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Stealth Taxes

Congress is considering the repeal of a telephone excise tax. This is

but one of dozens of hidden taxes. Few Americans are aware that they

pay them, to the tune of $70 billion a year.

In June the House of Representatives
voted overwhelmingly to repeal a 3 per-
cent tax on telephone bills that has been
levied for more than 100 years. The Sen-
ate Finance Committee has approved a
similar bill that could come up for a full
vote in the Senate within a few weeks. If
enacted, the measure would save Ameri-
cans nearly $5 billion in taxes in 2001
alone.

The vote by Congress has drawn at-
tention to a type of tax that permeates
the U.S. economy and costs Americans
billions of dollars each year—the excise
tax. What is an excise tax? It is one that
is levied on the manufacture, sale, or con-
sumption of a particular good or service,
either as a percentage of the price or as a
dollar amount per unit sold. Unlike sales
taxes, excise taxes are not added on at
the point of sale. They are paid to the
IRS by manufacturers and retailers, then
built into the price of the item. Thus, ex-
cise taxes tend to be hidden. Just as most
people probably never heard of the tele-
phone excise tax, they are unfamiliar with
the many other excise taxes they pay. In
fact, there are over 60 federal excise
taxes, and in 1999 they cost Americans
$70 billion.

In the earliest years of our nation’s
history, excise taxes were, along with
customs duties, the major source of gov-
ernment revenue. They were also the
source of tax revolts—as in the Whiskey
Rebellion of 1794, which was a protest
against an excise tax on whiskey enacted
by Congress at the urging of Alexander
Hamilton, the first Treasury Secretary,
in order to help pay the debts of the Revo-
lutionary War. As Charles Adams notes
in his book Those Dirty Rotten Taxes,
the tax was considered unjust and bur-
densome:

“There were two things wrong with

Hamilton’s tax. First, it was the hated
excise—a tax which ranked first among
the grievances that drove immigrants to
America. A dictionary at that time de-
fined an excise as: ‘a hateful tax levied
upon commodities, and adjudged not by
common judges of property, but by
wretches hired by those to whom the tax
is paid.’ To many Americans, even to
the great patriots, Hamilton’s excise was
a betrayal of the revolution.”

The whiskey tax and other federal ex-
cise taxes were repealed when Thomas
Jefferson became president. But they
were reinstated to pay for the War of 1812
and the Civil War. Anytime the govern-
ment needed more money—and in the
19th century, that usually meant only war-
time—it turned to excise taxes, either
enacting new ones or raising existing
ones. The telephone tax, for example, was
enacted in 1898 to help pay for the Span-
ish American War. At that time, excise
taxes accounted for about 40 percent of
the federal government’s revenue—
roughly the same share supplied by indi-
vidual income taxes today.

The importance of excise taxes dimin-
ished after the income tax was imposed
in 1913 and furthermore when the pay-
roll tax was enacted in 1935. They were
still the largest source of revenue, how-
ever, until World War II. The war greatly
increased the government’s financing
needs, as did the expansion of social pro-
grams in the decades after the war. Fed-
eral tax receipts increased from 3 per-
cent of national output before World War
I to 20 percent today—largely owing to
higher income and payroll taxes. To-
gether they now supply over 80 percent
of federal receipts, while excise taxes pro-
vide less than 4 percent.

Excise taxes serve two purposes. Pri-
marily they raise revenue, but because

they also raise the price of the item that
is taxed, they are applied selectively to
discourage consumption of things that,
for one reason or another, the politicians
consider undesirable. In other words, they
use excise taxes to tax things they don’t
like.

“Sin” taxes are the best example. They
are among the oldest excise taxes—and
also the most lucrative. Of the top six
sources of federal excise tax receipts,
three are “sin” taxes on cigarettes, liquor,
and beer. Smokers pay a 34 cent federal
tax on a pack of cigarettes (scheduled to
increase to 39 cents in 2002). Drinkers
pay a $13.50 tax per proof gallon of dis-
tilled spirits, or $2.14 cents on every 750
ml bottle. They pay $18 on a 31-gallon
barrel of beer, or 5 cents per 12-ounce
can. Gambling is also taxed (0.25 per-
cent of most wagers). In the past, play-
ing cards, bowling alleys, pool tables,
coin-operated amusement machines and
cabarets were also subject to federal ex-
cise taxes.

Luxury taxes are a close cousin to sin
taxes. They discourage spending on items
that are considered extravagant. (Is whis-
key a luxury or a sin? Maybe it depends
on the brand.) Luxury taxes on jewelry
and furs were first imposed to pay for
World War I but remained in effect for
another 45 years. They were finally re-
pealed along with many other excise
taxes in 1965. The Bush administration
rediscovered luxury taxes in 1991, im-
posing them on yachts, personal air-
planes, cars, jewelry, and furs. The yacht
tax is credited with precipitating the near-
collapse of the boat-building industry in
the early 1990s—a classic example of
killing the goose that laid the golden egg.
All but one of these taxes were repealed
in 1993. The luxury tax on cars remains
in effect: buyers pay a 5 percent tax on
the portion of the purchase price that is
over $38,000.

Since the 1970’s, another category of
excise tax has become an important
source of revenue. “User” taxes are sup-
posed to make the individuals who enjoy
benefits or create costs associated with
an item bear its cost. For example, driv-
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Federal Excise Tax Rates and Revenue on Selected Items
(Rates for 2000; revenue for fiscal 1998)

Rate Revenue
Liquor taxes ($mils)
  Distilled spirits $2.14 per 750ml 80 proof bottle $3,508
  Wine $630
    Not over 14% alcohol 21¢ per 750ml bottle
    14 to 21% alcohol 31¢ per 750ml bottle
    21 to 24% alcohol 62¢ per 750ml bottle
    Naturally sparkling 67¢ per 750ml bottle
    Artificially carbonated 65¢ per 750ml bottle
    Hard cider 4¢ per 750 ml bottle
  Beer 2¢ (small brewers) or 5¢, per 12 oz. can $3,386

Tobacco taxes
  Domestic
    Cigarettes 34¢ per pack $5,613
    Cigars $1.125 to $30 per 1000 $62
    Chewing tobacco and snuff 17¢ to 51¢ per pound $30
    Pipe or roll-your-own tobacco 95.67¢ per pound $4
    Papers/tubes 1.06¢ or 2.13¢ per 50 $1
  Imported various $65

Manufacturers’ excise taxes
  Gas guzzlers (autos rated less than 22.5 mpg) $1,000 to $7,700 $48
  Highway-type tires various $389
  Aviation gasoline 19.4¢ per gallon $61
  Gasoline except for use in gasohol 18.4¢ per gallon $20,645
  Diesel fuel, except for trains and city buses 24.4¢ per gallon $7,498
  Gasoline for use in gasohol 14.444¢ to 16.248¢ per gallon $246
  Gasohol by alcohol content 13¢ to 15.322¢ per gallon $1,704
  Aviation fuel (except gasoline), noncommercial use 21.9¢ per gallon $196
  Aviation fuel (except gasoline), for commercial use 4.4¢ per gallon $610
  Kerosene (per gallon) (effective July 1, 1998) 24.4¢ per gallon not avail.
  Coal, underground mines Lower of 4.4% of value or $1.10 per ton $404
  Coal, surface mines Lower of 4.4% of value or $.55  per ton $216
  Certain vaccines 75¢ per dose $153
  Sport fishing equipment 10 percent $95
  Electric outboard motors, sonar devices 3 percent of mfr. price, not to exceed $30 $2
  Bows and arrows 11 to 12.4 percent $20

Retailers’ excise taxes
  Passenger vehicle luxury tax 5% of price in excess of $38,000 $428
  Dyed diesel fuel used in trains 5.65¢ per gallon $207
  Dyed diesel fuel for intercity or local buses 7.4¢ per gallon $3
  Special motor fuels 18.4¢ per gallon $19
  Compressed natural gas 48.54¢ per cubic feet $1
  Alcohol fuels various less than $1
  Fuels used commercially on inland waterways 24.4¢ per gallon $117
  Truck, trailer, and semitrailer chassis and bodies, and tractors 12 percent of price $2,119

Miscellaneous excise taxes
  Telephone and teletypewriter services 3 percent of amount paid $4,747
  Transportation of persons by air 7.5% of fare plus $2.50 per flight segment $6,169
  International air flights $12.40 per person, arrival and departure $1,119
  Transportation of property by air (excludes baggage) 6.25 percent $373
  Passenger transportation by water (e.g. cruise ships) $3 per passenger $18
  Firearms and ammunition 10 or 11 percent of sales price $117
  Special occupations (dealers and makers of firearms, tobacco, liquor) $250 to $1,000 annually per dealer or mfr. $106
  Foreign insurance policies 1 to 4 percent of premium $123
  Wagers .25 or 2 percent of wager $10
  Occupation of accepting wagers $50 or $500 per person per year $8
  Use tax on heavy vehicles $100-$550 per vehicle per year $805
  Ozone-depleting chemicals various $109
  Imported products containing or made using ozone-depleting chemicals various $27
  Private foundations’ net investment income 2 percent $430
  Qualified pension and other plans:
    Failure to meet minimum funding standards 5 or 10 percent $6
    Nondeductible contributions 10 percent $4
    Excess contributions to IRAs and others 6 percent $7
    Prohibited transactions 5 percent $9
    Certain excess contributions 10 percent $8
    Reversion of qualified plan assets to employer 20 percent $47
    Penalties various $8
  Undistributed income of real estate investment trusts 4 percent $2
  Undistributed income of investment companies 4 percent $9
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LONG-RUN PRICE STABILITY IS GOOD. SHORT-RUN

INFLATION TARGETS AREN’T

Deliberate monetary inflating by Government has (almost) fallen

out of fashion. But no one knows what this year’s or next year’s price

level should be. That is for markets to decide.

Chairman Greenspan is worried. We
are supposed to take consolation from
the conscientiousness of our public of-
ficials. But when central bankers lose
sleep, the rest of us get the headache.
Will his anxiety about “irrational exu-
berance” lead to a replay of the credit
crunch and stock crash of 1987? Insom-
nia-induced or not, his ruminations have
not been reassuring—as when he warned
Congress that the

… safety valves that have been

supplying goods and services to meet

the recent increments in purchasing

power largely generated by capital gains

cannot be expected to absorb an excess

of demand over supply indefinitely.

First, growing net imports and a

widening current account deficit require

ever larger portfolio and direct foreign

investments in the United States, an

outcome that cannot continue without

limit.1

It can’t continue without limit, and
won’t. So what’s the problem? We can
only hope that we won’t be thrown
through the windshield if the Fed jams
on the brakes. Some data are better
left unreported, and the balance of
payments is among them. Massachu-
setts citizens can be grateful that their
public officials do not keep track of
that state’s balance of payments and
try to stem the flow of funds to, say,
Michigan by raising taxes on cars. But
Chairman Greenspan’s interest in data
is legendary. To almost anyone else,
his favorite statistics would seem a

sure cure for sleeplessness—but he is
ever alert:

Imbalances in the labor markets

perhaps may have even more serious

implications for inflation pressures.

While the pool of officially

unemployed and those otherwise

willing to work may continue to

shrink, as it has over the past seven

years, there is an effective limit to new

hiring, unless immigration is

uncapped. At some point in the

continuous reduction in the number

of available workers willing to take

jobs, short of the repeal of the law of

supply and demand, wage increases

must rise above even impressive gains

in productivity. This would intensify

inflationary pressures or squeeze

profit margins, with either outcome

capable of bringing our growing

prosperity to an end.

The minutes of the May 16 meeting
of the Federal Open Market Committee
(released June 29) reveal that its deci-
sion to raise the federal funds rate half a
percent, to 6.5 percent, its highest value
in nine years, was unanimous. It was
the sixth and largest raise since June
1999. The Committee decided on a sharp
move “because of their worry that em-
ployers, trying to keep up with the fast-
growing economy, may seek to fill va-
cancies by offering inflationary wage
increases. Those increased costs could
be passed along to consumers in the form
of higher prices.” (Associated Press,
June 29)

They could be. Or not. Much de-
pends on productivity, other terms of
employment, and a host of other fac-
tors. Anyway, what’s wrong with high
wages? If profits are good, if a high
return on investment is good—and we
agree that it is—shouldn’t the same
apply to the return to labor? We now
frequently see the mentally and physi-
cally handicapped as clerks and bag-
gers. The tight labor market has raised
their value from zero to the minimum
wage or more. We should be pleased,
not worried.

We often have noted that the Fed’s
and others’ presumed “leading indica-
tors” of price inflation, such as labor
costs and various measures of money,
are unreliable. It follows that any at-
tempts that rely on such indicators to
“control inflation” must also be unreli-
able. But even if the Fed could control
short-term price levels, it would not
know what to do because it cannot know
what they ought to be.

ers pay 18.4 cents a gallon on gasoline
and 24.4 cents on diesel fuel, and the
revenue is used to build and maintain
public roads. Excise taxes on air travel
($12.40 per person for every arrival and
departure from an international airport,
and 7.5 percent of airfare plus $2.50 per
flight segment) finance airport develop-
ment. Excise taxes on heavy vehicles and
large tires help pay for the extra costs
that big trucks impose on the nation’s
roads.

It should be noted that Congress does
not always use these “dedicated” taxes
as promised. Highway and airway taxes
are paid into trust funds that are supposed
to be used specifically to finance roads
and airports. In practice, Congress au-
thorizes such spending on a yearly basis,
and the authorized budgets are only
loosely correlated with the amount of
taxes collected by the trust funds. If Con-
gress wants to use gas tax revenue to pay
for general government spending, it sim-
ply “borrows” money from the Highway
Trust Fund. As a result of such revenue-
shifting over the years, the Treasury now
owes $28 billion to the Highway Trust
Fund and another $12 billion to the Air-
port and Airway Trust Fund.

In recent years Congress has also used
excise taxes to discourage certain finan-
cial transactions, mainly concerning re-

tirement planning. Excess contributions
to Individual Retirement Accounts are
subject to a 6 percent excise tax. The
failure of a qualified pension plan to meet
minimum funding standards triggers a 5
or 10 percent tax. If an employer termi-
nates an overfunded pension plan to ob-
tain the excess funds, the amount the em-
ployer receives is subject to a 20 percent
excise tax.

The accompanying table lists the vari-
ous federal excise taxes. Most are sin,
luxury, or user taxes levied on “things
we don’t like.” Interestingly, the phone
tax that Congress is considering abolish-
ing is an exception. It is one of the few
excise taxes that has no moral, social, or
economic justification. It also is one of
the biggest sources of revenue, bringing
in $4.7 billion in revenue in 1998. This
apparently made it an attractive target
for tax cutters.

We expect that most of the
government’s other excise taxes, how-
ever, will remain in place, hidden from
sight but generating billions in revenue.
With one possible exception. Given that
many Americans have not been ad-
equately vaccinated, it would seem ob-
vious that public policy should encour-
age vaccination. In this respect, it is bi-
zarre that the government levies a 75 cent
excise tax on every dose of vaccine. ❑

1
 This and the following quotation are from Chair-

man Greenspan’s testimony in The Federal
Reserve’s Semiannual Report on the Economy and
Monetary Policy before the House Committee on
Banking and Financial Services, February 17,
2000.
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PRICE OF GOLD

1998 1999 ——␣ 2000␣ ——
Jul. 9 Jul. 8 Jun. 29 Jul. 6

Final fixing in London $291.80 $257.20 $289.75 $284.90

Prices and Production

There is no necessary relation be-
tween inflation and production. The ex-
perience of the 30 years following the
Civil War, when prices fell at an aver-
age annual rate of 2 percent and output
rose 4 percent per annum, should be a
forcible reminder that inflation is not
necessary for growth. But it is set aside
by economists and policymakers, who,
although their rhetoric is sprinkled with
references to production and employ-
ment, often have other agendas. They
could also refer to the first half of the
19th century, which presents an even
stronger example. If the 50 percent (1.4
percent per annum) drop in the Con-
sumer Price Index between 1800 and
1850 is dismissed as too crude, we can
note the decrease in the price of a
bushel of wheat from $1.80 to $1.20, a
ton of coal from $9 to $4, flour from
10 to 5 1/2 cents per pound, cotton from
24¢ to 12¢, nails from 21¢ to 7¢, cop-
per from 53¢ to 22¢, and a gallon of
turpentine from $2.50 to 33¢.2 To those
familiar with American history, these
figures are no surprise. Nor are the pro-
ductivity increases in cotton (Whitney’s
cotton gin), wheat (McCormick’s
reaper and the opening of the prairie),
and metal working. The Bessemer con-
verter helped bring the price of steel
rails down from $69 per hundred
pounds in 1847 to $42 at the start of
the Civil War, and below $30 before
the end of the century. These price
changes are understated because of sig-
nificant quality improvements, and
roads, canals, railroads, steamboats,
and the telegraph brought a revolution
in communications. (Talk about a new
economy!)

Chart 1 shows the association be-
tween average growth and price infla-
tion in industrial countries during the
last twenty years.3 The notion that in-
flating stimulates growth is clearly with-
out merit,  and so is Chairman
Greenspan’s fear that growth must re-
sult in price inflation. The wide disper-
sion of points about the trend line in
Chart 1 means that the relationship is
weak. Sustained price inflation is a re-
sult of monetary policy, but output is
subject to many other influences. In-
deed, an inverse correlation between

Chart 1. Average Annual % Rates of
Chg. of Prices (P) and Output (Y),
Industrial Countries, 1981-99

Chart 4. Unemployment Rate (U) and
Inflation (P), Annual Averages, 1950-99

Chart 3. Rates of Chg. of Prices (P) and
Output (Y), % Per Ann um, 1950-99

Chart 2. Rates of Chg. of Prices (P) and
Output (Y), % Per Annum, 1866-95
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2
 U. S. Department of Commerce, Historical Sta-

tistics of the U. S. from Colonial Times to 1970,
Series E123-133.
3
 Data from International Monetary Fund, World

Economic Outlook, October 1999.

price inflation and growth should not
be surprising in a fiat money system
where inflating is employed for redis-
tributions unrelated to productivity. Sus-
tained high inflation rates in turn foster
volatile prices and discourage invest-
ment.

On the other hand, slight positive as-
sociations between year-to-year infla-
tion rates and growth used to be com-
mon. An example is presented in Chart
2 for the post-Civil War deflation.4

These data are consistent with the de-
scription of economic cycles and growth
of the Austrian economist, Joseph
Schumpeter.5 He observed that much of
economic development was a product
of waves of innovation—applications of
ideas and inventions by entrepreneurs.
The other players were savers (capital-
ists) and financial intermediaries, espe-
cially banks. Entrepreneurs require fi-
nance, which is the job of bankers. In-
ventions and hopes of higher productiv-
ity and profits lead to borrowing and
therefore money creation, investment,
and rising prices – hence a positive re-
lation between inflation and output, as
in Chart 2.

A similar association for Great Brit-
ain was noticed by A. W. Phillips of the
London School of Economics. Termed
the “Phillips curve,” it served as a promi-
nent rationale for the inflationary poli-
cies of recent decades. But printing
money can hardly be expected to bring
forth production. The use of Professor
Phillips’ curve as an instrument of policy
confused correlation with causation.
And as seen in Chart 3, the government’s
inflations were, in fact, inversely related
with growth. Given the positive asso-
ciation between production and employ-
ment, this also means—as seen in Chart
4—a positive relationship between in-
flation and unemployment. The FOMC
can relax, and Mr. Greenspan should get
some sleep. ❑
4
 The data for Charts 2-4 are from Robert J. Gor-

don, The American Business Cycle (Chicago,
1986), App. B; and Economic Reports of the Presi-
dent.
5
 In The Theory of Economic Development, pub-

lished in German in 1911 and in English by the
Harvard University Press in 1934.


