the average Bostonian tea drinker—would seem to point in quite the opposite direction. And, as with other calamitous tax episodes, it was largely about the way in which taxes were implemented. Or, perhaps more to the point in this case, about their being implemented at all. Smuggling was a normal part of life for the colonists (as it was for many of their English brethren), and Britain’s consistent attempts to stifle it were not taken well: When the smuggler-hunting Royal Navy vessel Gaspee ran aground in 1772, the locals simply set it on fire.29 Discontent is also more likely when there is little support for the way in which tax receipts are spent. So it did not help that the proceeds of the Townshend Duties were earmarked for the extremely unpopular purpose of financing British political appointees in the colonies and establishing commissioners of customs, who acted without juries.

Freed of the British, the new American government, soon faced its own tax revolt.30 In 1791, Treasury Secretary Alexander Hamilton imposed a tax on whiskey (considered a somewhat sinful luxury) after finding that tariffs did not meet the revenue needs of the fledging federation.31 Not entirely by chance, the tax tended to favor larger distillers,32 a powerful lobby group. But it enraged another interest: whiskey-distilling farmers in Western Appalachia. These small rural distillers refused to pay the tax; tarred and feathered tax collectors; and, finally, resorted to armed rebellion and bloodshed. The new American government reacted in much the same way as had the British—with force. But with a different outcome. In 1794, troops led by President George Washington easily quelled the rebellion.33

The British did learn some lessons from the American Revolution. In 1931, Mahatma Gandhi challenged the legitimacy of British rule in India by scooping a teaspoon of salty mud, boiling it in seawater, and thereby producing illegal untaxed salt. His actions clearly paralleled those of the Sons of Liberty at the Boston Tea Party. This time, however, there was no punishment from the British comparable to the “Intolerable Acts” of 1774 that were leveled at post–Tea Party Boston. Even Gandhi noted that the British showed great restraint.34 In the next story, however, they showed almost none.



Never Such Disgrace

This is a story of taxation at its most appallingly oppressive: targeted at a vulnerable and oppressed group, offensive not just in its amount but in how it was collected—and also reflecting the use of taxation as a means of social engineering.

In 1896, the British established a protectorate over Sierra Leone, appointing district commissioners to oversee indirect rule by the local chiefs. To pay for this, and for a planned railway, Governor Frederick Cardew announced the introduction, on January 1, 1898, of a tax on all houses—a hut tax. Such taxes were widely used in colonial Africa, part of the motivation being to induce the native population to participate in the cash economy in order to be able to remit the tax: an example, and we will see plenty of others, of a tax deliberately intended not only to raise revenue but also to change behavior. The chiefs, while proclaiming their loyalty to Queen Victoria, politely protested. Cardew responded by reducing the tax and introducing some exemptions (including for Christian missionaries). But then he proceeded with the tax anyway.

Collection soon ran into trouble. Chiefs were imprisoned and put to work breaking stones for refusing their role in collection, to their great humiliation. “Since the time of our ancestors,” said one, “there has never been such disgrace to one of our Chiefs as this prison dress which I wear.”35 Fighting broke out first in the north, as the British moved to arrest a chief and regional leader, Bai Bureh, who was viewed, perhaps wrongly,36 as instigating resistance. But he was, in any case, a respected and hardened warrior, who had once fought for the British and knew their ways only too well. (When Cardew offered £100 for Bai Bureh’s head, Bai offered £500 for Cardew’s.)37 Soon it became a guerilla war, with British columns ambushed on the jungle paths and fighting multiple engagements each day.38 The British responded with the systematic torching of towns and villages39—thereby destroying the tax base itself. Rebellion broke out in the south, too, and there the conflict was even more brutal, marked by the massacres of several hundred Europeans and Africans in European dress.40

By November, however, the rebellion was flagging. Bai Bureh was betrayed, captured, and exiled to the Gold Coast (now Ghana). Ninety-six of his comrades were hanged.41 With that, what was called by the Colonial Secretary Joseph Chamberlain (destined to reappear later in this book) “a general rising against white rule,”42 fizzled out. The suffering had been immense. Even Cardew came to be haunted by “[t]he thought of … the gallant officers and men who have fallen, of the devoted missionaries who have been sacrificed, of the Sierra Leoneans who have been massacred and”—an afterthought perhaps being better than nothing—“of the many natives who have been killed.”43

This conflagration came to be known as the Hut Tax War. But there was more to it than the hut tax. Though the resistance did not aspire to remove the British, the fight was nonetheless largely about an affront to local customs and honor. Taxing huts was seen as directly undermining property rights: “Paying for a thing in our country,” one chief explained, “means you had no original right to it.”44 And it came along with the usurpation by the district commissioners of judicial and other powers that had rested with the chiefs (including, perhaps not incidentally, the revenue they received from exacting fines).45 “The king of a country however small, if he cannot settle small matters, is no longer king.”46 Not least, the aggressive implementation of the tax by the Frontier Police47—sometimes ex-slaves taking revenge on their former masters—created antagonism. As so often, this conflict, while directly associated with taxation, reflected other, deeper sources of tension. And ham-fisted implementation can be as provocative as the tax itself.

A royal commissioner, sent to find out what had gone wrong, recognized the powerful mix of causes behind the war. Resistance arose, he said, from the “sense of personal wrong and injustice from the illegal and degrading severities made use of in enforcing the Tax,” which was in itself “obnoxious to the customs and feeling of the people.”48 He recommended that the hut tax be abolished, the police force brought under control, and the authority of the chiefs increased. The hut tax, however, was not removed. It was simply reduced to 3s. Bai Bureh, meanwhile, became an enduring national hero in Sierra Leone: a hospital and football club are named in his honor, and in 2013 he was pictured on the 1,000-leone banknote.

This revolt was far from being the only one prompted by colonial hut taxes. In German East Africa, 2,000 people are said to have been executed for nonpayment. Possibly the most bizarre colonial tax conflict, however, centered around dogs—who will make a surprisingly frequent appearance in our stories of taxation. This was the armed resistance by the Maori of Hokianga County in New Zealand to a tax on every dog in the district (as well as a “wheel tax” based on a vehicle’s tire width). This tax was also seen as infringing the autonomy of the indigenous people. Troops were mustered. But things ended, happily, without (human) bloodshed. Not, however, before the leader of the resistance, Hone Toia, made one of the more memorable utterances in tax history: “If dogs were to be taxed” he prophesied, “men would be next.”49
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Tax warriors: Bai Bureh and Hone Toia.


Another dog-tax episode, however, ended far from peacefully. In 1922, the Bondelswarts, a nomadic group in German Southwest Africa (now Namibia), rose up against an increase in the dog tax that had been imposed in 1917.50 This tax was no small matter, as dogs were central to their pastoral way of life, used for hunting and protecting their livestock from vermin. The South African government, exercising its postwar mandate in the area, used aircraft to bomb the group into submission—one of the first instances of the deliberate bombing of civilians—and ultimately, more than 100 Bondelswarts were killed. Eyebrows were raised at the League of Nations, but nothing was actually done.51

The Hut Tax and Dog Tax Wars of Sierra Leone and New Zealand show how tax revolts, and their lasting consequences, are sometimes as much about the way in which the government treats taxpayers, and the claim to sovereignty underlying their exercise of coercion, as they are about how much the taxes aim to extract. In less bloody times, the concern has often been with mere intrusiveness. This is a recurrent theme in the story of taxation. For instance, later in this chapter we will get a taste of the resentment felt under the later Stuarts of tax officials’ rights to enter people’s homes to count their fireplaces. This is echoed by today’s concerns that, in the digital age, governments may come to know more about us, for tax and other purposes, than we would like.



Why Bolivia Is Landlocked

In December 2019, the Trump administration threatened to levy hefty tariffs on selected and quintessentially Gallic imports from France (champagne, cheese, handbags, etc.), in retaliation for the planned introduction there of a “digital services tax.” For the United States, this tax was just an attempt to grab revenue from American companies like Google and Facebook. For France, it was an attempt to ensure that companies making good money there also faced a reasonable tax bill. Who should tax multinationals, and how, has become the stuff of headlines and street protests over the past few years. But the issue is not new (even as between the United States and France, it turns out, a similar spat having broken out between them in very pre-digital 1934).52 And while the dispute between the United States and France (soon joined by many others planning similar taxes) threatened to blow up into a trade war, in nineteenth-century Latin America a dispute over taxing rights led to a real war, and one that shaped our world not just metaphorically but literally.

This was the “Ten Cents War”53 of 1879 to 1884, which pitched Chile against an alliance of Bolivia and Peru. It emerged from a longstanding argument about where to draw the border between Bolivia, which had access to the Pacific coast through the province of Atacama, and Chile. No one much cared who owned Atacama, largely desert, until the 1840s, when it was discovered to be rich in guano and nitrates. Chileans then moved in large numbers into the disputed region, as well as farther north into the Peruvian province of Tarapacá, which contained most of the rest of the world’s nitrates. Some resolution was reached in a boundary treaty of 1874, by which Chile renounced its territorial claim in return for Bolivia’s concession that:


The duties of exportation that may be levied on minerals exploited in the [ceded] zone … shall not exceed those now in force; and Chilean citizens, industry, and capital shall not be subjected to any other contributions whatever except those now existing. The stipulations in this article shall last for twenty-five years.54



This is what would now be called a “fiscal stability clause,” guaranteeing that Bolivia would not raise the tax rate on Chilean companies operating within its borders. Companies naturally value assurances about their future tax treatment, especially when, as in mining, they incur heavy up-front costs that cannot be recovered if things turn out badly. But governments can regret forgoing sources of revenue they may have much need of later. So it proved, at any rate, in this case.

In February 1878, Bolivia decided to impose an export tax on minerals of 10 centavos per quintal.55 Chile immediately saw this tax increase as violating the 1874 treaty. Bolivia stood firm and announced on February 14, 1879, that it would liquidate the assets of the Compañía del Salitres y Ferrocarril, the primary Chilean company affected, so as to meet its tax obligations. That same day, troops from two Chilean ironclads occupied the Bolivian port of Antofagasta in the Atacama, and the war began. Peru, which had signed a secret treaty of mutual assistance with Bolivia in the event of war with Chile, entered the conflict the next month.

The war did not go well for Bolivia or Peru.56 At its end, the province of Atacama passed to Chile, and Bolivia became landlocked. Peru lost Tarapacá. Chile gained land and control of most of the world’s nitrate deposits and some of its richest copper deposits. Although Chile guaranteed Bolivia free commercial access to its Pacific ports, Bolivia’s claim for a corridor of access remains a source of diplomatic tension to this day. The ongoing dispute was still before the International Court of Justice in 2018, when it ruled against Bolivia,57 whereupon the Bolivian president vowed that “Bolivia will never give up.” The missing province is still represented in Bolivia’s parliament, and in the contest to become Miss Bolivia.58
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Fighting for fiscal stability.




Taxing the Light of Heaven

There is no bloodshed in our last story, but it takes us to the heart of the tax-design problem. This is the tale of the window tax, imposed in Britain from 169759 to 1851. At first blush, taxing windows may seem anachronistic or just plain folly. But it was actually pretty clever.

The problem faced by the government of the time was to find a tax based on something that: increased with wealth (for fairness); was easily verified (to avoid disputes); and—being intended to replace a tax on hearths (that is, fireplaces), much hated for requiring inspectors to check inside the property, imposed by the recently deposed Stuarts—observable from afar. The answer: windows.

The number of windows in a house was a decent proxy for the grandeur and wealth of its occupants, so that on average, wealthier people would owe more window tax. And it could be assessed from outside by “window peepers.”60 In an age that lacked Zillow.com or any other way to estimate on a large scale and with reasonable accuracy the value of residential property, this tax was not such a bad idea. Indeed, a window tax is essentially a (very) simple version of the computer-assisted mass appraisal systems by which some developing countries now assess property tax, valuing each house by applying a mathematical formula to a range of relatively easily observed characteristics (location, size, and so on).61

Clever though the window tax idea was, it had limitations of a kind that pervade other taxes as well. It was not, for instance, a very precise proxy. That led to unfairness. Adam Smith was irked that:


A house of ten pounds rent in a country town may sometimes have more windows than a house of five hundred pounds rent in London; and though the inhabitant of the former is likely to be a much poorer man than that of the latter, yet so far as his contribution is regulated by the window-tax, he must contribute more to the support of the state.62



And even though the tax only applied to properties with more than a certain number of windows, which went some way toward easing the burden on the poorest families, the tenement buildings into which the urban poor were crowding counted as single units for the purposes of the tax, and so were usually not exempt from tax.

The window tax also encountered the difficulty that it induced changes in behavior by which taxpayers reduced how much they owed, but only at the expense of suffering some new harm. The obvious incentive created by the tax was to have fewer windows, if need be by bricking up existing ones, as remains quaintly visible to this day on distinguished old properties (and some undistinguished ones). Light and air were lost. The French economist and businessman Jean-Baptiste Say (1767–1832) experienced this response first-hand when a bricklayer came to his house to brick up a window so as to reduce his tax liability. He said this led to jouissance de moins (enjoyment of less) while yielding nothing to the Treasury, which is a felicitous definition of “excess burden”:63 the idea—one of the most central and hardest to grasp in thinking about taxation—is that the loss which taxpayers suffer due to a tax is actually greater than the amount of tax itself. Excess burden is the collateral damage of taxation, and we will take a close look at it in chapter 9.

The harm done by vanished windows was not trivial. Poor ventilation spread disease; lack of light led to a deficiency of vitamin B that stunted growth—what the French came to call the “British sickness.” Opponents reviled the tax as one on “the light of heaven”; the medical press protested that it was a “tax on health.”64 Philanthropic societies hired architects to design accommodation for the poor so as to reduce liability to the window tax,65 and great minds of the time railed against it. Benjamin Franklin, when Minister to France, may have had it in mind when in 1784 he wrote to the editor of the Journal of Paris musing on the benefits of natural light. Among his recommendations (ironic, we presume) was ringing church bells and/or firing cannons at sunrise to wake everyone up. (For our narrative, though, more noteworthy was Franklin’s proposal for what is effectively the precise opposite of the window tax: a tax “on every window that is provided with shutters to keep out the light of the sun.”)66 Charles Dickens was straight up irate:


The adage “free as air” has become obsolete by Act of Parliament. Neither air nor light have been free since the imposition of the window-tax … and the poor who cannot afford the expense are stinted in two of the most urgent necessities of life.67



France followed the British example, adopting a tax on windows (adding an equally hated tax on doors) in 1798, leading the saintly Bishop of Digne of Les Misérables to pity “the poor families, old women and young children, living in those hovels, the fevers and other maladies! God gives air to mankind and the law sells it.”68
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Let there be (a bit less) light.


At the other end of the scale, the super-rich might revel in the ostentation of their windows. When, in Jane Austen’s Pride and Prejudice, the unctuous Mr. Collins proudly displays the magnificent property of his patrons to Elizabeth Bennett, she “could not be in such raptures as Mr. Collins expected the scene to inspire, and was but slightly affected by his enumeration of the windows in front of the house, and his relation of what the glazing altogether had originally cost Sir Lewis de Bourgh.”69 Because people preferred to both keep their windows and pay less tax, the response to the window tax, as with most taxes, was largely a story of evasion and avoidance, disputes, and legislative change trying to clarify the tax rules about what was and was not subject to tax. When visitors today take a punting outing on the River Cam in Cambridge, the guide may point out a house on the bank with a window on the corner of the building, supposedly designed to let light into two adjacent rooms that counted as just one window for purposes of the tax. The government caught on to that trick, however, and in 1747 introduced legislation stipulating that windows lighting more than one room were to be charged per room.70 A less subtle ploy was to hoodwink the window peepers by temporarily blocking windows “with loose Bricks or Boards, which may be removed at Pleasure or with Mud, Cow-dung, Moarter, and Reeds, on the Outside, which are soon washed off with Shower of Rain, or with paper and Plateboard on the Inside.”71 In response, the same 1747 law also required that no window that had been blocked up previously could be unblocked without informing the surveyor, with heavy fines for violation.

Disputes, favoritism, and upset abounded. What exactly, for instance, is a window? Questions with seemingly obvious answers can get murky when lots of (tax) money is involved. The wording of the act seemed to imply that any hole in an exterior wall, even from a missing brick, was a taxable window.72 The rules did become clearer (or at least more complex) over time; the 1747 reform, for instance, clarified that when two or more panes were combined in one frame, they counted as distinct windows if the partition between them was more than 12 inches wide. In any case, the tax commissions, consisting of local gentlemen, tended to apply the tax much as they wanted. This practice created many opportunities for favoritism. John Wesley, founder of Methodism, complained about an acquaintance with 100 windows paying only for 20.73

The window tax was very imperfect. But it was not a folly. And it illustrates the key challenges that are at the heart of the tax-design problem: the quest for tolerable fairness, the wasteful behavioral responses that the tax induces, and the desire to administer a tax cost effectively and nonintrusively. These challenges are taken up in turn in later chapters of this book. Many governments, as we will see, have done far worse that the window-taxers did.



Not Everything Is About Tax. But …

De Tocqueville’s point can be overstated. Not all rebellions, wars, or political battles are about tax (mainly, at least). Even those that have been stuck with a “tax” label are almost always about much more than that. And sometimes it can be convenient to cloak baser motives in the grand rhetoric of high tax principles. There is a flavor of this subterfuge not only in patriotic Boston but also in arguments sometimes heard that root the American Civil War not in slavery but in a dispute over tariff policy between North and South.74

At other times, however, the tax angle may be more central than it is convenient to reveal. It may be too much, for example, to suppose that Henry VIII’s break with Rome was triggered not by his passion for Anne Boleyn and the Pope’s refusal to allow him to indulge it by divorcing Catherine of Aragon, but by his lust for the revenues being extracted by the papacy from the Church in England.75 The massive fiscal side-benefit of expropriating those revenues, however, can hardly have been lost on a king whose recent revenue-raising attempts had resulted in rebellion. In any case, Henry used the threat of usurping the taxes paid by clerics to Rome as a lever in his maneuvering with the Pope; moved quickly to do so when the break came;76 and in time managed, as a result, to more than double his revenue77 (then proceeding to waste it on some of the most expensive wars that England had ever fought).78 Revolts, riots, and even reformations are inherently about the exercise of government’s coercive powers, and tax issues are then rarely far away.

Tax does not explain everything. Unlike some observers, we do not believe that President Kennedy was assassinated because he was about to roll back a tax break for the oil and gas industry.79 But just as tax mistakes can have horrendous consequences, so we believe that good tax design and administration can deliver enormous benefits—and that a close look at the tax follies and wisdom of our ancestors can set us on the right course for doing so.

For this purpose, we start with the big picture of how, over the millennia, the ways in which governments have exercised their coercive taxing powers have changed while many of the underlying problems they face in doing so have not.




 



2

The Way We Were



The fiscal history of a people is above all an essential part of its general history.

JOSEPH SCHUMPETER1



IN SCOOP, Evelyn Waugh drew on his experiences in 1930s Abyssinia to imagine tax collection in fictional Ishmaelia:


It had been found expedient to merge the functions of national defense and inland revenue in an office then held in the capable hands of General Gollancz Jackson; his forces were in two main companies, the Ishmaelite Mule Tax-gathering Force and the Rifle Excisemen with a small Artillery Death Duties Corps for use against the heirs of powerful noblemen.… Towards the end of each financial year the General’s flying columns would lumber out into the surrounding country on the heels of the fugitive population and return in time for budget day laden with the spoils of the less nimble; coffee and hides, silver coinage, slaves, livestock, and firearms.2



It was from simple plundering of much this kind that today’s often mind-numbingly complicated tax systems evolved. There is a commonality of purpose—the extraction of resources by coercive rulers—which means that taxation may be one of the few things in our lives that our ancestors would recognize from theirs. The past is not simply the present in fancy dress,3 but our rulers face the same fundamental tax problems as did theirs. This chapter starts by scanning the millennia to identify these recurrent challenges and to see the changing ways in which rulers have tried to address them. It then provides more context for the rest of the book by looking at how much tax revenue governments have, over the ages, actually managed to extract—the past, it turns out, was no golden era of low and unobtrusive taxes—and at how tax systems have been shaped by two powerful forces: war (always) and the extension of the franchise (more recently). Finally, we see that the two main alternative ways in which governments finance themselves, by borrowing and by creating money, are in effect taxation by another name.


A Quick Gallop through the Long History of Taxation

Something recognizable as taxation doubtless began as simple plunder in the mold of General Jackson, long before Ptolemaic Egypt or even ancient Sumer.4 Elements of plunder continued over the centuries. In the Roman Empire, victories were sometimes spectacular enough to allow remission of all other taxes for that year.5 In England, a primary function of the Domesday Book of 1087 was to provide the newly installed Norman conquerors with a record of exactly how much they had acquired. Plunder continued through the conquest of resource-rich South America, though the plunderers themselves were occasionally plundered: Francis Drake’s capture of the Spanish treasure ships (and other piracy against the Spanish in 1577–1580) brought Queen Elizabeth I the equivalent of about 1 year of her ordinary income.6 And it has continued into modern times through conflicts over the control of petroleum and mineral deposits in Africa and the Middle East.

The more sophisticated plunderers have, though, learned to be more subtle than General Jackson in Scoop. More like Eli Wallach’s bandit in The Magnificent Seven,7 they have recognized that leaving those plundered just enough of their capital (and human) resources to rebuild their productive capacity can provide a basis for further happy plundering in the future. Herodotus tells of King Alyattes of Lydia, who, when attacking the ancient Greek city of Miletus, “refrained from tearing down their houses so that the Milesians could set forth from them to sow and work the fields, and through their work he would have something to plunder.”8 From this it was a short step to seeing that the hard work of actual plundering itself might not be needed, the threat of plundering being enough. Tribute—such as the danegeld paid by the English and the Franks to keep the Vikings from raiding—became a more elegant way to achieve, by blackmail, the same effect.

Plundering and extracting tribute from foreigners—or, more generally, from those regarded for some reason as outsiders (perhaps for religious reasons, as we will see later)—has always been a popular form of taxation. Rulers prefer to extract their resources from people on whom their popular support does not depend. The Athenians levied a poll tax on foreign residents;9 Elizabethan England simply charged them double.10 Machiavelli advised his Prince that “of that which is neither yours nor your subjects’ you can be a ready giver, as were Cyrus, Caesar, and Alexander; because it does not take away your reputation if you squander that of others, but adds to it,”11 advice which many seeking to tax foreign multinationals continue to follow to this day. But, as Bolivia discovered in chapter 1, taxing foreigners can be risky. And it has rarely provided enough to satisfy rulers’ needs. Even Imperial Spain, despite the riches brought by the annual treasure fleet, suffered acute fiscal crises. Taxation of the insiders—those whom rulers feel in some way to be part of their own community—is also needed.

As societies became more settled, so too taxation took more settled forms. In preindustrial times, it was focused on the only two things in reasonably abundant supply: agricultural land and labor.

In ancient China, for instance, during the Western Zhou dynasty (1046–771 BCE), there emerged a system of dividing land into equal-sized three-by-three parcels of nine square plots, with the produce of the collectively farmed central square serving as a tax;12 this was much praised by the philosopher Mencius (372–289 BCE), though by his time, it had largely broken down. (Unchanged, however, is the composition of the pictographic character for “tax” in China, which has always been made up of “crop” and “exchange.”)13 Governments have put immense resources into the collection of land-related taxes.14 Under the Roman Emperor Diocletian (284–305), “[f]ields were measured out clod by clod, vines and trees were counted, every kind of animal was registered.”15 In Japan, the primary source of revenue until the Meiji restoration was a tax specified as a proportion of (actual or potential) rice production, often paid in kind. And the Mughal emperors derived about 90 percent of their revenue from land taxes, with officials collecting field-by-field information on areas, yields, and prices. Under the British, the officials of the Raj were traveling the country doing much the same, “inspecting and checking … the state of the wells and the irrigation systems, the survey and entries in the field register, the health of the cattle, the accuracy of boundaries.”16 Many of these techniques—focusing on physical indicators to establish a reasonable basis for assessment—would be familiar in low-income countries today.

Labor might be taxed explicitly through a poll tax: an equal amount for all (known in China as the “mouth” tax).17 Or it might be taxed implicitly, though forced work, often backbreaking and sometimes lethal. More glamorous was the labor required from the knights of the classic European feudal systems, obliged, in return for their share of plundered land, to provide their prince with their own military service and that of their retainers.

There were other types of tax in preindustrial societies. In classical Athens, the wealthy were effectively required to contribute to liturgies that initially paid for festivals and then for wider state functions:18 Pericles presented Aeschylus’ The Persians as a liturgy in 462 BCE. Recognizable taxes in ancient Rome included a sales tax, which by 444 had risen to 4 percent,19 and taxes on inheritance and slaves (both sale and manumission). The emperor Vespasian (69–79) imposed a tax on urine, using it to teach his son the lesson that pecunia non olet: money has no smell. Classical Athens taxed imports and exports at 1 percent.20 But it was land and labor that were the dominant sources of the resources extracted by premodern rulers.

The elements of a clearly modern tax system began to emerge in medieval Western Europe—along with an acceptance that some degree of consent from the governed was needed if rulers were to meet their burgeoning and permanent financial needs. Traditionally, rulers were expected to “live of their own”:21 to fund their expenses, not least of waging war, from their own resources. These comprised income from their lands, service from their lords, and other feudal dues, supplemented by an eclectic range of expedients, such as the dissolution of the monasteries under Henry VIII. Unusual needs (meaning war) that these could not cover were met by occasional levies, often labeled in ways—“subsidies,” “grants,” or “aids” in Britain, servicios in Spain—that suggested a mutually agreeable pretense that their payment was voluntary. But from around the late fifteenth century, war became more expensive (driven in part by an existential threat from the Ottomans),22 requiring increasingly powerful artillery (and stronger fortifications to guard against it) along with large trained infantries. Revenue from the traditional feudal sources had clearly become inadequate in England, for instance, by the reign of James I (1603–1625), and ad hoc charges, such as the sale of monopolies, did not fill the gap. The occasional special charges to finance war became increasingly regular, even in peacetime. As the search for more reliable and sustainable revenue bases intensified, commercial and other nonagricultural activities, and urban centers, became ever-more tempting targets for revenue extraction.23 But rulers would have to pay a price for establishing a wide and permanent source of revenue: a diminution of their political power.

One of the longest established and permanent sources of revenue—perhaps the only one that rulers were traditionally seen as having an uncontested right to impose—is the taxation of trade. Borders have long been a convenient point at which to levy taxes, and they still are, again no doubt partly in the hope of taxing foreigners rather than insiders (although here we touch on questions of incidence—who really bears the burden of a tax—which are taken up in chapter 7). Trade taxes were major revenue- raisers in medieval Europe. In England, King John (1199–1216) charged around 7 percent on a wide range of both imports and exports,24 and much of the revenue of the medieval English kings came from a tax on wool exports. Continental Europe was cut up by a swath of tolls and charges: In 1567, traveling between Roanne and Nantes on the Loire meant crossing 120 toll points.25 And taxes on trade underpinned the grandeur of Byzantine Constantinople, at the junction of two major trade routes. These days, trade taxes are used in advanced economies more to protect domestic businesses than to raise revenue, but in many developing countries they still collect 20 percent or more of all tax revenue.

One consequence of rulers’ need to secure extensive and reliable revenue streams was the regularization and extension of excises (meaning taxes on the domestic production of particular products, as well as on imports), enabled by monetization and an increasing concentration of production and consumption among a manageable number of firms and cities. The alcabala in Spain, which applied to a wide range of products, dates back to at least 1342,26 and in France the hated salt tax (gabelle) became permanent in the 1340s. In the Florentine Republic of the Medicis, sales taxes in 1427 averaged about 6 percent of consumer spending and more in Florence itself,27 much of it from taxes on wine and on salt. Over the years, excises on a wider range of things began to take hold: in Spain, where the milliones of 1590 even taxed basic foods, in the United Provinces (the word “excise” itself may derive from the Middle Dutch word excijs28) and in Britain during the interregnum of 1649–1660 (driven by the parliamentary hero, John Pym29). These attempts to expand the tax base were not always successful. Spanish efforts to impose the “tenth penny,” a 10 percent tax on all goods, further stoked the Dutch revolt of 1568–1648, and the experience of the Commonwealth bred a resistance to broad-based commodity taxation in Britain that is still a political taboo. But commodity taxation became firmly established as a significant source of revenue, facilitated by monetization and industrial development.

Nonetheless, much of the taxation of this period was intended to be differentiated according to individuals’ circumstances. The pockets—actually the fields, mills, and mines—of the well-to-do were where the money was, and perhaps also where the money should come from. Rulers could not, however, easily determine just how well-off their subjects were, especially when those subjects had an incentive not to be forthcoming, given that the more they declared the more they would be taxed. This remains a—arguably, the—central problem of all tax systems.

The Greeks had hit on a neat approach to this problem long ago: The wealthy could be exempted from financing the liturgies, but only if they would exchange all their property for that of someone who would take the charge on.30 This gave them an incentive not to egregiously understate their own wealth, for fear of ending up with less. As a way of eliciting truthful self-assessment, this trick has occasionally been tried since. But the much more common approach to targeting the better-off was (and remains) to base an individual’s tax liability on some proxy for their standard of living, such as, in strongly hierarchical societies, their social standing, or (as we saw in chapter 1) how many windows their residences sported. Another was to effectively delegate the differentiation to the local elite, with better local knowledge and, in any case, people the ruler wanted to keep on good terms with. Sometimes this discretion operated in a context in which the amount to be paid was specified not by individual but by quotas set for each locality. Inevitably, favoritism and mendacity were pervasive: “Our estates that be £30 or £40 in the Queen’s books,” Sir Walter Raleigh told Queen Elizabeth, “are not the hundredth part of our wealth.”31 The commodity-based excises and tariffs, in contrast, had a much more readily observed and verifiable tax base: bales of wool could be counted. This made possible a quite different approach to implementation: One that relied less on the inside knowledge of (and relations among) the wealthy and was more open to administration by public officials or tax-farming commercial enterprises, paying some fee in return for the right to collect taxes.

By around the late sixteenth century, rulers’ revenue needs were making taxation not just a matter of raising extraordinary finance in times of war but a permanent reality. Struggles intensified as those being extracted from sought more control over how much was to be taken and how. They proceeded from the endemic tax revolts of the early Middle Ages through the fights of Philip II (King of Spain, 1556–1598) with the Cortes (national assemblies), the English Civil War, the American War of Independence, and the French Revolution. Matters played out at different paces and with different outcomes, but it was the “long nineteenth century,” from 1789 to 1914, that finally saw the emergence in the West of a stable, adequate, and broadly consensual tax structure.

It happened first in Britain, with the growth of political stability after the Glorious Revolution of 1688 and during the wars with France that followed. Underpinned by a quota-based tax on land, customs revenue, an extraordinary range of excise taxes, and (not least) an increasingly professional tax administration, this power to tax and hence to borrow was recognized at the time as key to Britain’s growing power. It worried even George Washington: “In modern wars, the longest purse must chiefly determine the event,” and he feared that “though the [British] government is deeply in debt … their system of public credit is such, that it is capable of greater exertions than that of any other nation.”32 And all this was based on a genuine degree of consensus, as Prime Minister Robert Walpole33 learned when, in 1733, any thought he might have had of extending the excise was quickly quashed by public anger.

As commercial and other activities grew, land taxes steadily declined in importance.34 But they remained substantial. Attractive though they were, the new sources of tax revenue proved hard to observe and verify. The British land tax of 1697, for instance, was initially levied not only on land rents but also on personal property (including financial) and income from (nonmilitary) offices and employment. By the 1730s, however, elements other than land rent had largely fallen away: “No man contributes the least share to this tax,” Robert Walpole recognized, “but he that is possessed of a landed estate.”35

Revenue needs were amplified by the wars of the eighteenth century. Seeing the link, Frederick William I of Prussia (1713–1740) established a super-ministry of war and finance.36 Governments struggled, some (such as the British) more successfully than others (such as the French). But even the British needed more to meet the unprecedented costs of the French and Napoleonic wars, leading to Pitt the Younger’s introduction in 1799 of the first genuine income tax,37 aiming to relate liability more precisely to individuals’ circumstances. The transition to distinctly modern tax structures in Europe and North America continued, fueled by the expansion of the market sector and declining importance of agriculture, the concentration of employment in larger establishments, and growing literacy. Bureaucracies capable of reasonably disinterested and efficient tax collection were constructed. All of these economic and social changes facilitated the collection of revenue. And, as taxes became easier to collect, more money was collected.

By the eve of the First World War, stable and good-enough tax structures, along with decent-enough bureaucratic tax administrations, had become established in most of the industrialized countries, though even by then, surprisingly few had followed the British lead of adopting a personal income tax. Some stresses on national tax systems were, however, becoming evident. Social tensions led to the first steps, in Germany and Great Britain, toward a welfare state, which would need to be funded, and to pressures toward more progressive taxation, with the adoption of income taxes by the German states between 1891 and 1912. These tensions also underlay the constitutional crisis in Britain sparked by Lloyd George’s “People’s Budget” of 1909 (of which more later).38 In the United States, swelling popular support for an income tax, in part to replace tariffs that were widely believed to unfairly burden the poor, led first to a modest tax on corporations and then to a constitutional amendment in 1913 that allowed a federal income tax.

These pressures were as nothing, however, compared to the massive increase in taxation in the belligerents once the First World War began. This led to the introduction of the income tax where it had not existed—in France days after the outbreak, in Russia in 1916—and to higher rates and lower exemption thresholds where it did. The standard rate in Britain rose to an unprecedented 30 percent, and its coverage more than doubled. The top rate of the U.S. income tax rose from 7 percent when it was introduced in 1913 to 77 percent in 1918. One innovation, conceived as temporary at the time, long-forgotten but now being looked at again, was the introduction by all the major powers of a company-level tax intended to capture excess wartime profits.

The Second World War proved even more transformative, with the income tax becoming for the first time something that applied to most ordinary people: In the United States, for example, the number of income tax returns filed soared from 7.7 million in 1939 to 49.9 million in 1945. This expansion was made possible by a critical advance in tax administration: the massive use of withholding—getting the employer to remit tax rather than trying to obtain it directly from the employee.

In the decades since, there has been relatively little development in the broad types of tax instruments that governments levy, with two major exceptions. One is the emergence of a distinct tax on corporations. The other, and more fundamental, is the rise of the value-added tax (VAT).

First proposed by a German businessman, Wilhelm von Siemens, in the 1920s,39 the VAT must then have seemed a completely wacky idea, the essence of the tax being that every business owes tax on all its sales, but at the same time reduces its payment by the amount of tax levied on its own purchases (and remitted by its suppliers)—even getting a refund if the latter is more than the former. The upshot is that, leaving aside evasion and some other complications, the VAT is a tax on sales to final consumers. This may all sound gaudy and preposterous: Why not simply tax those final (that is, retail) sales and avoid all this crediting and refunding (with 40 percent of the VAT collected in the United Kingdom, for instance, being given back to companies)?40 The point is that the VAT places the responsibility of remitting the tax not only on retailers (who are notoriously difficult to collect from) but on all businesses. So it is that from the mid-1960s, the VAT has taken the world by storm. It is now central to tax systems around the world—with the glaring exception, which we will try to understand later in the book, being the United States.41

This brisk tour of tax history is tilted toward the experiences of Europe and North America. There are other traditions: Many of the countries that emerged from the Ottoman Empire, for instance, retain quite heavy reliance on complicated fees; and highly resource-rich countries continue to get by without either a VAT or much of an income tax. Although the focus on these parts of the world betrays our own experiences, it also reflects the current dominance—for better or worse—of the model of taxation that has emerged there. Freed of the colonial powers in the postwar era, many developing countries inherited (and kept) tax systems based on those of the colonial powers, and the advice they have received has often been heavily influenced by the practices of more advanced economies: “Experts,” the founding father of tax work at the International Monetary Fund once reflected ruefully, “often uncritically recommend transplanting the systems of their home countries, perhaps with modifications they have unsuccessfully proposed at home.”42 This may have left many developing countries struggling, for instance, with complex income taxes intended for mass application before these countries had the capacity to effectively implement them. In much of the world—perhaps most of it—the journey continues toward good-enough systems with decent-enough administration.



How Much?

Every generation, in every country, tends to assume that it is paying unprecedentedly heavy taxes. It is hard, of course, to meaningfully compare tax takes in Pharaonic Egypt with those in, say, modern Denmark, and such evidence on tax burdens as we have for premodern times is very patchy at best. But we should not assume that our ancestors were always blessed, if not with long and fruitful lives, then at least with low taxes.

It seems likely, for example, that the nobles and clergy of England thought otherwise when, in 1193, they were called on to pay an unprecedentedly extortionate ransom for the return of their glamorous king, Richard the Lionheart (1189–1199). Shipwrecked on his return from the Third Crusade, and his disguise having failed him, Richard fell into the hands of one enemy who promptly passed him along (for a price) to an even more powerful one, the Holy Roman Emperor Henry VI. Ransoms for nobles were commonplace at the time, but this was an extraordinarily large one; Henry (shrugging off his excommunication for such treatment of a crusader) demanded an astronomical 100,000 silver marks for Richard’s return: equivalent to 35 tons of pure silver43 and well over 10 times the crown’s normal annual revenue at the time. To meet this, the chronicler Ralph de Diceto reported that “Archbishops, bishops, abbots, priors, earls and barons [contributed] a quarter of their annual income,” while “the greater churches came up with treasures hoarded from the distant past, and the parishes with their silver chalices.… [T]he Cistercian monks and Premonstratensian canons their whole year’s wool crop.”44 This was clearly a painful business. Nonetheless (and despite the best efforts of Richard’s ambitious and not-so-loving brother John, who offered Henry VI an equivalent amount to hold on to Richard), Richard’s forceful mother, Eleanor of Aquitaine, secured enough of the ransom—with hostages providing assurance of the rest, and Richard embarrassingly having to concede his crown and receive it back as the Emperor’s vassal—to secure Richard’s safe return in early 1194.

This example is extreme, but there are other cases in premodern circumstances of tax takes that look distinctly like today’s or are even higher. Perhaps one-tenth of national product went to the state in Periclean Athens;45 possibly one-third in the early Abbasid caliphate;46 and at least one-third in Ottoman Egypt at the end of the sixteenth century.47 In Tokugawa Japan (1603–1867), 30 percent or more of rice output was taken in tax throughout the eighteenth and early nineteenth centuries;48 about one-quarter of the national produce went to the Imperial government in early Mughal India;49 and about the same amount was collected by the United Provinces of the Netherlands in 1688.50 These figures are not far off today’s average tax take in advanced economies of around one-third of GDP. At times, of course, the take has been much higher. About two-thirds of the grain harvest was taken in Russia as taxes in 1710, “a level of fiscal extraction not seen again until Stalin’s time.”51 And some have cited excessive taxes as one cause of the decline of the Roman Empire (among plenty of others). Through the ages, people have bemoaned their unbearable tax burdens but, somehow, generally borne them.

England was generally lightly taxed as the modern era took hold: In 1688, only about 3 percent of the national product went to taxation.52 It has not always been so. The danegeld was not small beer: More Anglo-Saxon coins have been found in tribute-receiving Denmark than in tax-paying England.53 And, only 5 years before the ransoming of Richard I, the “Saladin tithe,” levied by Henry II (1154–1189) to fund a crusade aimed at recapturing Jerusalem, which Saladin had taken in 1187, was levied at a rate of 10 percent on revenues and movable properties. Its implementation came with a judicious mix of carrot and stick: Those not complying were to be excommunicated, and those joining the crusade were exempt.54

What we would now recognize as similar to today’s taxes, moreover, were often far from being the only compulsory levies that our ancestors had to put up with. Feudal dues still accounted for more than half of the British monarch’s receipts (other than from crown lands) in the early seventeenth century.55 And, on top of payments to the secular government, compulsory payments often went to religious authorities—tithes in Christian countries, zakat in Islamic—that commonly took 10 percent of agricultural output (which is more than it might sound: No allowance was made for farmers’ costs). These payments persist in differing forms. Several northern European countries still have church “taxes,” collected by the government (but generally not treated as taxes in official revenue statistics).56 Information on the current extent of zakat is harder to find. There were also often local taxes, hard to document but important in financing poor relief.

There have also long been “informal” payments to the powerful and corrupt. In the United States, for example, it was a long-accepted practice that those given appointments by politicians would make a contribution to them or their parties in return. In the Louisiana of Huey Long,57 state employees were expected to hand over 5–10 percent of their salaries to his political machine.58 Moreover, rulers have proved adept at raising revenue in ways that would not be called “taxes”—some of which we look at in chapter 3.

A clearer but still shaky picture of tax take starts to emerge only in modern times. In Britain, it seems to have risen markedly over the eighteenth century, to around 10 percent of GDP in 1788,59 on the eve of the French Revolution. In France, in contrast, it was then only about 7 percent, and financial crisis loomed—one of the few cases in history in which it was generally recognized that taxes were too low. By the start of the nineteenth century, we are on somewhat firmer ground when assessing tax ratios (that is, tax revenue as a share of a country’s GDP). Considering only taxes levied by the central government, the British tax ratio stayed below about 10 percent from the Napoleonic Wars into the 1900s. In the United States, apart from an upward blip during the Civil War, the tax ratio (looking just at federal taxes) remained under 5 percent.60 But tax ratios jumped sharply with the First World War and stayed in the low 20s for the United Kingdom and between 5 and 10 percent in the United States until World War Two. Tax ratios in both countries then again skyrocketed, but this time hardly came down after the war. In 1947, the tax ratio in the United Kingdom was about 36 percent—a little higher than today.61 For the United States, federal receipts are also much the same as they were in 1947, at around 16 percent of GDP; adding state and local taxes brings that to about 26 percent of GDP.62

Each country has its own story, of course. Other members of the Organisation for Economic Co-operation and Development (OECD) have seen large increases—by nearly 10 percent of GDP on average—since 1965.63 And the tax take differs widely among them: Although averaging about one-third, tax ratios in the OECD vary from a low of 16 percent in Mexico to a high of about 46 percent in France.64 Contrary to what many Americans seem to think, the tax ratio in the United States is, by OECD standards, decidedly on the low side.

Comparing tax ratios in a meaningful way is not entirely straightforward, however, because of budgeting conventions. The oxymoronic term “tax expenditure” refers to preferences and concessions in a tax that have the nature of expenditure programs.65 Suppose, for instance, that one country provides tax deductions for dependent children, while another gives direct payments, of exactly the same value, to parents for having children. The two approaches are doing the same thing, but the latter will give a higher measured ratio of taxes to GDP. Or consider the tax treatment of charitable donations. Presently in the United Kingdom, there is no charitable deduction from taxable income, as there is in the United States; instead the government sends to registered charities a check for an amount proportional to the gifts they receive from taxpayers. In both cases—a tax expenditure in the form of a deduction and a direct subsidy—the charity receives more than the taxpayer gives up, and the government makes up the difference. But only in the United States does the policy reduce measured taxes collected.

One critical and even tragic regularity is that tax ratios are low in developing countries. In about half of all low-income countries, it is less than 15 percent. Policy makers in higher-income countries may agonize over whether to increase or decrease their tax take: in much of the world, however, there is no such doubt. Tax ratios in low-income countries almost certainly need to be increased, in many cases substantially, to meet their development needs. On one estimate, low-income developing countries need to spend an additional 15 percent of GDP to meet key elements of the Sustainable Development Goals—a set of development objectives for 2030 endorsed by world leaders, under the auspices of the United Nations, in 2015.66 Achieving that will be a (very) tall order.



Warfare and Welfare

Even from the brief gallop above, it is clear that taxation, historically, has been both the product and the progenitor of violence. Plunder generates resources, and those resources enable more plundering.

That military power rests on the capacity to tax has long been a truism: Cicero said the sinews of war are infinite money. To fight the Peloponnesian War, the Athenians in 428 BCE introduced a property tax, and soldiers’ wages were the largest single expenditure in second- and third-century Rome, at perhaps 6 percent of national income.67 Ever since, the experience and prospect of war have provided a uniquely strong incentive to invest in the capacity to raise revenue, spurring and drawing on advances in tax technology: the advent of the income tax under Pitt the Younger, the excess profits taxes of the First World War, and employer withholding of the second, all episodes we look at in later chapters. This enhanced tax technology not only provided a direct source of finance, it also reassured investors that the machinery was in place to pay off the increased government debt that is the other common consequence of war. The classic example—recognized at the time by George Washington, as seen then and cited widely68 since—is the development of tax and borrowing capacity in Britain during its rise to global power during the bellicose eighteenth century. And the expanded ability of governments to raise substantial amounts of tax revenue also enabled them to exercise more fully all the powers of control and direction that define government: “War made the state, and the state made war.”69

The role of war leaps out when looking at broad trends over the past century or so. In both the United States and the United Kingdom, tax ratios peaked in the two world wars, with the revolutionary wars in Britain and the civil war in the United States also showing upward jumps. There was a ratchet effect from both world wars: taxes going up in wartime, but then not coming down much after. Those who see this as key to explaining increased tax ratios over this period70 argue that during wartime, governments push up tax rates, broaden tax bases, and tighten enforcement to generate the funds needed for defense spending; after the war, the new tax rates and tax structures tend to remain the same, as people have become used to them and the bureaucracy needed to implement them is already in place. Such ratcheting is not a law of nature: The centerpiece of British fiscal policy in much of the nineteenth century was precisely an effort to scale back tax rates elevated during the Revolutionary and Napoleonic wars—symbolized by the repeal of the income tax just one year after Waterloo71—while paying off the massive debt burden that had been accumulated. And after the American Civil War, most of the institutional tax apparatus built up during the war was quickly dismantled, the income tax, for instance, being removed in 1872.

The clear ratcheting up of the size of government in the United Kingdom and the United States after the First and, especially, Second World Wars marks the transition from a warfare state, in which the main purposes of taxation were to fund defense spending and to deal with debt accumulated in past wars, to a welfare state, in which most revenue is raised to finance benefits to the poor, stricken, aged, or otherwise vulnerable. Governments came to be expected to pay for a lot more than wars, roads, and the like: They are now also expected to provide at least basic health, education, and social support. In the OECD, social spending now accounts for an average of 20 percent of GDP.72 Even that can be cast as akin to war. Introducing his People’s Budget of 1909, which raised taxes on the wealthy to fund new social welfare programs, Lloyd George said: “This is a war Budget. It is for raising money to wage implacable warfare against poverty and squalidness.”73

Once again, there was nothing wholly new in the idea of using taxes to finance spending that benefits the less well off: Something like 10 percent of public spending in Rome, for example, went on grain and sometimes olive oil freely distributed to the plebeians.74 And, now often forgotten, support of the poor had long been a core function of local government in, for instance, Britain, and had also become so in Germany.75 Trends toward the strengthening of this welfare-delivery function, with a leading role for central government, were apparent in a modest increase in tax ratios around the end of the nineteenth century.76 Joseph Schumpeter saw at this time an “expansion of the sphere of social sympathy,” which he presciently expected to develop still further, “not because but in spite of the war.”77 Education spending became an accepted responsibility of government. Compulsory insurance against sickness and accident was pioneered—as some mixture of Junker paternalism and purposive undermining of socialism—in Bismarck’s Germany in the 1880s, culminating with the introduction of old age and disability insurance, for all workers, in 1889. This last, critically, supplemented contributions by employers and employees with state underwriting of the scheme. Pension rights without the necessity of contributing followed in Denmark (1891), New Zealand (1898), and the United Kingdom (1910).

The German economist Adolph Wagner was already hypothesizing in 1890 that as countries industrialize, the share of national income allocated to public expenditure rises as a result of urbanization and the “pressure for social progress,” a phenomenon now known (predictably enough) as “Wagner’s law.” Plausible though this sounds, the evidence is not overwhelming;78 it is hard to see clear signs of such an effect in nineteenth-century Britain, for instance. And certainly other things matter, too. Tax ratios tend to be higher, for instance, in smaller countries. Nonetheless, tax ratios jumped during and remained high after the two world wars; the question is why these increases were to a large degree sustained.

Mass mobilization may be a large part of the answer, creating and bringing together two blades of a pair of scissors. One was the vast increase in the state’s capacity to extract resources, without which it could not maintain large armies in the field. The other blade was a strong political and social imperative that those who had done the fighting—the ones mobilized—should find some benefit in the peace. This was explicit in the 1942 Beveridge Report in the United Kingdom, which set out a vision of a proactive postwar state sufficiently attractive for Churchill to be voted out of office as soon as the war was won. Mass mobilization and the costs of financing the war and recovery were accompanied by steeply progressive tax structures: Top rates of income tax in 1920 were 60 percent in the United Kingdom and Germany (for the federal income tax introduced after the war), 73 percent in the United States (down from its peak of 77 percent in 1918).79 On average, these top rates were about 34 points higher than in countries that had not undergone mass mobilization.80 The world wars, and especially the second one, created both the machinery that made the welfare state possible and the political environment that ensured it would become reality.



Babbage’s Nightmare

There is a surprising absentee from this account of the growth of taxation and government over the years: The expansion of voting rights. One might have expected—as many expected at the time—that, as the franchise was extended beyond the well-heeled, the numerous not-well-off would vote to use the tax system to divert resources to themselves from the not-so-numerous well-off: “representation without taxation.”81 (After all, the not-numerous well-off had shown little hesitation in levying indirect taxes, such as the gabelle, that had likely been borne largely by the numerous not-well-off.) Historically, this was the central argument against universal suffrage, and it had already worried the political theorists of Renaissance Italy:


As far as methods of taxation are concerned, I can assure you that the people’s will normally be much worse and more unjust, because by nature they like to overburden the better off; and since the less well-off are more numerous, it is not difficult for them to do this.82



This was a core issue in the Putney Debates of 1647, when, after its (first) victory over Charles I, Cromwell’s New Model Army argued over the shape to give the new world it had created. If voting rights were given to “any man that hath a breath and being,” Henry Ireton83 fumed, “why those men may not vote against all property?”84 Two centuries later, in 1852, Charles Babbage—taking time off from inventing the computer—was terrified by his calculation that 850,000 of the one million voters in Britain were below the income tax threshold: “Amidst the political errors of the present century, I know of none possessing so truly revolutionary a character … none which, although seemingly fatal only to the rich, is in reality more fatal to all industry.”85 William Gladstone,86 the high priest of fiscal rectitude in British public finances, also thought that “it is desirable in a high degree … to connect the possession of the franchise with the payment in taxes,”87 and the right to vote has indeed in many cases been limited to those liable to some form of taxation. Nowhere was this done more perfectly than in Prussia, where—while there was universal suffrage at the federal level—taxpayers were ordered by the amount of their direct tax payment, and the Landtag (parliament) then split into three equal-sized groups, each accounting for the same total amount of tax but representing, of course, very different numbers of people.88

In practice, however, the tax consequences of extending the franchise to lower-income people have been far less dramatic than Ireton, Babbage, and many others feared—or at least seem to have occurred with such a delay as to be hard to detect. In 1900, for instance, the average top rate of income tax was if anything actually slightly lower in democracies than elsewhere.89 Certainly there are signs of an electoral effect to be seen. The return of the British income tax came suggestively soon after the franchise-expanding Reform Bill of 1832; and between 1867 (the second reform act) and 1913, the share of direct taxes in total revenue quadrupled. But these developments were hardly revolutionary. In Britain, the top rate of income tax, which was 2.9 percent at its (re)introduction in 1842, was still only 5 percent in 190890—more than 20 years after the reform bill of 1884 that enfranchised about two-thirds of adult males. Even after the People’s Budget of 1909, it was only 8.3 percent.91 Disraeli’s trust in an inherent conservatism of the working classes—the “leap in the dark”92 he took with the 1867 reform bill in Britain—arguably proved close to the mark.93

It may be, of course, that the numerous poor had the same insight as the restrained plunderer King Alyattes. Even if wholly selfish, they would not simply want to impose on the rich the highest possible tax rate but would aim instead to extract the greatest possible amount of revenue from them, to then share among themselves.94 And that—if they heeded Babbage’s warning on fatality to industry, the risk of blunting the incentives of the rich to earn and invest—may call for not especially high rates, nor for especially steep progressivity. It may not even call for especially heavy reliance on income taxes: The rich bear some burden from commodity taxes, too. Even though we might be puzzled, perhaps we should not be too surprised by the relatively undramatic effects of extending the franchise. People do seem to have proved remarkably able to vote against their own interests.

So far, we have been talking about what are recognizably “taxes,” and in modern times, at least, called that. But governments through the ages have financed themselves in other ways, too. Some are taxes in all but the label attached to them—we look at these in chapter 3. But governments have also financed themselves by borrowing and by simply creating money. These deserve attention in a book on taxes because, despite appearances, these are ultimately also forms of taxation.



Debt, Default, and Princes

At a dark moment of the Peloponnesian War, the Athenians melted down and turned to coin the golden statues of Nike, goddess of war, on the Acropolis.95 William Gladstone would have approved. In 1854, contemplating the fiscal costs of the Crimean War, he rejoiced that “the expenses of a war … are the moral check which it has pleased the Almighty to impose upon the ambition and the lust of conquest that are inherent in so many nations.”96

That check, however, has not always proved a very powerful one. Ancient wars were financed mainly from tax or other immediate sources, but by the Middle Ages, the thirst of bellicose kings and princes for funds beyond those they could immediately get their hands on was driving the development of European banking networks. The development of effective tax systems, however, actually made it less essential to rely on immediate tax finance: They made it easier to borrow by making it easier for creditors to believe they would be repaid. By the end of the seventeenth century, the United Provinces, beset by lengthy, painful wars of independence, had already developed institutions for taxing and borrowing that allowed them to live with public debt in excess of 100 percent of their national income.97 Higher taxes continued to be recognized as a—usually the—main way in which to pay for war. In Britain, it was simply taken for granted that the peacetime rate of land tax, 10 percent, would be raised to 20 percent in wartime. But public debt came to assume an important role, too, financing 40 percent of British spending during the American War of Independence (1776–1783) and close to 30 percent during the wars against Revolutionary and Napoleonic France (1793–1815).98 And the years since 2001 have seen an extreme case in the United States: Spending between 9/11 and the end of 2013 on the wars in Afghanistan and Iraq, and on anti-terror operations, totaling around $1.6 trillion,99 was paid for without any major or associated tax increase; these expenses correspond to about 10 percent of the national debt in 2013.100

The high levels of debt that the victors of major wars have been saddled with—Britain’s peaked at 275 percent of GDP in 1822101—generated continuing controversies over the balance between tax and debt finance, and over how high public debt can safely be allowed to go. This debate was rekindled by the Global Financial Crisis that began in 2007 and the 2020 coronavirus episode, which elevated debt in many advanced economies to levels not previously seen outside wartime.

On one view, there is no real difference between taxing and borrowing. When the government borrows £100, it is in effect promising to raise enough taxes at some point in the future to pay an amount worth just as much as the £100 the lender is giving up today—so the government might as well just levy a £100 tax today. And (with some leap of faith here) sensible people will understand that, and so will react to £100 of government debt issued today in exactly the same way as they would to £100 of taxation today. The choice, that is, is not whether to tax or not, but whether to tax now or in the future. Elegant though it is, this idea (known as Ricardian equivalence, after David Ricardo—of whom more in chapter 7) is less than compelling, and was so even for Ricardo. To see one reason for this, simply suppose that the debt is to be repaid not from taxes levied on you or your loved ones, but on that irritating kid down the street. Another difficulty is that the story ignores the cost imposed by taxation over and above the amount of tax itself—the excess burden of the kind associated with the window tax of chapter 1, as a result of its interference with economic decision-making.

An important characteristic of this excess burden (which we will try to convince you of in chapter 9) has strong implications for how to finance temporary increases in public spending like those associated with war: it increases more than proportionately with the tax rate itself. That is, doubling the tax rate more than doubles excess burden. This creates a presumption against varying tax rates too much over time, because the additional excess burden when the tax is high is larger than the reduction in the excess burden when it is low.102 These “tax-smoothing” considerations suggest that the best way to finance a war is to combine an increase in borrowing with an increase in tax rates to a level that, sustained over time, will be enough to rein in that increase in debt.

These arguments assume, however, that the government ultimately honors its debt. But the history of rulers’ borrowing is largely a history of default—failure by the borrower to repay the debt on the terms agreed. And by defaulting, a government effectively turns a promise to pay off its debt by levying a tax on someone in the future into a tax today on those holding the debt.

Prominent serial defaulters include Phillip II of Spain, who reneged on his debt four times during his reign103—Spain’s golden age. His difficulties came from waging war across a vast empire, and war, while sometimes spurring the development of fiscal capacity, has sometimes simply spurred defaults: There was a flood of them during the Napoleonic Wars, for example. Other defaults simply reflect a downturn when a sudden stop in capital flows and economic growth makes previously manageable debt burdens unsupportable. Argentina has defaulted eight times since independence in 1816 (most recently in 2014). But nearly all countries have at some point defaulted—even the United States, many believe, did so in 1933.104 And defaults continue: there were 169 episodes of default, with a median length of 3 years, between 1946 and 2008.105

Sometimes governments default even before they borrow, through forced loans. The element of compulsion gives these an inherently tax-like feature, as it means that the lender would have preferred to put their resources to other uses. Even beyond that, however, it has often been clear that the government has no intention of repaying the loan on the terms specified. As so often, the early Stuarts, desperately seeking resources without the need for parliamentary approval, are leading examples of this fiscal barrel-scraping. Following their failure to subscribe to a forced loan in 1627, Charles I (1625–1649) simply had more than 70 men imprisoned.

Things can get very nasty, for both lender and borrower (and others), when a government defaults. The lender suffers directly (as can those who have lent to those lenders, and the lenders to those lenders, and so forth). And sometimes the default has been only part of the injury. In medieval Europe, pogrom, massacre, and/or expulsion often accompanied the reneging on debts to Jews. Kings could benefit from this even when they did not themselves borrow from the Jewish community. Edward I (1272–1307) did not owe money to the Jews when he sanctioned their expulsion from England in 1290. But the nobles who were beginning to flex their parliamentary muscles did, and they marked their gratitude to Edward by granting him £116,000,106 the largest sum any medieval English king ever received.107 Centuries later, the good news for private lenders is that they can now in principle insure themselves against default on government debt by purchasing credit default swaps. Quite what shape the insurers would be in to pay out in the event of default by, say, the United States, however, is not entirely clear.

For the borrower, too, default has often proved painful and humiliating. In December 1902, Venezuela, having refused to honor foreign debts or pay reparations for damages from civil disturbances, found itself blockaded by gunboats from Britain and Germany—surprised and somewhat horrified to find themselves as bedfellows—and Italy. Ultimately, Venezuela ceded 30 percent of its customs revenue to service its debts.

But the main punishment for default is a loss of trust among potential lenders and hence higher interest charges on any borrowing that the government can manage to do in the future. Entering the revolutionary wars at the end of the eighteenth century, the British government, which had not defaulted since at least the Civil War, had a track record over the previous 50 years of being able to borrow at about 2.5 percentage points less than its soon-to-be enemy, France, which had defaulted many times.108 These days, for those defaulters that cannot borrow from private markets, recourse to borrowing from the International Monetary Fund (IMF) can bring its own political costs and tensions.

Given the risks that government borrowing creates, to what level should that debt be reined in? Before the Global Financial Crisis, it was something of a rule of thumb that advanced economies could live with public debt on the order of 60 percent of GDP (as enshrined in the EU’s Maastricht Treaty) and emerging economies with debt of about 40 percent.
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