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'( The fo!lowmg tsalecmredelwered byDr Harvey :
S. Rosen, John L. WembergProfessorofEconam-‘
icsand Busmess Policyat Princeton University, at -
Samr Vincent College, Latrobé, Pennisylyania, o’
Marich18, 1998, as the 41" lecturerin the Alex G :
- "McKenna Economtc Educattan Senes )

There isa pubhc fascmatton and concern w:th F

: _e'ntreprencurs which has spilledoverintothe pohcy

arena. Much of ‘the ‘public policyinterest in"|
_entrcprcneurs has surrounded their, putative roles. |
“creators™ of jobs and new products Govern- .|
ment leaders in Washington-have wondered how. |-
to stimulate such activity, and many of their solu- .

" tions. have focused on tax poliey. Specifically, it

“{ has been: argued that tax policy should encourage’ |
b entrepreneurs to invest in ‘their businesses. Such .
‘| ‘arguments: influenced the Onnnibus Budget- Rec- £
| onciliation. Act of 1993, -which contained a num- '
‘ber of prows:ons favonng ‘ifivestment- in ‘small
-1 businesses, mcludmg a 50 ‘percent. excluston of
N ~long-term capital gains from certain small busi-- |,
| mess- investments. . At the same time, there are';_

concerns that the hlgh margmal tax Tates embod-

‘ted in ex:stmg law.have dtscouraged investimerit-] |

by entrepreneurs. "As one business economist

opined after high- -end personal income tax rates:
: .wercralscdm 1993, “It means their cash flows will :
not grow as fast, and they will not have as much to§.

- _..plow bagk into their business.”

Does tax ‘policy affectthei mvestment dectstons :

of small busmesses" There ‘has been .a. huge_i i
“:amount of research done on taxes.and investment, |
but it has focuised v1rtually‘cxclu51veiy on invest- -
ments. undertaken by large corporations. There |-
| -has been liule systcmattcmvest:ganon of whether -
the persenal income tax environment surroundm g |

an exitrepreneur adversely affects his orher invest-

ment behavior. * This is'a:serious ‘gap: in ovr |
knowledge. : I would like to tell you about. some"' .
very recent research that I have done on this topic
in collaboration with Douglas Holtz- Eakm of Syra-
“.cuse University and Mark Riderand Robert Carroll. -‘ :

. ':of the US Treasury Department

Some Tkeore;‘tcal;Cons;deratibris-'i

.| - Ulfimately, aquestion suchas thisone hastobe {-
| settled by appealing to data, but before oné starts .
crunching riumbers, it is worthwh:le to ask-what.

theory . has to sdy about this issue. . Why-might

taxes matter in this context? Imagine an'entrepre- 1:

neur organized as a sole- -proprietor who is consid-

ering anew investment inhisenterprise, Thereare |
two possible ways in which the 1nd1v1dua] § per-
Zsonal income:tax sitaation: could affect thts deci- 1§
sion. "First, taxes. affect the cost of cap:tal Think

“of the cost of capital as'a hurdle rate that a project

*| must meet in-order for.the’ entreprengur to undei- [
| take it. If therettirns from the'project aré going to

| Do TAXES AFFECT
ENTREPRENEURS’
INVESTMENTS?




'be taxed : then the pro_]ect has to earn a hxgher
“returdy in order for it to be worthwhile to make the

prajects. . The second channel through which the

-capital.
gate both of them

: Data Source

ﬁreasons is that cnnvennonal publicly available

*'|-'data sets don’t really have much infermation that -
" | ' would be helpful. We havean unusual data source:”
a panel c0n31st1ng of over 62,100 federal personal .
income tax returns for taxpayers who filed in both -

~1985 and 1988. “This choice of years is important,

ment on how it changed thElI‘ behavxor Ca
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V _investment.- And this reduces the néimber of viable |

entrepreneur s tax rate might affect his mvestment :
: decisions’ relates to liguidity constraints.. An'in-:
| ciease in taxes redices the entreprencur’s cash .
- | :flow. To the extent that 11qu1d1ty constraints are

“present, ‘this leads to a reduction iri the démand for_
. The nser-costs drid I1qu1d1ty constraint .
| “stories are not mutually exclusnve and we investi- -

“tion deductions.
information regarding the computation of these

11 mentioned earlier that there has not been.‘_
much work - dnne in this area.- One of the main

i because they bracket 1986. In that year, President -
' Reagan signed into law the landmark Tax Reform
Actof 1986 (TRA86), which, among otherth;ngs :
.mandated ‘large tax decreases for individuals in_ j:
upper income brackets Thus, our data set allows -
-us. to observe the same entrepreneurs before and
1 after the tax reform, and we can make an assess-“

?
i
i
{

'1935

The tax rerurns, whlch are on. tape contam
detaxled information on ‘taxpayers’ ihcome and.
deductions taken from the Form 1040, Our focus
is on sole prepnetors who file a.Schedule C.

" While sole proprietors do not report annual invest:

_ment on their Schedule C, they do report deprecia-
Moreover, using. the detailed

deductions reported on Form 4562 it is possible to

.identify which of these deductions aré associated '

with capital purchased during the year under con-
sideration. .
An. 1mportant 1mp11c1t assumpnon in this dis-

clssion is that we can equate sole proprictors with.
Is this sensible? In the non-

“entrepreneurs,”.
statistical literature on this topic, entrepreneurs are

“typically identified by their daring, risk-taking,

animal spirits, and so forth. However, statistical

.work forces us to settle for more prosaic, observ-:|
able criteria for classifying someone as an entre-
preneur, . With tax return data, the most sénsible

. proxy for “entreprencurship” is the presenc_e of a

;ScheduleC inthe return. - : S

A Prelzmmary Look at the: Data -
-Let us take a quick look ‘at some tabylations

. from the data. Table 1 focuses onindividuals who
_weresole propnetors in both 1985 and 1988. Each

entry in the ;matrix comparcs. combinations of

“filing status:-and investment ‘decisions in 1985
|- (rowsy . with correspondmg measures for 1988
. _-(columns) Conmder,forexample the ennym the
“upper left hand cell.” Tt indicates that 1,705 sole
,propnetnrs made no mvestment in e;ther 1985 or

m 1985 and 1988*
" 1998

n!\lnl'n\'.-eslment investment

NnInvestment 1,705 459
- (0.788) | (0212) |

(0 537)

1 ee

Investment :
B 3'(0 463}

‘The ﬁrst emry in each cc]l s thie fueberof ohscrvalmns Thc seccnd
{entry is the sumber of obscrvations as a fraclion of lhe tolal numher of
obscrvahans in lhe cun’cspondmg rew, - .. .

: 1988 and thls constitutes 78.8 percent of all the_
°1sole proprietors who rnade nuinvestment in 1985,
i x(The other21.2 percentmade investméntsin 1988 )
Fifty-four percent of those who invested in 1985_ :
also did so in 1988; . Thus, there appears to be
substantial persistence in the propensity to invest.

Another critical implication of this panel is that
oniyarelatweiy smallpropornon-——aboutathnd—

«of thé' sole propnetors make any capital invest-

ments. This is consistént with earlier findings

- using: dlfferent data sets which suggest that miost
: small enterprises have no capltal atall. -

.In Table 2, we divide our entrepreneurs into

| two’ groups, those with “lower™ tax rates in 1985
(below 34 pércent).and those with “hlgher” rates_
(34 percent and above). Relatively affluent people-
| in'the upper tax brackets recéived the largest tax
rate reductions under TRAS6. Hence, if there is®
' “anything to-the ‘story about higher tax rates dis-
. "] couraging entrepreneurs. from investing, then we

T ,would expect those mdu.'ldual who were mltlally::

Tablel o {'-;_
4 Investment among So]e-Proprletors

- : _Mulnvanate Analyszs |

Tab]ezr'

Investment Demsmns and Tax Rates* I
: B
L O @
I.nwerTax Rate i I985 ;
s 1988 -
. NoInvestment ~ Investrent. .|
No Investment |: 923" .| 213~
BT T f(0.813_) “(0.187)

- 1985

Investment :

209 |
(0.443).

| 263 -
| (0557

AR IS

ngherTaxRatem 1985 i

o 1988 -

. NoInvestment
No Investrnent 1827

1985 |78 |

Tnvestient © | 346 |

Investmem
246 i
0.239) [

(0.590) |

: *Scc ote o Tablc i. Pam:l (n) mcludes al] ‘sole proprietoss wnh 1985 -

margmal tak rates helnw 34 perc:m Panel (b] contains the: remn.mder 1. .

in Ehe hlgher brackets to have the largest increase B

in their, propens:ty to.make capital outlays; The

-figures in Table2 appear tobe condistent with this.

story. Of the sole proprietors who had no invest- -
-ment and lower tax rates in 1985, -18.7 percent

made. capltal pnrchases in 1988. For those with | -

higher tax rates in. 1985, the figure was 23.9 [
_percent. Similarly, 55 .7 percent of the lower tax

“rate sole proprietors who had capital expenditures .

in 1985 had no investment in 1988, while:-for the | .
high-tax rate soIe—propnetors, the figure was only i
41.0 percent :

_Of course, abit of thon ght su ggests that mvest-

ment decisions depend on the user cost of capital, ™

of which marginal tax rates are only one compo-
nent. TRAS6 affected not only mazginal tax rates,

but also depreciation allowances and the invest- |

ment tax: credits.’ Further, variables other than

' marganai tax rates n’ughtmﬂuence an entrepreneur ]
‘ propensity to invest, 'and some of these could be

correlated with' rnargmal tax rates. Hence, while .

‘the results in Table 2 are suggestive; a multivariate | - -

approach, which szmu[taneously takes anumberof. |

-variables into ‘account to-find the. mdependentu T

effect of taxes, is required.: :

Whiat other variables do we take into acceunt‘?
Basically, we are constrained to information thatis
included on tax returns (or that can be easily found

given the individual’s social security: pumber). | -

These include the individual's age, marital statas, | -
and number of dependents. Al of these conld be |

related to his attitndes toward risk. We also have_ o

ameasure of dssets (capital income), which should 7}

affect investment decisions in the presence -of | -
Jliquidity constraints. Fmal]y, we have the prin--

‘ciple business codes, so we can cantrol for indus-
trial classification: These aré intended to take into

account the fact that.the. capital-intensity of the’ R
production technnlogy d:ffer; across industries.:.
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Nl Welcoming Dr Harvey Rosen fo Saint Vincent wese, (!eft_ to right): Dr; Andrew R. Her, Fellow in Economics - ’
:+ [ ;and Policy, Ceater-for Econoric.and Policy Education; Eric-A. Kowalski, a senior politi¢al science major from ™
:Indiana;-Dr. Harvey Rosen; Nicholas M. Racculia, a _]umor economtcs ma]or from Greensburg and Troy A.

o ;: 'Ovm;ky. a _]uruor economlcs ma_]or from Mt. Pleasam

::Wh.at 'i's' 'the'bottom li‘n'e'f The story e'mbodied' '

‘ ~in Table 2 continues to, ho]d even after takzng all

.| theseother variablesi intg account—taxrates work--
[ ing through the tiser. cost:of caprtal da have an:

| -affect-on the likelihood that an entrepreneur un-- |-
- On the basis: of our’,
estimates, we did the followmg srmu]atlon-—-wef :
| took each person’s 1988 marginal tax rate and" |
ratsed itby-5 pereentage points. According to our.

' _estrmatcs, this' would have reduced the average :|.
probability of investing from' 0.335 to 0.300, a |
‘We also studied. the"

' ::dertdkes :an investment.-

decline of - 104" percent.
amount of investment as well as the probabthty of
domg mvestment The same five percentage point

‘ingrease.in margmal tax rates. would lead to.a 9. 9:; -
.| percerit decline in meari mvestment expendxtures i
-{ . In shiort,:our estimates 1mply that changes inithe- |
s ) user cost of caprtal induced. byi lncreases inmat-; | :

{ -ginal tax rates have 4 substantial 1mpact on entre— e

‘prencurs’ mvestment behavror

- _Concluswns

| Nosingle prece of emplrtcal work in econom- :
o icsis everdeﬁmtrve, oldonot want to say that my [

_co-authors and I have setiled this | important ques-
- tion forever But I ‘would like to'conclude with

some thoughts about the. policy implications if our |
© | ‘results really are correct. ‘As I noted at the begin- :|-.
- [ niing, frony time to time, politicians in boh parties-
| try-to:think.of tax p0!1c1es to help'small business.. | =

] These policies often take the form of - spectal"\ -
; =-breaks far capltal gams on stocks in srnall busi-f .
| nesses; although; other: pohcres also: exist,’ Typl—'. =
o] cally, “these: policies ‘are very narrow.'arid very. i
'écomphcated—they have'to be, ‘because otherwise .
it is passible for large compames to'Create scams.
) (For example, they could spin off subsidiaries and
'call them “small” busmesses) T sometimes thmk.<
that the' main beneficiaries of these policies are the :

lawyers who help the relevant businesses- conf g

- -} ure ‘their operations so as. to qualify for the tax..
-} breaks. Further, most micro-businesses have not
even gotter to the stage where they ‘have issned

‘ stock. They are financed from the savmgs of the

N _.entrepreneur and’ his or her family. If our results .
._‘are conect 1t Suggests that comphcated narrow]y:

'George Washlngton Fellowshlp

targeted’ polieies that leave out micro- enter'prises N
iare inferior 10 a simpler palicy that would have
miany other bénefits as WeI]—]ust reduce margmal

tax. rates on everyone

The Center: will sponsor several fellowships for

,I poImcal science, economics and public policy at
"Saint Vincent. College -Students will spend one
. year. readmg various, public policy reports and
3 ..assocrated hterature, attend . at least one major_

conference relatedto their topic, and give apresen—

tation that surmmarizes their learning’ experlenee .
-More. specrﬁcs related to the Fellowsl'up are pro-
;‘v1ded atthe Center § websrte www stvmcent.edu/
.;cepe. SR i :

|| Con ratulatlons to the Fol_!owmg

Student Staff Members: .

Ronald Baker has been accepted to Indiana Uni-
versity. at Bloomington’s PED Economics pro-
gram with a full assistantship ($10,000 plas a
tuition-waiver). Li Chenghui was accepted to both

‘Indiana University ‘with a full assistantship
‘t (810,000 plus tuition waiver) the University of -

Albany’s PhDEconomics program with a full

. assistantship ($8,000 plus a tuition waiver). Nicho-

las Racculia will intern with the Cenfer this sum-
merand attend a fally funded Institute for Humane
Studies Seminar this stmmer at Emory Univer-
sity. Richard Kessler will intern with the PhilipM,

‘| McKenna Foundation, Robert McBride, has re-
| eeived a Carol Pollock and Harcld Grey. Fellow-
‘{"ship. in Economics-Botany Studies to study at

PERC this summer. Eric Kowalskr and Jennifer A.

Micle will both patticipate in PERC’s Student

Seminar on “Free Market Environmentalism” this

_SUmmer. Eric has also received a $1900 scholar- '
ship from The Fund for American Studies to
-attend the 1998 International Institate for Political

and Economic Studies in Athens, Greece. William -
Karazsia has been accepted to the Hastings Col-

lege of Law andJohns Hopkms Advanced Interna- -
tional Affairs Program. Jaime Kochis accepted a

".position. with Owens Corning as an’ auditor L
| Finally, congratulations to a past member of the

* student staff, Dr. Frank Gamrat who completéd a
‘PhDin economu:s at CIemson Umversrty in De-

cember of 1997

RS Congratuianons t our program coordmator
‘| ‘Rosey Doelling and husband Andretv, on the birth

of their ﬁrst child,:Michael Andrew on Apnl 15 :

1998, .
:*Our New Websrte

‘For up to date information about the Center, check

out our websne at www. smncent edufcepe .

: :'T Wl!ham Boxx and Gary anlwan s
“newest edited: collection, Toward the Renewal of

Civilization: Political Order and Culture will be
published by Eerdmans this July, ISBN: 0-8028-
4534-7. - Contributors include: Hilton Kramer,

‘ . Claus Ryn, Joyce Little, Charles R. Kesler,
)| William B. Allen, Stephen J. Tonsor, 111, Eliza-
 beth ‘Fox-Genovese, Robert P. George, Hadley

Arkes, MarthaBay]es DmeshD Souza, andRa!ph _

‘ McInerny

:Thanks to our Supporters durmg the:
-1997/98 Academic Year - -
" Foundations: “Aequus Institute, Alex C. Walker

Foundation, Intercollegiate Stadies Institate,
Massey Charitable Trust Committee, andthePl'uhp :

-M MeKenna Foundation, Inc. -

' :Assomates of the Center- Arthur H. Meehan

Jr., C'57; Philip J. McGivney, C'93; Carol G.
Pollock; Harold Grey; Mr. and Mrs, Howard

) Rectanus Mr and Mrs ThomasW Thobum Ir.

F rtends. Cha.rlesJ DeVrrglro VmcentJ Gocke,

C 52; John A Gnnch C 69; MlchaeIJ Hams

Supporters. Trmothy S Bums, C 94

. Marvin D. Fisher; Dr.'C. Lowell Harriss :'
" (Professor, Columbia University); Nick

Hoffman, Robert] Osrfchm,C 65 SR
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world today. Dr. Gary M. Qumlrvan professor .
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