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TAX CUT PROPOSALS

THURSDAY, JULY 24, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room

2221, Dirksen Senate Office Building, Hon. Russell B. Long (chair-
man of the committee) presiding.

Members present: Senators Long, Byrd, Nelson, Gravel, Bentsen,
Matsunaga, Moynihan, Bradley, Dole, Packwood, Danforth, Chafee,
Wallop, and Durenberger.
tThe CHAIRMAN. Let me say, for the benefit of the witnesses and

the audience, that I am advised that all but two Senators on this
committee are expected to be here during the course of today's
hearing. I am sure they have other important matters to keep
them away at the moment, but they will all want to study the
testimony of the witnesses here today, who can give us some very
informed advice.

First, we will call a panel of outstanding economists, each of
whom has served as Chairman of the Council of Economic Advis-
ers: Mr. Alan Greenspan, Mr. Walter Heller, and Mr. Leon Keyser-
ling.

I think that we will just go alphabetically, Mr. Greenspan. Is
that all right with you?

Mr. GREENSPAN. It is fine with me, Mr. Chairman.

STATEMENT OF ALAN GREENSPAN, FORMER CHAIRMAN OF
THE COUNCIL OF ECONOMIC ADVISERS

Mr. GREENSPAN. In the last several weeks I have been having
some very serious concerns about economic policy and the problems
that have surfaced in this country. I am sure, as you recall, Mr.
Chairman, for many years I have been up here testifying for re-
straint in deficit spending, and for very significant reductions in
budget deficits. I have been a very strong supporter of balanced
budgets over the years.

I have seen the significant swing in this body, and in the House
in that direction, toward what I think is critical for this country;
namely, an anti-deficit, non-inflationary fiscal policy.

I have been distressed in recent weeks however, as I watched the
individual budget figures move, by the fact that even though the
budget in a longer-term sense is perhaps moving toward balance, it
is doing so from the receipt side. I have suddenly become fearful of
this. It never bothered me terribly much in the past-I always
considered that the good judgment of the Congress would never
allow receipts to rise inordinately; that tax cuts would become the

(731)
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order of the day whenever receipts became onerous to the Ameri-
can taxpayers.

What has been happening, -subtly and I suspect perhaps without
full awareness, is that we have been allowing not only bracket
creep-that elegant new phrase we have seemed to construct-to
occur, but a number of other subsidiary taxes to move into our
fiscal system, so that the drag on the overall economic system from
the tax side is threatening to become onerous.

As a consequence, it is important for us all to step back and to
recognize certain fundamentals with respect to the question of
taxes, budget balance, expenditures, and to remember that al-
though budget balance is very important, and certainly anti-infla-
tionary policies are critical, they are so because they are seen to
create a 'vital and productive economy.

Let's never forget what the ultimate end of economic policy. It is
not to balance the budget, or to reduce inflation. It is to create a
vital economy.

What I feel we may very well be trying to do at this point is to
balance the budget without any acute awareness of the ultimate
purpose. If we do so in the context of increasing taxation, and
remember that the existing revisions of the budget in recent days
now still suggest total revenues rising $86 billion from fiscal 1980
to fiscal 1981, we are confronted with a potentially huge increase
in the tax burden on the American public.

If we allow this type of thing to go on, we will dampen the
incentives that we require in this system, and we will ultimately
find that we may well succeed in balancing the budget, but only
because we allowed taxes to rise inordinately. We will have
achieved that secondary goal but find that we have undercut the
productivity of the American economy, and have unleashed infla-
tionary forces, which can occur even in the context of strict on-
budget balance, if other elements in the system are not in place.
We will have found that economic policy has failed.

As a consequence of that, we have to move to recognize what the
various priorities are in this country and find a means to appropri-
ately evaluate them, fit them into the structure of our fiscal
system, and enact those types of policies which will successfully
create the most beneficent type of outcome.

I think that it is the will of the Congress, and I am sure backed
by the American people, that we must somehow augment our
defense capabilities. This suggests a rather significant increase in
the Defense budget. My judgment is that we will end up with a
Defense budget higher, certainly on budget authorities, and on
outlays to a lesser extent, than the existing long-term budget pro-
posed by the administration.

Yet, we must also create a set of tax policies which will reduce
the gradual up-creep in taxation, and still keep in the back of our
mind that if we are, in fact, running excessive deficits over a long
period of time, we will engender inflation and lose the whole
ballgame.

It turns out very fortunately that this country has not as yet
arrived at a set of relationships which makes it impossible over the
next 5 years to achieve an adequate pattern of Defense outlays,
and an appropriate set of tax cuts to remove the growing tax
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burden on the American people, and to achieve a set of budgetary
policies which are ultimately disinflationary.

It does mean, of course, that we maintain a significant restraint
on new program addition and new program expansion on the non-
Defense side of the budget. At this stage, it does not yet require
any significant curtailment of existing programs. In other words, if
we are successful in living with the current services budget, adjust-
ed for the so-called discretionary inflation increments, we basically
are in a position, even with the Republican-sponsored set of initia-
tives led by the Roth-Kemp bill, to create a level of budget receipts
and expenditures which either approaches or achieves budget sur-
plus by 1985.

Senator PACKWOOD. Did you say 1985?
Mr. GREENSPAN. Yes.
I have not gone through the full details of a number of different

alternatives as yet. -
Senator DOLE. Could we hear that again -

Mr. GREENSPAN. Yes. If we start with the current services
budget, adjusted for the inflation increments which are not imbed-
ded in law such as the increases in Federal compensation, the
increases that are occurring in the Defense budget the Roth-Kemp
bill, some version of accelerated depreciation initiatives which a
number of people have been raising, we still are either close to
balance, or can under certain economic assumptions create a sur-
plus in fiscal 1985.

Senator PACKWOOD. But not before?
Mr. GREENSPAN. I don't know that, Senator. It might be possible,

depending on the configuration of both taxation and receipts. What
I am saying is this; the preliminary work that I have done suggests
that the arguments that you cannot do an:' of this forgets the fact
that we start with a current services surplus for fiscal 1985 which
is well in excess of $150 billion, and probably considerably more.

I am not embodying in this type of analysis any exotic so-called
reflow. There is obviously some because it is automatic in our
system, but it is not a level of so-called income reflow or tax reflow
which is out of line with any recent experience.

Senator PACKWOOD. Mr. Chairman, may I pursue that for just a
moment?

Alan, may I rephrase it this way. If we pass Roth-Kemp, and it
includes some form of substantially increased depreciation, and
substantially increased defense, given the average economic as-
sumption, we are not likely to balance the budget before 1985,
assuming current services on all other programs.

Mr. GREENSPAN. It depends on the size of the defense expendi-
ture increase and on the accelerated depreciation. I will say this,
Senator: It is close. Remember we are starting from a budget
deficit level which is likely to be at minimum several billion dol-
lars higher than is currently being estimated by the Office of
Management and Budget.

I think the $61 billion deficit for fiscal 1980 is a low number. The
possibilities of something as small as the $30 billion deficit for
fiscal 1981 has got to be remote. My judgment is that it is going to
be far closer to $50 billion than it will be to $30 billion. So we start
fiscal 1981 with a very large deficit, and the mere momentum of
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carrying it down tcx zero by fiscal 1984 is not easy, although it is
not unachievable. I can create a scenario that will get us there.

Remember, in all of these contexts what is essential is that the
Congress do not, as it seems to invariably do, add bits and pieces to
existing domestic programs by seemingly minor augmentations of
entitlement programs, and a number of other seemingly small bills
which over a full legislative year add up to significant amounts of
money.

Senator PACKwooD. Let me ask the question another way, then.
Let's assume the changes that you are thinking about, on the

human resources end, the service end, and a modest increase in
Defense spending. If we pass Roth-Kemp and its full implications of
the a 30-percent cut over the 3 years, one, is it likely to widen the
deficit next year; two, is it likely to make it more or less likely-that
we will achieve the balance you are hoping for by 1985?

Mr. GREENSPAN. The passage of any tax cut legislation will
widen that for fiscal 1981. There is no way that I can envisage
avoiding that. It is possible that the passage of Roth-Kemp in its
full form may marginally increase the probability of achieving a
balanced budget in fiscal 1985, but very honestly, Senator, I am not
sure we want to get there that way as I indicated in my very early
remarks.

Namely, if we achieve a balanced budget by allowing taxes to
increase as they tend to in an inflation environment such as we
have been living through, then the achievement of that balanced
budget will turn to ashes. A balanced budget over the longer run is
a necessary condition to a vital economy. But it is not a sufficient
condition, because if we do it by allowing taxes to increase and so
stifle the incentive structure of American business and the Ameri-
can people generally, then we may well achieve our balanced
budget and find that our real ultimate purpose, a vital economy, is
lost.

The CHAIRMAN. Let me just suggest that we let each witness
make his presentation before we get to the questioning. We had
originally planned for each witness on the panel to speak for 10
minutes, and then to interrogate the witnesses. I know everyone
here wants to know what each of these witnesses is going to
present.

So I would hope that we would not interrogate the witnesses
until they have made their statement in chief, and then they can
be asked questions afterwards.

Mr. GREENSPAN. Mr. Chairman, I have completed my statement.
The CHAIRMAN. Next we will hear from Mr. Heller.

STATEMENT OF WALTER HELLER, FORMER CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS

Mr. HELLER. Mr. Chairman, to economize on the committee's
time, I have prepared a statement that I hope is before you, and I
would like to speak from that statement. I am going to devote
about half of it to the economic background, and then I cannot
resist making a few suggestions on the tax cut itself.

I think the case for a tax cut is compelling. Not as an antireces-
sion weapon, it is probably too late for that, but as a prorecovery,
progrowth, and anti-inflation measure.
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A tax cut could restore a little color to the economy's cheeks
without any risk that it would turn into the flush of inflationary
fever. Given last year's slowdown, and this year's recession, and
next year's modest recovery prospects, the economy is operating so
far below par that the injection of, say, a $30 billion tax cut by
January 1 would have only tonic, not-toxic effects.

One can cite a number of numbers on that: Unemployment at 8
percent almost now, and rising to a peak of about 9. We have to
remember that the capacity utilization and manufacturing which

-hit a peak of 87 percent early in 1979 has been sliding ever since.
In some ways, the expansion stopped in early 1979, even though
the recession did not start until early 1980. There was kind of a
hiatus there. So now we are only operating at 76 percent of
capacity.

On page 2 of the statement I take a broader look at it by trying
to see what, on the basis of a very conservative assumption; you all
know me as very conservative. Suppose that the economy had
grown at just 2 percent a year, instead of sliding, what kind of a
gap would have opened up in production, and how much produc-
tion have we given up by this slowdown, recession, and slow recov-
ery before us.

Racking up that 2 percent growth in potential output against the
actual growth of only 1 percent last year, and an estimated drop of
4 percent this year during a recession, and then a rather optimistic
4 percent rise next year. This is against 2.6 percent that the
Council of Economic Advisers and the White House have been
using. Here are the striking, if not to say startling, results.

In the current quarter, had we had no slowdown or recession, we
would be producing about $150 billion more of GNP a year, at
today's prices, than we actually are. This is just arithmetic of the 2
percent growth versus the actual.

Now this shortfall grows to $180 billion by the end of 1980, and
then gradually shrinks to about $130 billion by the end of 1981. So
there is just all kinds of headroom for expansion. With a tax cut.of
$30 billion, you would not come within a country mile of pressing
against the economy's productive ceilings.

By the way, those numbers tell us something else that startled
me as I spelled out the arithmetic. If the economy had been grow-
ing at 2 percent in 1979-81 instead of having this slowdown, reces-
sion, and sluggist recovery, it would have produced a total of $300
billion more at today's prices than it actually will produce over the
3 years.

So if you are talking about slowdown and recession as a means of
fighting inflation, it is costing us $300 billion of output.

Now, how much inflation reduction are we buying for this huge
loss in output and jobs? On the surface the answer seems impres-
sive. The CPI has dropped from that high of 18 percent to, I would
estimate, around 6 percent. I might say that this is an estimate I
have been making since January. Most of this drop is simply a case
of letting the air out of the CPI bubble that is represented, as I am
sure this committee knows, by high mortgage interest rates and
housing prices.

Last month's jump in Consumer Price Index, you noticed, was
four-fifth, still simply the rise in mortage interest rates and hous-
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ing prices, which operates with a lag. I would be willing to predict
that by next month we will see a sharp drop in the CPI index. That
is the good news.

The bad news. The hard core or bed-rock inflation rate that lies
just beneath the surface will yield very little to the pressures of
economic slowdown and recession. Most of this recession will be
reflected in a loss of jobs and output, not in lower wage and price
increases.

Catchup is still the name of the game in wages. As to prices,
there is some price cutting, and some discounting, but there is also
discouraging evidence of widespread price hilges in the teeth of
recession, where GM boosts the price of its average car $135, as it
was described, in an "undaunted effort to pass on to consumers a
large chunk of its increased production costs" even in the face of
the weakest auto markets since 1960, this morning's paper tells us.
One is moved to ask. "Recession, where is thy anti-inflationary
sting?"

When you hear a major manufacturer quoted as saying, "We had
to raise prices to make up for the loss of volume," whatever hap-
pened to the rigos of the marketplace?

Recession and slack in the economy will surely have some moder-
ating effect. But even at that, just to summarize the next para-
graph to the top of page 5, I think that we are going to come out of
this recession with about an 9 or 9 percent basic inflation rate, and
we will take off from there during the next round of prosperity.

So we will come out of the inflation with the inflationary gases
vented, but the glowing bed-rock of inflation will recede little, if at
all, and will threaten to errupt again when the recovery is in full
swing.

Now the budget background. In considering a tax cut, one has to
confront the fact that we now face a $61 billion deficit, and a $30
billion deficit for starters for fiscal 1981.

By the way, let me say, although my good friend Alan Greenspan
and I agree on many things, I could not disagree with him more
about the impact of Roth-Kemp. These deficits would be chicken
feed compared with the deficits that would be generated by Roth-
Kemp. My rough estimates show not so much for the first year, but
by 1983 my estimates show a deficit add on of about $60 billion
from Roth-Kemp, an add on to whatever else it would have been.

I don't see how you can bring that back into balance by 1985
unless you touch off a whopping inflationary growth in GNP that
pours inflationary revenues into the Treasury.

Senator DANFORTH. That is the full 3-year Roth-Kemp you are
talking about?

Mr. HELLER. That is the whole 3-year Roth-Kemp, which by the
way I think the estimates are that it would cost you $135 billion by
1983 fiscal year, and about $288 billion by 1985. This is adding the
10-5-3, and the indexing. Those are not small numbers.

I should note, by the way, that even this $61 billion deficit, in
terms of the total size of the economy, does not come close to the
1976 deficit. This one will be 2.5 percent of the GNP, and that one
was 4.1 percent. In other words, if we were running as high a
deficit in terms of the overall numbers of the economy, we would
be running almost a $100 billion deficit to equal that $66 billion
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deficit in fiscal 76. The last year that was affected by Mr. Green-
span's administration.

In looking at these large deficits, by the way, one should not
ignore the fact that the budget process did produce a budget this
year that would have balanced under the assumptions that the
Budget Committees were using, and would have a good, hefty sur-
plus at reasonable, full employment.

What I am saying by this is that these deficits, while disappoint-
ing and disturbing, threaten no inflationary thrust, or crowding
out of private borrowing. The Treasury's borrowing needs will be
largely a mirror image of the shrunken private borrowing require-
ments. That is, the Federal borrowing will not displace private
borrowing, but instead will use funds that are idled by the reces-
sion. As a result, the deficits will not boost inflation or interest
rates, and should not act as a barrier to moderate tax cuts.

There is a fact that-is not widely recognized that even with the
defense buildup, the 1981 budget outlays will be somewhat smaller
in real terms than the 1980 outlays. If you comb out the defense
spending, the cutback in civilian spending, in real terms, is about 3
percent in 1981 over 1980. This is not the general public percep-
tion, surely, of what is happening here in the Halls of Congress.

Then if you take an even broader perspective, and take those
huge tax increases that Mr. Greenspan was citing, take those into
account plus some holdback in expenditures, you will find that we
are making a tremendous swing in a restrictive direction in the
budget. I use a 6-percent high unemployment rate, and you get an
$85 billion swing toward restrictions, and most of that is still ahead
of us.

About $60 billion of a restrictive swing in the midst of recession.
It is an unprecedented policy circumstance to have this tremendous
back pressure on the economy when it is in recession.

Now the case for an early tax cut, page 7, to summarize. There is
plenty of slack in the economy to absorb a cut.

Second, the tax overburden has been steadily growing. Personal
income taxes were 21 percent of personal income in 1978, and they
were 22 percent this year. They are heading for 23 percent next
year. The total taxes relative to GNP are moving toward a new
high-of 21 percent of GNP in 1981-this is taxes. Most of this has
been tax increases that have been stealthly legislated by inflation,
by pushing income into higher brackets.

Third, $18 billion of new payroll taxes, and I show the break-
down of that, and the mounting tide of oil profits taxes coming on
stream.

Fourth, primarily as a result of these huge tax increases, we
have this tremendous swing toward restriction.

Fifth, properly structure, a tax cut program will ot only remove
some of that fiscal overburden, but can serve as an important
weapon in the battle for higher productivity and lower inflation-
ary.

In light of these realities, we could stand a tax cut tomorrow if it
were possible to wave a magic wand and produce a balanced pro-
growth and anti-inflationary tax program overnight. I am inclined
to agree with the administration that under the election year
pressure cooker, and given the limits of the legislative calendar, it
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is not a high probability. But the better part of wisdom is to
hammer out a carefully designed tax cut that will advance rather
than retard the basic economic objectives.

But if this committee, Mr. Chairman, working against the calen-
dar, and working against the odds, is able to produce a balanced
tax cut by September, I see no economic reason for postponing
congressional action after the election.

What it boils down to is this: We should not deny ourselves a
prompt tax cut that makes good economic sense because it would
be considered political. That would surely stand election-year eco-
nomics on its head.

Although I fully agree with the desire to fend off a big, across-
the-board tax cut that might win votes but lose the war against
inflation-the proposal for a $36 billion downpayment on a tax cut
of $288 billion by 1985 comes to mind-I hope the White House
would not reject a carefully designed cut that would strengthen the
economy.

If Congress, through a Herculean effort, produces such a bill
before the election, I hope President Carter will sign it.

The challenge to Congress, then, is to confound the skeptics, take
the raw meat of tax cut proposals, cook it to a turn, and serve up a
dish that would be nourishing to the economy.

If the Secretary of the Treasury can use that figure of speech,
then I guess that I can turn it around a little.

It is too late in the day for a tax cut that would apply to 1980,
but I think that we ought to move for one for 1981. I would just
quickly summarize the kind of composition that I would like to see
in such a tax cut to serve the economic objectives.

First, offset that scheduled increase in social security payroll tax
liabilities, preferably by action to cancel such increases, but if it
cannot be done because of sensitivity about the soundness of the
social security system, then do it by the Gephardt approach at least
for a couple of years by offset payroll tax liabilities against income
taxes.

Then, devote $5 to $10 billion to the first-year costs of a program
of accelerated depreciation. I think one that would increase produc-
tivity and help the economy is not the 10-5-3 plan. I don't see any
point in giving 10-year writeoffs to shopping centers and commer-
cial buildings, and so forth.

I imagine that this is the toughest issue that you have got to face
in doing a quick and sensible tax cut, it is to choose among 10-5-
3-you will hear from Mr. Jorgensen later about the full capital
recovery which economists like, but I don't know whether Con-
gressmen and Senators do. The third is what I call the 20 catego-
ries, instead of the 10-5-3. The fourth is what I call the booby plan,
in which you would try to simplify grouping, and maybe set aside-
I think Congressman Ullman has a plan something like this-
buildings, trucks, and so forth, and then have a group rate for the
rest of the industry, and adjust that for speed up.

Then, finally, I would set aside another $5 billion or so for a
contingency fund on real wage insurance. I am just afraid, Mr.
Chairman, the next time around in prosperity if we run into
double-digit inflation, we are running directly into mandatory con-
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trols. Anything we can do in the tax system to help moderate wage
and price increases, I think we ought to do.

I see the red-light is on, and I would just like to read my last two
paragraphs, if I may.

The question may be raised. Why so modest a tax cut in the light
of the-compelling case for such cuts? The answer is to be found in
the facts of fiscal life. The built-in civilian spending increases plus
the defense buildup require us to keep our tax power dry. I under-
stand\ that cold turkey estimates of the budget show it rising to 23
percent of GNP in the next 2 years, an alltime high.

The conservative and prudent course is to hold the tax cut to
- roughly $30 billion, and retain the rest of the revenue-raising

power of our tax system to restore budget balance quickly, and
enable you to have a somewhat more reasonable money policy.

This is in sharp contrast to the tax cut program of the fiscal
radicals who advocate a $36 billion first installment on a tax cut
that would cost over $200 billion by 1985, and at the time that they
advocate a $100 billion increase in defense expenditures. That
might be smart politics, but I doubt even that in the light of the
public mood in America today, but it surely would be upside down
economics.

The CHAIRMAN. Now let's hear from Mr. Leon Keyserling.

STATEMENT OF LEON KEYSERING, FORMER CHAIRMAN OF
THE COUNCIL OF ECONOMIC ADVISERS

Mr. KEYSERLING. Mr. Chairman and members of the committee, I
am under a particular difficulty because I did not know that I was
going to inflict myself upon you until Monday, and then I had so
many commitments that I could give very little time to this, which
is a liability to me but undoubtedly a L enefit to you.

I have a prepared statement of a 1 1/2 pages supplemented by a
lot of documentary charts. I am going to follow the order of that. In
the interest of brevity and because I am inspired by what the
members of the committee have already said, and what my col-
leagues here have said, I am going to deviate somewhat from it.

I want to say just two things about the approach to this reces-
sion. The main approach of most economists, and of Government in
the main, judged by its actions and not by words, reminds me of a
fire company that is standing in front of a blaze, and it is debating
how long it is going to last if they do nothing, and whether it is
going to be shorter than the last blaze, or whether it is going to be
longer than the next blaze, instead of pouring some water on it.

Or, to take a better analogy because the fire company did not
start the fire, but this Government has been committed to deliber-
ate policies of recession, articulated in economic reports and budget
messages, it is more like a doctor who is looking at a patient who
has had some kind of heart attack, and the doctor wants to cure it
without considering that he has had five before, and what we can
learn from them, and whether the five don't add up to more than
the one, and what he is really being hurt by. 1 will not accept the
superficial answer that, all right, he has got the fifth one. Now we
have got to deal with that before we think of the others.

I have been kicked around here for 47 years, and I have seen
what is happening, from saying, "Well, we can't think of any of the
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fundamental problems, or take a long-range view, or do anything
basic because we have got to get over where we are today." This is
childish for a great Nation that is now being outdone by every
important country in the world in growth of production and stand-
ards of living, in the invasion of our markets and while we are
unable to afford the higher security program which I have always
felt we needed even during the Korean war-I will not go into that.

Therefore, we have got to look at what has been happening to us
progressiely since 1953. and especially in the last 10 years, if we
are going to be mature. What has been happening, in brief, is that
we have been in a chronic recession, a chronic recession from full
employment, a chronic recession from high plant use, a chronic
recession from high productivity growth, a chronic recession from
everything.

What have been the causes of that? The first basic cause is that
there has been no sense in national policy of relative importances.
Now, I am going to advance the simple proposition that the thing
that counts first, and here I could not agree more with my friend
Walter Heller, everything in the final analysis depends upon how
much you produce of goods and services, and how intelligently you
distribute it. That is what people eat. That is what they wear. That
is what they ride in. That is what they defend themselves with.
That is what they build plants with.

I hope nobody is saying, I am soft on inflation. The President
who listened to me made a better record on controlling inflation
under more difficult circumstances than anybody since, and he did
not do it primarily with controls. He did it primarily by calling
forth the great weapon of our ability to produce.

The best thing that has been said on this subject-I want to read
the magnificent foreword to the report of the Joint Economic Com-
mittee in 1979, I guess, prepared by the chairman who is sitting to
the right of the chairman of this committee.

Policies which produce slow growth will not also produce price stability. A slow
growth scenario for the 1980s implies a concomitant rapid rise in the cost of living.
The fight against inflation can be won only by policies which increase production. A
stagnating economy means double-digit inflation. It means protracted and rising
unemployment. It means a reduced standard of living. Policies which lead to slow
growth will lead to many and unnecessary cruel hardship for disadvantaged Ameri-
cans.

I have been trying, as the chairman of this committee knows, to
throw that idea before the committee, in publications and in testi-
mony, since 1954. When we first projected the horrible idea that
the way to stop inflation-there wasn't any inflation, incidentally.
The inflation did not begin untit-we tried to stop it that way-was
to cause unemployment of manpower and of machines, and of
business skills, and of everything that makes the American econo-
my, and that supports it.

The curious thing is that now that this doctrine of the tradeoff
has been repudiated so eloquently, the President, the Congress, and
the administration are still doing it. They are still trying to slow
down the economy, not by higher taxes but by lower spending, and
still worrying about speeding up the economy by a tax reduction
because it may cause more inflation.

This is empirically so absolutely ridiculous that one does not
need to argue the relative merits of getting a little less inflation,
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and getting tremendously less production and employment which
have inflicted the costs of $7.7 trillion of 1979 dollars upon the
American tax economy since this thing got started in 1953 and 80
million years of unnecessary civilian unemployment conservatively
measured against an optimum economic growth rate of only about
4.4 percent as against what we have actually done.

This is the first thing that we have got to do.
The second thing we have to consider is supply economics. I don't

want to rumple any feelings. I don't understand what is meant by"supply economics' as against "demand economics." Obviously, we
want supply economics that keep production of goods and services
in line with our maximum capability to properly stimulate it.

Obviously, we want demand to markets that clears the markets,
because otherwise the plants are going to be idle, and the people
are going to be idle.

So the real problem is to examine what relationships in the flows
of income as affected by tax policy, and by money policy, which I
will say a word about, and how other national policies affect those
flows. We have developed no concept of those balanced relation-
ships as we proceed with a tax reduction here, and a spending
action there, and something else somewhere else.

We have no goals as a guide to policies, and I know because we
had them. We rationalized them, and we put them together when
the policies were successful. We don't have them now at all.

So in the name of supply economics, as misused although I am
for it as properly used, we are going to proceed, it seems, in a tax
reduction pattern, making exactly the same mistakes that we have
made repeatedly-I don't want to say, since 1964, Walter. I had
something to say about it then.

The great Arthur Oaken, who unfortunately we have-lost, con-
fessed in- an economic report to the President 2 years later that we
should have put more strength upon consumption.

The chairman of the Joint Economic Committee said last year,
again brilliantly, that the reason the economy was not going en-
tirely to hell in 1979, it was growing only 0.8 percent and that was
terrible, was because consumption was holding up moderately well,
and investment would be all right so long as that continued, and
that the great danger to investment was that consumption would
fall behind in 1980.

Now, I have a statement from Business Week of a week or two
ago, which I have not had the time to read, which says that the
key to the whole thing is whether the demand will support the
supply. It is not doing so any more.

Therefore, I propose that instead of using a gaudy name to say
that we are doing something new, while making old mistakes, we
ask what kind of balance we should give in the forms of the tax
reduction. I am going to throw out an idea to be a little more
specific.

Consumption is six times investment, roughly speaking. Even if
you want to stimulate growth, and growth obviously is far too low
when the economy is in a recession, you would be dollar wise to get
the same percentage stimulus as applied to each, have about six
times as much stimulus on the consumption side as on the invest-
ment side. I think a pattern of tax reduction should be geared that

65-969 0 - 80 pt.2 - 2
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way, roughly. I think it would produce a better balance in the
economy.

Instead of just having talk about how we have been consuming
too much, and need to sacrifice. And that demand economics has
failed. Demand economics has not failed, it has not even be tried. I
have been saying for 10 years that we had this miserable economic
performance, and that we were not getting adequate demand, and
we weren't.

The gist of what Walter is saying right now, if I understand it
properly, among other things, is that we are not getting adequate
demand. Let's put the two together, and let's carve out a tax
reduction program that uses the two in balanced proportion, and
that relates the tax reductions for investment purposes to some
consideration of where the need for more investment is, some kind
of quid pro quo.

-I did object to the kind of tax reduction that we have had over
the last 10 years. I objected only because I said, you know they are
not short of funds. They are not short of ability to borrow. When
they sit around the table to decide whether they are going to invest
more, they look at what they are going to be able to sell. This is
commonscnse economics, and we have buried it, as we buried King
Tut. We had better bring about some kind of reincarnation of
ordinary commonsense in this whole proposition. So I would ap-
proach it that way.

The next thing. You cannot build a great nation forever with
more and more tax reductions to solve every problem. We are not
even asking ourselves any more what part of the job of stimulating
the economy on a long-range basis, what part of-our great national
needs in mass transportation, in energy, in environment, in rescue
of our cities, and some kind of modicum of decent treatment of our
farm population. Depend upon more public spending, not more tax
reduction. Can every part of it be met by handing money to jieople
to spend, and no part of it be attempted by well-guided public
investment.

You can make mistakes in public investments. You can also
make mistakes in tax reductions. But I will state it as basic an
axiom of anything in the law of economics that a nation that
commits itself increasingly since 1964 to nothing but tax reduction
whenever they think of a problem, it will solve inflation, and it will
solve deflation, it will meet the problems, and commits itself to
more and more tax reduction instead of reliance upon pointed
public investment is moving the wrong road.

There is not a country in the world that is outdoing us in many
respects that duplicates in any respect what I regard as the non-
sense of this proposition.

Third, we have to look at the magnitudes, and Walter certainly
said that. Looking at the size of the economy, looking at the size of
the deficits, I think we need a Federal tax and spending $48 billion
stimulus this year, lifted to about $60 billion or $20 billion more
next year, and the net including whatever is done about the social
security tax. -

In other words, if you are going to haye any social security tax
increase, instead of needing $48 billion you will need $48 billion plus
enough to counteract such social security increase. I don't hear
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that talked about. That is the size thing we need if we are going to
do the job on a long-range basis.

Then we have to consider how we divide the stimulus. I would
suggest that in view of the political realities-I would say more if
not for that-maybe something like half between investment, and
half between tax reduction, with the tax reduction governed by the
principles that I have suggested, and thus running up to about $24
billion in the first year and $30 billion in the second.

Thank you. I see my time is up.
The CHAIRMAN. Thank you very much.
As the members of this committee know, we go by what is known

as the early bird rule-the first Senator who gets in the room gets
to ask the first question, and that is me. I was the first Senator
here today, so I get to ask the first question.

I would like to ask that each Senator be confined to 5 minutes, if
there is no objection, in interrogating this panel. If they need more
time we can come back to them after the first round of questions.

Do I take it from the testimony I have heard here that all three
of you agree that we should have a tax cut at this time?

Do you agree with that, Mr. Keyserling?
Mr. KEYSERLING. Yes, sir.
The CHAIRMAN. Do you agree with that, Mr. Heller?
Mr. HELLER. Indeed.
The CHAIRMAN. Do you agree with that, Mr. Greenspan?
Mr. GREENSPAN. Yes, sir.
The CHAIRMAN. All three of you have had experience as the

Chairman of the Council of Economic Advisers with a great variety
of problems, and you know what these things are about. Having
looked at this, you gentlemen having served under Democratic
administrations and Republican administrations, all of you agree
that we ought to have a tax cut.

May I say, having seen how each of you work, and do good work
for the country, it seems to me that it is enormously impressive.

I cannot buy the argument that I heard yesterday that we should
not have a tax cut, even though the economy requires it-that, I
think, was conceded-just because somebody might offer an amend-
ment to the bill.

I have seen amendments offered before, and my impression about
that is that no one likes to have an amendment offered, unless he
agrees with it. If you disagree with it, you wish that the person
would withhold it. But on any major revenue bill, you have to let
People have the opportunity to offer their amendments.

Wat impresses me about the problem is that if the effective
date is to be January 1, 1981, how would businessmen be better
advised to make decisions: with a law that they can look at and
guide themselves by passed before January 1, or making decisions
not knowing what the law is going to be, a law passed next year
that would have to go into effect retroactively.

Is there any doubt in any of your minds that the business people
would be better advised if they had a law before them, than to
have to act hoping the law will be changed in the future?

Mr. KEYSERLING. Mr. Chairman, if the argument of the adminis-
tration be valid, the Congress cannot act responsibly on a tax cut
until after an election, then by the same token the administration
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should suspend all of its primary activities until after the election
on the ground that people cannot act responsibly before an
election.

You could not be more right that the Congress on the tax cut is
going to act not too differently before or after the election. They
are going to have to listen to pressures. They are going to have to
bargain. They are going to have to resolve competing views.

This is one of the silliest arguments I have ever heard.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman.
The CHAIRMAN. By the way, gentlemen, there is a vote on now.

Those of you who want to can go vote and come back.
Senator CHAFEE. Mr. Chairman, I would like to address my first

question to Mr. Greenspan.
I was impressed with your testimony that the drag in the system

from the tax size is threatening to become onerous. I would like to
have you go into a little detail on the exact type of tax cut that you
would recommend. Could you outline that for us?

In other words, all right, we are going to have a tax cut. What
kind of a tax cut would you recommend?

Mr. GREENSPAN. There are several potential versions, Senator. I
would first subscribe to the initiative that was offered by the
Republicans of this body, joined by Governor Reagan a couple of
weeks ago, for the first phase of Roth-Kemp.

Senator CHAFEE. Just the 10 percent?
Mr. GREENSPAN. Yes, and let me suggest why.
We have, and I think quite correctly, been focusing on sophisti-

cated techniques to create incentives in our system, and there is no
question that that is an extraordinarily high priority with respect
to tax policy.

Regrettably, what we have in place at this stage is a series of
disincentives being created. In my judgment, what must occur first
is to eliminate the disincentives. The best way to do that is merely
to roughly adjust, as best we can, the inflation impact on our
system.

Remember that there are no tax cuts recommended anywhere
that I can find, which even remotely resemble the aggregate
amount of tax increases that are now confronting the American
people. In most cases, we are talking not about tax cuts, but about
reducing the rate of increase.

Senator CHAFEE. I think you said in your testimony, or Mr.
Heller did, $86 billion of new taxes in 1981.

Mr. GREENSPAN. That is the official estimate of the Office of
Management and Budget as of 2 days ago. The figure has not
significantly changed from recent estimates, and it is unlikely to do
SO.

Mr. HELLER. May I interrupt just to say that it is worth noting
that that is the total increase in collections, because of inflation,
and so forth, some of that is different from the actual new taxes
going into effect, which are somewhere between $50 and $60 bil-
lion.

Senator CHAFEE. You mean the social security increase?
Mr. HELLER. The social security, the bracket creep, and the oil

profits tax, they add up to somewhere between $50 and $60 billion
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of new taxes in the sense of higher rates and higher base, not in
the sense of the actual generation of a higher GNP in money
terms,

Mr. GREENSPAN. In any event, Senator, what I would recommend
at this stage is that we first get to the issue of removing the
disincentives. In my judgment, the package offered by the Republi-
can side of this body strikes me as the most appropriate at this
stage.

Senator CHAF.EE. You only addressed the first part, the 10 per-
cent personal cut. What about on the accelerated depreciation, the
10-5-3. Could you address how you think we should proceed on
that.

Mr. GREENSPAN. I would think, Senator, that first any of the tax
bills that have been offered with respect to accelerating depreci-
ation is far superior to what we have. I trust that we do not,. in the
process of wrangling over different versions, essentially come up
with none.

The 10-5-3 has many positive, and some negative aspects to it, as
indeed does every other initiative. What I would suggest is that this
body have a special session on all of these various technical ver-
sions. I myself would tend to support 10-5-3, but it is only a
marginal choice. I would support, for example, as I think Professor
Heller has indicated, Professor Jorgensen's particular view, but I
think that it is probably front-loading the revenue far more than
what I think Congress would want to do.

In any event, the important issue is to recognize that any bill in
this area is better than none.

Senator CHAFEE. I agree with that, but the administration argues
that the 10-5-3 is very expensive in the out years. So they have
come forward suggesting yesterday, Mr. Miller did, that the 10 part
does not help your industrialization at all. You are not helping by
building new buildings, necessarily, as much as you are sticking.
with the 5-year writeoff for machinery and equipment.

Could you expand briefly on that?
Mr. GREENSPAN. I disagree with that. What we have seen in the

last 10 or 15 years is a gradual decline in the average life of capital
investments being made by American business. That is substantial-
ly the result of accelerated inflation premiums, and gradual con-
traction of the average life of what we are investing in.

This is one of the reasons why productivity has slowed in this
---country I would suggest that anything that we can do to reinvigor-

ate long-te-rm -iivestment- is helpful.
I do not deny that any version of an accelerated depreciation bilL-...

will favor one industry versus another, and I would defy anyone
not to be able to find some exotic example, which looks terrible in
the light of what the purpose of the bill is. But if we allow that sort
of analysis to deter us from moving ahead, I think we would be
making a bad mistake.

Senator CHAFEE. Thank you, Mr. Chairman.
Senator NELSON. We are on the second bell of a rollcall. We will

recess for 10 minutes.
Senator DOLE. Let me just ask a couple of questions because I

have to go to a meeting in Senator Byrd's office.
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I want to follow up on what Senator Long said, because I think
as is customary he has his finger on the pulse. I agree with what
Mr. Heller said. I hate to think that this is going to be a tax cut in
a political year. It would be unheard of, wouldn't it? Is there any
precedent for that?

Mr. HELLER. Yes; there are some precedents for that.
Senator DOLE. Yes.
Mr. HELLER. 1964 comes to mind, and 1972 comes to mind.
Senator DOLE. Plus a lot of other years.
Mr. HELLER. 1964, of course, was the greatest tax cut ever an-

nounced. [Laughter.]
Senator DOLE. I am not as familiar with that as you are, but'you

may be absolutely correct.
I think that we may be misleading the American people when we

talk about a tax cut. I am not certain that we are going to have a
tax cut. I think we are just trying to lessen the increase.

Is there another name that we could use, instead of trying to
lead people to believe that we are going to have a big tax cut? As I
look at the $80 and $90 billion in new taxes in fiscal 1981, are we
being honest with the American people when we talk about a tax
cut?

Mr. HELLER. It is a longer word, but you could call it a tax
abatement, which is really what it is. You are abating some of the
impact of the tax increases that would otherwise go into effect. It is
not a very catchy term.

Senator DOLE, I don't think tax cut is either. We have just
finished a survey in my State, where only 9 percent of the people
were convinced that we were really talking about a tax cut, and
most were concerned about other matters.

I really believe that the reluctance on the part of the American
people with reference to tax cut is based on the fact that they
know that it is not a tax cut. They know that it may be, as you
indicated, an abatement.

If it's satisfactory to the witnesses, we will have a brief 5- or 10-
minute recess while we all run over and vote.

Thank you.
[Recess.]
Senator PACKWOOD. The committee will come to order.
I will use my time now to ask questions while the members are

voting.
I wonder if I might start following up where Chairman-Long left

off. All three of you are in favor of a tax cut.
Dr. Heller, I have tried to add up your figures, You have got

roughly an $18 billion social security reduction, and if you count
the self-employed, that gives about half to individuals and half to

Mr. HELLER. Right.

Senator PACKWOOD. You have a $5 to $10 billion depi-eiation-eut_......
in some form or another, and a $5 billion wage insurance contin-
gency, which may or may not have to be used.

Is it fair to say that you are tilting your tax cut roughly 50-50
business/individual?

Mr. HELLER. That is correct.
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Senator PACKWOOD. The individual part is the social security tax
reductions.

Mr. HELLER. That is correct.
Senator PACKWOOD. Alan, you are in favor of a tax cut, but I

sense from reading your past statements that you would also tilt it
rather strongly toward business tax cuts, or maybe roughly the
same 50-50 proportion that Dr. Heller recommended. Is that a fair
statement?

Mr. GREENSPAN. That is correct.
Senator PACKWOOD. On the Roth-Kemp figures, the initial one, of

course, was just a straight across-the-board 10 percent tax cut for
individuals over 3 years, or 30 percent.

Would you both think that type of tax cut would be a wise one?
Mr. GREENSPAN. I think it would.
I have a certain problem in the sense that I would like to see

much larger tax cuts throughout this period, and certainly far
greater emphasis on incentives for business investment. But as I
indicated in my opening remarks, I have now become so concerned
about the problem of just slowing down, at least as a first shot, this
extraordinary momentum on the tax receipt side that I cannot see
how at this particular stage we could put into place a tax cut bill,
which I would feel optimum.

If somehow we could wave a wand, and knock $100 billion off the
expenditure side, I could think of some tax bills which in my
judgment would be very effective. Regrettably. we have in the last
several years spent a good chunk of our potential tax cuts. There-
fore, I am being forced into a numerical position of picking and
choosing, and as a consequence granted the choices available, the
least worst in the sense of not having all of the various choices in
front of us, is to go with the Roth-Kemp and some early version, or
some starting version of accelerated depreciation.

Senator PACKWOOD. The Republicans are stumbling over the
Democrats, and vice-versa, to get to the starting gate to claim
credit for this. If you could not get anything else, would you take
Roth-Kemp?

Mr. GREENSPAN. Yes, indeed.
Senator PACKWOOD. You would like to have some depreciation, or

something else added. But if that is impossible, you would take the
across-the-board 10 percent.

Mr. GREENSPAN. Yes, largely because what Roth-Kemp does is
substitute effectively for indexing, and at this stage what I think is
most important to eliminate is bracket creep and the tendency to
press excessive burdens on the structure of the individual tax
system.

That creates the type of negative incentives which we should
avoid very strenuously.

Senator PACKWOOD. Dr. Heller, what about you? What if our
option is almost a total individual tax cut, maybe Roth-Kemp or
some close variation of it, would you prefer that to nothing?

Mr. HELLER. That is a tough question. I hope we are not con-
-fronted with that kind of an alternative. I find myself here to the

right ofMF-GreenspaniLdon't mean just physically, but policy-
wise-and that is an unusual positio-n-----e--toind-myself.___
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I think structurally we ought to adapt that tax cut in such a
way, as you have just summarized. You ought to get some of that
cost push payroll tax off of business, and some of that take-home
pay decreasing burden off of labor, so that you have some chance of
moderating wage/price increases. Overall, my proposal would give
somewhat more advantage to business than his.

Second, as you look further into the future, I simply cannot see
enough room for a $127 billion tax cut by 1983. There is no way
that the Federal budget is going to be cut that much. Out of that
$127 billion, you are only going to get a feedback, by all of the
numbers that we know as to the stimulative impact of tax cuts, of
$40 to $50 billion. That is an add on, I said conservatively, of $60
billion, and closer to $80 billion, to the deficit in 1983 minus
whatever expenditure cutbacks you can make.

I don't think that with a $100 billion increase in Defens'. expend-
itures that you are going to have that cut back in expenditures. So
I think that you ought to take the cautious, conservative course.

Senator PACKWOOD. Let me ask one last question of both of you.
I don't know if we are going to come out on a-tax cut, but if it

heavily tilts toward an individual tax cut, and relatively slightly
toward business, you both agree that it will widen the deficit, and
maybe substantially widen it in 1981, and will be further infla-
tionary?

Mr. HELLER. No. You can substantially widen the deficit in 1981
from the currently projected $30 billion. Let me say that it may be
actually, cold turkey, $35 billion, or something like that. You could
substantially expand that to about $50 or $60, and you don't come
anywhere near crowding out private borrowing because it is the
reduction in private activity and private borrowing that makes the
room for that public borrowing.

I think that a modest tax cut under those circumstances is going
to be, if you structure it right, anti-inflationary, and not proinfla-
tionary. I really, honestly, I think that the Roth-Kemp, or Kemp-
Roth plan is the radical plan. I had the opportunity to say to
Congressman Kemp, about 3 weeks ago, that I thought I was the
fiscal conservative, and he was the fiscal radical. He said, "It is the
first time I have been called a radical, and I rather like that. 'I am
glad that he accepts that definition because I think he deserves it.

Senator PACKWOOD. I have some questions for Dr. Keyserling,
but my time has run out.

Alan, would you answer that last question. It will widen the
deficit. Will it in any way worsen inflation?

Mr. GREENSPAN. First let me just say that if we institute a set of
depreciation rules while in the first year, you will have an abnor-
mal individual to business tax tradeoff. As the years go on, it will
shift more toward business, and that is as it should be, because a
business tax cut now will not create incentives because capital
investment takes probably 2 years before it becomes profitable and
taxable.

I do not think that the institution of Kemp-Roth at this stage, or
any reasonable tax cut will, provided that it is appropriately struc-
tured, be any more inflationary than the policies that are now
going on.
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Mr. HELLER. I cannot resist just one add-on. I disagree with that.
We ought to front-load, and not back-load the stimulus for busi-
ness, because if we have that stimulus growing just at the time
when the economy is reaching something like full employment,
then it is just going to blow the top off of inflation.

The time to give the stimulus to business is early in the game, so
that we can reap the benefits without pumping too much juice into
the economy.

Mr. KEYSERLING. May I make a little comment on this discussion,
because it relates to what I am talking about.

Mr. GREENSPAN. 'Would you yield for just 2 seconds.
What I am saying is that a depreciation tax cut, which is set in

place now, to accelerate in later years has its maximum incentive
on capital appropriations now, and not later.

Mr. KEYSERLING. I think that the questions that have been asked
characterize the basic reasons for the terrible mistakes that we
have made all along. I judge mistakes only by results, not by
ideological propositions or whether what I say is pleasing to busi-
ness or to labor.

I have been studying very carefully and very constantly, and if
you look at the supporting materials that I have in my testimony, I
have made for recent periods an analysis of what has been happen-
ing to business investment, and what has been happening to what I
call ultimate demand; namely, consumption plus Government
demand.

I have shown that before each recession, and including 1979,
which I would call a recession, although we had an 0.8-percent
growth, the investment was growing four or five times as fast as
the ultimate demand. That is not probusiness, or prolabor, or pro-
what-have-you. That is what has been happening. That was hap-
pening before each of the preceding recessions. Therefore, I say,
you have to consider what you want to stimulate and in what
proportions.

The question was asked, if you don't have a choice, or if you have
to choose between A and B, would yout rather take A than nothing.
You know that is what has been tiappening. When we need a
stimulus for the economy, we say what the hell does it matter
where we throw all the money. Let's just throw it anywhere.

I say that this is like a guy driving up to a gas station, and the
attendant says, "Shall I put the water into the gas tank, and put
the gas into the cylinders?" The driver says, "What difference does
it make? Haven't you ever heard of "Lord Keynes." Just fill her
up." It makes all the difference in the world where you put it.

Now let us even assume that you want to stimulate investment
more than consumption. Taking the consumption alone, without
adding in the factor of Government demand which is demand not
because of Government investment, but the Government is buying
things. It is not producing plants. It is public demand and private
demand, and private investment, and it is the private investment
that increases the capacity.

Even if you wanted to stimulate them equally, or even if you
wanted to give a greater benefit to investment, you have to consid-
er that according to the last economic indicators, and it is a good,
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rough rule, the nonresidential fixed investment is running at about
one-sixth of consumption.

Now, if you admit that both are very much too low in the kind of
economy we have. If you add $10 billion-I am taking rough fig-
ures-to investment, and $10 billion to consumption, you are
adding six times as much percentagewise to investment, because
consumption is six times as big.

Therefore, if you want to give any proportional or rational stim-
uli to the two, you have to take some account of the respective size
as factors in the economy. I don't know what you are coming out
with, but I certainly think that you have to take that into account.

I don't quite follow the argument that somebody said here, I
don't remember the exact figures, that we cannot reduce taxes by
$217 billion a year over the next x years, and that the exact figures
don't matter, because we can't reduce spending that much.

What kind of economics am I hearing? If the economy has been
suffering from a congenital and chronic retreat from full utiliza-
tion of its resources, and if the whole mixture is wrong, what the
hell sense does it make to say that we are going to put tax reduc-
tions on one side of the cart, and reduced government spending on
the other side of the cart, and have them pull in opposite direc-
tions?

If you accept the formulation and the nature of our economy and
its need for growth, to equate tax reduction with reduction in
expenditures is nonsense. It is utter and complete nonsense. From
any consideration of national priorities, which is what a decent
society is all about, it is worse than nonsense, and it is inequitable
as hell, and it is what has been going on.

Besides, it does not even relate to the question of balancing the
budget by cutting the taxes, and cutting the spending by the same
amount. But I have not had time to say, but I show it in one of my
charts, and I have shown it repeatedly, the deficits do not come
from spending, or taxes, or tax cuts. It has come from the fact that
you can't squeeze the blood of adequate revenues out of the turnip
of a starved economy.

How can a government that a year or two ago was swearing that
it was going to balance the budget this year, and is coming up with
a $60 billion deficit, still come up with the drivel that the way to
balance the budget is to continue to do what they are doing in
their effort to balance it.

The Truman administration in which I served ran a net surplus
average for 7 years in a row, although the Korean war was a large
part of the national economy than any international nonproductive
burden since. How, because you had a full turnip, and you reach
the needs, and balance the budget.

Now the same people who said that they would get us a surplus
this year, that this was the-top priority, and who are going to run a
$60 billion deficit, now say that the deficit is only going to be $29
billion or $32 billion next year.

Take their own projections, which are always too optimistic, that
you are going to have 9 percent unemployment by the beginning of
1982, and a 4.5-percent decline in the economy this year if the 9
percent converts to zero, or something like so that you average 4.5,
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how are they going to have only a $28 or $30 billion deficit next
year? The deficit next year is going to be as big as this year.

What I am trying to say, and it pains me, the whole scheme of
approach, the economic analysis and the economic policy have
departed not from radicals moorings, but from what was always
regarded as the very basis of economics. You could never have had
any basic economics years ago that said that the important thing
really is reduction in production and employment, and the impor-
tant thing is balancing the budget, and not having inflation, be-
cause production and employment are the source of all wealth.

But to continue to try that after 25-odd years when trying to do
it that way has also increased the deficit, and has also increased
the inflation, I just can't follow it. I think you can understand how
it upsets me a little bit.

The CHAIRMAN. Senator Bentsen is next.
Senator BENTSEN. Thank you very much, Mr. Chairman.
Let me first thank you, Dr. Keyserling for your generous com-

ments concerning the report we made at the Joint Economic Com-
mittee last year, and that was prophetic, I believe.

I feel very strongly that the way we have to beat inflation is by
production lines, and not by unemployment lines. We have seen
long-term capital investment for a worker going down, and it is
time that we turn that around, I believe.

I am not sure that a tax cut is good politics. In years past it
certainly was. I have read these polls that say, "Are you for a tax
cut?" People keep telling me that the answer is, "No, I am not
because of inflation." I totally agree with them if it causes infla-
tion. But we sure don't have to have that kind of a tax cut.

I don't know if it is good politics, but I do know that it is good
economics, and I am convinced that we have to do it. The problem
we have, if we look at the realities of it, we have a short term in
which to accomplish this tax cut. But if we wait until next year,
then we have to organize a new Congress, committee assignments,
then start hearings again. We would not have a tax cut until
probably July. I think that that is a serious mistake.

When we hear the estimates of what the drag is on the economy,
we have estimates all the way from new taxes of $47 billion, and I
have heard as much as $80 billion. But obviously there is room in
there for this tax cut.

One thing concerns me, one of the arguments that I hear against
it. I must say that it does not concern me very much because I
question the validity of it. I am told, if we start talking about a tax
cut, we are going to get an increase in interest rates right away
because that is the way the financial markets are going to perceive
it.

I would like one of you to tell me, do you think we run a serious
danger in doing a tax cut, insofar as reversing the long-term inter-
est rates if we try to target the tax cut very carefully?

Mr. HELLER. Senator Bentsen, and Mr. Chairman, I would not
agree more with the implication of your question, in an economy
that is so far below its productive potential, and given a tax cut
that is clearly carefully structured to be anti-inflationary in the
supply side sense, if there is no demand side risk, and you have a
plus on the supply side, so to speak, and with Federal borrowing
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merely replacing private borrowing that is not taking place be-
cause of the recession and the slowdown, there is just no reason
why Volcker and his associates at the Federal Reserve should
either induce or permit an interest rate increase in those circum-
stances, because I don't think that it would spring naturally out of
the economic developments in the financial markets.

So I do not think that we risk that interest rate increase, al-
though eventually, as the economy revvs up in 1982-83, of course
interest rates will increase again as part and parcel of the natural
cyclical process. The tax cut will not do it.

Senator BENTSEN. Alan, do you wish to respond?
Mr. GREENSPAN. Yes, Senator.
I have beer! puzzled by the response in the money markets, and

as best I can judge it is not taxes that is concerning people, it is the
acceleration on the expenditure side. I don't believe that if we were
to cut taxes that that would have a significant impact one way or
the other on the overall inflation premiums in the money markets,
which is essentially what we are talking about.

I do, however, believe that unless we turn the rate of increase in
Federal outlays back down to where it has been for quite a while
that that might create problems. In an odd way, the tax cut may
actually facilitate the coming to grips with the expenditure side.
especially if we put a tax cut in place which is not only a 1-year
tax cut, but one which is programed for a series of years, so that
we know what revenues are available, and can address that issue
in the Budget Committees and elsewhere in the Congress.

Senator BENTSEN. Mr. Chairman, I think that I got a fast clock.
The CHAIRMAN. You have one more question.
Senator BENTSEN. I have listened to the different estimates on

what Kemp-Roth would do. I listened to Dr. Schultze yesterday say,
$100 billion deficit in 1983. I have listened to Dr. Heller say, a $60
billion add-on in 1983, which might be $100 or might be more. I
have listened to Dr. Greenspan say that it might be a surplus by
1985.

Dr. Greenspan, I did not get the assumptions that you made in
arriving at those kinds of estimates. For the record, I would appre-
ciate it if you would give us the assumptions that you are talking
about that go into your estimate. This would give us a better
opportunity to evaluate it.

Mr. GREENSPAN. First, that the current services budget for non-
defense is in place with only the so-called discretionary inflation
adjustments such as Federal pay increases. That there are no add-
ons of either major rew programs, or in the existing entitlement
program structure.

Two, that there is a significant, but as yet undetermined add-on
to budget authorities in the military over and above what is cur-
rently in the long-term budget.

Three, that Roth-Kemp goes in place as it now exists, and that
some version of an accelerated depreciation bill goes through, per-
haps not 10-5-3, but some reasonable version thereof.

Under those conditions, and under moderate reflow estimates of
revenues, starting with the Congressional Budget Office's current
$160 billion-plus current services surplus by fiscal 1985, you and up
with either a very small deficit, or a very small surplus.
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Senator BENTSEN. Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. This question may have been answered in

response to Senator Packwood, but I don't think so. I would like
you each to answer it in turn.

Let's assume that we pass a tax cut bill effective January 1 in
the amount of about $30 billion. Always in a tax cut there is a split
between the individual component and the corporate component. I
would like to ask you each your views on, first, the appropriate
ratio, or the most desirable ratio between the individual and the
corporate components of a tax cut.

Second, with respect to the individual component, what form
should it take? There are a variety of possibilities. One would be a
rate reduction. One would be some sort of social security offset, and
there, too, there are options: One is the tax credit proposal, the
other would be to fund medicare out of general revenues. A third
possible approach would be indexing. A fourth possible approach
would be some sort of savings specific type of tax cut. For example,
further cut of capital gain rates, or universal IRA's, or exclusions
for interest and dividends, and that kind of thing.

Generally, with respect to the individual portion of the tax cut,
how much should there be and what form should it take?

Mr. KEYSERLING. In answer to this question, I have to say that
what I fear is that when I try to picture what kind of tax action,
what kind of budget actions emerging from the joint actions of the
President and the Congress, and the economists v. ho advise them,
and the general mainstream economists---

When I visualize what is happening under that, I see nothing
new; I see nothing different. I see that we are facing the prospect
of exactly what we have run through for at least 10 years: Some
stimulation to the economy for a little while. As soon as it begins
to move up, and it gets halfway where it ought to be, then priority
No. 1 is something else.

So we deliberately announce in the official reports that we are
going to drive the economy down again. We go through that time-
less roller coaster seesaw of a long-range policy. Now, let's apply
my answer to your question to that, and then I want to say just
one word about the Federal Reserve.

I will not argue for the moment whether the greater weakness in
the economy on any real analysis is in consumption or in invest-
ment. I realize that investment adds to productivity.

Senator DANFORTH. Yes, sir. I understand the point that you
have been making. I was just asking--

Mr. KEYSERLING. You were asking me how I would divide it.
Senator DANFORTH. Yes.
Mr. KEYSERLING. I would not divide it by saying how many

dollars you give to each, but how much percentage you add in one
case to the disposable income, and in the other case to the funds
available to the business.

Therefore, if you divide it half-and-half on a dollar basis, nonresi-
dential fixed investment is one-sixth as big as consumption, you are
giving six times as big a stimulus to one as to the other. I say that
that is not defensible in terms of any of the evidence.
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Therefore, I would divide it roughly-abandoning my point that
the weakness is more on one side than the other, I would divide it
roughly in accord with the relative size of the two factors in the
functioning of the economy. That is my answer to your question.

Senator DANFORTH. What would that division be, approximately?
Mr. KEYSERLING. That goes to the question of whether we are

going to do over and over again what we have always done, just at
random say, "Well, a $10 billion package looks good. A $20 billion
package looks good." You have to follow forward from what Walter
said, "What is the size of the deficit in the economy? Where do you
want to go? What size growth rate do you want?" On a long-range
basis, taking all factors into account, what is the size of the stimu-
lus that is meaningful, and not just a placibo, or a political gesture,
or doing the same inadequate thing over and over again.

I gave my figure on that. I said, it looks to me that you would
have to have Federal tax and spending stimulus of $48 billion in
the first year lifted to $60 billion in the second, which is very small
compared to the size of the economy, that would be about the size,
and that would have to be met taking into account what you do on
social security, and taking into account what you do on everything
else, because if we allow one tax to rise as much as the other taxes
fall there is no net stimulus. Altogether, I recommend a $48 billion
stimulus the first year, half in increased public investment and
half in net tax reduction, with the $24 billion in the tax reduction
going about five-sixths to consumption and about one-sixth to in-
vestment.

Those are the sizes that I would suggest.
Mr. HELLER. Senator Danforth, just very quickly. I was proposing

about $18 billion of payroll tax cuts. I would prefer, as a direct
payroll tax cut, a shift of the hospital insurance over to the general
revenues. I think that it has more punch if it is in the form of a
payroll. It has more punch in cutting back business costs.

The Gephardt approach of a deduction against income tax is not
quite as punchy in that respect because it hits the corporate
income tax. But if youa-han418 or $20 billion gross payroll tax
cut, that would be $10 billion/$10 billion to individuals and corpo-
rations. But since the corporate one would be deductible from the
corporate income tax, it would come out about $8 billion. So that is
$8 billion net for corporations, and $10 billion for individuals.

Depreciation would be about $7 billion for corporations, and
about $1 billion for individuals. Then I would have a backup of
wage/price guidelines by wage insurance, which sets aside about $5
billion for individuals. So I come out with about $16 billion for
individuals with a contingency, and $15 or $16 billion for business.

Senator DANFORTH. It would be about 50-50.
Mr. HELLER. Yes.
Senator DANFORTH. Your preference for the type of those various

possibilities would be payroll, but you would prefer the medicare
option.

Mr. HELLER. Yes, and I will add one other thing.
When labor looks at this, it ought to bear in mind that even

though a big chunk of this cut is given to corporations in the form
of that payroll tax cut, eventually most of that accrues to the
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benefit of consumers, and those consumers are members of the
labor force.

Senator BYRD. Did you say that you preferred a medicare trans-
fer to a payroll transfer.

Mr. HELLER. I would prefer a direct cut in payroll taxes of about
$20 billion, which is the approximate cost of hospitalization insur-
ance under medicare, as I understand it, in the social security
system. I would- like to transfer that to the general revenues be-
cause it seems to me that health or hospitalization does not have
much relationship to wage payments, and it ought to be financed
out of the general, progressive, overall tax revenues.

So I would like a direct cut in the form of simply suspending all
increases for 1981 and going a little bit beyond that to $20 billion.
But if you could not get that because fears of the soundness of the
social security system, and I think those fears are misplaced, but
the public is scared, then I would do it in the form of the Gephardt
bill, in which you took $18 or $20 billion in payroll taxes as a
deduction against your corporate and individual income tax.

Senator DANFORTH. Alan?
Mr. GREENSPAN. Senator, I have a series of priorities, all on the

issue of first removing the disincentives which the growing tax
burden is creating on the American economy. I would, therefore, in
order of priority list indexing as first. The reason I support Roth-
Kemp is that it is a proxy for indexing.

Second, I would support most strongly a 5-year scheduled reduc-
tion in the corporate income tax. The purpose of that being to
backload the tax cut, but announce it now to gain the maximum
current capital investment impact.

The various forms of accelerated depreciation which have obvi-
ously far greater political support at this stage, create most of that
effect, in my judgment, not exactly the same. It is slightly inferior.

Nonetheless, because there is such significant support for these
depreciation programs, rather than choose between corporate tax
cut and depreciation, and lose both, I do strongly support depreci-
ation.

Senator DANFORTH. Mr. Chairman, if I could just repeat the
original question.

The question was, What portion of the total, let us say $30 billion
in 1981, would be allocated to the individual, and with respect to
the individual portion what would be the best form for it to take?

The best form for it to take, in your view, for individuals would
be indexing. You believe that the Roth-Kemp is a rough offset for
indexing, and you can accomplish the same objective as indexing
by rate cuts, although over a limited period of time.

How about the split?
Mr. GREENSPAN. The reason that I hesitated answering the split

is that the split is a function of what time period you have in mind.
Obviously, in the very first year, fiscal 1981, it is very heavily
individual, and small business. But that changes over the years.

But if we are thinking in terms, as I think we should, of not the
absolute amount of change in revenues at the Treasury, but the
differential degree of incentives created, even though the revenue
losses are very modest in the first year, the impact on capital
investment incentives is rather large because if we put in place
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particular long-term accelerated depreciation statute, since capital
investment is made over these longer lives, the impact is very
strong initially because the investment will be paying taxes over a
longer period.

So if you look at it strictly in terms of a balancing of revenue
losses, we miss the incentive balance issue. Even though the reve-
nue loss in the type of program I would suggest is sharply skewed
in terms of individuals, and very modestly in favor of business, the
actual impact on the economy is quite a good deal different from
that.

Senator DANFORTH. Thank you.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman.
I would like to ask each of you the same question. We are

engaged in a discussion of tax cuts. On the business side, we have
begun to face the tax cut as a productivity tax cut. Productivity, as
I understand it, is an infinitely complex matter, and perhaps over-
simplifying it a little bit, but assuming that there is a relationship
between the amount of investment in society, and the level of
productivity, when you take the comparative levels of investment
in the United States, West Germany, and Japan as a percent of
GNP-roughly, we are at 10, West Germany at 15, and Japan at
20. Do you agree that we must increase our size of investment as a
percent of GNP? If so, where will that investment come from?

Who will lose if we increase the amount of investment, or can we
get that amount of investment from growth in general in the
present environment?

Mr. GREENSPAN. Nobody loses when we get increased investment.
It is clearly in the affirmative. We obviously have to create more
investment in our economy, and one of the reasons I am so strong-
ly in favor of removing the excessive increase in overall tax which
is now beginning to emerge is that we are putting roadblocks in
front of the investment process merely by allowing the aggregate
amount of tax burden to rise.

It is certainly the case that it matters where those taxes are. But
let's remember that tax incidence, that is where the ultimate tax
burden falls, as distinct from the person or group on whom it is
imposed, is not easy to determine.

The aggregate burden should be addressed in the sense that even
though we may say that a specific tax on business hits business,
ultimately the consumer and the individual will feel it as well.
Therefore, I would argue that we not exclusively focus on just
where that additional tax burden is, and think in terms of bringing
all taxes back down.

So I would conclude that, first, we have to remove the aggrega-
tive growth in the tax burden, and second, focus on the expendi-
ture side, and hold the aggregate of credit creation processes of the
Federal system in check. We have to reduce inflation, and defuse
the inflation biases in the capital investment process.

A combination of both of those would, in my judgment, create
the type of dynamic capital goods market which would strongly
increase the productivity potential of this country, and enable us to
compete far more effectively with other countries in the world.

Mr. HELLER. Senator Bradley, four or five points.



757

No. 1, I agree entirely with one of Mr. Greenspan's points, that
we need to have some tax stimulus to capital investment because
that is an important element in the increase in productivity.

No. 2, we should recognize that there are a lot of other elements.
Capital investment per se is about four-tenths of the explanation of
productivity increase. We ought to be very careful also to nurture
more research and development, technological advance, and so
forth. I have some sympathy, even, for some tax breaks for re-
search and development, although they are very tough to factor,
especially since we already allow 100 percent deduction of research
and development expenditures against income for tax purposes.

Senator BRADLEY. What percent of GNP should be investment?
Mr. HELLER. That is a tough question. We have found that it has

been 10 percent more or less for a long, long time, and 16 percent if
you take all kinds of investments, housing, and so forth, into
account. It has been a terribly stable number. It is awfully tough to
boost it.

I think that we not only should focus on that number, but the
competition. We have had 10 percent investment in the past 3
years, but too much of it has been to short-term stuff.

Alan is quite right, there has been a discrimination against long-
term investment through inflation, and the inflation premiums. So
we should be working on moving the composition, and that is
equally important to moving the total amount.

I think that if we could step it up to 11 or 12 percent, it would be
fine. We have to remember that Germany and Japan are still
trying to catch up in spite of what Mr. Keyserling said. I have a lot
of respect for his numbers. A careful appraisal of the standards of
living in various countries, which has been made by the University
of Pennsylvania Wharton School, in terms of actual purchasing
power, what will a dollar's worth buy, still shows us way ahead of
the world.

France and Germany have two-thirds of our standard of living in
terms of per capita command for goods and services. Let's not poor
line ourselves so much as we are inclined to do. We have tremen-
dous problems, but we have tremendous strength to come with
those problems.

Next, with respect to the aggregate tax burden. It is 33 percent
of GNP in this country, and it is 40 percent in Germany. So you
can't explain the level of investment simply in terms of aggregate
tax burden. There is a percentage of GNP.

Finally, let's always remember that the level of investment is a
function, not just of the rate of return on investment which we are
talking about when we are talking about accelerated depreciation.
It is a function of the level of production in the economy. We are
losing $300 billion of production in 1979 to 1981 in the fight against
inflation slowing the economy down, and having a recession. In
that process, we are losing a whale of a lot of investment.

So we have to strike-don't ask me precisely how-we have to
strike the right balance between the level of activity, and the
percentage rate of return. That is a mighty, mighty tough policy
assignment.

65-969 0 - 80 pt.2 - 3



758

Mr. KEYSERLING. On this matter of productivity, I have got to say
again that I would rather get back to some figures that were
revealed by a study of what has been happening.

Generalities are very good. I can't extract these generalities,
whether they are right or wrong. I am not going to engage in a
debate as to the relative progress of various countries. I think that
I could show that there are one or two anyway that have a higher
standard of living than us, but that is not the big point I made.

They are outracing us. Who would have dreamed a few years ago
that Japan would be producing 10 million automobiles a year, or
become the dominant automobile producer in the world, with
record markets. Who would have dreamed that Russia would be
producing more steel than us. I could go on ad infinitum.

They are outracing us. They are meeting their potential, and we
are not. All their policies are geared primarily to the increase in
the production of goods and services.

Just look for a minute at this chart 11 that I have here. I have
been stressing this for over 30 years. What you see is that the main
factor in productivity growth is not the variations in the level of
investment, but the variations in the level of demand and the
utilization of available resources.

This chart shows all through for 1947 to 1979 that the productiv-
ity growth rate is more than anything else a function of whether
you have full employment and full utilization. Let me illustrate
that mathematically, and then I will give the example.

If you are operating at 92 percent capacity, and you go down to
80 percent, you will have, roughly speaking, a 14-percent reduction
in plant use. Fortunately, you don t fire 14 percent of the labor
force. You fire 6 percent. So you have a 94-percent index in labor
force use, and an 86-percent index of plant use, and the productiv-
ity figure that we see is not technology growth at all, which is
advancing at an alarming rate. It is a figure that you get by
dividing the labor force input index in the plant into the output
index.

Therefore, the greatest incentive to higher productivity growth is
to get the economy moving.

Let me give an example here that is a vivid example of why it is
not primarily the rate of investment. Look here at the short period
from the fourth of 1975 to the first quarter of 1976, when the
economy began to advance at a real criminal rate of 10.7 percent.
You had a sudden bursting forth of productivity growth of 7.6
percent.

Then as the economy languished again, the productivity growth
rate slowed. When you got down to the 0.8 percent growth rate for
the fourth quarter of 1978, and the fourth quarter of 1979, the
productivit growth rate was minus 2.1 percent.

I read a book put out by Brookings-I don't want to say anything
about my friends here-as to the reasons for the decline in produc-
tivity growth rate, and it is because you have regulations that
prevent people from breathing in lung dust, it is because labor is
asking for too much wages, when the real wages have lagged
behind everything for as long back as you long.. It is everything but the fact that almost all of our difficulties, the
budget deficit, the productivity languishment, the inflation, they
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all stem primarily from the fact that we have forgotten, and don't
care any more about how the economy is moving in terms of the
creation of real wealth.

If you look at my other chart, you see the terrible figures of what
has happened to the real economic growth rate. Just look. Every
economist almost was saying that the least we needed to do was
about 4.4 percent, and that was conservative. That was a standard
figure. The Rockefeller brothers came out with 5 percent. The
Eisenhower report came out with 5 percent.

Now we are reducing our goals. All we are doing is saying the
achievable growth rate is lower and lower. The unemployment rate
is higher and higher. America is going up on everything it should
go down on, and down on everything that it should up on. We are
never going to really get any different because we are going to
keep on doing the same thing.

Anybody who talks, not about doing something radical and new,
but trying to learn something from experience of the great labora-
tory of the American economy over a period of 45 years, all of
which is traced through in here, is just as if it had never happened.
Either it is all being done by the Arabs, or it is all because the
program is different that economists are puzzled. Or, Samuelson
says that we can't any more blame economists for the terrible
errors they make, any more than we can blame doctors because
they have not discovered the cure for cancer. It is a rotten analogy.

During a period like World War II when we needed remedial
measures, we found them. We cured the rubber shortage. We
brought the production up to what we needed to do. We reduced
the unemployment to what it ought to be. There is none of that
within the framework of what we are talking about.

On this first chart that you asked about, here we are. If you look
at the average annual economic growth, taking the 4-percent figure
that the economists were using, look what a glorious record Walter
Heller made. From 1961 to 1966, we hit 5.4 percent average, and he
did not even start from a recession base. He just said that we were
not doing well enough.

Then we sink down during 1969 to 1976, to 3.2 percent. The 10
years from 1969 to 1979, 2.9. The 2 years from 1977 to 1979, 3.3.
The last year, 0.8. Now the Government is projecting a decline of 4
or 5 percent for this year, and it says we are going to get to a
reasonable price stability by 1988.

Imagine going before the American people and telling them that
the great Government of the United States, the best we can do is to
have what we would have regarded as high-price inflation by 1988.
They are still adhering to the idea that they are going to get the
unemployment down to 4 percent by 1985, but they say that it is
going to be up to 9 percent by earl 1982.

So how are they going to get it from 9 to 4 in 3 years, when they
just got through saying at the beginning of this year or last year
that they could not get it from 6 to 4 in 4 years. When you start
looking at what is being said, and what is being done, it makes you
sick if you care anything about the country.

So that is what has been happening to the economic growth rate.
That is where the productivity problem is. I have not said any-
where here that the investment figure is not a big factor in the
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growth of productivity. The only question that I am raising is how
you are going to get the investment.

Every model that I have made for the economy of the future to
get back to where we want to go shows a need for a higher growth
rate in investment than in other parts of the economy. It sets a
higher growth rate for investment than I ever set for economic
growth. I say, where are you going to get it, and why is it going

Investment in General Motors is not because of low productivity
growth, and it is not because of the Arabs. It is due to other
intrinsic domestic factors, wrong policies that have put the econo-
my in such a chaos. What is happening to housing is the same
thing. What is happening to steel is mainly the same thing, al-
though I don't have to go into it.

We have to start looking at those things. I want to get the
investment up. I am merely saying that the big industries, if you
take the chart on the economic change here, chart No. 5, which
shows that r: ,m the fourth quarter of 1978 to the fourth quarter of
1979, the rate of investment in plant and equipment in real terms
was growing at an annual rate of 6.1 percent. Consumption plus: -
g6vernment demand was growing 1.0 percent.

How do we derive from that the fact that it is investment that is
the mortal sufferer? How do we derive it from looking at the
relevant trends in profits, and wages and other consumer incomes.

Let me finally say one word about the Federal Reserve, in which
the chairman and I once had a great mutual interest.

I said a little while ago that we cannot become a one-shot econo-
my with one kind of gun. We have got to think about tax reduc-
tions. We have also got to think about investment. We have got to
think about both. We cannot get anywhere on any of these things
if the Congress lets the Federal Reserve go the way it has been
going increasingly since 1952. It is the most miserable mistake in
the economic policy. I am amazed.

You are worried about the Federal deficit. The chart shows $40
billion have been added to the Federal spending by the interest
rate increases alone coming to more than the total size of the
'deficit in the year which it was computed for, coming to two or
three times the size of programs on education and health, and
manpower, and other things that I think we need something of.

A trillion dollars has been transferred from borrowers to lenders
since 1953 by the rising interest rate. Does anybody think that that
is a economically viable or socially desirable transfer of income.
That money is going to be investment, when there is nobody to buy
but 87 percent of the existing plants.

We have not made great progress because the interest rate has
come down from 20-percent prime, 12-percent prime, or whatever it
is, it changes every day, and the housing rate has come down from
15 percent to 10-12 percent.

I have a chart from one of my recent studies that we need a 6-
percent housing rate. During my time in the Government we aver-
aged a 4.5-percent housing interest rate, and we brought housing
ownership to the people rather than to the banks, and people can pay
for their mortgages. The 10-12 percent rate now is just as prohibitive
as a 15-percent rate.



761

The prime rate, now, it is down to 11 percent, or 12 percent. Two
years ago it was 7 percent. When it was really working well it was
3 or 4 percent. The cities can't live with it. The Federal Govern-
ment cannot live with it. The American families can't live with
the. The credit is expanding enormously at supercharged interest
rates.

What is the Fed doing? While the economic is moving, they bring
the prime rate up to 20 percent, and they bring the mortgage rate
up to 15 percent. Then, they get redfaced and embarrassed at the
evil things they have done and they reduce it a little bit. They
bring on what may well now turn out to be the worst recession we
have had since the Great Depression.

How long is it going to stay reduced? Even the 10-percent
mortgage rate or the 12-percent prime note. What is Mr. Volcker
now saying? What is going to happen when we start to recover a
little bit? If the past be any guide, just as unemployment at the
trough of each recession has been higher than the trough of the
last one, and the peak of each recovery has been higher than the
last year. So the interest rate, just as it has been the case, for 20
years, will be higher.

.When we get halfway to a decent recovery, as it was the last
time, then the prime rate will go to 20 percent. Then the housing
mortgage rate will go to 15 percent. So where are we. We have got
to get a hold of this thing. It is draining everything that we might
do by the tax reductions, and the other things.

The CHAIRMAN. Senator Byrd.
Senator BYRD. Let me ask the panel this question.
Nearly every Member of the Senate is recorded as favoring a

reduction in taxes, and for the legislation to be enacted this year to
be effective in 1981. Every Republican is recorded in favor of it,
and virtually every Democrat has signed a resolution to that effect.

I might say that the leading candidate for President is advocat-
ing a reduction in taxes.

If this is not accomplished this year by the Congress, would that
have a chilling effect on the economy, or not?

Mr. GREENSPAN. No; it will not have a chilling effect, Senator. It
is certainly desirable to move in the direction of lowering the fax
burden, as I indicated in my opening remarks, curbing the growth
in expenditures as well.

However, if we allow the inflation tax collection, so to speak, to
proceed for a series of years, I think that that would be severely
deleterious to our system. A 1-year delay, I would not be able to
argue is a major problem, but I see no purpose in delaying. There
is no advantage which is created since the sooner we get to a
slowdown in the rise in the tax burden, the better it is for the
economy.

Mr. HELLER. Senator, my response would be very simple. It
would not have a killing effect, but it would have chilling effect on
the recovery in 1981 if we did not inject roughly $30 billion or so of
purchasing power into the economy.

I don't happen to prefer the Kemp-Roth approach, but one way
or another it would cool down the recovery.

Senator BYRD. Mr. Keyserling, do you want to respond to that?
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Mr. KEYSERLING. I can't measure the differences between chill-
ing, thrilling, and paralyzing, and killing. I think that it would
have a seriously deleterious and fearful effect. I think we need a
tax reduction. I think we need a stimulus, subject, of course, to my
broader view that it is not the only thing we need. We have to get
some balance, and things, instead of having one remedy for every
problem. You don't create a civilization just with tax reductions.

Senator BYRD. Let me ask this, if I may.
If the tax reduction is delayed. If legislation is not enacted this

year, particularly in the business side of tax reduction-the accel-
erated depreciation, would that tend to delay activity on the part of
business until such time as a tax reduction is enacted which brings
about a liberalization of the depreciation schedules?

Mr. GREENSPAN. Yes, Senator. Anticipation of tax changes has
very little effect on business investments, since the nature of the
tax enactments are critical to the types of investments in the
particular programs that are introduced.

So the mere discussion, or the mere discussion of the delay
would, in effect, slow the capital investment process. Even if they
knew that the Congress would enact a bill, let us say, late in 1981,
they would have to know exactly what the bill was, and be assured
of its enactment in order to prevent a delay in projects which
would go forth if actual tax enactment took place.

Mr. HELLER. I would put myself pretty much in the same camp. I
would simply say that if business becomes convinced that there is
going to be an easing of depreciation allowances, but that easing is
then postponed for some months-I think that you can postpone it
for about 3 months without having a whole lot of effect on the
actual investment decision, but if it is postponed for quite a
number of months, then there is kind of an air pocket because they
hold their breath waiting for the better breaks on the investments
that they then make.

So I do believe that delay in this case can be expensive in terms
of investment decisions.

Senator BYRD. One of the leading businessmen of this Nation was
in my office this morning on another matter, it was not in regard
to this, and I brought this up to him, and he took the view that he
and his directors could not authorize or proceed with a moderniza-
tion program, for example, or sign contracts for new orders, if a
new depreciation schedule was imminent but had not been enacted.

He felt that they might be subject to stockholder criticism for
proceeding under the old depreciation rates with some likelihood
that new depreciation rates, or more liberalized rates could be
enacted at a later date. I suppose that that is somewhat logical,
isn't it?

Dr. Greenspan, as I listened to your testimony, you mentioned, I
believe, the need to get spending under control. It seems to me that
that is a key, very key matter. I think that if we can get spending
under control, we can take care of the tax problems with some
ease, certainly much greater ease. But the problem is that, for
example, the increase in spending of $85 billion in this fiscal year,
a 17 percent increase, is the largest increase in the history of the
Nation.
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We will have this year the second largest deficit in the history of
the Nation. So I was impressed with your comment earlier. I will
preface it by saying, with the public becoming more concerned, as I
believe it is, about deficit spending, as I recollect you indicated that
a tax reduction might actually help reduce spending by making
less money available. Was that your point?

Mr. GREENSPAN. Yes, sir. Let me first say that if you add off-
budget items, the off-budget entities to the deficit, fiscal 1980 then
becomes the alltime record deficit because the off-budget items in
the previous peak year, fiscal 1976, were significantly less than
they are in fiscal 1980. The combined total makes fiscal 1980 the
alltime record deficit.

Senator BYRD. So if you use the off-budget deficit, you not only
have this year the largest increase in spending in the history of the
Nation, but you also have the largest deficit in the history of the
Nation. Is that correct?

Mr. GREENSPAN. That is correct, Senator.
Senator BYRD. Thank you, gentlemen.
The CHAIRMAN. Thank you very much, gentlemen. You have

brought us very important information, and we appreciate it very
much. It will be very helpful to the committee in seeking to arrive
at our conclusion. We appreciate having you here today.

[The prepared statements of the preceding panel follow:]
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The case for a tax cut is compelling. Not as an anti-recession

weapon -- it's probably too late for that -- but as a pro-recovery,

pro-growth, and anti-inflation measure.

A tax cut could restore a little color to the economy's cheeks

without any risk that it would turn into the flush of inflationary

fever. Given last year's slowdown, this year's recession, and next

year's modest recovery prospects, the economy is operating so far below

par that the injection of a $30 billion tax cut by January I would have

only tonic, not toxic effects.

The Economic Background

Let me begin by citing a few numbers showing how much room the

economy has for absorbing the stimulus of a tax cut without coming

close to overstimulating it. The most obvious evidence consists of

unemployment - now at nearly 8% and heading for a peak of about 9%

around the turn of the year - and capacity utilization in

manufacturing - which has fallen from 87% early in 1979 to 762 today

and is still falling.
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To take a broader cut at it, let's look at it in a three year

perspective embracing not just the recession in 1980, but the slowdown

in 1979 and the restrained recovery in 1981.

Looking back: for a year before the recession started last

January, expansion had already slowed to a crawl: Real GNP grew only

1% during the preceding year (from the fourth quarter of 1978 to the

fourth quarter of 1979).

Looking ahead: even under the moderate assumption of a 4% drop

in real GNP during this year's recession (between the fourth quarters

of 1979 and 1980) and under the optimistic assumption of a 4% rise in

real GNP next year (and that's pretty optimistic relative to the White

House estimate of 2.6% growth and the CBO estimate of 3.5%), the

U.S. economy will not achieve its late-1978 levels of output until

late-1981. In a determined effort to retard inflation, we will have

given up three years of economic growth.

How much growth have we forgone, and how much room do we have

for expanding output before the economy starts bumping against its

productive capacity or potential? Let me give you the results of some

arithmetic that I have done on this. I make the modest , the downright

conservative, assumption that the U.S. economy's capacity to produce is

growing only 2% a year in the 1979-81 period (the 2% consisting of 1.5%

real growth in the labor force plus a measly 0.5% in the trend growth

in productivity per year). I am purposely pitching the growth rate

below the Council of Economic Adviser's projection of a 2.5% growth

rate for 1979-81. (It is also worth recalling that the 2% rate is just

half of the 4% rate of growth n potential that prevailed in the
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uid-1960s).

Racking up that 2% growth in potential output against the actual

growth of 1% last year, a drop of 4% this year, and a 4% rise next

year, here are the striking, not to say the startling, results;

In the current quarter, had we had no slowdown or

recession, we would be produ ng about $150 billion more of GNP a year,

at today's prices, that we actually are. Our actual output will be

about $2,530 billion this quarter. Had we grown at that modest 2%

annual rate, output would been $2,680 billion.

This shortfall grows to $180 billion by the end of 1980 and

then gradually shrinks to about $130 billion by the end of 1981.

The point of this exercise is clear: even with a tax cut of $30

billion, we would not come within a country mile of pressing against

the economy's ceilings. The numbers tell us something else: if the

economy had been growing at 2% in 1979-81 instead of going through

three years of slowdown, recession, and sluggish recovery, it would

have produced a total of $300 billion w'ore ( in today's prices) than it

actually will produce over these three years. The costs of fighting

inflation by monetary-fiscal restriction are high indeed.

How much reduction of inflation are we buying for this huge loss

in output and job?

On the surface, the answer seems impressive: the consumer price

index will drop from its peak of 18% in the first quarter of 1980 to a

trough of perhaps 6% late this year before rising food prices and

interest rates push it upwards. ost of the drop is simply a case of

letting the air out of the CPI as the artificial bubble created by
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skyrocketing-mortgage interest rates and housing prices is deflated and

as we benefit from the let up in OPEC price boosts.

But the hard core or bed-rock inflation rate that lies just

beneath the surface will yield very little to the pressures of economic

slowdown and recession. Most of this recession will be reflected in

loss of jobs and output, not in lower wage and price increases.

Catch-up is still the name of the game in a large part of the labor

force: nonunion wages are catching up with union wages, and overall

wage increases are trying to make up this year for the lag between

price and pay increases last year.

As to prices, there is some price cutting and discounting but

there is also discouraging evidence of wide-spread price hikes in the

teeth of recession. When GM boosts prices of its average car by $135

in an "undaunted effort to pass on to consumers a large chunk of its

increased production costs" even in the face of the weakest auto

markets in recent memorary, one is moved to ask: "Recession, where is

thy anti-inflationary sting"? Indeed, a major manufacturer was quoted

recently as saying "we had to raise our prices to make up for the loss

of volume". Whet ever happened to the rigorss of the marketplace"?

Recession and slack in the economy will surely have some

moderating effect on price and wage increases. But even at that, it

seems unlikely that the rise in average pay will drop much below 9.5% a

year by the time recession has run its course. Subtracting a trend

productivity increase of less than 1% a year, we find that unit labor

costs will be rising 8.5% or more. This will set a virtual floor of

between 8% and 9% under our hard core inflation rate as we enter the



768

next expansion. True, we will come out of the recession with the

inflationary gases vented, but the glowing bedrock of inflation will

recede little if at all and will threaten to erupt again when recovery

is in full swing.

The Budget Background

In considering a tax cut, one has to confront the fact that we

now face a $61 billion deficit this year and a $30 billion deficit, for

starters, for fiscal 1981. 1 say "for starters" because chances are

that there will some upsweep in that basic deficit number, and one

would have to add about $20 billion to it for a $30 billion tax cut

effective for the calendar year 1981. (The $20 billion estimate takes

into account the fact that the tax cut would be in effect only 10

months of the fiscal year and allows for some revenue feedback).

In looking at these large deficits, one should not ignore the

fact that this year's budget labors did produce a budget that, tax cuts

aside, would have come close to balance under the working assumptions

of a mild recession and unemployment peaking at 7.5%, and would have

produced an impressive surplus in the absence of recession. The actual

deficit of $30 billion (before tax cuts) is a normal outgrowth of

recession and slow growth.

In other words, these deficits -- while disappointing and

disturbing -- threaten no inflationary thrust or crowding-out of

private borrowing. The Treasury's borrowing needs will be largely a

mirror image of shrunken private borrowing requirements. That is, the

Federal borrowing will not displace private borrowing but instead put
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to use funds idled by recession. As a result, deficits will not boost

inflation or interest rates and should not act as a barrier to moderate

tax cuts.

In this connection, it is worth bearing in mind a fact that is

not widely recognized: even with a defense buildup, 1981 budget

outlays will be somewhat smaller in real terms than 1980 outlays.

Combing out the increase in defense spending leaves a cutback in real

nondefense spending of roughly 3%.

Turning to an even broader perspective that takes into account

not just spending but revenue increases, we can get a fix on overall

fiscal policy in the course of recession and recovery. This reveals

that we are in a sharp swing toward fiscal restriction. Because tax

revenues are trending upward much faster than federal spending, the

budget is making a big swing from stimulus towards restriction between

1978 and 1981; from a high-employment deficit of about $45 billion in

1978, the budget is swinging to a high-unemployment surplus of about

$40 billion in 1981 (using a conservative 6% unemployment rate as the

benchmark for high employment). Most of this restrictive swing -- as

much as $60 billion -- will occur between the fiscal years 1980 and

1981. So an escalating fiscal drag lies dead ahead.

The Case for an Early Tax Cut

Against the foregoing economic and fiscal background, we can now

size up the case for an early tax cut:
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First, there is plenty of slack in the economy to absorb

the purchasing power released by a $30 billion tax cut without touching

off even a ripple of demand inflation.

* Second, the tax overburden has been steadily growing:

personal income taxes have moved from 21% of personal income in 1978 to

22% this year and are heading for nearly 23% next year. Host of this

rise represents the stealthy boost in taxes "legislated" by inflation

as it pushes nominal income into higher brackets.

• Third, $18 billion of new payroll taxes (consisting of $13

billion dollars of rate increases, $2 billion of specific base

broadening and $3 billion of automatic base increases indexed to rising

wages) and a mounting tide oil profits taxes (gross collection of $14

billion this year plus another $18 billion next year), are coming on

stream.

* Fourth, primarily as a result of these huge tax increases,

but partly as a function of expenditure restraint for 1981, fiscal

policy is swinging hard toward restriction in the face of recession, an

almost unprecedented policy circumstance.

• Fifth, properly structured, a tax cut program will not only

remove some of the fiscal overburden that will unduly retard recovery

in 1981 but can also serve as an important weapon in the battle for

higher productivity and lower inflation.

In light of these realities, we could stand a tax cut tommorrow

if it were possible to wave a magic wand and produce a balanced

pro-growth and anti-inflationary tax program over night. I am inclined

to agree with the Administration that under the pressures of an
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election year and given the limits of the Congressional calendar, it is

not a high probability. The better part of wisdom is to hammer out a

carefully designed tax cut that will advance rather than retard our

basic economic objectives. But if this Committee, working against the

calender and against the odds, is able to produce a balanced tax cut by

September, I see no economic reason for postponing Congressional action

until after the election.

What it boils down to is this. we should not deny ourselves a

prompt tax cut that makes good economic sense because it would be

considered "political". That would surely stand election-year

economics on its head.

In other words, although I fully agree with the Administration's

desire to fend off a big across-the-board tax cut that might win votes

but lose the war against inflation -- the proposal for a $36 billion

downpayment on a tax cut that would cost over $200 billion by 1985

comes to mind -- I hope it would not reject a carefully designed cut

that would strengthen the economy. If Congress, through a Herculean

effort, produces such a bill before the election, I hope President

Carter will sign it.

The challenge to Congress, then, is to confound the skeptics,

take the raw meat of tax cut proposals, cook it to a turn, and serve up

a dish that would be nourishing to the economy.

Granted, it is too late in the day for a tax cut that would

apply to 1980. But it none too late to move on a carefully crafted tax

reduction for early 1981 that will remove some of the fiscal drag,

offer business tax incentives in the form of faster capital recovery,
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cut back the cost of payroll taxes, and help strengthen the

Administration's efforts to restrain wage and price increases.

To further these objectives, a $30 billion tax cut might be

structured along the following lines:

. Offset the scheduled 1981 increase of $18 billion in social

security payroll tax liabilities, preferably by direct action to cancel

such increases (coupling this move with a phased shift of Medicare

hospital insurance costs to the general revenues, thereby protecting

the integrity of the social security system). If misplaced public

fears about the soundness of the social security system prevent a

direct cut in payroll taxes, the Gephardt approach of casting the cut

in the form of a credit against income taxes for payroll taxes paid

would be a second-best approach. Holding the payroll tax at present

levels would forestall a boost in business costs that is bound to put

upward pressure on prices as these costs are passed through to consumer

prices. It would also forestall a cut in take-home pay that will lead

to higher wage demands.

Devote $5 to $10 billion to the first-year costs of a

program of accelerated depreciation that will fit the economy's needs

for modernizing capital equipment and stimulating productivity. That

rules out the 10-5-3 plan, which is not only too expensive, but would

provide an undue and unnecessary stimulus to commercial building that

will contribute little to the country's "reindustrialization".

Set aside another $5 billion or so as a contingency fund

for real wage insurance to bulwark the voluntary wage-price restraint

program.
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Such a program would have a four-ply anti-inflationary impact.

First, by holding employer's payroll taxes in check, it would curb

price increases. Second, by warding off boosts in business costs and

cuts in take-home pay, the government would strengthen its appeal to

business and labor to stay within the voluntary guidelines. Third,

real wage insurance would be an important inducement to labor to comply

with the guidelines. Fourth, easing of depreciation allowances would

be a significant incentive for the increases in business investment and

productivity that can help curb inflation in the longer run.

If it is decided that time is too short in 1980, serious

consideration should be given to an interim measure to suspend or

postpone the payroll tax increase on January 1. That increase will

retard recovery and worsen inflation. If it could be suspended or

postponed until Congress has had a chance to enact a permanent tax cut,

and if the action could be coupled with a firm and convincing pledge to

make up the lost taxes from the general revenue, the economy would reap

sizeable benefits. I fully understand that it would be vital to take

steps to relieve the deep concern, even anxiety and alarm, about the

soundness and safety of the social security system that have been

raised by headlines and stories greatly overstating the problems of

that system.

The question may be raised: Why so modest a tax cut in the

light of the compelling case for such cuts? The answer is to be found

in the facts of fiscal life: the built-in civilian spending increases

plus the defense buildup require us to keep our tax powder dry. The

conservative and prudent course is to hold the tax cut to roughly $30

65-969 0 - 80 pt.2 - 4



774

11

billion and retain the rest of the revenue-raising power of our tax

system to serve the dual purpose of (a) permitting rapid progress

toward a balanced budget as the economy recovers and (b) enabling the

monetary authorities to pursue a policy that will be somewhat less

restrictive and hence somewhat more favorable to investment.

This is in sharp contrast to the tax-cut program of the fiscal

radicals who advocate a $36 billion first installment on a tax cut that

would cost over $200 billion by 1985, at the same time that they

advocate a $100 billion increase in defense expenditures. That might

be "smart politics" -- though I doubt even that in the light of the

public mood in America today -- but it would surely be upside-down

economics.
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Release on Delivery
WHAT TO DO ABOUT TAXES NOW

Highlights of Testimony of Leon H. Keyserling
Before Senate Committee on Finance

Washington, D.C., Thursday, July 24, 1980

(1) The economy needs a huge fiscal stimulus now, for two reasons: (a) by most mea-
surements, the recession since the start of 1980 has been greater than any of the five
previous recessions since 1953, and (b) the current recession is but one consistent episode
in a chronic retreat from satisfactory economic performance, which during 1953-1979 meant
forfeiture of more than 7.7 trillion 1979 dollars worth of GNP and more than 80 million
years of civilian employment.l/ As each recession has tended to be worse and each recovery
less adequate than most of the preceding ones, it is imperative that national policies
address the chronic disease now instead of guessing how long the latest setback will 3as'
or whether it will cure itself.

(2) The huge fiscal stimulus should not be delayed in fear of inflation, for two
reasons: (a) the tremendous economic and social costs of the chronic disease far outweigh
any benefits resulting from hypothetical reductions of inflation by means of continued
recessions, and (b) in any event, the empirical evidence has become overwhelming that the
attempted "trade-off" between unemployment and inflation has been a ghastly failure._/

(3) Fear of increasing the Federal deficit should not delay the needed stimulus,
for two reasons: (a) the condition of the economy Is vastly more important than the
condition of the Federal Budget, and (b) in any event, the chronically rising Federal def-
icits have been the result of the chronically worseniLg economic performances/ and the
only way to reduce and then remove the deficit is to overcome the chronic economic disease.

(4) The first requisite for treating the chronic disease is to diagnose its core
cause. This cause has been the repeated tendency during upturn periods for-investment in
plant and equipment, which adds to production capabilities, far to outrun ultimate demand
in the form of consumer outlays plus public outlays. These imbalances have brought on
the stagnation-recession periods, and even during these periods the sharp cutbacks in
investment have derived from deficiencies in ultimate demand, both as an incentive to
investment and as a supplier of investment funds. Relative income trends have been factors
in these imbalances. / Tax policy, at least since 1964, has aggravated these imbalances
instead of reducing them.W And this has been made even worse by the economically unsound
distribution of the total tax burden.U/

(5) The agitation for "supply-side economics" is pouring old medicine into gaudily-
labeled new bottles. The position that the top problem is to use tax reductions and/or
concessions to provide direct stimulus to investment is nothing "new"; it repeats errors
of long duration. The argument that this approach is needed to "reindustrialize America"
and/or to improve productivity fails to recognize (a) that the investment shortfall in
a chronically diseased economy derives from the imbalanced underdevelopment of ultimate
demand, and (b) that the abysmal decline of productivity growth is not due primarily to
investment shortage but rather to underutilization of employed workers and plant in a
grossly underutilized economy._/

I Chairman, Council of Economic Advisers under President Truman. President, Conference
on Economic Progress.
1
/ See Charts I and 2.
2 See Chart 3.

3SeeChr 
.

See Chart 5.
_/ See Charts 6,7,8, and 9.

See Chart 10.

ji See Chart 11.
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(6) It follows that the predominant portions of any tax stimulus now or soon to be
enacted should be allocated to the consumption function through reductions in personal
taxes (whether income or social security), primarily for middle and low income groups,
and that direct tax benefits to investors should be focused upon areas of priority need
and accompanied by an effective quid pro quo. As consumer spending in dollar terms is
in the range of six times nonresidential fixed investment, I submit as a rough rule of
thumb that direct tax reduction aid to the consumer function and to the investor function
be in a ratio of approximately 6 to 1.

(7) The current rush to use tax reduction only to stimulate the economy is 100 per-
cent "political" and zero percent responsible. Each dollar of increased Federal outlays,
focused upon priority needs, adds more to production and employment than each dollar of
tax reduction, even if focused upon priority needs. The outlay course is thus easier on
the Federal Budget and less conducive to increasing the deficit in the short run. And it
is very much more feasible to train increased outlays than tax reduction upon the great
priority needs--job creation, economic growth, housing, health, education, energy and
environment, urban aid, mass transportation, equity for farmers, etc. Even taking into
account current realities of a political nature, I submit that more than half of any
fiscal stimulus applied in the foreseeable future be in the form of increased outlays,
and less than half in the form of tax reduction.

(8) No attempted stimulus can turn the trick unless realistically adjusted to the
size of the job. My estimates are that we should stil aim in the general direction of
reducing unemployment to 4 percent by 1983, the original goal of the Humphrey-Hawkins
Act of 1978. We have done even better at times in the past. Surely, it is but a bur-
lesque to adjust policies toward verification of the Administration's estimates that
unemployment will be 9 percent at the start of 1982, that inflation will go up 9.8 per-
cent in 1981, and (as of January 1980) that inflation will not go down to 3 percent until
1988. My own estimate is that, for 1979-1983, the goal should be to promote real average
annual economic growth at a rate of about 5.7 percent a year. I further estimate that
this would require--among many other policy changes--a growth in Federal Budget outlays
at a real average annual rate of about 4.A percent during 1979-1983, with a lower average
rate to the extent that properly devised tax reductions are used as a supplementary
stimulus.8/ I estimate that, with such policies, and with a genuine anti-inflation program
instead of the spuriouue trade-off, the average annual increase in the CPI can be held to
4.0 percent during 1979-1983.

(9) Finally, no fiscal measures however well conceived can attain their fair objec-
tives unless the Congress takes prompt and decisive steps to alter the wayward "independence"
and perverse policies of the Federal Reserve Board and System. These policies, in their
process of deterioration from 1953 to date, have encouraged recessions, driven up unemploy-
ment, fanned inflation, helped to shortchange priority needs, redistributed income in an
unconscionable manner, plundered the average family, and imposed intolerable and deficit-
creating interest-rate increases upon Federal, State, and local governments.9/

S7TSee Chart 12.
9/ See Charts 13, 14, and 15.
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Chart 4

G.N.P DEFICIENCIES'-AND BUDGET DEFICITS
CALENDAR 1947-1979 AND FISCAL 1948-1980
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Ch art 5

COMPARATIVE GROWTH RATES. 1961-1979-'
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Chart 6
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PERCENTAGE TAX CUT AND PERCENTAGE INCREASE IN INCOME
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Chart 8

ALLOCATION OF TAX CUTS, 1962-1965:
INVESTMENT AND CONSUMPTION PURPOSES

(Billions of Dollars)

19.2

EXCISE TAX CUTS,
1965

PERSONAL TAX
CIJT'.1964

U TAX CONCESSIONS
TO INVESTORS,
1965 Z

CORPORATE TAXCUT, 194

TAX CONCESSIONS
2.7 TO INVESTORS,1962!?.,

1/ Through Cogseulonal & Executive Action

I/Though ExecutIve Action

I/Estimoed portion of p oersonal Ic cutfor those with oms of $10,000 and over.
ch t" wol s for Investment purposes.

I/ ae4d on estimate of excise tax cuts passed on to ownme through price cuts.

.Pe/P ro l O for hs 4t Io uner $10,000.

./ Estimated portion of personal ft cut for those with incomes of $10,000 and over, which they would
- far conum pIon.

Note: Esiateo of exos so reduction olocatim by E.R.(omounm might be posed on to
consumers by price .r lr portion of this did not goto losa ome wtnsr

M.

a5

PORTION OF EXCISE
TAX CUTS 1965 A/

PORTION OF
PERSONAL

TAX CONCESSIONS
TO INVESTORS,
19659/
CORPORATE TAX
CUT; 194

TAX ODNCESSIOS
TO INVESTORS,
19629/

111111111111IF11111111LUM - -



ALLOCATION OF 1971 TAX CUTSe
BETWEEN INVESTMENT AND CONSUMPTION

(Billions of Dollars)

Estimated Allocation

To Investment To Consumption

PANETEFCS17 AN HRAT

Estimated Allocation
Total Tax To Investment To Consumption

Cuts

ISCI/ 7.4

.3 and Truck.

To em= To

.5 2.7
0.2Ta

-/.R. 1094?. as spot t by the Ho ae-Senat Conference Conwnitte and Asset Depnecation Range (ADR) System promulgoted by the Treasury DOeportment.
.Anloo1a to investment based an portion of cuts for thave with income ave $lSo00,weh they would saw; remainder allocated to coneunptiom

I/Allocation between lnvestnt and consume ion bosed on business or nontbinese use of vehicles

d-VT= miby Domestic Intern tonal Sale Corpoatone(DISCs).
•/Treastiry regulations as modified by H.R, 10947 as reported by the conference Committee.
NoFeCamponents may not odd eacty to totlowing to roundln%

Total Tax
cuts

7q9

1!

I



786

TAXES PAID AS PERCENT OF INCOME.US.1968
FEDERLICIME TAXES

65% 7.4%

Under $2,000. $4,000- $60
$24l0 $3,999 $5,999 17.999 $,9

over

TOTAL TAXES%
gla

gm
34J6%

$$4

-/Itcome ira to total Incorm of all persons in the odjusted money incom classes shown. Total income Is
adjued" money income, plus imputed momelss direct tans, plus retained orporals sarnns'pus tanes
minus transfer paymentspus reallzed Capital gains.

I/Ilnde the followrg Federal and State and Local laxes: Individual incomeetate and lftcorpora t profit
and social security.Also Includes Federal enclse and customs taxes,and State and " al sales floa
motor vehicle licenses, property taxesand miscelloaneous other laxes

Boek Data: Dept. of Commerce.Bureau of the Censm

ov



787

IMPACT OF ECONOMIC GROWTH
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The CHAIRMAN. I believe that since the Senate is voting, we
would do best to break now and get as many Senators back in here
as we can at 1:30, and we will resume the hearing at that point.

[Whereupon, at 12 p.m., the committee recessed, to reconvene at
1:30 p.m., the same day.]

AFTERNOON SESSION

The CHAIRMAN. This hearing will come to order.
Our first witness is Prof. Dale Jorgenson of Harvard University.
Dr. Jorgenson, we are pleased to have you.

STATEMENT OF PROF. DALE JORGENSON, HARVARD
UNIVERSITY

Mr. JORGENSON. Thank you very much, Mr. Chairman.
This morning, we heard from three distinguished former chair-

men of the Council of Economic Advisers that the U.S. economy is
in an unprecedented situation. I just want to summarize the basic
facts before we begin.

First of all, we are 6 months into a recession and we have a rate
of inflation running at 12 percent per year. During the first quar-
ter of this year, the annual rate of inflation by various estimates
would have ranged from 16 to 18 percent.

Second, with legislation already on the books, and I think that is
something that this committee really ought to focus on, the Con-
gressional Budget Office estimates that there is going to be a tax
increase of $80 billion in fiscal 1981. What that means is that we
are moving into the trough of a recession with a tax increase,
again, already on the books, that is of unprecedented magnitude.

As the three distinguished witnesses this morning told you, it is
already 6 months too late to prevent a recession by some form of
tax cut, but it is not too late to scale back the tax increase that is
already on the books in order to avoid aborting the recovery.

The next 5 years are going to be very difficult years for the
American economy, because productivity growth has disappeared
since 1973, and the resumption of growth in real income and in-
creased defense spending, if nothing else, is going to necessitate
increased economic output, so that the dimensions of the tax in-
crease that is already on the books is something which I think
creates a terrifying prospect for people who are concerned as I am
and as I know members of this committee are about the future of
the economy.

It is easy to outline the dimensions of a tax cut. In rough terms,
the size ought to be sufficient to avoid an increase in the deficit,
perhaps $30 billion, something of that sort, based on the congres-
sional budget estimates of what the deficit is going to be, in the
absence of any further action.

Second, it ought to be balanced between the personal income tax
for credits for the payroll tax increase along the lines suggested by
Senator Bradley of this committee and by Secretary Miller in his
testimony before this committee yesterday. On the other side, on
the business side, it seems to me that we ought to have a new
system for capital recovery, and since the other witnesses have
really covered the ground on what the purposes of a tax cut ought
to be and what its dimensions ought to be, I am going to focus my



793

remarks on what we ought to do in terms of a capital recovery
system.

First of all, I have submitted a statement to the committee, and I
am going to have to refer to table 3, page 13, in that statement. So
I have asked the staff members to Xerox a few copies of table 3,
and I want to begin by going over a few simple relationships
between inflation and productivity in the Tax Code.

First of all, let's recall that the current tax law bases capital
recovery on the actual outlays by the taxpayer. But it spaces out
the capital recovery over time, just as the capital recovery itself is
spaced out over time. So that the actual real value of capital
recovery under current law depends on the rate of inflation. In
table 3, page 13 of my statement, I have analyzed the impact of the
inflation that has taken place recently on the actual tax rates that
are actually paid.

It is important to recognize, then, that the law contains a set of
statutory tax rates which as you know currently have a corporate
rate at a level of 46 percent, but let me emphasize that the actual
rate paid by the taxpayer not only depends on that statutory rate,
it also depends on other provisions of the Tax Code, specifically,
the tax credit and the capital recovery allowances, and, of course,
it depends on the rate of inflation.

So, now let's look at the current system in table 3, where we look
at calculations of what the actual tax rates are under various rates
of inflation in the current law. What I have done here is to do a
few representative calculations, and you can see that at the cur-
rent rates of inflation of 12 percent, there are substantial differ-
ences among the different assets that we have analyzed here.

Construction machinery, for example, instead of having a 46-
percent rate, has a 34-percent rate. In other words, the actual rate
is actually below the statutory rate. That is due largely to the
effect of the investment tax credit.

General industrial equipment, that includes things like machine
tools, for example, has an effective tax rate of about 36 percent.
Trucks, buses, and trailers, which are very short-lived assets and
very important in the investment picture, have ah effective tax
rate that again is still below the 46-percent-statutory rate.

On the other hand, for industrial and commercial buildings,
contrary to what is generally believed in the public and in some
legal circles, I understand, industrial and commercial buildings
under a 12-percent rate of inflation actually have tax rate that are
above the statutory rate. That just i'eflects the impact of inflation
in undercutting the capital recovery provisions in the current law.
The rates that you can see in the table there for a 12-percent rate
of inflation are 53 percent for industrial buildings and 51 percent
for commercial buildings, like shopping centers or office buildings.

Now, turn to the column for 6-percent-inflation rates. You can
see that under the current system the effective tax rates for equip-
ment dropped down into the teens. In fact, for construction ma-
chinery, because again of the generosity of the investment tax
credit, the effective tax rate under a 6 percent rate of inflation is
only 6-percent, whereas for general industrial equipment it is 16
percent, for trucks, buses, and trailers, 9 percent, industrial build-
ings, 49 and 48, again, above the statutory rate of 46 percent.
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Well, the conclusion is, then, that inflation has two very substan-
tial impacts under current law. One is that a higher rate of infla-
tion undercuts incentives, because it is effectively an unlegislated
tax increase. Rather than have the tax increased by this committee
and its counterpart in the House of Representatives, the Ways and
Means Committee, inflation does the job for you. It increases the
effective tax rates, as you can see here, between a 6- and a 12-
percent rate of inflation by 20 percent in the case of general
industrial equipment, by 33 percent in the case of trucks, buses,
and trailers, by 28 percent in the case of construction machinery,
and by modest amounts for industrial buildings and commercial
buildings.

The conclusion is that the current system is very, very sensitive
to the rate of inflation, and that it has a sizable incentive impact,
but the most important conclusion is that under various-whatever
the rate of inflation is, you can see that the allocation of capital is
very greatly distorted by the fact that the actual tax rates that are
confronting a business investor are very different for different
kinds of assets, and what that means is that the impact of each
dollar of capital formation that does result on productivity is re-
duced, because of the fact that this investment is misdirected.

It is obviously, for assets with a given rate of return, directed
more toward the assets here that have the' relatively low effective
tax rates and away from assets that have relatively high effective
tax rates.

So, to sum up; there is less investment as a result of the increase
in the inflation rate, and at any given rate of inflation, the impact
of investment on productivity is blunted as a consequence of the
misallocations of investment that takes place.

So, those are the two basic conclusions I would like you to take
with you about our analysis of the current system. Some people,
including people that will be testifying after me, have felt that the
solution to these problems is further acceleration of depreciation
and further liberalization of the investment tax credit.

I am here to tell you, gentlemen, that this is like applying a gold-
plated bandaid to a gunshot wound. It is by far the most expensive
form of treatment you could conceive of, and it is totally ineffective
in stopping the flow of blood.

In table 3, I have analyzed the 10-5-3 proposal introduced in the
House by Conable and Jones in exactly the same way as I just
described the first year's system. This proposal is correctly con-
ceived as an effort to reduce tax rates, in other words, to deal with
the problem of the incentives to invest.

On the other hand, it is a proposal which has the very serious
disadvantage that it blunts further the impact of capital formation
on productivity. Let's just look at a few numbers. First of all,
remember now that in the second quarter of this year, we have had
12-percent inflation rates. What is that going to-what is the
10-5-3 proposal going to do?

Well, as you can' see, it provides a lot of help for people who are
buying construction machinery and general industrial equipment.
It reduces the effective tax rates by about 20 percent in each of
those cases. For trucks, buses, and trailers, it is almost a wash, and
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for industrial buildings there is a lesser reduction of the order of
magnitude of perhaps 10 percent.

So, the conclusion is that it certainly helps incentives at a 12-
percent inflation rate, but now we come to the key problem here,
and that is, what would happen under 10-5-3 at a 6-percent rate of
inflation? Well, the combination of great acceleration in the capital
recovery allowances as well as the continued use of the investment
tax credit produces the numbers which you can see in the column
under Conable-Jones there for a 6-percent rate.

For trucks, buses, and trailers, for example, the effective rate
would be, say, 22 percent at a 6-percent rate. What would the rate
be for construction machinery? Unfortunately, the answer is, a
negative 23 percent. In other words, the Conable-Jones proposal,
the 1053 proposal, is a proposal for replacing the corporate income
tax by a corporate income subsidy.

In other words, the tax rates are negative. Let me just be sure
that everybody has understood that point. As we go under the
Conable-Jones regime from a 12-percent rate of inflation to a
6-percent rate, we shift for construction machinery and general in-
dustrial equipment from a corporate income tax to a corporate
income subsidy. I don't need to tell you, given the people that you
are familiar with in the tax business, that negative tax rates, a
corporate income subsidy at a 6-percent rate of inflation is going to
create a tax shelter industry that is going to be big enough to
deserve its own line in the G. & P. accounts.

As inflation begins to abate--
The CHAIRMAN. Would you mind saying that again? You are

talking so rapidly I didn't quite get it.
Mr. JORGENSON. Right. What I said is that at a 12-percent rate of

inflation, the 10-5-3 proposal represents an effective cut in the tax
rate. In other words, it is more favorable to the taxpayer. But if the
rate of inflation should abate to 6 percent, and we have seen 6
percent rates, Senator, as recently as 1976-that is not so long
ago-for some categories of equipment, the 10-5-3 proposal is so
generous that it will replace the corporate income tax by a corpo-
rate income subsidy. We will have negative effective tax rates, 23
percent in the case of construction machinery, 17 percent in the
case of general industrial equipment.

You can easily visualize what is going to happen. When inflation
rates go down to 6 percent, every 70-percent taxpayer in this
country, bracket taxpayer in this country, is going to get a call
from his broker telling him that it is going to be possible for him to
eliminate his tax liability altogether by just acquiring and leasing
assets that have these negative rates.

I don't need to tell you what would happen if we had no infla-
tion, if that ever occurs again.

So, the conclusion is that although 10-5-3 provides additional
investment incentives, it is a serious blow to productivity. It will
blunt the impact of investment on productivity. So, what is the
solution?

My conclusion and, I think, the conclusion of our witnesses this
morning was that this is no time for business as usual in tax
policy. What we really need is a treatment for the gunshot wound
that is afflicting the American economy as a result of inflation,
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and what is required is a radical simplification of the capital
recovery provisions of the Tax Code, so that that simplification is
what I am here to describe as the first year capital recovery
system.

Under this system, the incredibly complex provisions of the Tax
Code, which occupy something like 250 pages under current law,
would be replaced by a simple table, and that table would have 1
number for each 1 of perhaps 20 different asset classes. Let me add,
I am not wedded to the idea of 20. It could be 12, it could be 13.

The CHAIRMAN. What page are you on now?
Mr. JORGENSON. We are looking at table 3. I haven't said any-

thing that takes us back into the text yet.
So that what we would have would be a single number represent-

ing the first year allowance. Now, let me indicate how this would
work.

This allowance would be a once and for all deduction from cur-
rent income that would provide for all of capital recovery. That
might be, say, 50 cents on the dollar of structure, 75 cents on the
dollar of equipment, reflecting the fact that structures are some-
what longer-lived assets.

The first year allowances can be set up in such a way that the
effective tax rates that we are looking at in table 3, and that is
why I wanted to come back to this table, would be precisely the
same on all assets, and the formula is simple algebra. Let me
explain it.

The first year recovery allowance is simply the ratio of the rate
of depreciation to the real rate of return plus the rate of depreci-
ation. Let me give you a numerical example.

Suppose we had a 4-percent rate of depreciation and a 4-percent
real rate of return on an asset. That would produce, given the
formula that I just described, the result of 50 cents on the dollar,
which would be the first year capital recovery allowance on that
asset. That would be appropriate, for example, for commercial
buildings, which have about a 4-percent depreciation rate.

Let's consider assets like industrial machinery that would have
a, say, 12-percent rate of depreciation. Twelve-percent rate of de-
preciation would produce by that same formula, again, rate of
depreciation divided by the sum of the rate of return plus the rate
of depreciation, a first year allowance of 75 cents on the dollar.

That would produce the results you see in the last column of
table 3, namely, that the tax rates under the first year's system
would be identical for all assets. Now let's see how this simple idea
solves the problems that are posed by inflation.

First of all, since the deduction, the first year allowance I just
mentioned, and the investment on which it is based, are for the
same tax year-if we are talking about tax liabilities for this year,
it would be tax liability for the year 1980-the value of the deduc-
tion to the taxpayer is absolutely independent of the rate of infla-
tion. It is unaffected. We could have an 18 percent rate of inflation.
We could have a 12-percent rate of inflation. We could have a 6-
percent rate of inflation. It would leave the effective tax rate
absolutely unaffected, and would leave the first year allowance
unaffected.
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So, the conclusion is that this very simple device is the solution
to the problem of completely insulating investment incentives from
the impact of inflation.

Now consider the second feature of this proposal, the other prob-
lem posed by inflation. And that is that as I indicated earlier, both
under the current system and under the 10-5-3 or Conable-Jones
proposal, the effective tax rates on assets are different among
different assets, and, of course, are different at different inflation
rates.

So, the solution to that problem is that the first year's system
that I have described not only insulates the effective tax rate from
the impact of inflation, but it assures you that the effective tax
rates are going to be the same for all assets.

So, instead of stimulating the growth of a tax shelter industry,
the first year system is going to eliminate many opportunities for
tax shelter that currently exist. I would hesitate to suggest that the
creators of tax shelters who are very intelligent and forthright
people are going to join the ranks of the unemployed. What I would
hope is that they are going to go on to constructive work designing
investment vehicles that are going to build the American economy
and increase productivity.

Well, then, let me leave you with the following conclusions. First,
accelerated depreciation is not the answer. We need to have a tax
system that will cope with 18 percent inflation, which is what we
had in the first quarter of 1980. We need to have a tax system that
will cope with 12 percent inflation, which is the inflation rate that
we had in the second quarter of 1980, and we need a tax system
that will cope with the 6 percent inflation that we had in 1976.

I would hope, in fact, that we would have a tax system that
would deal with zero inflation, because that is what we had in the
early 1960's, when the Congress legislated tax cuts that led to an
investment boom between 1960 and 1966 with the highest levels of
capital formation and productivity growth and economic growth of
the post-war period.

Let me add that I don't wish to single out 10-5-3 for criticism.
That is simply the proposal that we have analyzed here. The same
argument applies to two other proposals for accelerated depreci-
ation, namely, the administration plan, which they are very care-
fully constructing at this very moment, which is essentially a ver-
sion of the Ullman proposal, which many of you gentlemen have
seen in the form put forward in the Ways and Means Committee,
that would effectively accelerate the depreciation under the cur-
rent system, and would provide for a pooling of classes of assets
into something like 20 categories.

I have no objection to pooling the categories of assets, but accel-
erating the depreciation will simply produce a weighted average of
the results of the current system and Conable-Jones. In other
words, it is something that is vulnerable to the ravages of inflation,
in the same way as Conable-Jones is, and has the same defects.

Second, the Ullman proposal itself, which is a less generous
version of the same thing, is something which is weighted more
toward Conable-Jones and less toward the current system. Again, I
would describe that as a bandaid to deal with the gunshot wound.
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The conclusion is that accelerated depreciation simply is not the
answer to the problem we are confronted with, which is the prob-
lem of inflation.

Second, the answer to that problem is the first year system. That
is a system which will assure us that, one, the effective tax rates
are unchanged by the rate of inflation. No matter what the rate of
inflation is, we are going to have the same effective rates.

Second, it assures us that the effective rates will be the same for
all assets, and therefore, that every dollar of investment is going to
have the maximum impact on productivity.

Naturally, the next question on your minds is, how much is this
wonderful conundrum going to cost? Fortunately, there have been
a number of estimates of that, both by the Congressional Budget
Office and by the Congressional Research Service. And I am going
to quote figures from the Congressional Research Service that give
the annual cost of a 5-year phase-in analogous to 10-5-3, beginning
in January 1st, 1981.

I am just reading the figures now from the analysis of the
Congressional Research Service: minus 5.8. In other words, we
would have a 5.8 loss in Federal revenue during 1981. That is not a
large number: $5.8 billion is something which could easily be fitted
in in 1981.

In 1982, the loss rises to $13 billion, and the maximum loss in
1985 is $24.7 billion. By comparison, the corresponding figure for
10-5-3 is-hold your breath-$85 billion. Let me just emphasize
that: $24.7 billion is the cost of the first year system by the time it
is fully phased in in 1985, whereas 10-5-3 would cost in that same
year $85 billion.

Well, the out years, as they say, out beyond 1985, show essential-
ly a tailing off of those costs, and by 1990 the impact would be
positive, whereas for 10-5-3 it continues, of course, to grow.

So the conclusion is that this is an eminently affordable proposal.
It is a proposal which meets the problem of inflation, that in-
creases the level of productivity associated with any given level of
capital formation, and that has associated with it a cost which is
sufficiently moderate to be affordable, and therefore I would recom-
mend this as part of any tax cut package to be proposed by this
committee.

The CHAIRMAN. Thank you very much.
Are there any questions, gentlemen?
Senator BENTSEN. Let me ask you, Dr. Jorgenson, in figuring out

what the rate of return should be and trying to work out your
discounting present yalue, would you tell me again how you would
arrive at that, who would make that determination?

Mr. JORGENSON. That is, of course, an empirical matter, Senator,
as I am sure you will recognize, and it is just a question of arriving
at a rate of return that reflects a reasonable long-term rate of
return for the American economy.

Now, in fact, if you look at the whole of the post-war period, the
rate of return after all taxes and after the impact of inflation has
been very, very stable, it is about 4 percent a year, and that is true
for the recent period from 1972 to the present. After the initial
downturn in the rate of inflation that accompanied the recession of
1974 and 1975, there was a recovery to the prerecessionary levels,
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and in general I think you can regard that as something that is a
sound basis for legislation, that as an empirical matter the real
rate of return in this economy is about 4 percent a year.

So, I would propose that that number be legislated into the act.
If there is going to be a piece of legislation with this system in it, a
determination ought to be made by the tax writing committees as
to what the appropriate rate would be.

Now, there are very elaborate studies that are available. I refer
to them in my submission. It would be possible to use these studies
as a basis for making the determination. But roughly speaking, it
would result in a real rate of return of the order of magnitude of 4
percent. That is after all taxes and after inflation.

Senator BENTSEN. Well, I frankly think you would get a better
equity in the distribution of the use of the depreciation schedules,
but Dr. Jorgenson, my concern is having people understand it.

Mr. JORGENSON. Well, again, it is a matter of seeing the terrific
simplicity of the thing. If you regard the revisions that I am
suggesting here as part of the tax cut, as I say, it is a table. It is a
table that occupies about one-half page, and it has a list of assets
like the one we are looking at, general industrial machinery, con-
struction machinery, and so on, and for each of those assets, it has
a single number like 50 cents on the dollar, 75 cents on the dollar,
whatever it may be. That produces the result that the effective tax
rates are the same for all assets, and as I say, the formula is very
simple. It is just the ratio of the depreciation rate to the sum of the
real rate we talked about a moment ago plus the depreciation rate.

So, again, in the case of a 4-percent real rate and a 4-percent
depreciation rate, that produces 50 cents on the dollar. The taxpay-
er applies that to his investment in the year in which the invest-
ment is acquired, and then he never sees the Internal Revenue
again, never has to go back and justify any subsequent depreciation
allowances.

Senator BENTSEN. It is a first year chargeoff, and that is it. You
discounted that depreciation that would be allowed over 15 years
or 20 years, you discounted that back to the present value and
charged it off.

Mr. JORGENSON. Exactly, and we have allowed them to write it
off the first year so they get it in the same dollars that they bought
the investment in.

Now, what that means is that we would have a vast simplifica-
tion of the Tax Code.

The CHAIRMAN. Could I ask this question? I came in in the
middle of your statement. Do I understand that you are saying you
would get your entire writeoff insofar as you are going to get the
writeoff the first year you install the equipment?

Mr. JORGENSON. That is exactly what I mean, Senator. Right.
Now, it is very important to distinguish this from expensing. Some
people say, why not let them write it off 100 percent. We know why
that is not justified, because that would create a system of interest-
free loans made by the Government to the taxpayer that would be
absolutely random in their distribution among different kinds of
taxpayers, and would involve billions of dollars.

This system essentially eliminates the differences in different
kinds of assets by discounting back to the present, and as a result,
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doesn't involve any single element of an interest-free loan from the
Government to the taxpayer, so it has to be very carefully distin-
guished from expensing, but you have fastened on the critical thing
here. The writeoff is in the first year. That being the case, it is in
the first year, dollars of the same year for which the investment
itself was paid for.

The CHAIRMAN. I am sorry we don't have a blackboard here,
because oftentimes when we in this room talk about some of these
things, when we have a blackboard. Someone could write an exam-
ple of your idea up on the blackboard, and we could see what it is.
It sounds like a very challenging idea.

Senator CHAFEE. Mr. Chairman, could I ask one question here?
I must confess, Professor, I have not followed you completely.

Unlike the others who have this clear in their minds, I have been a
little bit confused. Could you show me how this works with a $1,000
piece of machine tool equipment? Let's say it is general industrial
equipment, $1,000. What happens?

Mr. JORGENSON. OK. You just bought a piece of general indus-
trial equipment. Your depreciation rate is 4 percent.

Senator CHAFEE. How do you arrive at the 4 percent?
Mr. JORGENSON. The 4 percent is again an empirical matter. It is

something which can be determined and has been determined by
the Treasury in a study which I refer to in my handout. It is
something that you get by actually looking at what prices used
equipment is actually selling for, so in the case of your general
industrial equipment, it amounts to picking up your dealer's blue
book and finding out what your equipment, what it sold for, and if
it was 5 years old, 6 years old, whatever.

Senator CHAFEE. All right.
Mr. JORGENSON. You end up with 4 percent. All right, now, let's

pursue that. We have a real rate of return of 4 percent, so we take
that depreciation rate of 4 percent and divide by the sum of the
depreciation rate and the real rate of return, 4 percent less another
4 percent.

Senator CHAFEE. Now, the real rate of return, what is that
figure? That is the 4 percent?

The CHAIRMAN. You divide by the sum of the depreciation rate
and what else?

Mr. JORGENSON. And the real rate of return. Now, you just have
two numbers to keep straight, the depreciation rate and the real
rate of return.

The CHAIRMAN. What would the real rate of return be?
Mr. JORGENSON. Four percent.
Senator CHAFEE. Is that what we got out of this book? I thought

we got depreciation.
Mr. JORGENSON. No. I was just discussing this with Senator Bent-

sen before you came in. Empirical studies show that the after tax,
after inflation rate of return in the American economy has aver-
aged 4 percent over the whole postwar period, so that is our figure.

Senator CHAFEE. So that is a constant?
Mr. JORGENSON. That is a constant. So we look in our book

provided for us, a book of depreciation rates, which on general
industrial equipment will be 4 percent. I am sorry. Excuse me,
Senator. It would be 12 percent. Let me refer back here.
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Senator UCHAFEE. All right. So now we've got 12 percent as our
depreciation rate and 4 percent as our real rate of return.

Mr. JORGENSON. Now let's calculate our first year allowance. It is
75 cents on the dollar, because that is the ratio of that 12 percent
to the sum of 12 plus 4, so that is 75 cents on the dollar.

Senator CHAFEE. Now, you lost me again. Don't go too fast. Four
percent is your real rate of return.

Mr. JORGENSON. Right.
Senator CHAFEE. Twelve percent is your depreciation rate.
Mr. JORGENSON. Right.
Senator CHAFEE. Now, what do you do with those two?
Mr. JORGENSON. You take the ratio of the depreciation rate to

the sum of the two, so we take the ratio of 12 percent to the sum.
which is 16. That gives us 75 cents-75 percent.

Senator CHAFEE. Seventy-five percent.
Mr. JORGENSON. That we apply to our $1,000 investment and our

first year allowance is $750.
Senator CHAFEE. And that is it?
Mr. JORGENSON. That is it. The taxpayer enters that as a deduc-

tion from this year's income, and then it is bye-bye Internal Reve-
nue Service. They never ask again, because you've got the whole
capital recovery in the first year.

Senator CHAFEE. Now, is that a high percentage as you look at
these other categories?

Mr. JORGENSON. That would be a fairly high percentage, but it
would be even higher, say, 80 cents, for trucks, buses, and trailers,
but for structures it would be a lot lower than that. It would be
down around 50 cents on the dollar. So let's say for industrial
equipment it would be 75 cents, for utility equipment it might be
70 cents, for trucks, buses, and trailers, computers, it might be 80
cents.

Senator CHAFEE. OK. Thank you.
Mr. JORGENSON. Anyway, there are 20 of these numbers in this

little table, and that is the whole of the Internal Revenue Code on
capital recovery.

Senator CHAFEE. Now, suppose you don't make any profits your
first year. You have a carry forward?

Mr. JORGENSON. You carry forward, you carry back. You have
the same provision you do under current law. I would favor a 100-
percent carry forward and a 100-percent carry backward, which
takes care of the Chrysler problem.

Senator DOLE. What is the cost?
Mr. JORGENSON. The cost of this scheme as calculated by the

Congressional Research Service is $5.8 billion during the first year
that it is adopted. This assumes that it is adopted to be effective on
assets acquired after January 1, 1981. Then $13 billion during the
second year, $17.5 billion during the third year, $20.4 billion during
the fourth year, and reaches a maximum of $24.7 billion during the
fifth year, and then it goes down.

As I said, for comparison, the corresponding figures for 1053 in
the fifth year, when this system costs $24.7 billion in revenue loss,
there is $85 billion in lost revenue. This is much less expensive
than 1053, much less expensive.

Senator CHAFEE. Thank you.
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Thank yru, Mr. Chairman.
The CHAIRMAN. Any further questions, gentlemen?
[No response.]
The CHAIRMAN. Thank you very mdch, Doctor. We appreciate

your presentation.
[The prepared statement of Dr. Jorgenson follows:]
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THE FIRST YEAR CAPITAL RECOVERY SYSTEM

by

Alan J. Auerbach and Dale W. Jorgenson

Since 1973 the U.S. economy has experienced rates of inflation that

far exceed those of any peacetime period in U.S. history. Capital for-

mation has stagnated and economic growth has slowed measurably. A very

important source of the slowdown in capital formation has been the

increasing divergence between economic depreciation and capital consump-

tion allowances for tax purposes. The contribution of capital to pro-

ductivity growth has been further diminished by growing misallocations

of capital due to distortions in capital recovery allowances under the

tax system.

The system for capital recovery embodied in current tax law has

developed through successive liberalizations of depreciation formulas

and lifetimes for tax purposes and through the introduction of the invest

went tax credit. These changes in capital recovery provisions of the

tax code have been partly motivated by the need to bring capital con-

sumption allowances into line with economic depreciation. However,

double-digit inflation ii the 1970's has undercut the effectiveness of

earlier reforms, so that revision of the capital recovery provisions of

the tax code is again under serious consideration.

Under current tax law an increase in the rate of inflation results

in a heavier tax burden on all assets. This law imposes a greater bur-

den on some assets than others as a consequence of very sizeable differences
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between capital consumption allowances and economic depreciation. The

size of these distortions depends on the rate of Inflation, so that

inflation undercuts incentives for capital formation and rEsults in

serious misallocations of the capital stock. These misallocations

blunt the impact of capital formation in contributing to higher produc-

tivity and to economic growth.

The purpose of this paper is to present a new approach to capital

recovery under U.S. tax law. This approach is based on the recovery of

capital consumption during the year an asset is acquired. Accordingly,

we describe our proposal as the First Year Capital Recovery System or,

more simply, the First Year System. Like the present system for capital

recovery, the First Year System is based on actual purchases of depreci-

able plant and equipment. However, since The First Year System results

in a deduction in the same year an asset is acquired, capital consump-

tion allowances are unaffected by inflation or by variations in the

rate at which inflation takes place.

The First Year Capital Recovery System is a direct attack on the

problem confronting tax policy makers, namely, to design a system of

capital recovery that can cope with high, moderate, and low rates of

inflation without the distortions resulting from the current system.

While the First Year System would provide substantial stimulus to capi-

tal formation, it would also contribute to improving the allocation of

capital. The System would enhance rather than dissipate the impact of

a higher rate of capital formation on productivity and economic growth.
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The most widely discussed current proposal for reform of capital

recovery is the Conable-Jones bill, which has the support of almost

300 of 435 members of the House of Representatives and 51 of 100 members

of the Senate. The "10-5-3" system for capital recovery embodied in the

Conable-Jones bill would simultaneously simplify and liberalize the capital

recovery provisions of the current law. Under this bill structures would be

written off in ten years, long-lived equipment.would be written off in five

years, and short-lived equipment would be written off in three years. The

present investment tax credit for equipment would be retained.

The Conable-Jones proposal would provide a substantial stimulus to

capital formation. However, much of the impact of the higher rate of

capital formation would be dissipated through misallocations of the

capital stock. The Conable-Jones proposal would widen rather than nar-

row the substantial differentials in tax burdens among classes of assets

under present law. In addition, these differentials would be made more

rather than less sensitive to variations in the rate of Inflation.

Taxes would be replaced by subsidies on some types of assets under

moderate rates of inflation and these-subsidies would grow dramatically •

under low rates of inflation.

In this paper we describe the First Year Capital Recovery

System in detail. We then compare the First Year System with capital

recovery under current tax law and under the Conable-Jones or "10-5-3"

system for capital recovery. We analyze the macroeconomic impact of the

First Year System by simulating the U.S. economy under the assumption

that this System is phased in over the five year period 1981-1985. We

conclude with a summary of our recommendations for the tax policy.

65-969 0 - 80 pt.2 - 6
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1. The First Year Capital Recovery System

Our proposal for a new system for capital recovery under U.S. tax

law is to permit taxpayers to deduct the present value of economic

depreciation as an expense in arriving at income for tax purposes. To

avoid the deterioration in the value of capital consumption allowances

with inflation, the present value of economic depreciation is allowed

as a deduction in the same year that an asset is acquired. Accordingly,

we refer to our system for capital recovery as the First Year Capital

Recovery System.

It is important to recognize that economic depreciation actually

occurs in the years after the asset is originally acquired. Future

economic depreciation must be discounted back to the present to arrive

at a present value of economic depreciation. For example, the present

value of one dollar's worth of investment in a long-lived asset such as

a manufacturing plant might be fifty cents, while the present value of

one dollar's worth of investment in a short-lived asset such as a pick-

up truck might be seventy-five cents.

Purchasers of used assets would be permitted to deduct the present

value of economic depreciation on the asset in the year the asset is

acquired under the First Year Capital Recovery System. Sellers of used

assets. We would propose to use about thirty classes of assets -- per-

haps ten types of structures and twenty types of equipment. The whole

capital recovery system could then be described in terms of thirty num-

bers, giving the first-year capital recovery allowances for all classes

of assets.
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The First Year Capital Recovery System would represent a vast sim-

plification of current tax law. Rather than choosing among a range of

asset lifetimes and a number of alternative depreciation formulas for

tax purposes, taxpayers would simply apply the first-year capital

recovery allowance to their purchases of depreciable plant and equipment.

No records of past purchases would be required to substantiate capital

consumption allowances taken in a given year.

Many assets are sold by taxpayers before the end of the useful life

of the assets. It is important to provide for capital recovery on used

assets in order to insure that the existing capital stock is efficiently

allocated. Under current tax law the purchase price for an asset is

reduced by the capital consumption allowances in arriving at a basis

for resale. If the actual proceeds from a sale exceed this basis, the

taxpayer is subject to tax on the difference.

Purchasers of used assets would be permitted to deduct the present

value of economic depreciation on the asset in the year the asset is

acquired under the First Year Capital Recovery System. Sellers of used

assets would be subject to ordinary income tax on the same amount; this

amount would always be less than the sales price of the asset. If pur-

chasers and sellers have the same marginal tax rates, there would be no

effect on government revenue resulting from transactions in used assets.

An important concern about the First Ye .r Capital Recovery System

is whether the establishment of large deductions in the first year of

Investment will encourage the creation of tax shelters. High-bracket tax-

payers could purchase assets to take the deductions and lease them to low-
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bracket entities which use the assets in production. The First Year

System would, if anything, discourage the establishment of such leasing

schemes and other tax shelters based on capital recovery. While high-

bracket buyers would certainly get a bigger deduction in the first year,

they would lose all subsequent deductions, a trade-off similar to that

faced by prospective low-bracket purchasers.

It is reasonable to assume that high-bracket individuals possess a

lower discount rate than others do, precisely because they must pay a higher

rate of tax on capital income. The conversion of all future deductions to a

single present deduction will be perceived as more generous by low-bracket

investors, who have a higher discount rate. They will be encouraged to

purchase assets directly rather than to lease them from ,-gh-bracket individuals.

We conclude that the First Year System would very greatly reduce

the administrative burden imposed on taxpayers and on the tax authori-

ties by the current system for capital recovery. Taxpayers could

dispense with cumbersome systems of capital accounts for tax reporting

purposes. Tax liabilities and deductions arising from transactions in

new and used assets would depend only on the sales price and would

not involve records of past transactions. Finally, the creation of

tax shelters involving capital recovery would be less rather than more

attractive under the First Year System.
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2. Alternative Capital Recovery Systems

The objective of a system for capital recovery is to permit tax-

payers to recover capital consumption as a cost of doing business. This

objective has been recognized as important from the beginning of income

taxation in the United States. Under current law taxpayers are per-

mitted to deduct depreciation as an expense in arriving at income for

tax purposes. Taxpayers are also allowed to reduce their tax liability

by means of an investment tax credit based on purchases of equipment.
2

An ideal system for capital recovery would enable taxpayers to

recover economic depreciation on each asset they hol('. Economic depre-

ciation is the decline in the value of an asset with age. Depreciation

can be measured by simply looking at the profile of asset prices corres-

ponding to assets of different ages at a given point of time. An Ideal

system of capital recovery would permit taxpayers to deduct the decline

in the value of all their assets with age in arriving at taxable income.
3

Although It is a very straightforward matter to describe an ideal system

for capital recovery, such a sysLum has proved difficult to implement.

Normally, business expenses under the tax code are linked to actual pur-

chases of goods and services. The approach to capital recovery embodied

in U.S. tax law is based on the historical cost of an asset. This cost

is allocated over the useful life of the asset in accord with accounting

formulas.

In the absence of Inflation an approach to capital recovery based

on historical cost has many advantages. Perhaps the most important
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advantage is that capital consumption allowances, like other business

expenses, can be linked to actual purchases of assets. However, a

capital recovery system based on historical cost fails to provide the

necessary link between capital consumption allowances and economic

depreciation when there is inflation in the prices of assets.

With inflation the profile of prices corresponding to assets of

different ages rises over time due to increases in the prices of newly

produced assets. Even capital consumption allowances that accurately

reflect the profile of asset prices when the asset is originally acquired

rapidly fall behind economic depreciation as inflation takes place. As

a consequence, capital formation is substantially retarded. In addi-

tion, the allocation of capital among different assets is distorted by

the differential impact of inflation on assets with different useful

lives.

To compare the First Year Capital Recovery System with existing

law and with the "10-5-3" system for capital recovery embodied in the

Conable-Jones bill, we have compared the impact of these systems on five

representative classes of assets. The asset classes are described in

detail in Table 1. For each asset we have given the tax lifetime

embodied in current law and the economic depreciation rate as calculated

in a comprehensive study for the Department of the Treasury by Hulten

and Wykoff (1979). We also give the proportion of nonresidential

investment in 1974 for each asset class. Together these five assets

accounted for about a third of investment in that year.



TABLE 1:

ASSETS AND THEIR CHARACTERISTICS

Economic Percentage
Tax Depreciation of 1974

Asset Class Type Lifetime 1 Rate2 Investment

Construction
Machinery (CM) Equipment 5.5 (7.0*) .172 2.8

General Industrial
Equipment (GIE) Equipment 8.6 .122 4.4

Trucks, Buses and
Trailers (TBT) Equipment 5.5 (7.0*). .254 9.0 0

Industrial
Buildings (IB) Structures 23.8 .036 5.2

Commercial
Buildings (CB) Structures 31.8 .025 11.0

Notes:

1. Tax Lifetimes equal guideline lives for structures and eighty percent of guideline lives for
equipment, as permitted under current law (* except where a lengthening of tax lifetime is
preferred to obtain a full investment tax credit).

2. Economic Depreciation Rates are annual rates of decline in asset value with age, as estimated
by Hulten and Wykoff (1979).

No
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To analyze the impact of changes in capital recovery provisions

of the tax law over the postwar period, we have calculated the effective

tax rate for each class of assets in Table 1. Effective tax rates

represent that fraction of each project's gross income which goes toward

corporate taxes. Since such rates may vary from year to year, our fig-

ure represents the average tax rate faced by a new asset over its life-

time. To calculate an effective tax rate we first calculate the gross

rate of return an investment would have if the corporate tax rate

were zero. We then calculate the net rate of return, taking

account of corporate taxes and adjusting for capital consump-

tion allowances and the investment tax credit. We subtract the

net rate of return from the gross rate of return and divide this

difference by the gross rate to find the proportion of the gross

return paid In taxes.

To assess the impact of the tax law prevailing in each year from

1952 to 1979 on capital recovery we present effective tax rates for all

five classes of assets for each year in Table 2. For purposes of com-

parison we also give the statutory rate on corporate income in each

year. Under an ideal system for capital recovery the effective tax
4.

rates would be equal to the statutory rates for all assets. The first

conclusion to be drawn from Table 2 is that effective tax rates have

varied widely among assets and over time, depending on the provisions of

the tax code and the rate of inflation.

Before 1954 effective tax rates for structures were in line with

the statutory rate on corporate income of fifty-two percent. However,
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TABLE 2:

EFFECTIVE TAX RATES SINCE 1952

Statutory
Year Tax Rate

1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979

.52

.52

.52

.52

.52

.52

.52

.52

.52

.52

.52

.52

.52

.48

.48

.48

.48

.48

.48

.48

.48

.48

.48

.48

.48

.48

.48

.46

.57

.57
.58
.58
.54
.54
.54
.55
.56
.54
.41
.40
:31
.26
.35
.37
.35
.53
.43
.35
.35
.39
.43
.33
.34
.37
.36
.32

GIE TBT IB

.59

.59

.60

.60

.57

.57

.57

.58

.58

.57

.43

.43

.34
.29
.38
.40
.38
.56
.44
.37
.37
.40
.44
.36
.37
.39
.39
.35

.65

.65

.66

.66
.62
.62
.62
.63
.63
.62
.49
.49
.38
.34
.43
.45
.43
.61
.51
.42
.43
.47
.51
.40
.42
.45
.44
.39

.51
.51
.52
.52
.49
.49
.50
.50
.51
.50
.49
.49
.48
.45
.46
.47
.48
.52
.53
.53
.53
.54
.55
.56
.56
.56
.56
.54

CB

.51

.51

.52

.52

.49

.49

.50

.50

.50

.50

.49

.49

.48

.45

.46

.47

.48

.51

.52

.52

.52

.53

.54

.54

.54

.55

.55

.53

Note: Assumes real discount rate to be four percent 'and relevant inflation
rate to be unveighted five-year moving average of past inflation
rates. Discount rates appropriate for calculating effective tax
rates are discussed by Fraumeni and Jorgenson (1980).



814

12

effective tax rates for equipment far exceeded the statutory rates.

While effective tax rates for both structures and equipment were reduced

by the adoption of accelerated depreciation in 1954, effective tax rates

for equipment remained above statutory rates until the adoption of the

guideline lifetimes and the Investment tax credit in 1962. With the

repeal of the Long Amendment in 1964 there was a further reduction in

the effective tax rates on equipment to levels well below the statutory

rate.

As the pace of inflation quickened during the late 1960's the

effective tax rates of equipment rose gradually; repeal of the invest-

ment tax credit in 1969 raised effective tax rates to levels comparable

to those that had prevailed before 1962. Similarly, inflation and

restriction of accelerated depreciation on structures to the 150 percent

declining balance method after 1966 resulted in increases in the effective tax

rates for structures to levels that exceeded those that prevailed before

1954. Reinstitution of the investment tax credit for equipment in 1970,

adoption of the Asset Depreciation Range system in 1971, and the increase

in the rate of the credit from seven to ten percent resulted in effective

tax rates well below the statutory rate, even in the face of double-digit

5
inflation in 1973 and again in 1979.

In Table 3 we present a comparison of effective tax rates for each

of the five classes of assets listed in Table 1 for the current tax law,

the Conable-Jones system, and the First Year Capital Recovery System.

For the first two systems the effective tax rates depend on the rate of



TABLE 3:

EFFECTIVE TAX RATES UNDER CURRENT AND ALTERNATIVE SYSTEMSS OF CAPITAL RECOVERY

Current System Conable-Jones

Asset Class I1 - .06 It - .12 H - .06 17 - .12 First Year

Construction
Machinery (CM) .06 .34 -. 23 .16 .46

General Industrial
Equipment (CIE) .16 .36 -. 17 .13 .46

Trucks, Busses and
Trailers (TBT) .09 .42 .22 .45 .46

Industrial
Buildings (IB) .49 .53 .36 .43 .46

Comercial
Buildings (CB) .48 .51 .32 .39 .46

Notes:

1. The inflation rate Is denoted i. The real discount rate is assumed to be four percent.

2. "Current System" assumes adoption of the double-declining balance method (equipment) or 150
percent declining balance method (structures), vith optimal svitchover to straight-line. plus
a ten percent Investment tax credit on equipment.

3. "Coable-Jones" assumes tax lives of 5 years (equipment) or 10 years (structures) plus a ten
percent investment tax credit on equipment.

4. "First Year" allows firms a one-time deduction, equal to the present value of economic
depreciation.
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inflation, so that we have calculated effective tax rates for inflation

rates, denoted H in Table 3, of six and twelve percent. The effective

tax rate under the First Year Capital Recovery System is equal to the

statutory rate and is unaffected by the rate of inflation.

The current tax law imposes a greater tax burden on structures

than equipment; under this law inflation results in a heavier tax bur-

den on all assets. Since incentives to purchase equipment are greater

than incentives to purchase structures under current law, the allocation

of the capital stock is biased toward equipment. More output could be

produced from the existing capital stock by shifting its composition
6

away from equipment and toward structures.

The most striking feature of the Conable-Jones proposal is that

effective tax rates are reduced substantially for all assets; in fact,

under either six or twelve percent rates of inflation the effective tax

rates under the Conable-Jones bill fall below the statutory rate of

forty-six percent. However, the Conable-Jones proposal has the undesir-

able feature that for a moderate inflation rate, like six percent, the

combined effect of greatly accelerated depreciation and the investment

tax credit will produce negative tax rates for construction machinery and

general industrial equipment. In effect, the government would pay tax-

payers to hold these assets rather than taxing income produced by the

assets.
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We conclude that the current system for capital recovery results

in very sizeable distortions of economic depreciation and that the size

of these distortions depends on the rate of inflation. The Conable-

Jones proposal would result in greater gaps between capital consumption

allowances and economic depreciation than under present law and these

7
gaps would be more sensitive to the rate of inflation. Under the

First Year Capital Recovery System capital consumption allowances would

be equal to economic depreciation under high, moderate, and low rates

of inflation.
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3. Economic Impact

With the current emphasis on reducing the Federal deficit as a

means of combating inflation, a very important issue in tax reform is

the impact of any proposed change on the budget. To assess the macro-

economic impact of adoption on the First Year Capital Recovery System

and the impact of this System on Federal revenue, we have simulated the

U.S. economy under the assumption that the System is adopted for tax

years beginning in 1981. We have assumed that any shortfall will result

in the creation of additional government debt and that the Federal

Reserve will not adjust monetary policy to accomodate a revenue loss.

We have assumed that the First Year System will be phased in over

a period of five years. Twenty percent of the value of assets acquired

in tax years beginning in 1981 will be included in the First Year Sys-

tem; forty percent of the assets acquired in 1982 will be included in

the System. Sixty and eighty percent of the assets acquired in 1983

and 1984, respectively, and all assets acquired in tax years beginning

after 1985 will be included in the First Year System. This pattern of

introduction of the First Year.System coincides with patterns of adop-

tion following the liberalization of depreciation allowances in 1954

and the shift to the Asset Depreciation Range System in 1971.8

The results of our simulation of the U.S. economy from 1981 to

1985 with and without adoption of the First Year Capital Recovery Sys-

tem are presented in Table 4. In these simulations we have employed

the Data Resources Incorporated (DRI) Quarterly Econometric Model of
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TABLE 4:

IMPACT OF THE FIRST YEAR CAPITAL RECOVERY SYSTEM

91 .2 83 84 85

Gross National Product (1972
A 1430.5 1495.6 1537.0 1597.4
B 1430.6 1487.1 1531.2 1582.8
D -0.1 -1.6 5.8 14.5
x -0.0 -0.1 0.4 0.9

dollars)
1648.7
1635.3

13.4
0.8

Investment, Producers'

A 97.6 ?4.4 94.9
B 97.8 98.9 98.2
D -0.2 -4.5 -3.4
2 -0.2 -4.6 -3.4

Durable Equipment

101.2 107.8
99.1 101.8
2.1 6.0
2.1 5.9

(1972 dollars)

Investment, Nonresidential Structures
A 47.1 47.7 50.6 54.9 59.2
B 47.0 46.7 47.1 48.4 50.1
D 0.1 1.0 3.5 6.5 9.1
% 0.2 2.2 7.4 13.5 18.2

Investment, Residential
A 45.7 59.6 66.9
B 45.5 57.8 62.3
D 0.2 1.9 4.5
2 0.5 3.1 7.2

Unemployment Rate
A 8.0 7.7
B 8.0 7.7
D 0.0 0.0
2 0.0 0.3

Structures
73.9 74.7
69.3 72.4
4.7 2.3
6.7 3.1

(1

(1972 dollars)

972 dollars)

7.4 6.9 6.5
7.5 7.2 6.8

-0.1 -0.3 -0.3
-0.8 -4.3 -4.4

Federal Government Deficit
A 1.0 14.5 10.2 22.6
B -4.0 20.5 19.4 34.6
D 5.0 -6.0 -9.2 -12.0
1 -123.8 -29.3 -47.3 -34.7

I. A: Simulation with adoption of the First Year
System, based on CONTROL 6 YR 04 26 80.

Capital Recovery

2. B: Simulation without adoption of the First Year Capital Recovery
System, based on CONTROL 6 YR 04 26 80.

D: A-B.

Z.: D/B * 100.

17

Ntes:

21.1
49.8

-28.7
-57.6

3.

4.
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the U.S. Economy. In Table 4 the Base Line simulation, denoted B in

Table 4, is the projected development of the U.S. economy without the

First Year Capital Recovery System. The Alternative simulation, denoted

A in Table 4, assumes that the new System is adopted and that the

investment tax credit is discontinued. The difference between the two

simulations, denoted D, provides measures of the impact of the new

System. This difference is also given in percentage terms, denoted %.

The First Year Capital Recovery System provides a very substantial

stimulus to capital formation. Within five years after the adoption

of the new System, real investment in equipment has increased by 6.0

billion dollars and real investment in nonresidential structures has

increased by 9.1 billion dollars. The greater relative stimulus to

investment in structures is the result of removing the distortions

between capital consumption allowances and economic depreciation that

exist under current law. Although there is no specific incentive to

owner-occupied housing, real investment in residential structures has

increased by 2.3 billion dollars within five years.

With substantial unemployment in prospect through 1985, the

stimulus to investment provided by the First Year Capital Recovery Sys-

tem results in an increase in real gross national product of 14.5 billion

dollars by 1984. The unemployment rate in 1984 is reduced by three tenths

of a percentage point from a level near seven percent that would prevail

in the absence of stimulus to capital formation. The increase in the

rate of inflation, as measured by the deflator of gross national product
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(not shown in Table 4), would increase by two tenths of a percentage

point per year by 1984.

The Federal deficit for 1981 would decrease by 5 billion dollars

as a result of the adoption of the First Year Capital Recovery System.

This is partly due to elimination of the investment tax credit. The esti-

mated revenue loss would be 6 billion dollars in 1982 and 9.2 billion dollars

in 1983. The revenue loss would mount to 12.0 billion In 1984 and 28.7

billion in 1985 as the increase in capital spending exceeds the total

increase in real gross national product. The total revenue loss over

the first five years of adoption of the First Year System would total

50.9 billion.

Our overall conclusion is that adoption of the First Year Capital

Recovery System would provide a very sizeable stimulus to capital for-

mation at the cost of a modest revenue loss to the Federal government.

It would also contribute to the reallocation of the capital stock from

equipment toward structures in order to rectify the misallocation of

capital that has resulted from current tax law. By enhancing the effi-

ciency of the use of capital, the First Year System would assure that

additional capital formation would have maximum impact on productivity

and economic growth.

65-969 0 - 80 pt.2 - 7
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4. Tmplementation

We next consider administrative issues that would arise in imple-

menting the First Year Capital Recovery System. As at present, the Treasury

would have responsibility for measuring economic depreciation as a basis

for the capital recovery allowance for each class of assets. The Trea-

sury study by Hulten and Wykoff (1979) mef.tioned above has demonstrated

the feasibility of measuring economic depreciation from data on asset prices.

Cobh,..ptually, this approach is alternative but equivalent to the engineering

approach to capital recovery. The engineering approach has been used by the

Treasury for almost half a century and is embodied in the legislation

enacting the Asset Depieciation Range System.

Almost ten years of experience with the Asset Depreciation Range

System has revealed the impracticality of the engineering approach to

cost recovery. -An original objective of the ADR System was to develop

the necessary information from taxpayers' records. This has imposed a

reporting burden on taxpayers that has made it Infeasible for all but

the largest businesses to maintain the records required for the ADR Sys-

tem. This reporting burden can be entirely eliminated by adoption of

the First Year Capital Recovery System. Since the First Year System is

based on current transactions in capital assets, no capital accounts

would be required to support capital consumption allowances claimed as

a deduction for tax purposes.

The results of Hulten and Wykoff indicate that a system for capital

recovery can be designed that will cover structures and equipment by a
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uniform method. Like the present system, this method would be based on

a system of asset classes, but the classes would be much less numerous

than those used in the ADR system. The declining balance method for

estimating economic depreciation would be used for all assets. The rate

of decline of the price of assets with age would be estimated for each

class of assets on thb basis of the methods developed by Hulten and

Wykoff (1979). The real rate of return would be taken to be four per-

cent, as suggested by the study of Fraumeni and Jorgenson (1980). Dis-

tortions resultinr from small departures from the actual economic depreci-

ation or the actual real rate of return would be very small by comparison

with distortions under current tax law or the Conable-Jones bill.

Although the First Year Capital Recovery System does not rely on

data required for financial reporting, it could be integrated with a

financial reporting system and could lead to major simplifications. At

present many taxpayers maintain separate systems of capital accounts

for tax purposes and for financial reporting. Since the First Year
I

System does not require capital accounts, one of these systems could

be completely eliminated. Capital accounting for financial reporting

could be greatly simplified by adopting the declining balance method

10for capital recovery.
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5. Summary and Conclusion

In considering economic policies to stimulate U.S. economic growth

top priority should be given to the design of a new system for capital

recovery. Such a system should bring capital consumption allowances

into line with economic depreciation in order to stimulate capital for-

mation. It should also enhance the impact of capital formation on
11

economic growth through insuring the efficient allocation of capital.

The First Year Capital Recovery System would meet the needs we

have identified for a new system for capital recovery. The First Year

System would eliminate the differentials between economic depreciation

and capital consumption allowances that have arisen under current law.

Under the First Year System capital consumption allowances would be

unaffected by inflation or by variations in the rate at which inflation

takes place. The Systeizwould provide a substantial stimulus to capital

formation at the cost of a modest revenue loss to the Federal government.

The System would also improve the allocation of capital and would maxi-

mize the contribution of capital formation to growth in productivity

and in economic activity.

The First Year Capital Recovery System could be implemented within

the present organizational framework of the Department of the Treasury.

The administrative burden on the tax authorities would be substantially

lessened by simplifying the system for capital recovery. Moreover, the

reporting requirements imposed on taxpayers would be drastically reduced.

For tax purposes capital consumption allowances could be ascertained

without a cumbersome system of vintage accounts and the same methods

would be used for structures and equipment. Finally, the First Year

System could easily be integrated with a system for financial reporting.
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Footnotes

Acknowledgements: We wish to express our appreciation to Martin

Sullivan for very able research assistance and to Otto Eckstein for his

kind permission to use the Data Resources Incorporated Quarterly Model

in the simulation of the U.S. economy reported'below. We are grateful

to Steve Brooks, Cary Brown, Bruce Davie, Lawrence Dildine, Robert

Eisner, Jane Gravelle, Paul McDaniel, Richard Musgrave, Emil Sunley,

Stanley Surrey, Nick Tideman, Alvin Warren, Randall Weiss, and James

Wetzler for helpful discussions. However, any deficiences in this paper

are the responsibilities of the authors.

1. Current provisions for assessing tax liabilities on sales of

assets are discussed by Brannon and Sunley (1976). Our approach is

consistent with the principle of tax neutrality of exchanges of assets

proposed by Brannon and Sunley.

2. A history of capital recovery provisions under U.S. tax law,

an analysis of current tax provisions, and detailed references to the

literature are provided by Gravelle (1979).

3. The concept of economic depreciation is discussed in greater

detail by Jorgenson (1973).

4. The criterion that effective tax rates should be the same for

all assets is discussed in more detail by Auerbach (1980).

5. Our findings for individual assets are consistent with the find-

ings of Feldstein and Summers (1979) for the U.S. capital stock as a whole.
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6. The bias toward equipment is not due to the impact of infla-

tion under current capital recovery provisions; biases under current

tax law are discussed in more detail by Auerbach (1979).

7. For further discussion of the Conable-Jones bill and alterna-

tive systems for capital recovery, see Feldstein (1979).

8. Patterns of adoption of accelerated depreciation are analyzed

-by Wales (4966).

9. For a detailed description of the DRI model, see Eckstein and

Sinai (1980).

10. Rather than requiring a system of vintage accounts, as in the

ADR System, the declining balance method would require each taxpayer to

maintain a single account for each asset class. Capital recovery would

be a constant fraction of the undepreciated balance remaining from all

previous expenditures on assets in that class. If, in addition, some

kind of revaluation is required for financial reporting purposes, the

undepreciated balance in each account can be revalued at the end of

each accounting period, based on the change in the acquisition prices

of new assets during that period. These prices are reported annually

in the U.S. National Income and Product Accounts.

11. The impact of provisions for capital recovery on investment

expenditures is discussed by Hall and Jorgenson (1971) and Gordon and

Jorgenson (1976), The link between capital formation and productivity

is analyzed by Fraumeni and Jorgenson (1980).
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The CHAIRMAN. Next, we will have Mike Evans.
Mr. Evans, it is a pleasure to have you here today.

STATEMENT OF MICHAEL K. EVANS, EVANS ECONOMICS, INC.
Mr. EVANS. Thankyou very much, Mr. Chairman.
I appreciate the opportunity to appear before the Senate Finance

Committee today to discuss tax and fiscal policy for 1981.
Currently the U.S. economy is on the horns of a most unpleasant

dilemma. We are in the midst of a fairly serious recession, with the
unemployment rate heading toward 8.5 percent or higher, and yet
we seem to be stuck more or less permanently with double-digit
inflation. So, the question of how to proceed for a tax cut for next
year is more complicated than usual.

We cannot proceed with the previous method, business as usual,
of simply stimulating demand and spending our way out of a
recession. We have tried this several times in the past 15 years,
and the net result has always been that the rate of inflation has
been higher at the peak of the next business cycle than it has been
at the previous one.

It seems to me that in planning any tax cut, we must do away
with the short-term aspects of fiscal stimulus and plan what the
effect of the tax cut will be over the next business cycle. We can't
talk about the next 6 to 9 months. We have to talk about the next
3 to 5 years, because if we don't do that, we are just going to be
back in the soup where we were before with inflation rates higher,
as I say, at the peak of the next business cycle than they were even
in 1979.

Based on this, I would say that the most important issue was not
the exact timing of the tax cut, but rather the scope and direction
of tax reduction. I think it is much more important to stimulate
saving and investment than it is to raise consumption. I believe
that any tax cut which is passed should be aimed at solving the
long-run problems of productivity growth and inflation and not
aimed at-solving the short-run problems of spending our way out of
the current recession.

In addition, I think any tax cut which is passed should increase
the productive capacity of the U.S. economy, and should benefit
those people who are in a position to increase the productivity of
the economy. While it is true that lower income citizens are hard
hit by inflation, this inflation is the direct result of the massive
shift of resources from investment to consumption in a misguided
attempt to help these very people.

For that reason, I would oppose measures such as an income tax
credit to offset the higher social security taxes. Such a method
would put more money in the pockets of people, but it would do
nothing to help-productivity and incentives. As a result, the' effect
of such a tax cut would be only about half as much as the reduc-
tion in personal income tax rate. Such a move would be inflation-
ary, whereas under the proper circumstances, a cut in the personal
income tax rate would not be inflationary.

I certainly would have no objection to a business tax cut which
was passed this year and made retroactive, say, to the beginning of
this week. In fact, I have long argued that the economy needs such
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tax cuts. I believe we should have had such tax cuts last year, and
I certainly would be' in favor of them this year.

However, we should not be deluded about what these tax cuts
could accomplish in terms of influencing GNP this year and next
year. The effect of passing a tax cut now instead of in 6 months
would be less than a half a percent on real GNP next year, and
less than a 0.2 percent difference in the unemployment rate.

I am also somewhat concerned about the Christmas tree atmos-
phere which might prevail if a tax cut were to be passed in the
closing days before election, and think that perhaps more thought-
ful legislation might emerge if the bill were considered next season.

However, I will bow to the expertise of the chairman of this
committee, who has stated that he has had a great deal of experi-
ence in shepherding these tax cuts through, and I will take your
word for it, Mr. Chairman, that you will be able to manage these
things properly.

Before turning to the recommended tax package, I think it is
appropriate to point out that we are going to have a very large
budget deficit next year, regardless of exactly what is done. My
estimate for the budget deficit next year is approximately $60
billion. Even if we do not have any tax cut at all next year, the
budget deficit will be at least $45 billion, and this is based on a
forecast which shows a fairly vigorous upturn for next year.

If the economy were to stay depressed, if the unemployment rate
were to move to 9 percent and stay there, we might have a deficit
as large as $100 billion. That is not my standard forecast, but that
is the outer limit of what could reasonably be expected to happen.

I think we have to consider, then, what sort of tax cut to have
based on the economic scenario, a large deficit next year, continu-
ing high unemployment rate of more than 8 percent throughout
1981, but inflation which unfortunately remains in the double digit
range.

Now, some people are bothered by the budget deficit, and cer-
tainly I would not say as an out and out statement that I am in
favor of them, but I think we should point out that all budget
deficits are not created equal, that a budget deficit could be infla-
tionary, and perhaps in other circumstances could not be.

If we had a $40 billion tax cut which stimulated savings and
investment, in my opinion that would not be inflationary. On the
other hand, a $40 billion tax cut which consisted of a rebate, or a
tax credit, or something of that sort would clearly be inflationary.

Now, because the economy is currently in a recession, a variety
of tax cuts could be passed now or early next year without having
an immediate affect on inflation. In fact, I think the rate of infla-
tion in 1981 and 1982 will be in the 10 to 12 percent range,
regardless of the exact fiscal policy which occurs.

However, starting in 1983, as the economy approaches full em-
ployment and full capacity, the tax packages which are passed
right now will make a tremendous amount of difference. If we have
business as usual, more tax cuts for the consumers, the rate of
inflation will start to accelerate again in 1983, whereas if we pass a
tax package right now for business savings, for personal savings,
and for higher investment, the rate of inflation should begin to
decline as we go into 1982 and 1983.
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In fact, I have estimated that under a correctly structured tax
package which stimulates savings and investment, we could reduce
the inflation rate to 6 percent by 1985.

Now, unfortunately, this lesson about timing has only recently
been learned by the Carter administration, whose economists
thought it proper in early 1977 to disregard the possibility of
increased inflation and concentrate solely on solving the problems
of unemployment.

While they were successful in that endeavor, we are now saddled
with double-digit inflation, and while the Carter administration
perhaps cannot be blamed for the second energy crisis, I estimate
that their policies have added 2 to 3 percent to the present rate of
inflation.

Now, certainly we are going to have a tax increase next year if
we do nothing. Everybody knows this. Other noted economists have
testified to this effect. So, we should have some offset, but it seems
to me the greatest need at present is for supply side tax cuts which
stimulate productivity in investment rather than those tax cuts
which simply add to demand.

Now, a number of bills are possible. Everyone has their own pet
project, perhaps, but the suggestions I have for tax reduction are as
follows. I divide this into four parts. First of all, I would be in favor
of valuing depreciation allowances for new investment in replace-
ment rather than historical cost.

This would originally cost about $5 billion a year, and it would
increase as more new investment came on stream. Eventually, it
would cost about $30 billion a year for approximately the same
amount as the so-called 10-5-3 program would cost.-

Second, I would favor a reduction in the corporate income tax
rate from 46 to 40 percent, at an annual cost of about $11 billion
per year.

Third, I would like to restructure the capital gains tax laws, so
that anyone putting venture capital into a company and holding
the stock for 5 years or more would not have to pay any taxes at
all. This would redirect money into the venture capital market. It
would spur productivity in the very important area of research and
development and new companies, and would be equitable from the
point of view of the taxpayer as well.

Finally, the fourth idea which I suggest is an increase in the
exemption on interest and dividend income up to $1,500 per year as
a spur to personal saving. I think sometimes we look at business
saving, but we neglect personal saving, which in order of magni-
tude is roughly as large as business savings.

Now, I prefer replacement cost accounting over 10-5-3-for several
reasons. I am not opposed to 10-5-3. 1 think the most essential need
is to do something about more realistic depreciation allowances.
But I think the replacement cost accounting ties more directly to
what is actually going on in the economy.

The tax system should not distort investment decisions in either
direction. It should not diminish investment or it should not favor
one type of investment at the expense of another type of invest-
ment.Now, 10-5-3, while it is a good bill in many respects, has structures
reduced by two-thirds and equipment reduced by half or less in
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many cases. Furthermore, the way 10-5-3 is phased in, it has sort of
a negative incentive in that it is phased in over 5 years, so there is
a negative incentive for investing in 1981 because you may be able
to get a better rate in 1982, and this keeps going on until it is fully
phased in.

If we had replacement cost accounting, then we would not have
this negative incentive effect.

Now, I think the corporate income tax reduction is very impor-
tant as well. According to our calculations, a dollar's worth of
revenue in a corporate income tax cut results in more investment
than a dollar spent for an investment tax credit, and the reason for
that is that the investment tax credit has some restrictions. It
applies to equipment, and it does not apply to plant. It has certain
provisions in which not-all companies can take the credit.

A pure corporate income tax cut basically gives you more bang
for the buck than any other type of corporate tax cut, and I would
favor it for that reason.

The capital gains tax reduction, I think, has worked out very
well. I testified some time ago, 2 years ago, about the reduction in
the capital gains tax rate from 49.1 to 28 percent, and at least in
my opinion this has been instrumental in the rise in the stock
market which has occurred.

The stock market is up over 20 percent relative to what it was in
November 1978. Even though interest rates are much higher and
we are in the middle of a fairly serious recession, the stock market
has done very well. In fact, it has confounded many of the experts,
and I think one of the reasons for that is the capital gains tax
reduction.

I think that we should definitely have further reductions in this
area, and I have suggested also a restructuring along the lines of
helping venture capital.

Now, as far as the personal savings goes, I think I should point
out that the U.S. economy is the only industrialized economy in the
world that does not give the small saver a break. I have listed some
of the examples here, but in Britain ancT in Germany and Japan
and other countries, savers are encouraged.

The amount of interest and dividend income is exempted from
income tax up to an amount of $1,500 or $2,000 or even $3,000.
Savings itself is exempt from income tax if it is put into various
types of funds. As a result, the savings rate and the increase in
productivity in other countries of the world is much higher than
the United States.

In fact, if we line up the growth in productivity in the 12 major
industrialized nations, the United States, unfortunately, cones in
dead last, 12 out of 12, and part of the reason, I think, is that we
give insufficient incentives for savings.

Senator PACKWOOD. What is the figure again, 12 out of 12 of
what?

Mr. EvANs. The major industrialized countries of the world.
Senator PACKWOOD. Twelve out of twelve in what?
Mr. EVANS. I am sorry. In terms of two things. First of all, the

proportion of resources devoted to savings and investment, and
secondly, the growth in productivity. There is a strong correlation

-between these two. Japan is first in both, and so forth and so on.
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So I think we should help the small savers.
Another possibility, another way to do this would be t0 start the

tax table over from nonwage income. For example, suppose you
had income, $50,000 in wages and $10,000 in interest and dividend
income. Now, of course, you pay a marginal rate on that minus
$10,000, which is quite large, usually 50 percent or more. I would
suggest starting the tax table over, and having the marginal rate
apply to the $10,000 of non-wage income instead of $60,000.

In fact, if the Treasury were to reduce thc maximum tax rate
from 70 percent to 50 percent, our estimates show that the Treas-
ury would actually come up $3 billion ahead, could actually make
money on lowering the tax rate from 70 to 50 percent, because
people would switch out of tax-free securities and out of tax shel-
ters into regular types of income.

Now, I have not yet discussed the implications of a broad-based
personal income tax cut. I favor such a cut only if it is accompa-
nied by limits on government spending preferably those which
would allow no increase in real terms. These increases would not
be horrendous. For example, the 10-percent reduction in personal
income tax is for each of 3 years, would raise the rate of inflation
by about 2 percent after 5 years.

However, if these tax cuts were accompanied by offsetting reduc-
tions in Government spending, the rate of inflation would be about
2 percent lower after 5 year-

Now, this certainly does aot mean that we should not have
reduction in personal income taxes. It simply means we can't do
everything at once. May I refer back to the experience of the mid-
sixties? We had the Kennedy-Johnson tax cuts, which basically
were well structured, which encouraged growth, which were not
inflationary, but that was evidently not enough for President John-
son.

We had the Great Society expenditures, and we had the Vietnam
War expenditures, and as a result we turned a stable, balanced
growth economy into one in which we had continuing spirals of
inflation and a decline in productivity. We never recovered from
that.

So, I really would caution this committee against trying to do too
much. I think we should have tax reductions, but I don't think we
should have too much tax reduction unless we are willing to cut
Government spending growth as well.

Now, if we are willing to forego further increases in Government
spending, the size of the tax cuts which could be enjoyed could be
substantial. In fact, I have estimated that if we could hold Govern-
ment spending equal to the rate of inflation, we could end up with
$54 billion per year in Goverment spending cuts. So, the -choice is
really between cutting taxes or cutting the level of Government
spending growth and combining these two in such a way as to not
overheat the economy.

Finally, I would say in conclusion that the balance between
Government spending and taxes turns out to be the most impor-
tant long-run issue surrounding tax reductions. Second in impor-
tance is the scope of the tax reduction, whether it stimulates
savings and investment or just raises consumption.
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Third is the absolute size of the tax cut, although this would be
more important if the economy were closer to full employment.

Finally, the precise timing of the tax cut I would put only in
fourth place, for that would have little effect on solving the prob-
lem of recession. This time, I think we need to aim our sites at
solving the long-run problems of productivity and inflation rather
than concentrating only on the short-term recession fight.

Thank you.
Senator BRADLEY. Thank you very much, Mr. Evans.
I think under the early bird rules, Senator Dole?
Senator Danforth.
Senator DANFORTH. Mr. Evans, you touched on this, but I would

like you to elaborate on it if you would. With respect to the
individual portion of the tax cut, what are your views as to the
form it should take? This morning, Mr. Greenspan endorsed the
indexing concept. He viewed Roth-Kemp as a surrogate form of
indexing.

Mr. Heller preferred a social security offset of some kind. His
first preference was to fund Medicare out of general revenues. His
second choice was a credit for the portion of social security taxes
paid.

Others have suggested, and I take it this is what you are suggest-
ing, some sort of saving specific tax reduction, whether it is further
capital gains reduction or an exclusion for dividends and interest. I
guess that pretty well covers it, unless there are some others that
you can think of. But I would just like for you to comment on the
variety of approaches and which you think would be better, given x
number of dollars which would be for individuals. Which form
would you prefer? -

Mr. EVANS. First of all, let me take them in roughly the order
that you have introduced them. I think that the idea of a tax credit
to offset the incr964se in social security is not a good idea. I don't
think that we really get very much from that. It puts a little bit
more money into people's pockets, but it has none of the incentive
and productivity effects that I personally feel are important, so
that is really the last choice for me.

The Kemp-Roth plan, whether it is 10 percent a year for 1 year
or 10 percent a year for 3 years, makes for some difference because
of the size involved. But I have always felt that that was a good
idea, but it should be coupled to limits of growth in Government
spending.

We have had a steady increase in the percentage of resources
devoted to Federal Government spending. The Administration
economist-

Senator DANFORTH. Well, if you would, just on the question of,
given x number of dollars which one way or another is going to be
the individual portion-

Mr. EVANS. No strings attached, period, right?
Senator DANFORTH. Assume there is a fund of $15 billion per

year in the first year for a tax cut directed at individuals. How
would you use that? And how would you not use it?

Mr. EVANS. How would I not use it? OK. I have already indicated
how I would not use it. My first choice really would be to have
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benefit for the savers, an increase in the exemption of $1,500 per
individual to exempt savings and interest income from taxes.

Now, that would cost, according to my estimates, approximately
$8 billion a year. That is not far off from the Treasury Department
estimates, although it might be a little different, but that would
cost about $8 billion a year.

You mentioned a figure, $15 billion. I would use the other $7
billion as the beginning of an across the board personal income tax
rate cut.

Senator DANFORTH. I don't understand why the social security
credit would be inflationary. I mean, one of the arguments in favor
of it is that payroll tax is by definition inflationary. I don't know
whether a reduction in payroll takes is a good idea or a bad idea. It
does seems to me that -we are going to face the idea of social
security financing and what to do about it. We are facing a very
large increase in social security taxes next year. We are also faced
with the fact that what we did in 1977, despite representations at
that time, is not adequate due to the fact that we don't have 4
percent inflation, we've got much more than that, and a much
greater payout.

So, I think we are going to be looking at social security in any
event.

It may be that if we do something in social security, Professor
Heller is correct, that it should be the revenue financing of medi-
care. I don't know, but I must say I don't understand your theory
of why that would be less inflationary or more inflationary than a
rate cut.

Mr. EVANS. Well, I think we are going to have to do something
about social security. Clearly, the benefits are outrunning the
amount of money that is coming into the fund through contribu-
tions, but there are a number of ways to handle that. I have
testified before that one way to handle the situation is to raise the
retirement age. That is not very politically popular, but that is
personally how I would handle it. That would solve the problem.

But let me get back to your major question. I think we should
draw some distinction, it seems to me, between the taxes that are
paid by employees and taxes that are paid by employers. If you
reduce the amount of taxes paid by employers, you lower unit labor
cost, and to the extent that you do that, you lower prices. I
wouldn't disagree with that.

If you lower the social security tax paid by employees, then you
could make ap argument that because wage earners have essential-
ly received a raise, and that they are paying less taxes, that they
might be willing to bargain for lower wages in the future. Now,
that is not too bad an argument. It is not a bad argument, but you
make the same argument for a personal income tax rate reduction.

Now, usually when people refer to the antiinflationary facts of
reducing social security tax, it seems to me they are talking about
reducing the tax rate to employers, and I feel if you want to reduce
the tax rate that is paid by businesses, let's do it through a corpo-
rate tax rate cut. It will take a little bit longer, but at least in my
opinion the ultimate effects would be a little more favorable.

Senator BRADLEY. Senator Packwood.

65-969 0 - 80 pt.2 - 8
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Senator PACKWOOD. On page 11 of your statement, you say that
as far as a broad-based personal income tax cut is concerned, it
would be plain inflationary if it is not accompanied by offsetting
tax reductions, and you would favor it only if there were the
offsetting spending reductions.

Mr. EVANS. Yes, that is right.
Senator PACKWOOD. Then you do not support the straight across-

the-boar& Roth-Kemp proposal, just the tax cut.
Mr. EVANS. Not unless it is tied to Government spending limits.
Senator PACKWOOD. Well, it isn't tied to spending limits. Roth-

Kemp is just a 10 percent, cut over 3 years. We did tie it a bit to
some depreciation that we had 2 or 3 weeks ago, although it was
really very highly structured toward the individual, do you think
that is the wrong direction to go?

Mr. EVANS. It is not totally the wrong direction, but I don't think
we can do everything at once.

Senator PACKWOOD. I o, I understand, but I see your priorities.
You would prefer the business tax cuts first. If all we are going to
have is roughly a $20 billion to $25 billion tax cut, which in 1981
and 1982, $20 billion to $22 billion of it is going to be individual
across-the-board tax cuts, you don't regard it as very productive.

Mr. EVANS. No; I would favor the business tax cuts.
Senator PACKWOOD. I understand that, and it is going to widen

the deficit $20 billion to $25 billion, and will raise our rate of
inflation about 2 percent.

Mr. EVANS. If we have a personal income tax with no offsetting.
Senator PACKWOOD. We have no spending reductions. We haven t

gotten to that yet. OK, let me ask you one other question. _
On page 6, talking about deficits, you say, it is the size of the

public sector rather than the 3ize of the deficit itself which more
closely relates to inflation. I have never understood how these
Western European countries can tax 41, 42, 43 percent of the gross
national product, end np with higher productivity, and lower rates
of inflation. Germany is paying higher wages that we are paying.
How do they do it?

Mr. EVA*NS. Basically, they do it through tax incentives for sav-
ings and investment. The same plant that we write off here in 30
years, they write that off in Germany in 3 years in many cases.

Senator PACKWoon. According to the Organization of Economic
Cooperation and Development, OECD, Germany's rate of taxation
is 41 percent of the gross national product on expenditures, 43.5
percent if you count it on revenues. That means they have got to
have a huge tax load on the middle and lower income classes,
possibly through the value added tax or some other kind of con-
sumption taxes. Not only is the total rate of taxation higher, if
they were exempting savings and faster depreciation or encourag-
ing capital formation, the tax burden has to fall on the lower
income classes. Is that correct?

Mr. EVANS. They have a higher tax burden than we do, and the
value added tax is the answer. That is right.

Senator PACKWOOD. Should the United States be moving in the
direction of increasing its taxes on lower income, decreasing them
at the higher end, on business and capital formation or on any-
thing that would relate to capital accumulation?
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Mr. EVANS. Well, I haven't really spoken in favor of a tax in-
crease. Most people under $10,000 a year, they only tax they pay is
social security tax. I am not suggesting that we go and impose an
income tax on these people, but I certainly am suggesting that we
lower the burden of taxation on the upper income people. That is
right. And then you ask, well, how do we do? There is no free
lunch, and all that stuff. I say, well, you reduce the rate of growth
in Government spending. I mean, that is the way I am looking at
it.

Senator PACKWOOD. I understand. I am all with you on the
reduction of Government spending. None of the proposed tax bills
are doing that. They are all just cutting the taxes, and nobody is
cutting the spending. I want to be very careful, now, how I quote
what you are saying. Where the principal tax cuts ought to come in
your mind are on those areas that relate to capital formation and
investment and depreciation.

Mr. EVANS. And savings.
Senator PACKWOOD. And savings, and that is almost the opposite

of what the Roth-Kemp approach is. It is just an across-the-board
tax cut of which roughly 80 percent goes to people making $20,000
or less. I have to conclude that that is not the philosophy you are
advocating.

Mr. EVANS. I think it is more complicated than that. I would like
to see the whole package taken together as one package. I look on
taxes and spending as both blades of the scissors, and I don't think
you can cut with one blade of the scissors. And I think we net d to
see a coordinated tax package. I am not trying to avoid the answer,
but I am trying to say that I would like to see these both work
together.

Senator PACKWOOD. If you were a Member of the Senate and you
were presented with a Roth-Kemp bill for a 10-percent tax cut per
year, and there was nothing else but that bill, which way would
you vote?

Mr. EVANS. That is the only choice I have?
Senator PACKWOOD. That is right, a 10-percent- across the board

cut.
Mr. EVANS. I may be out of town. It would be a difficult decision.

I would vote in favor of it, as a matter of fact, but I would try to
work on the other areas as well.

Senator PACKWOOD. You can't pass.
Mr. EVANS. You can't pass.
Senator PACKWOOD. No; you can't claim a conflict of interest.

When the vote comes in, you must be on the floor. Then you must
decide.

I have no other questions.
The CHAIRMAN. senator Bradley.
Senator BRADLEY. Mr. Evans, you come out very strongly for

increasing savings as the route to increasing productivity in the
country. And you have suggested the vehicle of excluding $1,500 in
interest, is that it, and dividends?

lMr. EVANS. Yes. That is correct.
Senator BRADLEY. What other components of savings in the econ-

omy, in other words, what percent is depreciation, what percent
retained earnings, and what percent is savings accounts in banks?
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Mr. EVANS. Well, from 1979, last year, we had figures. Personal
savings was approximately $80 billion. Corporate depreciation was
approximately $150 billion. Noncorporate depreciation, which is
basically on houses, was about $100 billion, and corporate retained
earnings was about $75 billion. These are rough orders of magni-
tude.

Senator BRADLEY. You say 80. Could you go over the figures
again?

Mr. EVANS. Yes. These, of course, are rough, but about $80
billion is for personal savings. About $150 billion for corporate
depreciation. About $100 billion for noncorporate depreciation, and
about $75 billion for retained earnings.

Senator BRADLEY. So that out of this whole figure of roughly $300
billion, less than one-third of it is personal savings.

Mr. EVANS. Not exactly, because a lot of noncorporate depreci-
ation reflects residential construction, and not savings by individ-
uals who own their own homes.

Senator BRADLEY. What I am getting at is, do you think that
increasing the exemption for interest to $1,500 for several things
which you want to accomplish, which facilitates savings and invest-
ment and increased producitivity, versus reducing the corporate
income tax rate much deeper than you have suggested.

Mr. EVANS. Well, the bill that I suggested, the package that I put
together costs roughly something like $30 billion the first year, and
I have allocated roughly about $8 billion, about a quarter of it
directly on personal savings. So, I think that is in line with the
relationship of personal savings to the aggregate savings. I think
we really ought to concentrate on business savings, but not neglect
personal savings. That is really what I was trying to say. I think
that is also important, source of savings. We shouldn't omit it.

Senator BRADLEY. What would be the effect on the economy of
your model, if we eliminated thecorporate income tax and assessed
individual owners their proportionate share of the earnings of the
corporation on their personal income tax?

Mr. EVANS. Basically, the integration of the tax system.
Senator BRADLEY. That is it. What would be the effect on the

economy in the way of increased investment and growth and pro-
ductivity?

Mr. EVANS. It would probably raise productivity about 1 percent
a year. Again, this is a rough estimate, and that, at least, as far as
my calculations--

Senator BRADLEY. That is in the first year?
Mr. EVANS. No; this takes a while. This takes a while. This is

what I would call deferred time. It is about 3 to 5 years out. That
would release the rate of inflation by about 2 percent a year. The
first year, you get very little effect simply because business deci-
sions to invest are not made overnight. They take a while.

Senator BRADLEY. So, if you abolish the corporate income tax
rate, we would-get integrated the earnings into the personal. We
would get only a 1-percent improvement in productivity and a
2-percent improvement in inflation after 3 to 5 years.

Mr. EVANS. I wouldn't say only before that. Productivity growth
has jumped from about 3 percent down to about zero. I think if we
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could capture 1 percent, that would be fair, Congressman, but yes,
those are the numbers I quote.

Senator BRADLEY. What do you assess as to what you suggested
here in reduction of corporate income tax from 46 to 40 on both
those things, productivity and inflation? It seems to me the as-
sumption--

Mr. EVANS. That is a much smaller number. That would have an
effect-well, let me see, approximately, raising the productivity
rate less than half a percent a year, maybe a quarter of a percent,
the corporate tax cut from 46 to 40 is a vey worthwhile item, but
it is only $10 billion or $11 billion a year. I mean, you can't expect
miracles for $10 billion or $11 billion a year.

Senator BRADLEY. Well, now, wait a minute. If you took the rate
from 46 to 40, you get a half a percent.

Mr. EVANS. No; less than that.
Senator BRADLEY. A quarter of a percent.
Mr. EVANS. Yes.
Senator BRADLEY. You've still got 40 percent more that you can

reduce. You are saying in that event you are only going to get an
extra percent and a half.

Mr. EVANS. You said, cut the corporate tax rate to zero but
integrate.

Senator BRADLEY. Right.
Mr. EVANS. So yOU would have a smaller corporate where you

would have zero corporate taxes but you would have higher person-
al taxes. Integration is really corporate taxes. The corporate taxes
right now, Federal corporate taxes run about $85 billion a year if
you cut the rate to zero, but integrate them, you don't get rid of all
that $85 billion. You get rid of-I don't know the exact figure, but
something like half of them, something like that.

The CHAIRMAN. Might I suggest that we suspend this hearing for
a moment to consider an urgent matter?

[Whereupon, at 2:48 p.m., the committee went into executive
session. The committee returned to the public hearing at 2:53 p.m.]

The CHAIRMAN. Are there any more questions?
Senator BRADLEY. Could I just ask if Mr. Evans could provide for

the record the model that shows the effect on the economy of the
reduction of 46 to 40, and then the abolition of the corporate
income tax with the integration to personal form?

Mr. EVANS. Yes; I would be glad to.
The CHAIRMAN. All right, sir. Thank you very much.
[The prepared statement of Mr. Evans follows:]
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Tte U.S. economy is currently on the horns of a sost unpleasant dilema.

We are in the midst of a fairly serious recession, and the unemployment rate

is likely to rise to 8 1 or higher by yearend. On the other hand, inflation

remains stubbornly in the double-digit range, and is unlikely to dip below

10% this year or next.

Against this backdrop, the question of bow to proceed with tax reduction

is more complicated than usual. Traditional methods which stimulate demand

are likely to lead to even higher rates of inflation two years hence. On

the other hand, supply-side tax cuts which work through diminishing costs

by raising productivity and Incentives have relatively small effects for the

first year or two.

It is my position that w must eschew the traditional short-term bias

of fiscal policy, and consider the effect of any tax cut over the entire busi-

ness cycle. Any reduction which accelerates growth next year but results in

higher inflation in future years is not worth it.

Indeed, the most important issue is not the exact timing of the tax cut,

but the scope and direction of tax reduction. Currently it is more important

to stimulate saving and investment than it is to raise consumption. The tax

cut should be aimed at solving the long-run problems of productivity and in-

flation, not at solving the short-run problems of the current recession.
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In addition, the tax cut should benefit those who are in a position to

increase the productive capacity of the U.S. economy. While it is true that

lower-income citizens have been hard hit by inflation, this inflation is a

direct result of the massive shift of resources from investment to consump-

tion in a misguided attempt to help these very people.

For that reason I would oppose measures such as an income tax credit to

offset the higher social security taxes going into effect next year. Such a

tax cut would put more money in the pockets of consumers, but it would do

nothing to stimulate incentives, saving, or investment. As a result, the

efficacy of such a tax cut on output and employment would be only about half-

as large as a reduction in the personal income tax rate. Furthermore, since

it would not increase productivity, such a tax cut would be more inflationary

than would a rate reduction.

I certainly would have no objection to a business tax cut passed this

year and retroactive to, say, July 21st. I have long argued that the economy

needs such tax cuts, and in fact believe that tax reduction of this sort

should have taken place last year. However, we should not be deluded about

the differential effect which such a tax cut will have if it is passed now

rather than early next year. The effect of a six months' difference in tim-

ing would be less than 0.5Z on real GNP next year, and less then a 0.2% dif-

ferential in the unemployment rate.

I m somewhat concerned about the "Christmas tree" atmosphere which

might prevail if a tax cut were to be passed in the closing days before elec-

tion, and believe that more thoughtful legislation might emerge if the bill

were considered early in the next session. However, I will bow to the ex-

pertise of the Chairman of this Comittee when he states that he has had a

great deal of experience in shepherding through tax legislation.
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Before turning to our recommended tax package, I think it is appro-

priate to point out that the Federal budget deficit for FY 1981 will be

quite large whether or not we have a tax cut next year. I estimate that the

FY 1981 deficit will be $60 billion, as shown in Table 1. This assumes a

$30 billion tax cut passed early in 1981. However, even if no tax cut were

to be passed, the deficit wuld still be $45 billion. The revenue saved from

not having any tax cut-would be about $20 billion on a fiscal year basis.

However, we must subtract some $5 billion from that figure because the economy

would grow more slowly and hence less revenue would be collected from lower

incomes.



TABLE I

Variable Name 1979.4 1980.1 1980.2 1980.3 1980.4 1981.1 1981.2 1981.3 1981.4
CY FY

1980 1981 1980 1981

Fed. IGovt. Expenditures
Personal Income Taxes
Corporate Profits Taxes
Indirect Business Taxes
Contribu. fori Soc. Ins.

Fed. Govt. Expenditures

Purchases of Goods & Svcs.
National Defense
Nondefense

Transfer Payments

Grants- in-Aid

Net Interest Paid

Subsidies--Current
t

524.7 538.4 534.4 541.8 562.3 578.3 604.9 630.8
248.5
81.4
30.7

164.1

540.4

178.4
114.6
63.8

222.7

87.3

46.2

Surplus 8.8

246.1 249.2 257.6 268.2
86.8 70.5 66.1 68.3
33.8 43.0 43.7 49.6

171.7 171.7 174.5 176.1

564.1 579.0 607.6 627.7

186.2 192.5 196.9 207.1
119.6 123.6 128.4 136.1
66.6 68.9 68.5 71.0

225.2 236.1 258.2 266.4

86.0 86. 4  
Z5.8 87.8

50.2 54.5 54.9 55.4

8.9 9.4 10.8 11.0

Surplusor Deficit (-) -15.7 -22.9 -44.6 -65.8 -65.4 -64.4 -54.5 -56.1 -45.1 -48.8 -55.0 -37.2 -60.1

255.7
75.4
53.5

193.7

642.7

213.6
142.0
71.6

272.3

89.0

56.6

11.2

266.7
83.9
57.5

196.8

659.4

220.2
148.0

?2.2

279.2

90.2

58.4

11.4

277.5
90.8
61.5

201.0

686.9

227.0
153.2

73.8

297.3

91.4

59.6

11.6

660.8
289.9
100.4
65.5

205.1

705.9

238.3
161.6

76.7

302.2

92.6

61.0

11.8

544.1
255.3

72.8
42.5

173.5

592.9

195.5
126.9
68.5

246.8

86.7

53.7

10.3

618.8
272.5

87.6
59.5

199.2

673.7

224.8
150.9

73.8

287.8

90.8

58.9

11.5

534.8
250.3

76.2
37.8

170.5

572.7

188.5
121.5

67.0

235.6

86.6

51.5

9.5

594.1
267.0

79.6
55.5

191.9

654.2

217.0
144.8
72.2

278.8

89.6

57.5

11.3
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The principal assumptions underlying this table, in addition to the

.economic assumptions, are as follows:

1. The windfall profits tax will remain intact, but the gasoline import

taxes will never see the light of day.

2. The withholding tax for interest and dividend income will not be

passed.

3. The $16 billion package of spending cuts proposed by President Carter

will not be enacted, nor will any other similar package.

4. Supplemental unemployment benefits will not be increased, unlike the

situation in 1975.

5. Congress will pass a tax cut of $30 billion effective January let,

which will consist of approximately a $20 billion reduction in personal income

taxes and a $10 billion reduction in corporate income taxes through shorter

depreciation lives. This tax cut probably will not be passed until early 1981,

but will be made retroactive to the beginning of the year.

Under the assumptions, the Federal budget deficit on an NIPA basis will

rise from $37 billion in FY 1980 to $60 billion in FY 1981. This sharp in-

crease in the deficit will be due primarily to the recession and the 141 in-

crease in Federal government expenditures, much of which is brought about by

the higher transfer payments associated with the slowdown. While defense spend-

ing is expected to rise some 19%, this still accounts for only $23 billion of

the total increase of $82 billion which we project for Federal spending next

year.
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Because of the high rate of unemployment, a $60 billion deficit will

not be particularly stimulative. If we use the rule of thumb that each 1Z

increase in the unemployment rate raises the budget deficit by $25 billion,

then we would find that the budget is in balance at a 6% unemployment rate,

which is close to full employment for current demographic conditions.

However, all budget deficits are not created equal. We find little cor-

relation between the size of the budget deficit and the rate of inflation.

Indeed, it is the size of the public sector, rather than the size of the

deficit itself, which is more closely related to inflation. Given the choice

between an $800 billion budget which was in balance add a $400 billion budget

with a $50 billion deficit, we would have little hesitation in proclaiming

that the $800 billion budget was the more inflationary of the two.

To put the matter another way, a $40 billion tax cut which consisted of

a rebate, an earned income credit, or an offset against higher social security

taxes would clearly be inflationary. Yet a $40 billion tax cut which stimula-

ted personal and corporate saving while reducing consumption would actually -

reduce the rate of inflation.

Because the economy is currently in a recession, a vaisty of tax cuts

could be passed without having a material effect on inflation in the next two

years. The differences begin to occur in 1983 and later years, when the econ-

omy once again approaches the region of full employment and full capacity.

The course of the economy chosen now will influence what kind of inflation we

can expect in 1983 and 1984.

This lesson has only recently -- and sadly - been learned by the Carter

Administration, whose economists thought it proper in early 1977 to disregard

the possibility of increase4 inflation and concentrate solely on solving the

problem of unemployment. While they were successful in their endeavor, we
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are still suffering the burden of increased inflation today. While the

Carter Administration cannot be blamed for the second energy crisis, we es-

timate that their profligate fiscal policies have added from 2% to 3Z to

the prevent rate of inflation.

The tax increase in 1981 due to 'the imposition of the windfall profits -

tax, the boost in social security contributions, and the '"bracket creep"

effects of higher inflation amount to approximately $50 billion; it surely

is not unreasonable to expect soue offset to these increases. However, the

greatest need at present is for supply-side tax cuts which stimulete produc-

tivity and investment, rather than those tax cuts which add only to demand.

A number of bills are possible to reduce the burden on savers and stimulate

Investment and productivity growth. The tax package which I suggest is cam- -

posed of the following elements:

1. Valuation of depreciation allowances for new investment, in replace-

ment rather than historical costs. Original cost $5 billion per year, in-

creasing to about $30 billion per year when all investment would be covered.

2. Reduction in the corporate income tax rate from 46Z to 401, at an

annual cost of about $11 billion per year.

3. Restructure the capital gains tax laws so that anyone putting ven-

ture capital into a company and holding the stock for five years or more

would not pay taxes. This restructuring would also include indexation of

capital gains so that holders would not be taxed on increases due to infla-

tion. The cost of this program is difficult to measure, but is under $3 billion

per year.

I4.increase in the extw ption on interest and dividend income to $1,500

per person, at a cost of about $8 billion per year.

I prefer replacement cost accounting over 10-5-3 for the following

reasons. First, the current version of 10-5-3 contains a negative incentive
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to Investment for the first four years because of the phase-in clause.

Since the rate of return on investment will be better in 1982 than in 1981,

some businesses may choose to postpone investment for an additional year in

order to obtain more favorable treatment. The same argument applies for

1983 and 1984. Replacement cost accounting for new investment would also

generate a revenue loss which would grow slowly over time, but it does not

have this objectionable feature of negative incentives.

Second, 10-5-3 introduces some distortion into the tax laws by giving

a larger tax break to structures than to equipment. In my opinion, the tax

effects of depreciation ought to be as neutral as possible; we ought not to

introduce diversions from optimal capital accumulation through quirks in the

tax law. Replacement cost accounting would reduce these distortions to a

minimum.

The cost of replacement cost accounting would be approximately the same

as 10-5-3 when fully phased in, or about $30 billion in 1980 dollars after

taking account reflows - i.e., higher tax revenues because of increased

economic activity. I do not object to the cost of these programs and feel

they are necessary to accomplish the aims of higher productivity growth and

lover inflation. However, I do think chat replacement cost accounting has

some sivantages over other methods of raising depreciation allowances.

According to our calculations, a reduction in the corporate income tax

rate will generate a larger increase in investment per dollar of revenues

loss than will an investment tax credit. The corporate rate cut is a "pure"

reduction which does not have the restrictions of the investment tax credit,

such as the fact that it can apply only to equipment. One of our most press-

ing needs currently is for a substantial increase in industrial construction;

the investment tax credit does very little to solve this problem. Hence I

would favor a reduction in the present corporate tax rate from 46% to 40%.
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One of the most important areas for tax reduction is further diminution

of the capital gains tax. The reduction of the maximum rate on capital

gains tax from 49. 1Z to 38% in November 1978 has had a salutory effect on

the stock market, with, stock prices up more than 202 since that time 'in spite

of sharply higher interest rates and a fairly severe recession. Indeed, if

it were not for the recession, the increase in stock prices would have been

responsible for a substantial increase in capital spending this year. A

Conference Board survey taken early in 1980 shoved that investment appropri-

ations for large corporations were expected to rise 302, a record increase.

Furthermore, the BEA survey of investment anticipations indicated a 152

rise in capital spending this year, and the first quarter actual figures

were even higher than the anticipated numbers.

In addition, the venture capital markets have been revitalized because

of the reduction in capital gains taxes. While they still have quit a way

to go before reaching the $3 billion figure of 1968, the amount of venture

capital in 1979 was almost double the figure in 1978.

For these reasons, I favor further reduction in capital gains taxes.

However, instead of a further increase in the exemption from 60% to 702

and hence a drop in the effective top rate from 282 to 212, 1 would propose

an alternative. All investors who provide venture capital to a corporation

and hold the stock for five years or more would not have to pay any taxes on

the capital gains. This restructuring would attract further funds to venture

capital operations and would help to spur productivity on a long-term basis.

Most of the tax cuts which have been suggested in recent weeks have

focused on the investment side of the equation. However, I think it is im-

portant that we also take steps to stimulate the supply of personal saving.

This could be done in several ways. The method I have proposed would in-

crease the exemption on interest and dividend income to $1500 per person.
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This would not be a radical step, but would simply be in line with the

methods used by virtually every other industrlized country in the world.

In Britain, for example, individuals may buy National Savings Certi-

ficates In amounts up to 6l,O00 with interest income completely free from

income tax.. Other plans, including British Savings Bonds, the various Save

As You Earn schemes, and National Savings Bank accounts all pay interest

which is partially or totally free from income tax.

Germany does not offer quite as wide e scheme of tax-free saving incen-

tives, but the overall effect is much the same. Deposits at savings and loan

associations and insurance companies are deductible up to a maximum which

varies based on the size of the family, veteran status, and several other

factors.

Japan treats interest income even more favorably. In fact, any person

receiving either interest or dividend income can choose to have all of this

income taxed at the flat rate of 35%, compared to a maxisas income tax bracket

of 752. Compare this to the U.S. tax tables, where interest and dividend in-

come are taxed at a maximum rate of 70Z instead of the 501 cap on earned

income.

Small savers in Japan receive even further incentives to save. Interest

income from a savings deposit of up to V3 million (about $15.000) is totally

exempt. Furthermore, life assurances premiums are totally deductible from

income tax up to an amount of V25,000 per year, and partially deductible up

to UI00,000 per year. Virt Iy uu cptta gains are taxed unless (a) the

taxpayer has regularly engaged in security dealings during the year, (b) the

gains are from the sale of shares accumulated with the object of manipulating

their market price, or (c) the sales are a substantial part of a corporation.

Another possibility would be to "start the tax table" over for nonwage

income. For example, if a taxpayer had wage and salary income of $50,000
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and interest and dividend income of $10,000, he would pay the marginal rate

appropriate to $10,000 rather than $60,000 on his nonwage income. Further-

more, the maximum tax rate on wage and ncnwage Income alike would be set at

50Z.

The present maximum rate of 70Z actually costs the Treasury money. We

estimate that a reduction in the top margin&l tax rate from 70% to 501 would

actually result in a $3 billion Increase in Treasury revenues per year. The

reason for the gain is that many investors would switch their assets from

tax-free or tax-sheltered sources into bonds or equities.

According to our estimates, such a program could reduce the rate of

inflation to 61 per year by 1985, providing it was not offset by inflationary

increases in government spending.

I have not yet discussed the Implications of a broad-based personal in-

come tax cut. I favor such a cut only if it is accompanied by limits on

government spending, preferably one which allows no Imcrease in real terms.

Such a tax cut would be moderately inflationary if it were not accompanied

by offsetting reductions in government spending from the 141 increase cur-

rently expected for FY 1981. The increases would not be horrendous; for

example, a 101 reduction in personal income taxes for each of three years

would raise the rate of inflation by about 21 after five ,rears. If these tax

cuts were accompanied by offsetting reductions in governmnt spending of the

some amount, the rate of inflation would be about 2Z lower after five years.

This certainly does not mean that we should not have a reduction in per-

sonal income taxes, only that we cannot do everything at onco. We should

have learned this lesson from the experience of the mid-1960's. The Kennedy-

Johnson tax cuts were weil structured and raised productivity and real growth

without being inflationary. However, that was evidently not enough for

President Johnson; we also had a huge increase in expenditures 1"-r the Great
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Society and the Vietnam War. As a result, a period of stable prices turned

into one with sharply higher Inflation and the beginning of the long-rum

decline in productivity.

Finally, in focusing on the optimal type of tax policy, we should not

neglect the fact that the difference between tax cuts augnenting or

diminishing inflation hinges critically on what happens to government

spending, which has been pushed to the background during these recent

hearings.

If we are willing to forego further increases in government spending

in real terms, the size of tax cuts which can be enjoyed without worsening

the net balancing position of the Federal budget are sizeable. Assume an

equilibrium growth in the economy of -2, with 9% annual inflation. Since

the elasticity of the Federal income tax system is about 1.5, a 12% in-

crease in nominal GNP would raise tax receipts by about 18%. Thus if taxes

were to grow 18Z per year in the absence of any reductions, and government

spending were to increase only 9% per year, this would allow tax reductions

of 9% of total receipts, or about $54 billion per year at 1980 levels of

the economy. Even if government spending were to grow at 121 per year,

thereby keeping the ratio of government spending to CNP constant, that

would permit tax cuts of $36 billion per year.

These figures sound almost too seductively delicious to be true, and

yet the nirvana of tax cuts and balanced budgets always seems to recede

into the distance. Part of the problem is that a nasty recession always

seems to keep popping into place just as we are about to balance the budget

"next" year. But another part of the problem is the unwillingness or

inability of the President and Congress to keep that ratio of Federal

spending to GZTP in line. Look what has happened under Carter, the self-

professed Eiscal conservative:

65-969 0 - 80 pt.2 - 9
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TABLE 2

Year Govt. Spending GNIP Percentage

1972 245 1171 20.9
1973 265 1306 20.3
1974 299 1413 21.2

1975 357 1529 23.3
1976 385 1702 22.6

1977 422 1900 22.2
1978 460 2128 21.6
1979 509 2369 21.5
1980 593 2551 23.2
1981 E 671 2846 23.6

Thus in the final analysis, the propriety of a tax cut hinges on whether

government spending can be brought under control; at a minimum growing no

faster than GNP, but preferably holding the line at no growth at all in

constant prices.

The balance between government spending and taxes turns out to be the

most important long-run issue surrounding tax reduction. Second in impor-

tance is the scope of the tax reduction -- whether it stimulates saving and

investment or just raises consumption. Third is the absolute nice of the

tax cut, although this would be more important were the economy closer to

full employment. The precise timing of the cut is found only in fourth

place for that will have little effect on solving the problems of reces-

sion. This time we need to aim our sights on the long-run problems of

double-digit inflation and declining productivity.
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The CHAIRMAN. Next we will hear from Dr. Charls Walker,
chairman of Charls E. Walker & Associates, and former Deputy
Secretary of the Treasury, among many other achievements.

Dr. Walker, we are very happy to have you here today, and we
will be pleased to hear-your profound views on this subject.

Senator DOLE. I thought we could ask Dr. Walker if in the course
of his discussion he could explain to us what Dr. Jorgensen was
talking about.

Mr. WALKER. No. [General laughter.]
I can explain to you what I felt was wrong with it.
Senator DOLE. I don't think I understood any of it.
Mr. WALKER. Well, I think I have a few comments on the idea.

STATEMENT OF CHARLS WALKER, FORMER.DEPUTY
SECRETARY OF THE TREASURY

Mr. WALKER. Mr. Chairman, I am Charls Walker, chairman of
Walker Associates, and I am also voluntary chairman of the
American Council for Capital Formation, but I am testifying today
at the invitation of the committee as an individual economist and
as a former Treasury official.

I will just summarize my statement and submit it for the record,
by saying, first of all, that I think the witnesses this morning quite
clearly covered excellently the first point. The question of whether
an early tax cut is or is not desirable is really the wrong question.

With the economy in the grip of what may be the worst recession
in a half century, with the administration estimating unemploy-
ment at 8.5 percent through next year, with the Congressional
Budget Office yesterday estimating 9 percent unemployment
through next year, the relevant question is whether taxes in fiscal
year 1981 should be allowed to rise by the whopping $86 billion
projected by the administration.

To even consider that, it seems to me sort of an amazing chapter
in the annals of modern fiscal policy. My friend, former Treasury
Secretary George P. Shultz, doesn't use words carelessly, as you
know, but when discussing this on "Meet the Press" a few Sundays
ago, he said that any such increase in taxes in the middle of a
recession is simply "an insane policy".

Second, I think Congress should enact major tax cut legislation
now, and except for Mr. Evans, the other witnesses made that
point very, very strongly. Otherwise, you are going to have consid-
erable uncertainty in the business and financial community. You
are going to have investment decisions postponed. We also need a
major restructuring of the Nation's tax system-which the thrust
of my testimony indicates we can do over the next 5 years-and
the time to start is now.

Certainly, a good time to start is in the middle of a recession, as
opposed to an overheated period a little later.

Moving specifically to the tax cut and the resolution or request
under which this committee is operating, you were asked to come
forth by September 3 with a responsible targeted anti-inflationary
tax cut proposal. I want to speak to those particular points.

As to the targets of the legislation, I think we should realize that
our tax system is 50 years out of date. It is outmoded. It simply
does not suit the needs of this country in the 1980's and beyond
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It was born in the Great Depression, and as a result has some
very glaring weaknesses growing out of the social and economic
views of that period. Or the social side, the popular idea was to
redistribute income, frum rich to poor, or, in the vernacular, to
soak the rich.

As to economic theories of the 1930's, the concern was not with
which, when further shaped in World War II and beyond, brought
the marginal rates to a very high level.

Also to economic theories of the 1930's, the concern was not with
savings and investment. Economists said we saved too much. As to
investment-that flowed from demand, as Mr. Keyserling main-
tained this morning. It is said that what ve needed to do was
consume, to spend more and save less so we created an income tax
system which is biased against savings and investment.

Now, the American people know that this system is not working
right. On the one hand, interacting with double-digit inflation, the
progressive income tax system has created a crushing and highly
unfair tax burden on the middle class. Those rich people that they
wanted to soak in the 1930's making $25,000 or $30,000 a year are
now not rich people at all. As it is now defined, the middle class in
this country has a family income of $20,000 to $50,000 or $60,000 a
year.

With high marginal rates and double-digit inflation, we have the
phenomenon of bracket creep, which pushes these people into ever
higher tax brackets. Taking the 178 figures, and I have no reoon
to believe it is much different today, if you array the taxpayers in
this country by adjusted gross income from top to bottom, the top
half are paying over 90 percent of all Federal individual income
taxes.

It is no real mystery why we have tax revolts, no real mystery
why we have a growing underground economy, and no real mys-
tery why more middle income people are entering into the under-
ground economy.

We see evidences of the underground economy all around us. If
we don't do something about it, it continues to get worse. It could
have far-reaching social and political and economic effects, because
of the impact on the middle class, our most productive and politi-
cally stable group.

So, the first target, it seems to me, must be to start reducing this
rapidly growing tax burden on the middle class. In fact, there is
not much you can do in the short run to reduce it, but at least you
can have, as Dr. Heller said today, some degree of tax abatement.

The second target is on the savings-investment-capital formation
side. If you look at the individual side of the picture, we tax
savings in this country as if it were a sin, not part of the Puritan
Ethic. If you and I make the same income, and you save a great
portion of yours, but I blow mine on wine, women, and song, you
don't get much of any special benefits in the income tax law.

On the corporate side, the high corporate taxes reduce the after-
tax rate of return for new investment and reduce the cash flow
needed to finance this additional investment. And with the under
depreciation that we have seen because of the rapid rates of infla-
tion, the actual corporate tax is much higher than the 46-percent
rate.
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SEC Chairman Harold Williams noted recently that with the
combination of inflation, high corporate tax rates, and the divi-
dends that corporations have to pay out in order to stay viable, to
satisfy their stockholders, we are rapidly decapitalizing American
industry.

So, there is your second target, I think. The first target has to do
with the middle class, and the second target has to do with promot-
ing capital formation through savings and investment incentives,
particularly at this stage of the game, by lowering business taxes.

There is a tax proposal that seems to me goes to these very
targets. I don't think it will surpise you when I say that it is the
proposal introduced by Senator Dole and 37 other Senate Republi-
cans, which will reduce the individual income tax rates by 10
percent across the board, so that you will get a reduction, a signifi-
cant reduction for the middle-income families that I was referring
to, and with an intention to follow up in the next few years with a
couple of more cuts in the 10-percent area.

You would cut your marginal rates from 70 to 50 percent at the
top, and from 14 to 10 percent at the bottom. It still would be a very
progressive system, but I think one that people would view as
eminently fair.

The second provision of the bill introduced by Senator Dole
enjoys support of more than 300 Members in the House, and some
70 Members in the Senate have either sponsored the bill or legisla-
tion which includes the legislation. It is the Capital Cost Recovery
Act, the "10-5-3" depreciation bill. That one -would give you a big
bang for the buck in the investment area.

Can these tax cuts be responsible and anti-inflationary? They
can, Mr. Chairman, if they are combined in a 5-Year Fiscal Plan of
the type I have outlined in my paper. If I could just wrap up by
looking at this table, which is the last page of the statement that I
presented, it will give you a quick picture of what I am suggesting.

This approach is based, first of all, on the assumption that the
Federal Government is much too large, with Federal spending at
23 percent of gross national product, the highest level in history, or
at least since World War II. It is absorbing too much of our
resources, transferring too many resources from productive people
to nonproductive people, and is the basic cause of our inflation
problem.

At the same time, the tax burden is too high. So, in the restruc-
turing to take place in the tax system, you reduce the high margin-
al rates and increase capital formation by reducing business taxes.
You look ahead 5 years, and not 1 year. One of our big problems
has been that we try to legislate from year to year instead of
taking the longer view.

If we take this longer view, what will we find? In the figures out
Monday from the administration office of Management and
Budget, we have projections of the gross national product for the
next 5 years. The gross national product would rise from $2.5
trillion-this is column 2 in the table-to $4.3 trillion in fiscal year
1985. This forecast is reasonable; it assumes that in 1985 both
unemployment and inflation will be at 6 percent.
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I hasten to add that these are estimates, and may not come true.
I am just illustrating the dimensions of the problem 9s well as the
opportunity.

Now the truly startling figure is column 3, which shows that
Federal revenue without any more tax legislation than is on the
books right now, with a couple of minor exceptions, will increase
by a whopping half trillion dollars over that 5-year period, from
$518 billion to $1.05 trillion.

Now, if we have no spending restraint, but continue the rate of
spending relative to gross national product (column 4) 23.1 percent,
and then follow that on through, the budget would be up (column 5)
to $995 billion by fiscal 1985, and there would be some surplus,
$57 billion.

But look what we can do with spending restraint in table 2. This
is not cutting back on the level of spending; it would instead slow
the rate of increase in spending to get the economy back down in
relative size to where it was in the early 1960's, during the Kenne-
dy administration. At that time, the level of gross national product
for Federal spending relative to GNP was about 19 percent. Now,
why 19 percent?

During that period, we provided adequately for domestic needs.
We provided adequately for national defense needs. And at the
same time, we had declining unemployment and stable prices. If
this is achieved by the Congress and the Chief Executive cooperat-
ing over the next 4 to 5 years, reducing the ratio from 23 percent
to 19 percent, your budget is still going to go up, in fact, it will rise
almost by half, by 50 percent (column 5, $579 billion to $819
billion). But the revenues that would be released because the
spenders don't get hold of them would accumulate to $233 billion a
year. That would be the annual rate of surplus in fiscal year 1985.

So, my fundamental point is this, that if we can have just a
modicum of restraint on domestic spending, we can release a very
large amount of Federal revenues for tax cuts over the next 5
years.

You don't stick to this plan absolutely, precisely. You adjust
as you go along. -You not only have that leeway. There is no
assumption in here at all of any feedback, any reflow, because your
tax cuts stimulate the economy, as they always have in the past,
and you have a broadening of the tax base, and get more revenues
back.

To get around Senator Packwood's problem, my suggestion is
that this committee make very clear to the Senate and the public
that for a tax cut to be responsible and anti-inflationary, you must
have the spending restraint. I would like to see that done by
cooperation of the Congress and the Chief Executive, and I think
Congress could show its good faith in that respect by insisting
through legislation that the budget next year, fiscal 1982, be at 22
percent of GNP, and gradually reduced to 19 percent by 1985.

This 5-Year Fiscal Plan, I suggest, is a way that you can meet
the mandate which you have been given, for a responsible anti-
inflationary tax measure.

Thank you very much.
The CHAIRMAN. Senator Dole.
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Senator DOLE. That sounds pretty much what Governor Reagan
indicated in the statement he made the day the Republicans intro-
duced the bill. He did, I think, indicate restraining the growth of
Federal spending, did he not?

Mr. WALKER. In his statement, the day the bill was introduced
here, he stated his first budget he would submit to the Congiess if
elected would start a trend downward to the level during the
Kennedy administration, and that he would defend those budget
requests with his veto power. So, yes, it is very much the same
thing. These figures here are not something you are going to be
absolutely stuck with. These are just to give the ball park that you
have got to work in.

Senator DOLE. I think that- would satisfy some of the concerns
that maybe Mr. Evans and others have. And I think also we are
talking about middle-income Americans, and I think that has been
one criticism of this approach, is that they would get too much of a
tax cut; or again, maybe tax abatement is a better word, but they
really don't, and I am not certain of the figures. Middle-income
Americans pay most of the taxes. They pay about 51 percent of
taxes, they get 48 percent of the tax abatement or vice versa. I
can't remember the precise figures. I think that is it.

Mr. WALKER. The top one-half of the taxpayers are paying over
90 percent of those taxes, and what you would be doing with your
bill is cutting taxes proportionately to the way people pay taxes.
Some people say that is not fair. I can't see what is unfair about it,
particularly when you look at a typical family with one wage
earner and three dependents, earning about $35,000 a year (adjust-
ed gross income). They are paying $5,000 in Federal income taxes.

Let's take a family in the general range of about $11,000 to
$12,000 a year. That is about one-third of the income. That family
is paying about $500 in Federal income taxes. The $35,000 family
on 3 times the income is paying 10 times the taxes.

Is that fair? The tax reformers, or the redistribute-the-wealth
people, may say that is fair, but not that middle income family
that is trying to make ends meet and send kids to college. It seems
to me that is what you've got to look at.

On Dr. Jorgenson's plan, what didn't come through in his testi-
mony-not that he was trying to hide it, because he is very explicit
about it, is that his proposal doesn't do anything to liberalize
depreciation, and those of us that have been working for almost 2
years to develop something like 10-5-3 were trying to develop a
more liberal system in order to foster saving investment and pro-
ductivity.

There is a consensus that we need better and accelerated and
simplified depreciation and liberalized depreciation for just this
purpose. But Dr. Jorgenson's proposal does not liberalize. If you
take the figures from the Congressional Budget Office that were
released yesterday, Dr. Jorgenson's depreciation proposal-and this
is another defect-would have an immediate first-year effect of $13
billion, 10-5-3 has a first year effect of about $4 billion.

Senator DOLE. He said 5.8.
Mr. WALKER. Yes, but he was assuming repeal of the Investment

Tax Credit, which I doubt will happen. My figures are from the
Congressional Budget Office and apply only to his depreciation
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proposal. The revenue losses start at $13 billion for fiscal 1981, and
they rise to $31 billion in 1982 and the fall down to zero in 1985.
No more bang for the buck from Dr. Jorgenson's proposal when
you reach 1985.

Why? Because he would not liberalize the depreciation schedule at
all. He assumes that all of our depreciation problems come from
inflation, and that is not true. We've got basically a capital cost
recovery system that is too slow, even if you don't have inflation.

Also-do you still have the table 3?
Senator DOLE. Yes, his table 3.
Mr. WALKER. Most critical from the standpoint of increasing

productivity, from the standpoint of moving toward automated
plants to increase productivity-I would say that the most critical
category of equipment listed there is "general industrial equip-
ment." According to Jorgenson, under the current system and as-
suming 6-percent inflation, businesses are paying an effective tax
rate of 16 percent. Under his system, they would pay 46 percent. Is
that what we want, a 30-point increase in the tax rate on new and
more efficient business equipment? That works exactly in the
wrong direction.

That is a major criticism of his approach. In addition, Jorgenson
says his system is much simpler. But how do you get this so-called
simplicity? Under 10-5-3, you get it by setting up three categories,
and you say, take it, there it is. To get simplicity under his system,
you have to set a discount rate, and that discount rate is all-
important. If you are talking about a building with a 33-year life,
the difference in a discount rate of 3 and 4 percent makes a very
big difference as to present value.

Jorgenson says, finally we all agree that expensing is not justi-
fied. I don't think we should argue this in terms of theoretical
economics, or how many angels can dance on the head of the pin,
or what is the exact life of an asset. I say, let's look around the
world and see what is happening. They are expensing in Great
Britain now finally, after all these years. They have moved very
close to it in Canada. Other countries have very fast depreciation.
It is a conscious instrument to try to promote investment in pro-
ductive equipment, and I couldn t care less if the useful life of
something is 40 years, because what we are after in the bottom line
is to create jobs, and create jobs by getting business to invest.

So, I don't think Dr. Jorgenson's proposal really cuts the mus-
tard.

Senator DOLE. Thank you.
The CHAIRMAN. Let me just check out one or two things with

you, Dr. Walker. Do you anticipate under the suggestions you
make here that there will be an increase in defense spending?

Mr. WALKER. I am not anticipating that in this table. I am saying
nothing about that, but I would expect there would be, yes.

The CHAIRMAN. Well, I think most people, and I for one share
that view, believe that we are going to have to increase defense
spending, and I think even Governor Reagan tends to share the
view that there will have to be an increase in defense spending,
and I was just wondering, in terms of what you have here about
reducing spending as a percentage of GNP, what you would antici-
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pate that the increase in defense spending would be as a percent-
age of GNP.

Mr. WALKER. I would like to see defense spending increase rela-
tive to GNP. I think you miss the real question, it seems to me,
Senator. Looking at column 5 in my table 2, the budget under this
fiscal plan would increase from $579 billion this year to $819
billion in fiscal year 1985.

Senator PACKWOOD. Which fiscal plan is that?
Mr. WALKER. Sir, that is table 2.
Senator PACKWOOD. Which spending restraints?
Mr. WALKER. Table 2 is spending restraints.
Senator PACKWOOD. What spending restraints?
Mr. WALKER. It is reducing the Federal budget relative to GNP

from 23.0 today to 19 percent in 1985.
Senator PACKWOOD. No, I understand that. Where is the plan to

do that?
Mr. WALKER. I suggested that Congress enact the ceiling.
Senator PACKWOOD. A spending ceiling?
Mr. WALKER. Yes, as part of this legislation, as part of the tax

legislation.
Senator PACKWOOD. I see.
You agree with Mr. Evarns in that sense.
Mr. WALKER. I agree with Mr. Evans but I go further and say

that Congress can and should-it should be cooperative between
the Congress and the executive, and Congress can show its good
faith by putting in the ceiling beginning at 22 percent for fiscal
1982 and declining one point thereafter until you reach 19 percent.

Senator PACKWOOD. Should we enact a tax cut that has no spend-
ing restraint at all?

Mr. WALKER. I would be very leery of that.
Senator PACKWOOD. Leery of it?
Mr. WALKER. I would be very leery about it. If you say to me you

are going to do- it, Y will believe you and I will take your word for
it. I will believe you even more if you would enact that ceiling and
make it part of the budget process.

Senator PACKWOOD. Excuse me, Mr. Chairman. You were asking
the questions.

Mr. WALKER. What you have, Mr. Chairman, is an increase in
the Federal budget of $240 billion in this illustrative plan over the
period. So, the question is whether you can get sufficient restraint
on growth in your domestic programs-not cuts-to accommodate
rising defense outlays.

The CHAIRMAN. I believe I agree with you, but I just want to
make sure I understand you.

To do what you were talking about doing, you are certain we
must reduce social welfare spending as a percentage of GNP, I
would think. I don't see how you can avoid that. Would that be
correct?

Mr. WALKER. Yes, you would expect that. But let me put it
the other way around. I am not singling these out necessarily, but
just to look at them for illustrative purposes. Between fiscal 1975
and fiscal 1980, category 500 in the budget, education, training,
employment, and social services-you remember "social swv-
ices" --
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The CHAIRMAN. Yes; I am familiar with that. It was originally
going to cost $40 million.

Mr. WALKER. Yes.
The CHAIRMAN. When we first agreed to it in this committee,

that is what it was supposed to cost, $40 million. We finally man-
aged to put a lid on it. At the time we finally managed to get the
lid on it, it was projected to go to $4 billion.

Mr. WALKER. That was in 1972. $2/2 billion. It was predicted to
go to $8 billion, $9 billion, $10 billion.

The CHAIRMAN. It was headed the next notch up. It was headed
to $4 billion. It was originally supposed to cost $40 million, and it
was on its way up, I think the next place where it would have
crossed the line on the chart would have been at $4 billion when
we finally managed to put the lid on it; the spending rate was
actually about $2.9 billion when we finally managed to get the lid
on it. That was about 70 times the original estimate.

Mr. WALKER. That was a very fine joint effort we engaged in in
the 1972 revenue sharing bill. Now, if that had not been done, we
would have been worse off here.

My point is that in these categories, this first category, educa-
tion, training, and so on, increased from $16 billion to $30 billion
between 1975 and 1980, an increase of 88 percent. The health
increase has been 104 percent. Income security increased from $109
billion to $190 billion, 77 percent.

I am simply saying, do they have to go that fast over the next 5
years? If they have to go that fast over the next 5 years, then you
can't do the plan, but if you can do some topping off, if you can do
some decoupling of the relation to the consumer price index, a
better price index that does not include mortgage rates-it just has
all sorts of opportunities. We are talking about slowing the rate of
increase, and that would mean that percentagewise, relative to
GNP, social spending would go down, but I have not put any
revenue feedback in here, and I have every reason to believe that
over the next decade, these ta). reductions, this 5-year fiscal plan of
spending restrain and responsible tax reductions-would give you a
much healthier growth of GNP, particularly in real terms, and
that is the way you really finance these increases in spending.

The CHAIRMAN. I hope the committee will pardon me if I ask
about one more matter. I have to go to a meeting immediately
after I have my turn, and I will leave it with Senator Packwood to
finish chairing the hearings today.

We have had little or no discussion about the possibility, or the
desirability as the case may be, of having a refundable investment
tax credit, and you have given some thought to that matter. I
believe you are one of the advocates of a refundable credit, and
personally, I think that if you recognize the investment tax credit
as a subsidy to encourage employers to buy new equipment and to
modernize their plant and machinery, it seems very unfair to me
that the companies that need it the worst don't get it. In other
words, if a company is having a very difficult time making a profit
for whatever reason, be it the steel industry, a railroad that needs
to be modernized, or an airline, or an airacraft manufacturer who
is on the ropes, or someone like Chrysler who is trying to come
back, or even a new company, it seems unfair if you are going to
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subsidize an employer in purchasing new equipment, that the sub-
sidy be denied to the one who needs it the most.

That is my view, and you are familiar with my view on the
matter. I would appreciate it if you would tell us what your
thought would be on that subject.

Mr. WALKER. Take the airlines, the steel companies, it has been
reported informally that steel companies have $600 million of accu-
mulated tax credits that they have not been able to use.

The CHAIRMAN. I don't think that you have to go any further
than the case of a farmer who had a bad year. He 1.-s a bad year,
so he buys a piece of equipment. Some of these new pieces of farm
equipment are very expensive. It makes him more productive, but
it is very expensive.

Let's say that the drought takes his crop, so he has a bad year.
What kind of fairness is it that because he has a bad year, he can't
get the subsidy to buy equipment? He can't get it, nor can the steel
companies get it.

Perhaps you ought to tell us about the steel industry, though,
because I am not familiar with their problems, that is, in terms of
the figures. I know they have a problem.

Mr. WALKER. The steel industry is in a situation now where it
has got to modernize its plant and equipment in order to compete
with the Japanese and the Germans. They are going to have to
invest more. If you go around and look at some of those new
modern plants we have in the States, you will see what difference
it makes. But 10-5-3 does not do the job for them now. Later on,
yes, but not now.

We represent a steel company, and an auto company. They want
10-5-3. They plan to be profitable. They don't plan to go out of
business, 10-5-3 will be very important to them. But 10-5-3 will
not do the job for those companies right now. In fact, if they took a
greater depreciation, they would have even less profits to take
their investment tax credits against.

So I think you are going to hear increasingly in the weeks ahead
about this problem. The one point I would want to make is that
refundability is not competitive with 10-5-3. It is complementary
to 10-5-3, or whatever accelerated depreciation this committee and
the Congress decide to go with.

If you took refundability alone, it would help these industries,
but not in the long run as they become profitable. If you take 10-5-
3 alone, it will help a lot of industries, but not these companies
right now. If you take the two together, some way integrating,
perhaps both phased in over a 5-year period, then they work to-
gether and provide a complete capital cost recovery system.

We talk about industrialization and revitalization, and what are
we talking about there? We are talking about transportation. We
have got to rebuild the railroads of this country, and that is one
group that is very important here. We are talking about the steel
industry in competition around the world. It is very important
here. We are talking about auto industry retooling, and moderniz-
ing to compete with the Japanese, refundability is very important
here.

So I commend this to you for a very hard look.
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The CHAIRMAN. The big problem and the big impediment is that
members of the Appropriations Committee are very fearful of their
turf. They are afraid that- it might trespass on their jurisdiction,
that we might start using the refundable tax credit to pay the
Army, the Navy, the Air Force, to run the whole Government with.

That, of course, should not be done. These things all ought to be
handled by annual appropriations. But if that is what it takes in
order to get them to cooperate and go along with a refundable
credit, it would be all right with me. If we can get something done,
let us refer the bill to them, and let them make their suggestions.

They can look at it and pass judgment, and if they want to
recommend something different, then they can recommend it, and
then let the Senate decide whether or not it is the right thing to
do. We ought not be denied an opportunity to do something that
appears to be a good answer to a problem, or the best answer we
can find to a problem, just because of jurisdictional restraints or
argument-- about the relative influence of one Senator or another.

It seems to me that it would be better to decide matters based
not on who is right, but based on what is right. If a refundable tax
credit is the best way to do the job, or the best tool to use to do the
job, then it seems to me that we ought to use it. To me the
investment tax credit has proven to be a wise decision.

If you agree that it is wise, as I do, it seems very unfair to me
that it is denied to those companies that need it the most, even
though they have paid large amounts of taxes in years gcne by,
and even though they have prospects of paying us a lot of taxes in
the future. It seems to me that it makes sense that there should be
a refundable tax credit.

Thank you, Dr. Walker.
Next is Senator Chafee. And I will now turn this over to Senator

Packwood.
Senator CHAFEE. Mr. Walker, I was not here during your presen-

tation, so I may be ploughing over old ground. Did you listen to
Professor Jorgensen's proposal?

Mr. WALKER. Yes.
Senator CHAFEE. It seems to me that what his proposal was, after

all was said and done, and this may be a simplification of it, but it
seems to me that it was permitting the depreciation in the first
year of the value of the equipment, less what might be called its
recoverable value. Am I shortcutting it too much?

Mr. WALKER. Just one word, the discounted value of the equip-
ment.

Senator CHAFEE. Why that did not have a greater impact on the
Treasury, I could not figure out, since we took that one piece of
machine tool equipment, and applied the formula to it, and depre-
ciated 75 percent of it in the first year, and then nothing else.
What did you think of that approach, and have you commented on
that before?

Mr. WALKER. I gave a short critique of it. To summarize it, the
basic problem is that it does not liberalize. Do you have his Table 3
there?

Senator CHAFEE. Yes.
Mr. WALKER. The people that worked on 10-5-3, and the people

wio worked on a similar and very constructive proposal that Rep-
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resentative Ullman had introduced, which some call 12-9-6-3, and
moves in the same direction, have as their basic goal to liberalize
the depreciation system. Not to offset what inflation has done, but
to move more closely to what our foreign competition has done.

His does not do that. His offsets inflation by definition--
Senator CHAFEE. Because you recover in the first year?
Mr. WALKER. That is right.
Now coming from where you come from, the machine tool indus-

try area, look at his table, and look at the most significant item
there, general industrial equipment. That would include your ma-
chine tools. It would include your automation equipment, and so
on. That is where we are going to get the goal in increasing
productivity.

Senator CHAFEE. Yes.
Mr. WALKER. If you take the current system, with 6 percent

inflation, the effective tax rate is calculated at 16 percent. Look at
his plan, the last column, the rate would be 46 percent. That is
moving exactly in the wrong direction. He increases the tax rate by
three times, so there is no liberalization in there-just the reverse.

There are some other drawbacks as well, I think.
Senator CHAFEE. I see.
As I understand your last discussion, as I just got in on the end

of it, with the chairman, you think that there should be a refunda-
ble depreciation setup?

Mr. WALKER. No; a refundable investment tax credit.
Senator CHAFEE. Take the investment tax credit, even though

you are not making a profit.
Mr. WALKER. That is correct. If you are marginally profitable. I

gave the illustration, and the figures are rumored to be that the
steel compania so--ba--dry need to modernize and invest. They have
$600 million of unused credits.

Senator CHAFEE. Let me ask you another question. Do you think
that if we got into a more rapid depreciation system, and let's say
that we got to the 10-5-3, what is the argument for keeping the
investment tax credit? I know that the investment tax credit is
holy ground, but can we really justify keeping an investment tax
credit?

That, in effect, permits somebody to deduct 110 percent of the
value of the machine, isn't that, or even more than that?

Mr. WALKER. For your 5-year equipment, you could argue that,
yes. My argument would be jobs. As I stated when you were not
here, that if you look at this theoretically as an economist, at the
theory of income and the flow of income from a machine that will
last 30 years, you get the value over that period of time, should
write off so much income each year.

I say that that is a very interesting exercise for freshman stu-
dents in economics. You can test them with it, and see how good
they are. But in the here and- now of this rough old world of
international competition, they either don't teach it, or they don't
believe it among our competitors abroad.

They have gone to expensing in the United Kingdom.
Senator CHAFEE. Is that a fact that they can write off their

equipment in the first year?
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Mr. WALKER. That is my understanding. Canada has moved close
to it. They have a 2-year deal now for certain things. That is the
first point, international competition.

The second point is-this gets to these revenue estimates that we
are having to deal with. Secretary Miller comes up and says that
over 5 years 10-5-3 will cost $50, $70, $80 billion. The Congression-
al Budget Office's most recent figure is $43 billion. What is that
telling us?

That is telling us that the bigger those figures are, there is a
Dickens of a lot of investing taking place out there. That is what a
big revenue impact means. Unless you are buying the equipment,
and putting it into place, you are not getting the tax benefit.

So I don't get up all that tight about high revenue figures. I say
that it is an indication of hard-headed businessmen making a judg-
ment that they can make a profit from this, and putting their
money where their mouth is.

Senator CHAFEE. In the ideal world, I would like to see us get
into an expensing situation myself

Mr. WALKER. I would, too.
Senator CHAFEE. Let them do it. They will hang themselves in

the end if they get too greedy, and the Government will get it in
the second year if somebody writes it all off in the first year.

Buti must say, if we expense things, I would have real trouble
with the investment tax credit, except on the basis you said, it is a
highly competitive world.

Thank you, Mr. Chairman.
Senator PACKWOOD. Senator Danforth.
Senator DANFORTH. Mr. Walker, you over the years have been

very patient with me in giving me the benefit of your advice. Over
the past number of years, I have supported the following tax cut
ideas:

For individuals, I have supported rate reductions, indexing, in-
centives for saving and investment, including capital gains reduc-
tion, and exclusions for interest and dividends, and a social secu-
rity credit. I have entertained the possibility of funding medicare
out of general revenues.

On the corporate side, I have supported rate reduction, increas-
ing the investment credit, expanding the ADR, 10-5-3, a refunda-
ble investment credit, and tax incentives for research and develop-
ment.

Sometimes people ask me what are the revenue effects of these
ideas. Bob Packwood tells me that maybe it is irresponsible to be
for everything at the same time. I assume that all of these have
some good things that could be said about them.

On the corporate side, for example, a couple of years ago I
noticed that you were the head of a group that specifically favored
expanding the investment credit. You talked to Senator Long today
about making it refundable. I have supported corporate rate reduc-
tions, and so have you.

It seems that in any given tax bill, you can only do so much.
Whatever we decide, we are probably going to have a target reve-
nue loss figure. We will probably decide that that will be without
consideration of reflows, just for the sake of figuring out how much
it is going to be.
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My question to you is, on both sides-corporate and individual-
what should we be trying to do in this bill, and what should we, for
present purposes at least, rule out in this bill?

I take it your view on the corporate side is that 10-5-3 should be
the area of concentration this year.

Mr. WALKER. 10--5-3, or something very close to it, with a niche
carved out for starting a refundable ITC on a phased-in basis.

Senator DANFORTH. Therefore, you would rule out this year a
rate reduction.

Mr. WALKER. Yes--except that 10-5-3 liberalizes the ITC for
short-lived assets.

Senator DANFORTH. You would rule out this year increasing the
investment credit, with the possible exception of something for
refundability?

Mr. WALKER. Yes.
Senator DANFORTH. There have been proposals-something to

encourage business spending on research and development. The
most recent version of that would be very cheap, and that is a 25-
percent credit for increased spending on R. & D. Should we try to
put something for R. & D. in this bill, in your opinion?

Mr. WALKER. You said that it would be very economical.
Senator DANFORTH. I don't have the figures in front of me, but it

is. Supposing that it could be done for half a billion dollars.
Mr. WALKER. Yes.
Senator DANFORTH. How about on the individual side? I put the

same question to everybody today, I think. Some people support
indexing. Some people support individual rate reductions. Some
people support, as Mr. Evans did, a specific tax reduction to en-
courage savings. Some people support a tax credit for social secu-
rity. Some people support funding medicare out of general rev-
enues.

What are your views on that-how would you rate those ideas,
and why?

Mr. WALKER. I would put top priority today on the bill intro-
duced 3 weeks ago for the 10-percent reduction across-the-board.
This is not just economic. It is quite a bit social and political.

If you go- the social security route, it seems to me that you are
making a mistake in two directions. One just from the pure overall
effect, it is sort of a hype because it is putting purchasing power
which is going to be largely spent and since it is really a tax on
labor, there is really no incentive capital formation in that at all.

The second reason is, I think that we ought to take the social
security system by itself, and study it, and decide what we do, and
not mix it up with what we are doing with the income tax system.
We should keep those things separate.

Then look at, let us say, Representative Gephardt's proposal. It is
a 10-percent credit on your income tax for the social security taxes
you pay. It is a tax cut of up to $195 right across the board for
everybody because it is a credit, not a deduction.

The 10-percent across the board cut is proportionate to the way
people pay taxes; it will help deal with this problem of what is
happening to the middle class, and help deal with the underground
economy problem. It also does quite a bit for saving and investment
because you are reducing that top rate from 70 to 63 percent
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initially, and if you take the second two 10-percent cuts you reduce
the top rate from 70 to 50 percent. So you are going to increase
incentives to save and invest, and incentives to work.

That is my top priority, but I said in mny statement that there
are other ways to approach this. If you want to come in with some
particular zings for individual saving, there are a number of good
proposals before the Congress. The dividend reinvestment proposal,
for example, would defer taxes on dividends reinvested in new issue
stock.

The bill that has been introduced by Mr. Heinz over here, and
Messrs. Holland and Martin over on the House side, would allow
you to roll over your capital gains into new investments, like you do
on a home and you would defer the taxes.

And then there is Senator Cranston's bill to cut capital gains
taxes to a maximum of 21 percent.

One alternative would be to combine this 10-percent cut in the
bill which you gentlemen introduced a couple of weeks ago, and
make that a 7.5-percent cut. That will reduce the first year impact
from $31 billion to about $24 billion, or about one-fourth, and you
could use the other $7 billion for special saving incentives.

I still prefer the 10 percent, and the 10-5-3.
Senator DANFORTH. Do the targeted approaches for savings

work?
Mr. WALKER. Yes, sir. I think the roll over of capital gains would

have a great deal going for it. You could roll over your dividends, or
capital gains in a special investment account, sort of like Keogh
account. That would give you great mobility. You could go out of
stock X in which you have a high capital gain, into stock Y. If you
do it now, you have to pay a capital gains rate of up to 28 percent.
Why should you? You are simply shifting your investment.

Senator PACKWOOD. Let me ask you a question.
A little while ago you said that you would be very leery of voting

for any tax cut that did not have an expenditure reduction with it.
Yet, you have no qualms at all about this tax cut.

Mr. WALKER. That is the tax cut I am for. I am leery of voting
for it unless the Congress would enact a spending ceiling.

Senator PACKWOOD. But there is not going to be a ceiling in this
tax cut.

Mr. WALKER. Then I would be leery of voting for it.
Senator PACKWOOD. Pardon me?
Mr. WALKER. Let me put it this way. If that top table 1 prevails

at that 23.1 present spending level for the next 5 years, the ball-
game is over.

Senator PACKWOOD. If we get something similar to Roth-Kemp,
with maybe some 10-5-3 in it, that is all we are going to get. There
is not going to be a spending reduction. Would you vote no?

Mr. WALKER. I don't think I would vote no, but the answer I
would give there would get into speculation about the outcome of
the Presidential campaign.

I think that a fiscally conservative, determined President can
send a budget up here-Jerry Ford did it back in 1975 and 1976-
and defend it with a veto. Send a tight budget up here next year
and say: "Here is the total. This total comes to no more than 22
percent of gross national product projected for 1982."
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Senator PACKWOOD. You would veto everything above it?
Mr. WALKER. I would veto it, and Congress would have to get

two-thirds plus one--
Senator PACKWOOD. But that is not what we are going to have

this fall, not from this President, and not from this Congress.
Mr. WALKER. I would bet that we would have a fiscally conserva-

tive President.
Senator PACKWOOD. And vote for the tax cut anyway.
Senator DANFORTH. Wait until after the election. That is what

President Carter suggests. There will be no tax cut before the
election.

Mr. WALKER. I find that a rather strange position. If we need it,
we need it.

When yoii read the mid-year budget review sent up on Monday,
which paints this very black picture, unless we do something, but
which says that we are not going to do anything. It is strange
reading.

Senator PACKWOOD. Let me ask you one other question. You kept
talking about meeting the competition; expensing in England, and
coming close to expensing in Canada. Isn't it true that what our
major competitive Western nations are doing is moving more and
more toward regressive taxes, consumption taxes, and lessening
their tax on capital investment. Is that what you are suggesting we
should move toward?

Mr. WALKER. We should move toward taxes on consumption. It
does not have to be all that regressive. Until recently, I favored a
value added tax adjusted for its regressivity, which we can do in
various ways.

Senator PACKWOOD. Let me come back to that.
Isn't that basically what our Western European nations have

done? They have freed up their capital by skcwing their taxes
much more heavily on those persons making under $15,000 or
marks, whatever the translation is, than we do.

Mr. WALKER. Yes, because they rely so heavily on value added
tax.

Senator PACKWOOD. Yes.
Mr. WALKER. But they have various ways that they get around

that. The French stagger their rates from 8 percent to above 30
percent. The British exempt certain things.

Senator PACKWOOD. All I am saying is that they skew it much
more toward lower and middle income than we do.

Mr. WALKER. Yes. But when you talk about the taxes in Ger-
many being 40 percent of the gross national product--

Senator PACKWOOD. It is 42 percent.
Mr. WALKER. You have got two things there. First of all, you

can't compare over here with over there, unless you make adjust-
ment for the relative size of the Federal, State and local sectors.
We are close to 40 percent when we take Federal, State and local.

Senator PACKWOOD. No, we are not. Ours are 32 percent counting
State and local. This is what this comparative table is, and these
are comparative totals.

Mr. WALKER. That makes some difference, but the real difference
is the extent to which they rely on consumption taxes.

65-969 0 - 80 pt.2 - 10
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Senator PACKWOOD. But this table on total taxation, both in the
Federal Republic of Germany and the United States, includes all
taxes, what percent the total take of the Governments are, Federal
and otherwise, of the gross national product. Ours is around 32
percent, and Germany's is around 42 percent.-

All of the other industrial nations are above us, with the excep-
tion of Japan. Japan has about two-thirds of its industrial costs in
fringe benefits, and they do things through businesses that other
governments do through government costs. I am not at all sure
that Japan is in any way analogous to any other country in that
sense.

Mr. WALKER. I would say that the difference in the situation in
Germany largely reflects the heavy reliance on the hidden value
added tax. You can have a higher tax burden, and you can stand a
higher tax burden--

Senator PACKWOOD. If they don't see it.
Mr. WALKER. -- if they don't see it. You get used to it. But even

if they do see it, the polls have indicated that people would rather
pay sales taxes than property taxes and income tax. They prefer to
pay a little bit a day instead of that big hunk.

Senator PACKWOOD. We are all burned and burnished by experi-
ence. Oregon has no sales tax. We have had it on the ballot five or
six times over the last 30 years, and the closest it has ever come to
passing has been defeated 6 to 1.

Mr. WALKER. They feel pretty strongly about it.
Senator CHAFEE. Mr. Chairman, are you through?
Senator PACKWOOD. Yes.
Senator CHAFEE. Did I understand you to say-Senator Danforth

said something about under your tutelage he had fostered an in-
dexing proposal.

Senator DANFORTH. No, I have not fostered it. All I am saying is
that these are just a number of the ideas that in 1978 were floating
around, and that have been floating around since. I don't think
that anybody support them all at the same time, but at one time or
another these are various notions that have been supported.

Senator CHAFEE. But are you supporting indexing?
Mr. WALKER. Only on capital gains. I support indexing of capital

gains because we tax so much real capital there. I am very leery of
moving into indexation of general income taxes. I think that if we
can strike atthe will of fighting inflation.

Senator CHAFEE. I could not agree with you more. I think index-
ing is a pernicious vehicle that insulates people from the evils of
inflation, and thus reduces the overall objections, and makes it
much more acceptable.

Thank you very much.
Senator DANFORTH. Let me ask you one more question, Mr.

Walker.
Secretary Miller yesterday testified, that we are the victims of

all kinds of external forces. OPEC has raised the price of oil. There
are world problems, so on and so forth. In sum, the government is
doing about all it can, and the economic conditions today really
cannot be laid on Government policy. Do you agree with that?

Mr. WALKER. I don't agree with it. I would like to quote you some
figures that I ran off the other night.
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The Federal budget and the size of the Government is the big
factor, it seems to me. Between 1975 and 1980, the Federal Govern-
ment's budget grew 77 percent. Between 1960 and 1965, it grew 28
percent. I don't think there is any accident that during that period
we had stable prices, we had strong economic growth, and we had
declining unemployment.

So it is not only very much within our control to do something. It
is actually the fault of the way our Government has been run that
we have this situation.

Senator DANFORTH. Thank you.
[The prepared statement of Mr. Walker follows:]
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SUMMARY

Statement of Dr. Charls E. Walker
Former Deputy Secretary of the Treasury

before the Committee on Finance, United States Senate
July 24, 1980

1. The question of whether an early tax cut is or is not desirable is
now being debated; that question is the wrong question. With the
economy in what may be the worst recession in a half century, the
relevant question is whether taxes in FY1981 should be allowed to
rise by the whopping $96 billion projected by the Administration.

2. Congress should enact major tax cut legislation now. Otherwise,
uncertainty will plague the business and financial community, and
there will be undue delay in beginning the major restructuring
that this nation so badly needs.

3. This Committee is charged with the task of reporting a responsible,,
targeted, anti-inflationary tax cut proposal.

(1) The major targets of the legislation should be a reduction
in the crushing middle-class tax burden by reducing the
ultra-high marginal tax rates; and a reduction in the bias
in the tax system in favor of consumption and against saving
and productive investment. The proposal introduced by
Senator Dole and 37 Senate Republicans -- which would reduce
individual income tax rates by 10 percent and initiate the
10-5-3 system of capital cost recovery -- would meet those
tests very well.

(2) The tax actions can be both responsible and anti-inflationary
if combined in a Five-Year Fiscal Plan which would reduce
the rate of increase in Federal spending, bringing down the
ratio to gross national product from 23 percent today to no
more than 19 percent by FY 1985.

4. Such a Five-Year Fiscal Plan is eminently "doable," and would be
facilitated by a Congressional limit on spending, beginning at
22 percent for FY 1982 and declining to 19 percent by FY 1985.
On the basis of projections from the Administration, this degree
of spending restraint would make available upwards of $200 billion
in surplus revenues by 1985 (See Tables I and II at end of state-
ment). To the extent productivity-oriented tax reductions are
enacted, the "feedback" that usually results from such actions
will provide even more revenues.

5. The American people are ready to support -- in fact, are implicitly
calling for -- the very policies that can restore balance between
the Federal and private sectors; lighten and more equitably
distribute the tax burden on work, saving and investment; and at
the same time bring inflation under control.
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Statement of Dr. Charls E. Walker
Former Deputy Secretary of the Treasury

before the
Committee on Finance
United States Senate

Thursday, July 24, 1980

Mr. Chairman and Members of this Distinguished Committee:

My name is Charls E. Walker. I am chairman of Charls E.

Walker Associates, Inc., and voluntary chairman of the American

Council for Capital Formation. I am testifying today, at the

Committee's invitation, as an individual economist and former

Treasury official.

This week, this distinguished Committee and its counterpart

in the House of Representatives are conducting hearings on

the question of a major "tax cut" to be effective in 1981.

Whereas the Ways and Means Committee is first addressing the

fundamental question of the desirability of such tax legis-

lation, this Committee, responding to a call from Senate

Democrats, is working to report to the Senate "a responsible,

targeted anti-inflationary tax cut to take effect in 1981."

Senate Republicans overwhelmingly favor immediate tax action

in the form of a 10 percent, across-the-board reduction in

individual income tax rates, and enactment of the Capital Cost

Recovery Act (S. 1435).

In effect, therefore, the Senate has answered the question

of whether early action to reduce tax rates is desirable.

Indeed, the question of whether an early "tax cut" is in fact

desirable is the wrong question. With the economy in the grip
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of what may be the worst recession in a half century, arid with

the Administration forecasting unemployment at 8 percent

throughout 1981, the relevant question is not whether Federal

taxes should be cut next year under this year, but whether they

should be allowed to rise by the whopping $86 billion projected

by the Administration in its mid-session budget review. For

FY 1981, budget receipts are now estimated at $604 billion,

up from $518 billion in FY 1980.

Regardless of the school of economics to wh. ch one

subscribes--Keynesian, supply-side, or what-have-you--tacit

acceptance of an $86 billion tax increase in the middle of a

severe recession can only be viewed as an amazing chapter in

the annals of modern fiscal policy. Equally surprising,

however, is the Administration's argument in supporting this

largely unlegislated tax increase for F' 1981. Noting that

economic recovery is not expected to begin before the end of

this year and admitting that its projected unemployment rate

is "unacceptably high," the Administration states that it will

bc "working with the Congress to develop a program that will

assist the economic recovery at the same time that it helps

to achieve long-term economic goals."

The Administration concludes:

It is quite likely that a tax cut will be
desirable in 1981. But it is not appropriate to propose
one now. The Administration believes strongly that the
lst months of a congressional session, in an election
year, are not the best time to make the judicious
decisions needed for a skillfully designed tax p-ogram
to improve economic performance.
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One can only conclude that once again this Administration

is abdicating its responsibility for fiscal leadership to the

Congress. Fortunately for the country, the Senate is responding

positively to that challenge. In that response, the Senate

can, I am sure, design a responsible, targeted anti-inflationary

cut this year and, in so doing, the damage that can result

from Administration inaction-will at least be minimized, if

not entirely avoided. For the fact is that the Administration's

approach will keep consumers, workers, producers, and participants

in financial markets in the dark for many more months--until

well into 1981. The danger of uncue delay in initiating invest-

ment projects because of widespread uncertainty over tax policy

is great indeed. If the Congress finally approves an appropriate

tax reduction, some time in 1981, the lost ground cannot be

made up.

The time for enacting tax legislation is now, not next

year.

An Income Tax System in Need of Reform

The case for early tax action is bolstered by the fact

that the Federal income tax system is fifty years out of date.

It does not serve the nation's needs for the 1980's. Shaped

in the Great Depression of the 1930's, the system is plagued

with fundamental weaknesses resulting from the social and

economic views of that unfortunate period.
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Reflecting depression-oriented social views favoring

income redistribution from rich to poor, the individual income -

tax system is characterized by highly progressive marginal

rates. These high rates blunt incentives to work, save, and

invest. Inflation-induced increases in taxable income generate

"bracket creep," which rapidly escalates the burden on middle-

income taxpayers. As taxable incomes rise, the Federal govern-

ment claims a rising percentage of that income, thus increasing

the burden of individual income taxes relative to gross

national product.

Reflecting depression-oriented economic theories, the

Federal income tax system is biased in favor of consumption

and against the saving and productive investment so necessary

to help reverse our declining productivity. The income tax

hits both consumption and saving, providing no reward for the

latter. High marginal rates sharply reduce the after-tax return

on the savings of thrifty Americans--in fact, we tax saving

as if it were a sin, not part and parcel of the Puritan Ethic.

High business taxes reduce the after-tax return on new productive

investment and curtail the cash flow necessary to finance that

investment.

Thoughtful Americans recognize these deficiencies and

are ready.for true tax reform in the 1980's. They want lower

taxes, a fairer tax burden, and taxes that do not unduly

penalize productive work, saving, and investment. This type

of tax system cannot be created overnight. It can only be



877

-5-

achieved over several years in an economy moving toward price

-stability and healthy economic growth.

To this end, I propose a Five-Year Fiscal Plan for

responsible tax reduction and restructuring. Led initially

by the Congress in the absence of fiscal leadership from the

Executive Branch, this nation can restore balance between the

Federal and private sectors of the economy. Such balance is

the key to economic revitalization, growth, and price stability

in this country. It also represents the best path to achieve-

,.ent of the balanced budget which Congress is seeking and the

American people are demanding.

Impediment to Capital Formatior

The Federal income tax system impedes capital formation

by reducing the after-tax return to savers and investors.

Consider the taxpayer who saves part of his income and

puts it in a regular savings account. The extra income that

he earns as interest (beyond a $200 exemption available in

1981 and 1982) is taxed at 14 percent in the lowest bracket

and 70 percent in the highest bracket. If a taxpayer purchases

a corporate stock, the corporation's earnings are taxed up to

46 percent. In addition, the extra income he receives as a

dividend (except for a $200 exemption) is taxed at rates up

to 70 percent. This results in a top combined marginal rate

approaching 84 percent. And if the taxpayer sells the stock,

he pays a capital gains tax of up to 28 percent of any profit,

even though much or all of that profit may represent inflation.
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High business taxes reduce the after-tax return on new

productive investment and curtail the cash flow necessary to

finance that investment. Existing tax credits and accelerated

depreciation are insufficient to offset the negative invest-

ment impact of these high rates. This is further compounded

by under-depreciation of assets. Inflation, combined with high

statutory tax rates, raises corporate tax burdens, primarily

because the historic cost method of depreciation causes a

significant overstatement of taxable profits. As a result,

the total effective tax rate on corporate sector capital income

is far higher than it otherwise would be. In fact, as SEC

Chairman Harold M. V'illiams noted recently, the combination

of high tax rates, inflation, and necessary dividend payouts

is in effect decapitalizing a large segment of American

business.

The Growing Tax Burden

The impact of double digit inflation on a progressive

income tax system has rapidly increased the tax burden and

concentrated its impact on the most productive sector of

society.

Federal receipts as a percentage of gross national

product are the highest since World War II and still rising.

In addition, the top half of taxpaying individuals and

households (measured by adjusted gross income) pay more than

90 percent of all Federal income taxes. The tax burden,
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therefore, falls heavily on the nation's middle class--its most

productive and socially stable group.

Failure to reverse the uptrend in taxes relative to

GNP, and also to promote fairer distribution of the burden,

will further feed the underground economy. The danger of a

national taxpayer revolt will increase. If it occurs, the

political consequences could be both severe and long-lasting.

Targeting the Tax Legislation

Given this background, the answer to the first question

that confronts this Committee--that of appropriately "targeting"

the tax proposal to be reported by early September--seems clear.

Top priority should be given to the goals of (1) individual

tax reductions which significantly cut the high marginal rates

which blunt incentives and which also have converted a "soak-

the-rich" depression concept into a "clobber-the-middle-class"

device, and (2) business tax cuts to liberalize and simplify

capital cost recovery. There are, of course, any number of

approaches to serving these goals, but the most direct and

widely supported approach is embodied in S. 2878, introduced

by Senator Dole and 37 other Senate Republicans. On the individual

side, this legislation would represent a vital first step in

slowing the growth of the already tremendous tax burden now

borne by the nation's middle class. On the business side,

the Capital Cost Recovery Act has been supported by over 300

members of the House of Representatives, over 70 members of

the Senate, and almost every major business association.
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If, over the next few years, enactment of S. 2878 were

followed by two additional 10 percent cuts in individual income

tax rates, the necessary restructuring of the Federal income

tax system could be largely accomplished. Individual income

tax rates would range from a minimum of 10 percent to a top

rate of 50 percent, a range that most Americans would view as

eminently fair. Under-depreciation of business assets would

be eliminated, small business problems w'ih the complexity of

existing accelerated depreciation systems would be a thing of

the past, and the stage would be set for gradual reductions

in the corporate tax rate in the ensuing years.

the Tax Proposal: Responsible and Anti-Inflationary?

A five-year restructuring program of tax reform can be

both fiscally responsible and anti-inflationary--provided that

it is integrated with a multi-year plan to reduce the rate

of increase in Federal spending. S. 2878 would in the long

run help fight inflation by increasing productivity, which

means greater output for each unit of input of labor and

materials. In the short zun, however, inflationary pressures

can only be contained by attacking its root cause--an overblown

Federal establishment and a Federal budget that has increas d

by 78 percent in the past five years.

A Five-Year Fiscal Plan that includes the tax restructuring

could well contemplate a gradual reduction in the ratio of

Federal spending to gross national product from the ultra-high

23 percent that now exists to a level no higher than 19 percent.
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This is the percentage that prevailed during the administration

of John F. Kennedy, a period when we provided adequately both

for national defense and domestic needs, unemployment declined

steadily, and prices were stable.

The American public is convinced that Federal spending

has to be brought under control, toward the worthy end of

balancing the Federal budget. With the eccnomy in such bad

shape, however, that balance cannot be achieved in FY 1981.

It can be achieved within a few years, especially if Congress

continues to work diligently to slow the rate of increase in

Federal spending.

The public is skeptical of Congress' willingness and

ability to continue on the path of fiscal restraint. To add

credibility to that effort--and to underline the responsible

approach of your forthcoming tax proposal--I would strongly

recommend that this Committee propose that enactment of tax

legislation this year be accompanied by adoption of a spending

ceiling designed gradually to return, by FY 1985, to the

19 percent goal. If this approach is taken, the ceiling for

FY 1982 should be no higher that 22 percent.

This Five-Year Fiscal Plan is responsible. The tax

reductions are targeted and indeed would constitute true

reform to restructure our out-moded Federal income tax system.

The combination of productivity-oriented tax cuts with gradual

reduction in Federal spending relative to GNP--coupled wu1h
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an appropriate monetary policy--would mount an effective battle

against inflation.

How Practicable is the Five-Year Fiscal Plan"

Administration forecasts of GNP and the budget for the

next five years indicate that the plan is workable. To be

sure, at this stage those estimates are just that--estimates,

but they do indicate the dimensions of the problem and of the

opportunities.

Consider the attached tables, which are based on the

Administration's assumptions in its mid-session budget revie%- .

As indicated in Column 2, GNP is expected to increase to about

$4.3 trillion in FY 1985 (this assumes 6 percent inflation

and 6 percent unemployment by that time). If this level of

GNP is attained, Federal revenues (Column 3) are e>pected to

reach an annual total of $1.05 trillion in that year, an

increase of more than a half trillion dollars.

If no spending restraint is achieved, if the level of

spending relative to GNP remains at the 23.1 percent level

projected for next year, Federal spending will rise to almost

one trillion dollars in FY 1985 and the resulting surplus will

total over $50 billion (Columns 5 and 6 in Table I). But if

the Five-Year Fiscal Plan is effected, gradually reducing

Federal spending from 23.1 percent of GIP to 19 percent by

FY 1985, a surplus of $233 billion will be realized (Columns

5 and 6 in Table II).
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It should be emphasized that these projections are

(with only minor exceptions) based on current tax law--they

do not assume any of the tax cuts of the type proposed here.

If, in fact, these tax cuts are enacted, the resulting stimulus

to the economy can significantly widen the tax base and through

"feedback" generate additional revenue. If such "feedback"

occurs--and this has been the case with earlier tax reductions--

the surplus figure for FY 1985 could be much larger.

This is, of course, a hypothetical exercise. But it

demonstrates that the Five-Year Fiscal Plan is eminently

"doable"--provided only that Congress and the PreSident work

together to apply effect the needed fiscal restraint and move

immediately to schedule the tax cuts that begin the restructuring

of the system. Needless to say, the plan should be flexible;

year-to-year variations are to be expected. Given the state

of the economy, the case for relatively heavy tax cuts now is

strong. What is important is to stick with the basic game

plan over the five-year period.

Conclusion

Mr. Chairman, this Committee begins these deliberations

at a time of great challenge but even greater opportunity.

The American people are ready to support--in fact, are

implicitly calling for--the very policies that can restore

balance between the Federal and private sectors; lighten and

more equitably distribute the tax burden on work, saving, and
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investment; and at the same time bring inflation under :ontro .

This cannot be done overnight. It will require severa. years.

But it can be done, based upon a simple but flexible fiscal

plan.

I have submitted the basics of that Five-Year Fiscal Plan

to you today, and I commend it to you in ycur delibera-

tions.

Thank you very much.
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GROSS NATIONAL PRODUCT AND THE FEDERAL BUDGET
FISCAL YEARS 1980-85

(Dollar amounts in billions)

TABLE I
without spending restraint

(3)
Budget

Receipts*

$ 518

604

711

818

930

1,052

(4)
Budget Outlays and

Percent of GNP

23.0

23.1

23.1

23.1

23.1

23.1

(5)
Surplus

Amount

$579

634

714

804

898

995

(6)
(Deficit)
Surplus

($61)

30)

(3)

14

32

57

TABLE II
with spending restraint

(2)
Gross National

Product*

$2,516

2,739

3,090

3,480

3,887

4,308

(3)
Budget

Receipts*

$ 518

604

711

818

930

1,052

(4)
Budget Outlays and

Percent of GNP

23.0

23.1

22.0

21.0

20.0

19.0

Su~
(5) (6)
.-lus (Deficit)

Iount Surplus

$579 ($61)

634 (30)

680 31

731 87

777 153

819 233

*Dollar amounts as projected by the Office of Management and Budget, July 21, 1980

[Whereupon, at 4 p.m., the committee recessed, to reconvene at
10 a.m., Friday, July 25, 1980.]
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(1)
TFiscal

Year

1980

1981

1982

1983

1984

1985

(2)
Gross National

Product*

$2,516

2,739

3,090

3,480

3,887

4,308

(1)
Fiscal

Year

1980

1981

1982

1983

1984

1985

SurAm



TAX CUT PROPOSALS

FRIDAY, JULY 25, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room

2221, Dirksen Senate Office Building, Hon. Russell B. Long (chair-
man of the committee) presiding.

Present: Senators Long, Ribicoff, Byrd, Nelson, Bentsen, Moyni-
han, Bradley, Dole, Packwood, Danforth, and Wallop.

The CHAIRMAN. The committee will come to order.
We are extremely pleased to have this very prestigious group of

witnesses here today. Speaking for myself, and I am sure for the
committee, I am very happy to welcome before us two men who
have been of great service to their country: Arthur F. Burns,
former Chairman of the Federal Reserve Board, and who served in
many other capacities with this Government; and also Mr. Henry
Fowler, who served as Secretary of the Treasury.

I believe that these two gentlemen are going to testify as a panel,
and I would like to ask the two of them to take a seat. I suppose,
Chairman Burns, that you would lead off. I am just putting you in
alphabetical order, and not anything else.

STATEMENT OF HON. ARTHUR F. BURNS, SCHOLAR IN RESI-
DENCE AT THE AMERICAN ENTERPRISE INSTITUTE, FORMER
CHAIRMAN OF THE FEDERAL RESERVE BOARD
Mr. BURNS. Thank you very much, Mr. Chairman, for giving me

and my very good colleague, Secretary Fowler, an opportunity to
testify before your distinguished committee.

The CHAIRMAN. I am going to urge that we hear from both of
these two very eminent witnesses before we interrogate them. That
being the case, in case one of them has to go and fulfill some other
commitment, at least we will have had the chance to hear both of
their statements in chief.

Go ahead, sir.
Mr. BURNS. Our country finds itself once again in the midst of a

recession, and the Members of Congress are naturally concerned
about the steps that could wisely be taken to limit the decline of
economic activity and to speed economic recovery. That, I take it, is
the major reason for holding the hearings on tax policy at this
time.

Let me remind you at the outset that the recession did not start
suddenly. Its coming had been expected for many months in gov-
ernmental as well as business circles. Throughout 1979, signs kept
multiplying that forces of recession were gathering in our country.

(887)



888

Housing starts and automobile sales declined last year, and so, too,
did their auxiliary trades-such as the lumber industry and the
rubber tire industry.

Sensitive indicators of the labor market in manufacturing indus-
tries-notably, a shortening of the workweek, a reduction in over-
time work, and a decline in the rate at which individuals were
quitting jobs-signaled that economic expansion would soon end.

Industrial production, taken as a whole, moved sidewise through-
out 1979. Moreover, during much of last year the real volume of
orders received by manufacturers was tending to slip, while delays
in filling orders were becoming less frequent.

At the same time, interest rates were moving up with extraordi-
nary rapidity; output per hour in the Nation's workshops was
turning down; workers' real incomes were eroding; and even the
nominal profits of corporations, properly reckoned, were declining.

There was nothing mysterious about these harbingers of reces-
sion. The erosion of workers' real incomes, the sharp rise in inter-
est rates, the slump in the homebuilding industry, some part of the
decline in automobile sales, the decline of productivity, the slippage
of corporate profits, all these disturbing developments reflected the
economic imbalances bred by last year's raging inflation.

For a time, to be sure, the widespread and growing expectation
that inflation would continue in the future prevented overall pro-
duction and employment from declining. Consumers, in particular,
kept spending rather freely, often beyond their income, because
they felt that goods could still be acquired at bargain prices rela-
tive to what would have to be paid later.

There are limits, however, to consumer buying power. These
limits could not be stretched indefinitely. They were already being
strained toward the end of last year, and the new credit restric-
tions imposed by the Federal Reserve this March prevented their
being stretched further.

As the record stands, the recession that got underway in January
is still with us. And as so frequently happened in the past, most
recently in 1974 and 1975, the widespread unemployment that is
again afflicting our country was brought on principally by infla-
tion.

Recessions inevitably cause hardships to many businesses and
their workers, and that is why they are so troublesome. But we
must not lose sight of the fact that a recession is normally a
temporary and passing development, and that the lasting conse-
quences of inflation can be much more serious to a nation.

The galloping inflation that this country experienced last year
and in the early months of this year was not an isolated phenom-
enon. On the contrary, it was the latest installment of an ominous
chapter in our Nation's history.

From the earliest days of the Republic until the end of the 1930's
our country avoided persistent, cumulative declines in the purchas-
ing power of its currency. In fact, during the century and a half
prior to 1939 measures of both wholesale and consumer price levels
moved down in about as many years as they moved up. However,
in the 40-year stretch since then, the general price level has gone
up almost without interruption-consumer prices in 38 years and
wholesale prices in 35 years.
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In terms of annual figures, the consumer price index has risen
steadily since 1955, the wholesale price index since 1963. These
unbroken strings of increases-16 years for wholesale prices and 24
years for consumer prices-are wholly without precedent in Ameri-
can history. Their cumulative effect is registered in a devastating
decline of the purchasing power of the dollar.

At present, our consumer price level is almost six times as high
as it was in 1939. Still more ominous is the fact that while the
price level has risen at widely varying rates from year to year, the
general trend-particularly since the mid-1960's-has been toward
an accelerating pace of inflation.

The damage that this great revolution in prices has already
caused in our country is all around us. Inflation has eroded the
real value of everyone's money earnings and monetary assets. It
has created large and wholly arbitrary redistributions of income
and wealth. It has deprived people of effective means of planning
for their future and of providing against the contingencies that
arise in life.

It has been destroying the self-respect of many of our citizens by
forcilig them onto the welfare rolls. It has been reducing the effi-
ciency of financial markets and of the workshops of our economy.
It has been weakening business innovation, and capital investment
by multiplying risks, driving up interest charges, and causing taxes
to be paid on phantom portion of profits.

It has been making our economy more vulnerable to recessions.
It has been weakening the economic security that Congress sought
to build through massive social legislation. It has been reducing the
value of the dollar abroad as well as at home, thus diminishing our
country's power and prestige in the international arena. In short,
persistent inflation has been undermining our Nation's economic,
moral, and political strength.

I have been emphasizing the longer-run effects of inflation be-
cause I sense that some citizens, both within and outside the Feder-
al Government are beginning to forget that inflation has been-
still is-our Nation's No. 1 economic problem.

In the course of a recession the rapidity of price advances usually
abates and that is also happening now. But we must be alert to the
danger that this slowing will lead to complacency about inflation,
and that the concurrent rise in unemployment will again lead to
highly stimulative fiscal and monetary policies. By travelling that
road in recent decades we have brought on the stagnation and
malaise that of late has afflicted our economy.

In view of the danger that inflation poses for our Nation's future,
a number of citizens who have had extensive governmental experi-
ence in handling economic and financial issues recently established
a committee to fight inflation. The committee is thoroughly biparti-
san in its makeup.

Its members, now all in private life, represent diverse back-
grounds. Five are former Secretaries of the Treasury, two are
former Chairman of the Federal Reserve Board, and one is a
former Chairman of the Council of Economic Advisers, one is a
former Under Secretary of the Treasury, and the remaining four
are former Members of Congress who had major responsibilities in
the economic and financial area.



890

What this group has in common is the conviction, born of a
shared experience stretching over the last three decades, that infla-
tion poses a major threat to the stability of our economic, social,
and political system.

About a month ago the Committee to Fight Inflation issued its
initial policy statement. The program for fighting inflation recom-
mended by the committee covers a wide range of policies, but I
shall concentrate this morning on the fiscal area that is the subject
of these hearings.

The committee is deeply concerned about the manner in which
Federal finances have been managed in recent decades. Since 1950
the budget has been in balance in only 5 years. Since 1970 a deficit
has occurred in every year. Budget deficits have thus become a
chronic feature of Federal finance. They have been incurred when
business conditions were poor and also when business was booming.

Not only that, but the deficits have been mounting in size, a
trend that becomes more worrisome when "off budget" outlays,
which have increased rapi-y since their emergence in 1973, are
included, as they indeed should be, in the budgetary calculation.
This persistent pattern of deficit financing has contributed power-
fully to the impetus of inflation and to the rapid spread of infla-
tionary psychology.

In view of this development the Committee to Fight Inflation
recommends a revision of the budget process that would make it
much more difficult to run deficits. The committee's proposal
would require:

A balanced budget unless a deficit is authorized by something more than a simple
majority-say, two-thirds-of each House of Congress. Such a measure would dem-
onstrate to the public that the Congress is finally ready to take stern and responsi-
ble action to end the persistent deficits that have nourished our inflation.

The committee recognizes that deficits can be eliminated either
by raising or by holding down expenditures, but it expresses the
firm belit.-f that "the national interest would now be best served by
restraints on expenditures."

In developing its program for fighting inflation, the committee
has been especially mindful of the great importance of changing
the environment for business investment. Let me quote again from
the committee's policy statement:

Inflationary pressures have been fostered in recent years by a flattening out of
the trend in the output of goods and services per manhour, andmost recently by an
absolute decline in productivity. Our country needs urgently to encourage productiv-
ity-enhancing capital investments and, more generally, a greater willingness by
business firms to innovate and assume risks. The Congress should promote these
objectives, while scheduling reductions in business taxes in each of the next 5 to 7
years-the reduction to be quite small in the first 2 years but to become substantial
in later years. This sort of tax legislation, supplemented in due course by reduction
in the capital gains tax, would not run up the budget deficit in this critical year or
next. It would thus scrupulously avoid fanning the fires of inflation. Its passage
would, however, release powerful forces to expand capital investment, thereby im-
proving the Nation's productivity and exerting downward pressure on prices later
on.

Such tax legislation, I might add, would also help in the more
immediate future by improving prospect for useful jobs.

Limitations of time have made it impossible for me to canvass
further the thinking on taxes by members of the Committee to
Fight Inflation. From this point on, I am on my own. Fortunately,
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Secretary Fowler, the distinguished Vice Chairman of the commit-
tee, is with me, and he will amplify or perhaps amend my com-
ments in whatever ways he sees fit.

In addition to what I have already said as Chairman of the
Committee to Fight Inflation, I urge the Congress in the course of
its deliberations on tax policy to keep the following considerations
in mind.

First, the sacrifices imposed by the ongoing recession on many of
our families and businesses are the price that our Nation is paying
for letting inflation run riot.

Second, both inflation and recession are only the outward expres-
sion of numerous difficulties besetting our economy in recent
times-among them, the increasing reliance on Government for the
solution of economic and social problems, the flattening out of the
trend of industrial productivity, the increasing cost and uncertain
dependability of energy supplies, the growing burden of taxes de-
spite persistent budget deficits, the tension of labor-management
relations, the depression in true corporate profits, the loss of com-
petitiveness by some of our key industries, and the proliferation of
Government regulations. Tax policy can alleviate some-but by no
me&-,,s all-of these problems.

Third, however regrettable the human aspects of recession may
be, it is now helping to moderate inflationary pressures by forcing
businessmen to eliminate waste and concentrate production in
more efficient installations, by making it necessary both for them
and their employees to work harder, by slowing here and there the
upward climb of wages and prices, and by causing an actual decline
of prices in numerous commodity markets.

Fourth, in the course of a recession the private economy tends on
its own to generate forces of recovery. These include the improve-
ments in efficiency already mentioned, the working off of excessive
inventories, and the emergence of a better financial environment-
that is, lower interest rates, greater availability of credits, and
often higher stock prices.

Fifth, these natural corrective forces are reinforced by stabilizers
built into our economy. As income from production declines during
a recession, much of the decline is offset by .increases in unemploy-
ment compensation, and other transfer payments, by relative sta-
bility in dividend payments, and by lower income tax payments of
both individuals and business. Meanwhile, employment is the
greate' part of our economy-Government and the various service
trades-is hardly affected by recession.

Sixth, we can reasonably count on the automatic stabilizers and
the corrective processes internal to the private sector to lead to
economic recovery. In any event, we should give those processes a
fair opportunity to work, keeping in mind that if significant fiscal
stimuli are now legislated, they will undercut the dampening of
inflationary pressures that is underway. When the Government
can be counted on to respond vigorously to any signs of recession,
both labor and management are relieved from the necessity of
making hard choices that would probably result in slowing the rise
of prices.

Civenth, governmental attempts at fine tuning the economy
have rarely worked as expected. Economic forecasting is at best a
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primitive art. Time and again, stimulative fiscal actions taken by
Congress have had their main effect only after a recession had run
its course.

Eighth, antirecession measures, whether of a fiscal or monetary
character, have worked more poorly in recent times than they did
two or three decades ago. The responsiveness of the economy to
such measures has changed because of the growing expectation of
the public that inflation is here to stay. With fears of inflation dug
deep into our national psychology, attempts at short-run stimula-
tion of the economy are widely interpreted to mean that new forces
of inflation are being released. This tends rather quickly to drive
up interest rates, encourage speculative activities, and produce
attacks on the dollar in foreign exchange markets.

Ninth, in view of the hearing of the level and structure of
Federal taxes on the future of our economy and our Nation's role
in the world, the Congress should focus on the kind of tax system
that will best serve the Nation's long-run needs, instead of attempt-
ing to use the tax system f3r short-run countercyclical objectives. If
Congress yields once again to short-range concerns, we can be quite
certain that prices will gain by rising more rapidly at the start of
the next economic recovery than in the one that preceded it, that
inflation will have gained new momentum, and that our economic
and social troubles will not diminish. '

Tenth, an election year is generally a poor time for tax legisla-
tion. Not only that, but this session of Congress is well along and
will soon come to an end. There is hardly enough time for the
careful deliberation that constructive tax legislation requires.

Eleventh, it is nevertheless essential that tax planning get under
way promptly, so that constructive legislation can be acted on after
the election. This will be an enormously difficult task. The burden
of Federal taxes by our citizenry has been rising and is now about
as heavy as at the peak of World War II. Even so, our Government
has been running huge budget deficits-in fact, a record-breaking
deficit in current dollars is projected for this fiscal year. Even more
troublesome than the level of taxation is the bias against personal
saving and business capital investment built into our tax structure.
Unless that bias is corrected, our economy will continue to stag-
nate, the standard of living in our country may deteriorate, and
social tensions will multiply.

Twelfth, and this is my final comment, the reconciliation of
various desirable tax objectives with larger spending on defense
and budgetary balance cannot be accomplished in any one year,
nor can it be done without some sacrifices by the American people.
Our country is in great need of a stable, consistent, long-run fiscal
policy. The state of confidence among members of the business and
financial community has been badly shaken by the frequent and
extraordinary shifts concerning Federal expenditures, taxes, and
borrowing requirements that have been projected officially during
the past year. To carry out intelligent planning, businessmen in
particular, but not only they, deserve a stable as well as sound
fiscal policy from their Government. The recommendation by the
Committee to Fight Inflation of legislation that would schedule
reductions in business taxes over the next 5 to 7 years, but do so in
a way that protects the budget, would go a considerable distance,



893

in my judgment, in rebuilding confidence in the economic future of
our country and its role in the world. --

This, Mr. Chairman, concludes my formal statement. Now, with
your permission, I would like to submit three documents for the
record.

First, a full listing of the members of the Committee to Fight
Inflation.

Second, the initial policy statement of the Committee to Fight
Inflation issued on June 23.

Third, a letter that I addressed to you, Mr. Chairman, on July 22,
in response to some questions, particularly the question of indexing
the income tax, which was put by you to members of our com-
mittee.

Thank you very much.
[The material referred to follows:]

9
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June 23, 1980
COMMITTEE TO FIGHT INFLATION

Chronic inflation at unprecedented levels'is a serious
threat to the stability of our system--economic, social,
and political. Since efforts to control inflationary
pressures have not been successful, a serious crisis of
confidence has developed. The growing public concern
about the destructive effects of inflation has created
an opportunity to marshal'and maintain broad support for
effective anti-inflation policies. A committee-of private
citizens with extensive experience in government'hai been
formed to promote such policies.

Founding members of the committee include:

Arthur F. Burns, Chairman, former Chairman of the Board
of Governors, Federal Reserve System.

Henry H. Fowler, Vice Chairman, former Secretary of the
Treasury.

W. Michael Blumenthal, former Secretary of the Treasury.

John W. Byrnes, former Ranking Minority Member, Ways
and Means Committee, U.S. House of Representatives.

* Frederick L. Deming, former Under Secretary of the Treasury.

C. Douglas Dillon, former Secretary of the Treasury.

Paul W. McCracken, former Chairman of the Council of Economic
Advisers.

George.H. Mahon, former Chairman of the Appropriations
Committee, U.S. House of Representatives

William McC. Martin, Jr., former Chairman of the Board of
Governors, Federal Reserve System.

Wilbur D. Mills, former Chairman of the Ways and Means
Committee, U.S. House of Representatives.

George P. Shultz, former Secretary of the Treasury.

William E. Simon, former Secretary of the Treasury.

John J. Williams, former Ranking Minority Member, Finance
Committee, U. S. Senate

Mailing address: Sidney L. Jones, Secretary of the Committee
to Fight Inflation, American Enterprise Institute for Public
Policy Research, 1150 17th St., N.W., Washington, D.C. 20036
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June 2341980
COMMITTEE TO FIGHT INFLATION

A POLICY STATEMENT

The problem of inflation has reached crisis pro-

portions in our country. From an annual average rate of

rise in prices of 1.9 percent over the eleven years ending

in 1967, inflation accelerated to a rate of 6.3 per cent

over the next eleven years, ending in 1978; and then to

a rate of 13 percent in 1979 and to a still higher rat6-'h

early 1980.

The rapidity of price advances will abate

during the recession that is now under way; indeed, the

most recent price indexes suggest that such a process

has already begun. We must be alert to the danger that

this slowing will lead to complacency about inflation,

and that the concurrent rise in unemployment will again

elicit highly stimulative fiscal and monetary policies.

In that event we can be certain that prices will be rising

more rapidly at the start of the next economic recovery

than in any preceding recovery, that inflation will have

gained strong new momentum, and that the hope of ending

it in the reckonable future will sharply diminish.
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The urgency of dealing with the inflation problem can

hardly be exaggerated. By causing economic imbalances, inflation

has been the primary channel through which recession--and with it

widespread unemployment--has come twice to our country since 1973.

The signs of havoc brought on by Inflation are all around us. In-

flation has created large and wholly arbitrary redistributions of

income and wealth. Inflation has eroded the real value of every-

one's money income and monetary assets. For example, the real value

of a 1967 dollar had declined to 41 cents by early 1980.

Inflation has thus been depriving people of effective

means of planning for their future and of providing against

the contingencies that arise in life. It has been destroying

the self-respect of many of our citizens by forcing them onto

the welfare rolls. It has damaged our nation by increasing

anxiety, and by breeding discontent and social tension. It

has reduced the efficiency of financial markets and of the

workshops of our economy, and it has made our economy more

vulnerable to recession. Ultimately, inflation threatens

the survival of free competitive enterprise and of our

democratic institutions.

Our rapid domestic inflation has already substantially

reduced the value of the dollar abroad, and with it the power

and prestige of the United Ztates in the international arena.

As inflation continues, it poses a continuing threat of flight

from the dollar, and thus of further contraction of its value

in foreign exchange markets. Such a development would intensify
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domestic inflation by raising the costs of all imported goods,

and it would further weaken our country's international prestige.

We cannot afford delay in taking the measures needed

to restore general price stability in our country. If we are to

rout inflationary psychology we must act with determination to see

the matter through despite the short-run costs that will be incurred

by some, perhaps many, of our citizens. Under present circumstances,

we must forswear superficially attractive but ultimately counter-

productive measures such as mandatory wage and price controls.

We urge the prompt adoption of a program dealing

with the following areas:

(1) FISCAL POLICY

During recent decades there have been sharply

rising pressures on Congress to adopt new spending programs

and to expand existing programs. Pressures for spending cuts

or tax increases have been much weaker. The result has been

a virtually unbroken string of budget deficits over the last

twenty years. Moreover, these deficits have been generally

increasing both in dollar amounts and--since the 1950's--as a

percentage of the gross national product. This persistent

pattern of deficit financing has contributed powerfully to the

impetus of inflation and to the rapid spread of inflationary

psychology.

In the Budget Act of 1974 Congress adopted new

procedures designed to deal on a unified basis with separate

revenue and expenditure decisions. While these procedures
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represent an important step forward, it is essential that

the ability of Congress to resist pressures for deficit

financing be considerably strengthened. We recommend a further

revision of the budg t process that would make it much more

difficult to run deficits. Our proposal would require a

balanced budget unless a deficit is authorized by something

more than a simple majority--say, two thirds--of each house

of Congress. Such a measure would demonstrate to the public

that the Congress is finally ready to take stern and re-

sponsible action tS end the persistent budget deficits that

have nourished our inflation.

Deficits can, of course, be eliminated either by

raising taxes or by holding down expenditures. We believe

that the national interest would now be best served by

restraints on expenditures. We recognize that significant

over-all savings are becoming difficult to achieve partly

because of the requirements of national defense but also

because of rapid growth of social security, federal pensions,

and the other entitlement programs that are automatically

linked to rising prices. We therefore urge the Congress to

consider proposals to weaken the tie between the price

indexes and outlays under the entitlement programs, in-

sofar as that can be done without injuring those most in

need. In addition to its beneficial effect on federal

spending, such a course would strengthen the constituency

opposed to inflation, and it would also set a constructive

example for the private economy.
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(2) MONETARY POLICY

The ability of the Federal Reserve System to

combat inflation has in the past been limited by lack of

understanding and support in the Congress. Although the

System has at times stepped hard on the monetary brakes, its

policies have at other times accommodated a good part of

the inflationary pressures in the market place. At present,

the general thrust of monetary policy is appropriately

rstrictive. The Federal Reserve has been and will remain

the faithful agent of Congress; but if it is to continue

to combat inflation forthrightly and with vigor, it must

have the strong and steadfast support of Congress. We

recommend that Congress adopt a concurrent resolution

stressing the importance of restrictive monetary policies

in furthering the goal of ending inflation.

(3) GOVERNMENT PRICE-RAISING ACTIONS

Over the years, our government has persistently

acted to raise prices by measures that served to boost

incomes and protect employment of particular groups

at the expense of the public at large. These
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measures include tariffs, import quotas, marketing

agreements and other restraints on international trade.

They include farm price supports and acreage restrictions

that raise the cost and reduce the supply of food. They

include the minimum wage and Davis-Bacon legislation

that tend to raise labor costs throughout the economy.

They include also restrictions on competition in the

transportation and numerous other industries. In view

of overvhe).2ing evidence of the power of market competition.-

to serve the public interest by holding down prices,

it Is vitally important that Consress, first, stop

raising prices by enacting new restraints on trade; and

second, that it proceed methodically to dismantle, or

at least weaken, much of existing legislation that impedes

the competitive process.

(4) GOVERNMENT REGULATION

During the past decade Congress has poured

out a flood of legislation in response to public concerns

about degradation of the environment and hazards to the

health and safety of both workers and consumers. Much

of this legislation and the regulations promulgated under

-it have been running up costs and prices unnecessarily.
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It is essential that there be a thorough reform of

outstanding laws and regulations, and more careful design

in any future measures, so that basic national

objectives may be achieved at minimum feasible cost.

The reform should take full account of costs as well as

benefits; it should seek the most efficient means

of reaching agreed-upon goals; it should give careful

attention to the pace at which changes in processes,

practices, or products are mandated; and it should

provide expeditious procedures that yield timely

and definitive conclusions.

(5) THE ENVIRONMENT FOR BUSINESS INVESTMENT

Inflationary pressures have been fostered in

recent years by a flattening-out of the trend in the

output of goods and services per manhour, and most

recently by an absolute decline in productivity. Our

country needs urgently to encourage productivity-enhancing

capital investment and, more generally, a greater willing-

ness by business firms to innovate and assume risks. The

Congress should promote these objectives by scheduling

reductions in business taxes in each of the next five to

seven years--the reduction to be quite small in the

first two years bu~t to become substantial in later years.

This sort of tax legislation, supplemented in due course by

reduction in the capital gains tax, would not run up the budget

65-969 0 - 80 pt.2 - 12
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deficit in this critical year or next; it would thus

scrupulously avoid fanning the fires of inflation. Its

passage would, however, release powerful forces to

expand capital investment, thereby improving the nation's

productivity and exerting downward pressure on prices

later on. Such tax legislation would also help in the

more Immediate future to ease the difficult adjustments

forced on many businesses and their employees by the

adoption of other parts of our suggested program.

(6) OTHER MEASURES TO INCREASE PRODUCTIVITY

We urge that other feasible means be adopted

to increase the productivity of our economy. These should

include larger private and public outlays for research,

and development; more carefully designed manpower training

programs; productivity councils in individual plants,

shops, and offices in communities across the country, in

which employees and employers can pool their ideas for

improving the efficiency with which their tasks are

discharged; and other means of encouraging cooperative

efforts of labor and management in furthering their common

interest in greater efficiency.
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(7) ENERGY

The problem of energy is intertwined with that

of inflation. On the one hand, skyrocketing costs of

imported oil have contributed to our domestic inflation;

on the other hand, governmental actions to limit the rise

in domestic prices of oil products have weakened incentives

for conservation and for expansion of the domestic supply

of oil and of alternative sources of energy. We believe

that, despite the short-run effects on the price level,

the rapid decontrol of oil prices--and perhaps the addition

of consumption taxes--would serve the national interest

by speeding the-day when our nation regains substantial

independence in the energy area. Only then will we be

free of the threat to the stability of our price level--

and to our national security--that is posed by present

dependence on foreign energy supplies.

CONCLUDING COMMENTS

Our critical problem of inflation did not emerge

suddenly. It has been gathering force for many years. Its

roots lie deep in the political and philosophical attitudes

that emerged from the Great Depression of the 1930's.
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While our inflation is largely a consequence

of government actions, those actions in turn reflect

excessive public demands for the good things of life--

rising living standards, better provisions for 1.come

security, more assistance to the disadv.ntaZed tiong us, a

cleaner environment, fuller protection of the public's

health and safe,, qnd special benefits for a growing

number of interest groups. Each of these demands is

thoroughly understandable. Together, however, they release

persistent inflationary forces--first, by requiring of

government greater outlays than tax revenues can finance,

second, by demanding of the private economy greater output

than its languishing productivity can support.

At best, the task of ending inflation will be

difficult. But there is no hope of eventual success unless

the American people come to understand the nature of the

problem and are prepared to support the stern measures

required to solve it. We see some signs that the needed

understanding and support are growing. And we look forward

to the time when our nation will again experience the

economic progress that is possible in an enviroment of

generally stable prices.
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American Enterprise Institute for Public Policy Research (202) 862-5833
1150 Seventeenth Sreet, N.W., Washington, D.C. 20036

Arthur F. Bums

July 22, 1980

The Honorable Russell B. Long
United States Senate
Washington, D. C. 20510

Dear Senator Long

The letter that you addressed to

individual members of the Committee to Fight

Inflation on July 15, 1980 is of great interest

to me and my colleagues. In the limited time

available for discussion I have foun, .ha,

eleven of the thirteen Committee members are

flatly opposed to indexing the personal income

tax. The reasons for opposition to indexing

are given in the following statement:

A strong majority of the members of
the Committee to Fight Inflation opposes
current proposals to "index" the Federal
personal income tax by annually adjusting
tax brackets and the personal exemption
to reflect increases in the general level
of prices.

Such proposals, like other govern-
mental and private indexing arrangements,
have a powerful appeal in that they promise
to mitigate unintended and undesirable
effects of inflation. Nevertheless, we
oppose such arrangements because they
serve to intensify inflationary pressures
and diminish hopes of restoring general
price stability.
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Indeed, in our initial policy statement
of June 23, 1980 we recommended a reduction
in the present scope of-indexing. Specifically,
we urged the Congress to consider proposals to
weaken the tie between the price indexes and
outlays under Federal entitlement programs,
insofar as that can be done without injuring
those most in need. To index the personal
income tax at this time would be to move in
precisely the wrong direction.

Every extension of indexing by the Federal
government lends support and encouragement to
its use in private contracts, including both
cost-of-living adjustment clauses in wage
agreements and price adjustment clauses in
other types of contracts. Such arrangements
speed up the transmission of inflationary
impulses throughout the economy.

Further indexing, whether of the personal
Income tax or private contracts, is a counsel
of despair. It means that a nation has decided
that living with inflation cannot be avoided
in the future; and that instead of fighting
inflation we must be content with reducing some
of its harsh and unjust impact on people.

Indexing can provide little or no relief
from inflation to people who are poor and un-
sophisticated in financial matters. These are
the people who have been suffering most from
inflation, and who are likely to suffer still
more once wider indexing intensifies the
momentum of inflation.

The willingness of the public to support
the stern measures required to overcome in-
flation depends, ultimately, on two factors;
how well people understand the real costs of
inflation, and how the- assess the chances that
it can be overcome. To index the personal in-
come tax would weaken the constituency opposed
to inflation both by seeming to protect the
public against one major cost, and by suggest-
ing that the government itself has given up
the battle. Once people are persuaded that
they can )ive with inflation, they are condemned
to a life of inflation.



907

With respect to your question con-

cerning an across-the-board reduction in personal in-

come taxes, I respectfully call your attention to the

following passage on taxes in our unanimous statement

of June 23, 1980:

Our country needs urgently to encourage
productivity-enhancing capital investments
and, more generally, a greater willing-
ness by business firms to innovate and
assume risks. The Congress should promote
these objectives by scheduling reductions
in business taxes in each of the next five
to seven years--the reduction to be quite
small in the first two years but to become
substantial in later years. This sort of
tax legislation, supplemented in due course
by reduction in the capital gains tax, would
thus scrupulously avoid fanning the fires
of inflation. Its passage would, however,
release powerful forces to expand capital
investment, thereby improving the nation's
productivity and exerting downward pressure
on prices later on.

I hope that this letter will be helpful

to you and your colleagues.

Sincerely yours,
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The CHAIRMAN. Thank you very much, Chairman Burns.
Now, let's hear from Secretary Fowler.

STATEMENT OF HON. HENRY H. FOWLER, FORMER U.S.
SECRETARY OF THE TREASURY

Mr. FOWLER. Thank you very much, Mr. Chairman.
I appear here today as the vice chairman of the newly organized

Committee to Fight Inflation.
The CHAIRMAN. Might I just ask both of you gentlemen to be so

kind as to provide us with your credentials, not only the principal-
ly important positions you have held, but also the various other
positions you have held in Government, and before you came into
Government.

I think that it is impressive for the record to see the credentials
that you two witnesses have, and I think that those reading the
record ought to know about them.

Mr. FOWLER. Mr. Chairman, in my statement, I have included
the basic experiences here that are relevant to this hearing. I did
not read them in order to save time. But if the statement is put in
the record as a whole, I think that this will serve.

I do appear here today because of a conviction that the decisions
in this and the next Congress on fiscal policy and tax issues will
probably determine whether the United States s to rid itself of its
now chronic addiction to a raging inflation that has been described
by Dr. Burns.

For more than a decade this inflation has been and continues to
be destructive of our national values, our currency, our economic
and political system, and our position of world economic leadership.

At the outset, may I associate myself fully with the statement of
Dr. Arthur Burns, particularly as it develops and reflects sections
of the initial policy statement of the Committee to Fight Inflation,
issued on June 22, which relate to the tax issue before this commit-
tee.

In addition, I should like to offer my own personal comments. As
Dr. Burns noted, since the invitation to appear before this commit-
tee was received, we have not had an opportunity to consult suffi-
ciently with the other members of the Committee to Fight Inflation
and formulate a point statement for submission to your committee
other than the initial policy statement that Dr. Burns has offered
for the record. Therefore, the observations that follow are my own.

The Committee to Fight Inflation is fairly bipartisan in its
makeup and, yet, its 13 founding members unanimously approved
the policy statement. It embodied shared convictions, born out of
experiences shared over the last few decades, in which each of the
13 members held important economic and financial responsibilities
in the Congress or the executive branch, or the Federal Reserve
System.

The policy statement of the Committee to Fight Inflation sets
forth a program composed of seven distinct, but interrelated poli-
cies. We believe that each and every one of these elements of policy
must be followed persistently and consistently if the United States
is to restore the noninflationary growth economy which the attain-
ment of our national objectives requires.
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Decisive action by the tax writing committees of the Congress
along the lines outlined in the sections of the Committee's policy
statement on "Fiscal Policy," and "The Environment for Business
Investment" is particularly essential to this restoration of a nonin-
flationary growth economy. These actions are especially relevant to
the questions uppermost in these hearings-the advisability of the
enactment this year of a tax cut effective January 1, 1981-the
form, composition and size in both fiscal 1981 and subsequent years
of any tax cut-how its enactment can be developed so as to
become an initial phase in a broader restructuring of the income
tax system.

There is an inescapable conclusion to be drawn from the commit-
tee's policy statement as it relates t' fiscal policy and tax cutting
in the contemporary environment.

It is that the overriding objective of budgetary policy and tax
legislation at this time should be to reduce inflation and provide a
strong fiscal plant in an anti-inflationary program.

Any tax cut should be primarily an anti-inflationary tax cut, and
a part of a long term structuring of a tax system to encourage job-
creating business investment and increase productivity.

Your committee will properly wish to be advised as to the effect
of any tax cut on existing unemployment, the current recession,
high interest rates, low levels of capital investment, wide swings in
housing construction, the dollar and other facts of the economy.

An anti-inflationary tax cut and fiscal program will yield lasting
jobs in the private sector, minimize the risks of new and worse
recession sometime in the future, result in lower levels of interest
rates, increase job-creating and productivity capital investment,
strengthen the dollar, and avoid the damaging swings in housing
construction that have characterized the past decade.

Therefore, and I say this as the primary thrust of my comments,
I hope that your decision on tax action will make its impact on the
reduction of inflation the primary and overriding test.

If the weight of the evidence is that a proposed tax cut will
increase inflation, will risk an increased inflation, or fail to reduce
inflation, then oppose it.

If the weight of the evidence is that the primary purpose and
effect of a proposed tax cut is to reduce inflation, then support it.

In according this priority to anti-inflationary tax and fiscal
policy, your comittee and Congress would be following the objective
counsel of economic and financial authorities of the other industri-
alized democracies, as expressed in the recent communiques of the
OECD, the recently released World Economic Outlook of the staff
of the International Monetary Fund, and the Declaration of the
Venice Summit released on June 24. In the latter document it was
said:

The reduction of inflation is our immediate top priority and will benefit all
nations. Inflation retards growth and harms all sectors of our societies. Determined
fiscal and monetary restraint is required to break inflationary expectations.

The application of this priority to an anti-inflationary fiscal and
tax policy in the present situation, characterized by both a national
election campaign and the emergency of a clearly discernable re-
cession, will require nerve, courage and a willingness to allow
natural forces and our built-in stabilizers to effect a more natural
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economic recovery before resorting to that degree of emergency
stimulation that risks an increased inflation when it becomes fully
effective.

With some misgivings, in light of what I have read in the press
about these hearings, and the attitude on both sides of the aisle, I
come to the next sentence with a little caution, but with a real
conviction.

I would urge that you forego hasty resort in the middle of a
presidental and congressional election campaign to a quickie tax
cut, heavily weighted to increase demand and consumption by a
reduction in personal income tax rates.

Instead, I would urge that you opt at this time for a tax cut
decision-final decision -certainly deferred until after the election.
Then, in a more objective atmosphere, the Congress can set about
to develop and enact a more carefully crafted anti-inflationary tax
reduction that will be a component of a comprehensive anti-infla-
tionary fiscal policy, envisaged by section 2 of the policy statement
of the Committee to Fight Inflation, and give adequate promise to
the creation of an environment for business investment along the
lines set forth in section 5 of that policy statement.

The Congress can do so with the guidance and objective partici-
pation of a Presidert and his advisers who, over the next 4 years,
will share with the, Congress a long term responsibility for restor-
ing and maintaining a healthy, noninflationary growth economy.

By following a timetable that calls for tax reduction decisions
after the election or early in 1981, to be effective for the calendar
year 1981, Congress can provide the steadiness and consistency in
fiscal policy that breeds confidence. It can repel either pessimism
about the longer term future or expectations of a renewed infla-
tionary surge.

What the Nation needs is, as Dr. Burns has indicated, a compre-
hensive fiscal policy with a long-term direction that embarks on a
long-term policy of tax reduction in proper context with concerns
about budget deficits and inflation.

The scale and size of a tax reduction enacted after election or
early in 1981, can be more properly and realistically integrated
with budget expenditure decisions which will be reflected in 1981
and 1982.

The economy can be put on a more assured path to a balanced
budget, than would be the case of a tax reduction enacted in the
current environment of political campaigning and wide swings in
estimates for both Federal expenditures and revenues in fiscal
1981.

To act precipitately on a tax reduction under current conditions
would be to ignore the impac f fiscal policy on inflation. To move
the economy toward a durable pattern of noninflationary growth,
the Nation must have a comprehensive fiscal policy that-and
there are at least four ingredients:

(a) It does not enact tax reduction out of context with inflation-
ary concern;

(b) It moves steadily in the direction of an era of balanced Feder-
al budgets by holding down expenditure increases rather than in-
creasing taxes.
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(c) It achieves and maintains that balance while allocating a
sizable share of the increased revenues that flow from increased
growth to reducing the burden of taxes on the taxpayer;

(d) It assures that a far greater share of the tax reduction goes to
creating a better environment for business investment and person-
al savings for capital investment than has characterized the past.

This brings me to a few concluding remarks about the composi-
tion of any tax cut and the implementation of section 5 of the
policy statement of the Committee to Fight Inflation.

You will note its proposal that Congress "schedule reductions in
business taxes in each of the next 5 to 7 years-the reduction to be
quite small in the first two years but to become substantial in later
years."

You will also note its observation that:
This sort of tax legislation supplemented in due course by a reduction in the

capital gains tax, would not run up the budget deficit in this critical year or next; it
would thus scrupulously avoid fanning the fires of inflation.

Please also note that the Committee to Fight Inflation has not
voiced any voices as to the mix or composition of the reductions in
business taxes it proposes. Yet that does not imply that the choices
are easy, and not deserving of critical and considered examination
by the Congress. Liberalizing depreciation allowances, increasing
the investment tax credit, cutting corporate income taxes, all con-
stitute separate options with strong supporting cases.

Or maybe some combination of them might be more effective in
achieving the noninflationary growth goals envisaged by section 5
of the policy statement.

I would challenge anyone to read carefully the special issue of
Business Week of June 30, 1980, on "The Re-Industrialization of
America" and particularly pages 127 through 131, and conclude
that they are not difficult decisions not to be taken lightly or in
haste in the composition of tax cutting for creating a better envi-
ronment for business investment.

Finally, I would urge that any tax reduction enacted in the near
term future include a further reduction in the capital gains tax.

The reasons advanced in support of the reduction in the percent-
age of capital gains taxable as ordinary income in the Revenue Act
of 1978 from 50 percent to 40 percent justify at least further
reduction to 30 percent. This was the level recommended as long
ago as 1963 by President Kennedy in his tax message of January 4
of that year. Its enactment is long overdue for the reasons stated in
my testimony before this committee on August 2, 1978, and that of
many other witnesses in those hearings.

Moreover, although not quite 2 years hav3 elapsed since the
Revenue Act of 1978, the positive results of a reduction in the
capital gains tax in that act more than justify a further decrease at
least to the 30 percent inclusion level.

The detailed factual case supportive of this conclusion will be
submitted, I would think, during the course of these hearings by
representatives of the Security Industries Association, and other
witnesses. They will demonstrate that the removal of tax disincen-
tives in the capital gains tax cut does work, and it appears that
higher capital tax reduction may offset most of the initial receipts
lost by lowering the effective tax rates on long-term capital gains.
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I would suggest that this committee request the Treasury De-
partment submit the actual figures on 1979 income tax returns
showing the exact determination of the impact of the 1978 changes
in the long-term capital gains tax rules on equalizations from
revenue from that source.

In addition, I would urge the exploration of other supplementary
tax reduction measures such as those exempting capital gains from
taxation if rolled over into new investments.

In summary, then, Mr. Chairman, and members of the commit-
tee, I would urge that the first priority in tax reduction be given to
promoting increased business investment to increase productivity,
and to make our economy more competitive.

Second, I would urge that this reduction in taxes on business
investment and any tax action taken by this committee be careful-
ly integrated and to become a part of the longer term comprehen-
sive fiscal policy summarized in the four basic points appearing on
page 17 of my statement.

Third, I would suggest that the final action on a tax reduction
policy, or action in the near-term future could have more meaning-
ful, long-term implications if it were taken after the election in the
context of the views and responsibility of the President and the
administration who will share with the Congress in the next 4
years this all important responsibility if bringing out economy to
an anti-inflationary, or noninflationary growth basis.

Finally, I would urge that the priority in business investment to
increase productivity include a further reduction in the long-term
capital gains tax in light of the experience and the rational that
motivated this committee in 1978 to call for a reduction of the
inclusion of long-term capital gains from 50 percent to 30 percent,
and did result, at least, in the compromise that brought that down
to a 40-percent inclusion rule.

Thank you.
The CHAIRMAN. Thank you very much, gentlemen.
Let me suggest to both of you witnesses that when the committee

members ask their questions, since they hope to get in more than
one question, you try to make your answers brief to accommodate
committee members, and reserve, if you need, the right to supple-
ment your answers, so that they might have the chance to ask
more than one question.

I know that some of them want to get two or three questions in,
and if they have the benefit of one long answer, they lose their
chance to ask another question.

The CHAIRMAN. Senator Dole.
May I suggest that we limit ourselves to, let us say, 5 minutes at

the first go round in interrogating each of the witnesses. You can
ask any one or both of them arty questions you want.

Senator DOLE. I want the -.-cord to be balanced, because it is not
unprecedented for us to speak at length on this side, too. Some-
times our 5 minutes expire before the question comes out. [Laugh-
ter.]

We are not intimidated by the strength of the witnesses, and you
- are both planning to leave at 12 o'clock, or shortly thereafter. I

think we have a good arrangement.
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It is obvious that neither witness believes that we should have a
tax cut or enact a -tax cut this year that would be effective this
year. That is a correct assumption, isn't it?

Mr. BURNS. That is correct.
Mr. FOWLER. I would amend that simply to say that I think

enactment of a tax cut after the election, or early in 1981 to be
effective in fiscal year 1981 is what I contemplate. I would urge
that that tax cut be noninflationary in character and designed
primarily to promote increased business investment.

Senator DOLE. There is some, not urgency, but some indication
that a tax cut is needed. Actually we are not really talking about a
real tax cut, but tax abatement. We are going to have tax increases
next year of some $80 billion, so I do not really think that we can
tell the American people that we are going to cut their taxes. It
has been suggested the most accurate term is tax abatement.

The Democrats have indicated that they will make some decision
by September 3. Governor Reagan indicated a month ago that he
felt we should do something this year, which would take effect next
year. So I assume that there will be some pressure in both parties
to take some action.

One reason is to offset some of the huge tax increases, particular-
ly the social security fax increase. I do not believe that point was
touched on in either statement. Does the Committee to Fight Infla-
tion have any proposal to address this problem by way of a rate
reduction or an offsetting credit, as some have suggested?

How do we go about helping v orking men and women who are
going to be faced with a $16 to $18 billion increase in social
security taxes-and employers, too.

Mr. BURNS. The Committee to Fight Inflation has not had an
opportunity, as yet, to consider that question. There is nothing that
I can say about that.

However, I do want to make a personal comment at this point. I
think there are some factsi that you probably are familiar with,
Senator, but perhaps not everyone in this room or everyone who
will be following these hearings is sufficiently familiar with.

According to the official budget estimates, in fiscal year 1981,
social security benefits will rise by $16.8 billion as a result of the
14.3-percent cost of living adjustment that became effective last
month. So we will have very substantial increases in the social
security benefits next year.

Also in fiscal year 1981, the social security tax for employers and
employees will go up by $10.5 billion as a result of the scheduled
rise in the tax rate and in the applicable base income.

While it is important to take account of the increase in the social
security taxes in the next fiscal year, it is also important, in
conjunction with that, to keep in mind the very large increase in
social security benefits that is becoming available to our people
during the next fiscal year.

Senator DOLE. I am not certain whether Secretary Fowler may
have the same information, but the question has been raised as to
whether we had ever had a tax cut in an election year before. The
record indicates that we have. Dr. Burns has compiled a rather
extensive record on that subject.
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In fact, Secretary Fowler is aware of a tax increase in an election
year, which was unprecedented, and that was in 1968, a very
popular move.

Dr. Burns, do you have a list of all the tax cuts in election years?
Mr. BURNS. I had this list compiled very quickly yesterday. I

hope it is accurate. It relates to Federal income taxes, going back
to 1950. I believe it is accurate. Since much of this I know from
personal experience. Let me read the list very quickly.

In 1950, we had a tax increase.
In 1952, we had a slight tax increase.
In 1954, we had a tax cut.
In 1956, an election year, there was no tax increase or decrease.
In 1958, a Congressional election year, the same.
In 1960, an election year, again no tax increase or decrease, just

as in 1956.
In 1962, we had a tax cut.
In 1964, an election year, we had a large tax reduction.
In 1966, a congressional election year, we had a tax increase.
In 1968, a Presidential election year, we had a large tax increase.
In 1970, we had no tax legislation. However, in fairness, one

should mention that in 1969, toward the end of the year, we had a
cut in personal taxes and an increase in business taxes.

Again, in 1972 there was no legislation, but cuts had been enacted
in late 1971.

In 1974, no tax change.
In 1976, a large tax cut, and in 1978, a large tax cut.
So the picture is mixed. I had this compiled, I must say because

at yesterday's hearing before the House Committee on Ways and
Means, one Member of the Congress stated flatly that there is a
tax reduction in every election year, and that is what history
teaches. He thought we should stop living in a world of fantasy.

I did not think that we were living in a world of fantasy. On the
other hand, since my own recollection was inadequate, I had this
list compiled.

The CHAIRMAN. Senator Packwood.
Senator PACKWOOD. Mr. Secretary, on page 4 of your statement,

you very clearly say: "If a proposed tax cut will risk inflation,
oppose it. If it will abate inflation, support it."

Would the Roth-Kemp bill, as we know it, increase inflation?
Mr. FOWLER. I think it would involve a very grave risk of in-

creasing inflation at this time.
Senator PACKWOOD. You would, therefore, vote again it.
Mr. FOWLER. Yes.
Senator PACKWOOD. What about a slight variation?
Mr. FOWLER. I would like to say that before this committee in

1978, I noted in response to questions from Senator Roth that I
personally am very sympathetic to, and favor the basic philosophy
of the Kemp-Roth bill, but I would urge that we move into it in a
very gradual, long-term basis, and that we note that there should
be a very precise coupling of the tax increase with a very precise
coupling of fiscal action to hold down increases in expenditures, or
reduce expenditures accordingly.
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I would note also, finally, that I think embarkation on that
program, which I am in favor of, should be handled in a manner as
to reflect a very conscious concern about not increasing inflation.

Senator PACKWOOD. Mr. Secretary, I will be very surprised if we
get any tax cut out of this Congress that either you or Dr. Burns
would like if we enact it in the next month or two.

The Republicans and the Democrats are stumbling over each
other to get to the starting gate, to get credit for a tax cut, tilted
heavily toward consumers. The Republicans basically agree with
the Roth-Kemp plan, with some slight variation-make it effective
only 10 percent the first year, and start depreciation.

I know this committee is under a mandate-Senator Bentsen is
head of the committee that must come up with some tax cut by
September 3. I find it hard to believe that the Democrats are going
to come up with some tax cut that is more probusiness, or capital
formation, than the Republicans.

If we act now, what I am afraid of is that we are going to get a
rather large individual tax cut that is inflationary, that cuts our
options in 1981 to enact any kind of productivity or capital forma-
tion tax cuts, let alone take care of any of the defense needs that
Otto Eckstein talks about in his testimony, and most of us share.

I will not ask any more questions, but I don't know if the tax cut
is good or bad politics. A general, across-the-board tax cut, tilted
heavily toward consumers, is not going to help inflation, is not
going to help productivity, and I don't think that it is going to help
the country.

Mr. FOWLER. I agree with the thrust of your remarks, Senator
Packwood. I would simply like to note that the enactment of the
Tax Reduction Act of 1964 occurred at a time when the rate of
inflation was around 1.9 percent, or around 2 percent.

There is a vast difference in the atmospheric result of a large tax
reduction, act in that context from what it would be today when, as
Dr. Burns has indicated, we have a rate of inflation running
around 13 percent in 1979, and this year ranging up as high as 18
percent, and perhaps down now to about 13 percent.

Senator PACKWOOD. Just let me ask each of you this last ques-
tion: If you were in the Senate, which way would you vote if faced
with a bill that cuts individual income taxes across-the-board 10
percent next year, plus starts a phase-in of the 10-5-3 depreciation
over maybe 3 or 5 years.

Mr. FOWLER. I would reluctantly vote against it.
Senator PACKWOOD. Dr. Burns?
Mr. BURNS. I don't know what I would do if I were in the Senate.

I know what I would do now. If I were in the Senate, I might then
have some of the problems that you gentlemen have.

I do know what I would do now.
My top priority in tax legislation would be to levy taxes on true

corporate profits, and thus eliminate the tax on phantom profits
that we have at the present time because of our treatment of
depreciation for tax purposes on a historical cost basis instead of a
replacement cost basis. That would be my No. 1 priority.

My No. 2 priority would be to reduce the corporate tax rate, and
eventually get rid of it. Along with that, I would work toward a
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reduction of the capital gains tax on individuals and on corpora-
tions, particularly the capital gains tax on securities.

I am very much impressed by the experience of Japan, where
there is virtually no capital gains tax on securities. The Japanese
Government and Japanese business firms take a long-range view.
Their treatment of capital gains has been an important force, or at
least I am so informed by Japanese businessmen, making for the
very high rate of savings and capital formation in that country.
That, of course, has a great deal to do with a nation's productivity.

I know Japan moderately well-I have been going there every
other year for the past 20 years. On a recent visit I was astonished, to
learn that productivity in manufacturing is now advancing at an
annual rate of 12 to 14 percent.

Senator PACKWOOD. Let me stop you because about the middle of
September, we are not going to be in Tokyo. We are going to be
here, and the vote is likely to be on something very similar to what
we voted on before-10 percent individual tax cut across the board
in 1981, and maybe some form of improved depreciation
allowances, I am not sure what form it will take.

If that is the vote, is that good or bad for the country?
Mr. BURNS. As of the present time, I would have doubts about it,

yes.
Senator PACKWOOD. Thank you.
The CHAIRMAN. Senator Byrd.
Senator BYRD. I want to say, I don't know of any two individuals

in whom I have greater confidence than I do in Joe Fowler and
Arthur Burns, both of whom have tremendous records, both in
public life and in nongovernmental activities.

I think it is very significant testimony which each of you has
given the committee today. It is very much along the line of
thinking that I have held to. Last month, I voted against the
Republican tax reduction program, and I refused to sign the Demo-
cratic resolution mandating this committee to bring in a tax-reduc-
tion program. I think that I was one of only three Members of the
Senate to take that view.

I have no great problem with the proposal advanced by the
Republicans. My thinking was along the line you indicated today
as to whether our financial situation is such that we should bring
about a tax reduction at this particular time.

However, and that is what I would like to think out outloud with
you, and maybe you can help clarify my thoughts.

Every Republican in the Senate has endorsed a tax reduction to
be enacted this year, and take effect in 1981, and virtually every
Democrat. So, as a practical matter, every Member of the Senate,
with only two or three exceptions, has taken the view that there
should be tax reduction legislation enacted this year, to become
effective next year.

That being the case, certainly the Senate, and perhaps the entire
Congress, is in a very awkward position not to take some action
with regard to taxes this year. Tat being the case, I am anxious
that we get the best possible tax bill that we can get.

Contrary to what I did last month, I am inclined to support a tax
reduction proposal thii year. I would hope -hat it would be geared
toward what each has indicated, if I understood you correctly, to
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give top priority or first priority to promoting greater business
activity. Am I correct in that thinking?

Mr. FowLER. Exactly.
Mr. BURNS. You are exactly correct.
Senator BYRD. That it should be fashioned more along that line.

As I see it, the key to our problem in Government, it is not so
much the problem of taxes, it is the key to get Government spend-
ing under control. I think Dr. Burns emphasized that in the earlier
part of his statement.

Frankly, I see very little activity, and very little interest in the
Congress or in the administration in getting Government spending
under control. In this fiscal year, as one of you brought out, this
Government will have the largest deficit, if you include the off-
budget items, in the history of the nation.

Mr. BURNS. A $77 billion deficit.
Senator BYRD. A $77 billion deficit in this fiscal year. Yet, all the

news reports, all the congressional oratory, all of the presidential
oratory for the last 3 or 4 months has been that we, in Congress, in
Washington, in the administration are restraining spending. Yet,
the facts show that we will have an unprecedented deficit.

Also the facts show that in this fiscal year, we will have the
largest increase in spending in any year in the history of our
Nation.

Mr. BURNS. In the next fiscal year, Senator, without a tax reduc-
tion, the deficit is projected at $51.5 billion. That figure in-
cludes off-budget outlays as it should-The Treasury has to pay the
bills whether the Conigress calls certain expenditures on-budget or
off-budget.

Senator BYRD. That comes on the heels of a $77 billion deficit for
this current fiscal year. If we could get spending under control, it
seems to me that we could out our tax problems with some relative
ease.

My time has run out at the moment, but I want to comment
later, and commend the patriotism, and the unselfishness and dedi-
cation of the two of you for forming this Committee to Fight
Inflation. It is a bipartisan committee that you have put together,
and I think that it will be of great importance in focusing public
attention on this problem of inflation, and how we in government
must respond if we are to get inflation under control.

Thank you.
The CHAIRMAN. Let me address this to Mr. Fowler.
It would seem to me that if we have a tax cut, individuals are

not going to get any reduction in their withholding before January
1. If we move, it would be to provide some tax cut that would help
offset some of the increase in taxes that will occur because of the
increase in social security taxes, and the bracket creep, and the
high unemployment that we are experiencing.

The cut would also be to encourage business to buy more equip-
ment, and to move and do the kinds of things that all of us here
seem to think we would like to see business doing.

Here is a statement by Mr. Martin Feldstein, who is going to
follow you as witness. He holds a responsibility similar to that once
held by Chairman Burns. I just want to readthis statement from
him. He says:

65-969 0 - 80 pt.2 - 13
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The commitment to a schedule of future tax cuts would give Congress and the
Government agencies time to shape their spending plans to the lower level of
available revenue. Thus, while an immediate tax cut generally means an increased
deficit, precommitted future tax cuts can change incentives without any deficits.

I would be the first to agree that we should not move so rapidly
here that we don't know what we are doing, and we have not had
the benefit of any advice.

On the other hand, if after we have held some hearings, and we
have had a chance to think about matters, and we vote, when we
know that the Republic candidate, Mr. Reagan, is going to be in
favor of the kind of thing that we are thinking about here, and we
had the opportunity to have the advice of the present Secretary of
the Treasury, and the advice of the present administration, why do
we have to wait until January 1 in order to put a tax cut in
place-that is, in order to enact it?

Don't you think that a businessman would be better advised in
knowing what he should do with regard to his business decisions,
his commitments, and investments, if he could see what the law is,
rather than having to guess at what it is going to be?

Mr. FOWLER. I think that that question probably answers itself. I
don't think that the businessman today, who reads the press, and
who understands something about political life, has much doubt
but that, regardless of the outcome of this election, in the period
ahead, whether it is 1981, or 1982, or what-n6t, there is goihg to be
a reduction in personal income tax rates.

What he is doubtful about, today, is whether or not the prepon-
derant share of that tax reduction overall is going to flow to
personal income tax reduction, and whether reductions to encour-
age business investment is going to be at the short-end of the deal.

He is also very doubtful as to whether or not the generalized
expression of a need to couple tax reduction with holding down
increases in Federal expenditures is going to be realized in light of
what Senator Byrd has said. There have been a lot of expressions
favoring that, but the hard-bitten decisionmaking to accompany a
tax reduction with a hold-back of an increase in government ex-
penditures, that he does not feel is very much set in place. He is
skeptical about it.

He, then, knows that the likelihood of the result of a precipitate
increase in tax reduction, or a precipitate move to reduce personal
income taxes is going to encourage consumption, and run some risk
of renewing inflation. He is skeptical about whether or not tiere is
going to be hard rigid action in dealing with Federal expenditures
that is necessary to curtail inflation.

So his outlook for the future is not going to be greatly cheered by
the mere fact that you include in a tax cut this fall some slow
beginnings toward liberalization of depreciation. There is a lot
more to it than that.

The CHAIRMAN. I would think that anytime the Congress can
muster the support to pass the kinds of tax incentives that business
is seeking, particularly with regard to depreciation, the business
community would like to see it done.

Mr. FOWLER. I would like to see it done.
The thrust of my testimony is to say, let's have a noninflation-

ary, an anti-inflationary tax cut which is predominantly and pri-
marily directed toward the encouragement of a better environment
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for business investment because that will reduce cost, will increase
productivity, and is anti-inflationary in both its immediate and
long-term impact, if you read the thrust of section 5 of this policy
statement.

The CHAIRMAN. Would you have any objection of we put such a
bill on the President's desk before January 1?

Mr. FOWLER. I would be perfectly happy to see it.
Mr. BURNS. I would like to associate myself with that comment,

and to add a word or two.
The impression that I get from business friends is that they are

quite disturbed about the ups and downs in governmental thinking
about taxes and about spending. One day the Congress is balancing
the budget. The next day a budget deficit of $77 billion is an-
nounced.

They are quite confused, and some of them are sufficiently irrev-
erent to say-or at least to think-that perhaps members of the
Congress, and of the administration do not know what they are
doing. [Laughter.]

That is not a good thing for our country.
As to passing a tax bill this session, along the lines recommended

by the Committee to Fight Inflation, I would be delighted. But you
know and I know that the probability of that happening is very
low. If I am wrong about that, God bless you, and proceed to pass
such a bill. [Laughter.]

Senator BYRD. Would the Senator yield for a question at that
point?

The CHAIRMAN. Yes, sir.
Senator BYRD. As I understand your response, each of you, to

Senator Long, you do not oppose the enactment of a tax reduction
bill in 1980, to take effect in 1981, provided that it is a soundly
based tax reduction bill. Is that correct?

Mr. BURNS. That is correct, but I would want to go on to say that
I would like to have the privilege of interpreting what "soundly
based" means.

Senator BYRD. Soundly based, in this case, would be oriented
toward creating greater business activity, and thus creating greater
job opportunities.

Mr. BURNS. That, but something more. I think the tax proposal
by the Committee to Fight Inlation does just that. It recommends
a tax reduction concentrating on business for each of the next 5 to
7 years-that tax reduction, in this critical year of inflation, and
probably next year, would be minimal and largely symbolic, but
would be substantial in later years.

Notice what that would do. It would have virtually no effect on
this or next year's budget deficit. It would not increase it. It would
not release new fires of inflation. At the same time, it would
change the business environment, and give businessmen something
to look forward to. They vould be living in a different world, a
world that they can count on.

Remember that it takes 2, 3, 5 years to put up a new plant or to
acquire and install massive new equipment. So you would be re-
leasing forces working in the direction of larger capital investment
rather promptly, forces that would serve to improve productivity
without busting a budget that is already badly out of shape.



920

Senator BYRD. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. I just want to make absolutely clear we are

on the same track on this, and use about 1 minute of my 5 minutes
by restating what I think has already been put by Senator Long
and Senator Byrd.-

There are at least two ways of reading opposition to passing a
tax bill this year. One way woUld be to say that in the light of
facing, perhaps, a 9- to 10-percent inflation rate in 1981, and in the
light of facing a $30 billion or up Federal deficit in 1981, any tax
bill effective 1981 is per se inflationary and irresponsible and,
therefore, we should not pass one.

It is my understanding that that is not your testimony.
Mr. BURNS. That is correct.
Mr. FOWLER. That is correct.
Senator DANFORTH. Your testimony, instead, is that you are con-

cerned, if we pass a tax bill between now and the election, the sort
of tax bill we will pass will be political in the worst sense, and will
be a demand inducive, inflation inducing tax cut. Is that correct?

Mr. BURNS. That is the risk. That is the danger.
Senator DANFORTH. Let me ask you with respect to the individu-

al portion of a tax cut. All tax cuts that I have ever heard of are
partly business, and partly individual. So there is going to be an
individual component to a tax cut.

With respect-to the individual component, there are a variety of
possible ideas. Some people suggest indexing. Some people suggest
rate reduction, that is the Roth-Kemp idea. Some people suggest a
tax cut which is specific toward savings. Secretary Fowler suggest-
ed further reduction on capital gains rates--

Mr. FOWLER. Which I don't think would be a revenue loser.
Senator DANFORTH. Some people suggest other sorts of savings

inducers, like exclusion of dividends, and so on. Some people sug-
gest of variety of approaches to offsetting social security increases,
including a credit, or the possibility of financing medicare out of
general revenue.

I would like your views, in the time allowed, both of your views
if I can get them on the relative merits or demerits of these
alternatives. Is it simply a matter of choosing between four or five
very good alternatives and finding the best, or are some of these
really good, and others would be inflationary and injurious to the
economy?

Mr. FOWLER. The criteria I would use primarily in selecting them
is those that have the minimal impact on the budget deficit. As Dr.
Burns has indicated, in the Committee to Fight Inflation's proposal
about business tax cut, in the first 2 yehrs it would have a very
slight impact. It would more symbolic. It would be more reflective
of the longer term policy of this Congress, and the new administra-
tion, whoever that might be.

Senator DANFORTH. If we could just assume the same amount of
dollars, and think instead in terms of given the same amount of
revenue loss projected, the reflow concept. For any of these, I
would like your views on indexing, rate reduction, or savings spe-
cific type reduction, or the social security credit, or medicare.
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Mr. FOWLER. I think all of those would be in the lowest of my
priority, and the highest order would be the Committee to-Fight
Inflation's' recommendation in section 5 of its statement about
making the beginning of a tax reduction to promote business in-
vestment, and second, reduction in the capital gains.

Senator DANFORTH. For the individual?
Mr. FOWLER. The revenues losses from what is in the thrust of

that recommendation would compound the budgetary problem, or
carry any significant risk of inflation.

Senator DANFORTH. The individual portion, then, would be fur-
ther capital gains reduction.

Mr. FOWLER. Yes.
Senator DANFORTH. You would tend to oppose indexing of indi-

vidual rates?
Mr. FOWLER. Yes.
Senator DANFORTH. You would tend to oppose individual reduc-

tions?
Mr. FOWLER. Yes.
Senator DANFORTH. You would tend to oppose social security,

either the credit or the financing of medicare out of general reve-
nue?

Mr. FOWLER. Yes. I would have, of course, in my mind the
likelihood that there would be some action on individual rate re-
duction. I would hope that the predominant share of tax reduction
enacted between now and the first of the year, or the earliest part
of the year to be effective in the fiscal year would be in the
directions indicated.

Senator DANFORTH. Could you respond to that, Dr. Burns?
Mr. BURNS. Yes, I indeed want to.
First of all let me say that the omission from the report of the

Committee to Fight Inflation of any recommendation for a cut in
the personal income tax is deliberate. At the present time, if we are
to have any reduction, the reduction should focus, in our judgment,
on the business side, in the interest of improving the environment in
which our businessmen function. We badly need that. Our economy
is slipping, and slipping sharply.

Now, I understand perfectly well that in the actual, course of
writing a tax bill by the Congress, something would be done about
the personal income tax as well as business taxes. I regret that, but
I recognize it as a fact of political life.

While I am quite opposed to doing anything about the personal
income tax at the present time, if the Congress were to move in
that direction, I would emphasize bringing the 70-percent maxi-
mum tax rate on personal income down to 50 percent. I think the
distinction between earned and unearned income is most unfortu-
nate. Also, I would emphasize reducing the capital gains tax, and
eventually eliiifiating-it. Of course, I would also recognize that if
changes of this kind were made, there would have to be some
adjustment of the lower tax brackets.

What I would hope, hope even against hope, is that the Congress
would not reduce the personal income tax at the present time
when we are or should be so deeply concerned about inflation, and
when the deficit is already so enormous.
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As for indexing the income tax, I have submitted a letter to
Senator Long, in which I indicated that there is a strong majority
within our committee, and I am very much a member of that
majority, that entirely opposes indexing.

Indexing essentially means that we are judging that inflation is
here to stay. That it is an inescapable fact of life, and that it will
remain with us. In other words it is too bad, but we might as well
make the best that we can of this awful situation, and try to live
with it. I have not reached that point of despair as yet, and I don't
expect to.

Senator DANFORTH. Thank you.
Mr. -FOwLER. I would like to add one note here that neither of us

has voiced, but which is implicit in the formation of this commit-
tee. At the time we issued our statement, it was in the context of a
likelihood that the rate of inflation in the Consumer Price Index,
which has somewhat artificial items, would come down from 18
percent to maybe 9 or 10 percent, the so-called basic rate.

That to us is not a solution of the problem of inflation. The real
problem starts there, and that is engineering a group of public
policies followed over surely a long period of time, 4, 5, 6, or 7
years perhaps, that will ultimately bring that rate of inflation back
down from what is referred to generally as the basic rate of 9 or 10
percent to a 1- to 2-percent level, or a very tolerable level.

So we see this battle to fight inflation not as ending with the
reduction from 18 to 10 or 9 percent, but beginning with how you
get from 9 down to 2 or 1.5, or 2.5 percent.

Senator DANFORTH. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman. I have two ques-

tions. One long term, and one short term.
The long term-if you accept that investment is about 10 percent

of GNP today, do you think that it is in our interest to increase
investment as a portion of GNP? If so, where does that money
come from-consumption, Government spending, wherever you
might say?

If you don't think that investment need increase above 10 per-
cent of GNP, but rather how to reallocate the components of that
10 percent, how do we disinvest from certain sectors and reinvest
in more productive sectors? I

Mr. BURNS. I definitely think that our rate of investment in this
country should be increased substantially. Bear in mind that much
of our industrial capital at the present time is obsolete. Bear also
in mind the fact that a good deal of investment that is taking place
in, industry is mandated by the Government for environmental
reasons, and that it does little or nothing to improve the productiv-
ity or the financial position of the firms that undertake such
investment.

How do you finance the added investment? I think that the
proper way, to the extent that we can manage it, is to finance it
through savings rather than through new money creation. An envi-
ronment that is inflationary, we all know, is not conducive to a
high rate of saving.

Mr. FowLER. I have nothing to add.
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Senator BRADLEY. Do you think that it is all going to come out of
savings, and what part of savings-personal savings, retained earn-
ings, increased depreciation, which?

Mr. BURNS. I would say, in large part, personal savings. I think
also that our business firms should be saving more; that is, the
dividend payout should be lower. That is what they do with great
success in Japan where they have a different kind of tax system
that encourages long-range thinking on the part of business firms.
Also part of the financing should come out of lower dissaving by
our Federal Government.

Senator BRADLEY. So you think that it should come out of saving
and reduced Government expenditure?

Mr. BURNS. Yes.
Senator BRADLEY. In making recommendation for the business

tax cut, you made several recommendations ranging from reducing
the tax on unearned income from 70 to 50 percent, to beginning to
phase out the capital gains, to beginning to phase out corporate
income tax.

All of these things are not going to happen. I am curious as to
what your assumptions are in determining your first two or three
priorities?

Mr. BURNS. The first choice is indicated clearly in the policy
statement issued by the Committee to Fight Inflation, and which
Secretary Fowler and I have cited this morning; namely, a sched-
uled reduction in business taxes over each of the next 5 to 7 years
in order to create a new environment for business planning, inno-
vating and investing. But the reduction should be quite small in
this critical year and the next.

That recommendation on which our committee is unanimous,
would be the top priority, along with a reduction in due course of
the capital gains tax.

Beyond that, Secretary Fowler and I have expressed personal
views, each of us speaking for himself only.

Senator BRADLEY. I would like to solicit each of your views, if it
is possible, on the decline in productivity in the country since 1965;
what you believe to be the major causes of that decline; and wheth-
er you see those things rectified through the series of business tax
cuts that you advocate?

Mr. FOWLER. I think if you had the text of the policy statement
of the Committee to Fight Inflation in front of you, it would answer
that question, because following the discussion of the environment
for business investment in terms of tax policies, there is another
section, section 6, on other measures to increase productivity. If I
may, I would just like to read it. It is short.

We urge that other feasible means be adopted to increase the productivity of our
economy. These should include larger private and public outlays for research and
development, carefully designed manpower training programs, productivity councils
in individual plants, shops, and offices in communities around the countr) in which
employees and employers can pool their ideas for improving the efficiency with
which their tasks are discharged, and other means of encouraging cooperative
efforts of labor and management in furthering their common interest in greater
efficiency.

We don't think the problem ends just with tax policy. We think,
however, that the tax policy is a fundamental ingredient in the
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total mix. It involves the types of measures that are referred to in
this paragraph.

Mr. BURNS. I would just like to add a few words of emphasis on
the importance of productivity councils. We had some experience
with that after the war, and Japan has had a great deal of experi-
ence with it.

In one of our cities in upstate New York, Jamestown, they have
set up productivity councils where management people sit down
with working people to devise ways and means of getting a job
done in less time, or getting a better job done. Senator Javits is
thoroughly familiar with that development.

Such a procedure has been enormously successful in Japan. We
have tried it on only a very limited basis in our country. I hope
very much, and Senator Javits and I have been talking about this
for the past 10 years or more, that this idea will spread and will be
promoted by Congress, and that our business and labor people will
start taking it seriously.

We have labor-management committees that operate on a high
level, with top executives of business talking to top union leaders.
What we need is groups of people-say 20 in a shop, or a division of
a factory-sitting down and working out common problems. That
would not only create higher productivity in our country, but it
would lessen the adversarial character of labor-management rela-
tions that exists in our country. It would create a better social
climate, as well as a better industrial climate.

Mr. FOWLER. In that connection, Senator Bradley, I would like to
offer an additional document for the record. I noticed with great
interest an ad on July 22, a full-page ad in the New York Times,
entitled "The United States Must Strengthen Its Competitiveness,"
and it is a result of the cochairmanship of Senator Ribicoff and
several colleagues which is very much along the lines of what Dr.
Burns and I are trying to emphasize as what should be the princi-
pal focus of tax reductions.

Senator BRADLEY. If you look, you will see that my name is on
the list. So I am glad that you agree with this.

Mr. FOWLER. I noticed that it was there, and that is why I
brought it up at this point.

Senator RABICOFF. I am acting chairman while Senator Long is
gone. I see that my turn is next.

Both of you, gentlemen, are respected practical men, have dealt
with the Congress year in and year out, and you know us pretty
well. I would say that what you have got here is oneupmanship
between the Republicans and Democrats, and that is the worst way
you can legislate. Everybody is trying to make points.

In 42 years of public life, I have never seen such an atmosphere
of hysteria and fear by public men running for reelection, but that
is what you have got, this year.

So now you are faced with the problem that maybe we should
not have a tax cut. I think the country is exactly on all fours with
your objective, which is to fight inflation first, and a tax cut
second. I don't anticipate that that will happen.

I believe, too, that I sense considerable responsibility among
more people in Congress now than before, with the realization of
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the problems this country has in the decline of competitiveness,
and especially the decline of America's position of no longer being
No. 1, and Americans don't like that. That is one thing that-we
always prided ourselves on, being No. 1, but we are not, and we
want to get it back.

Assuming, therefore, that you are going to have a tax cut, and
assuming that it will not follow the lines that you say, that we
should wait until after election, I don't think that it is being the
realm of possibility to act now responsibly.

Mr. BURNS. Do you think that there is enough time, Senator?
Senator RIBICOFF. Let me put it this way. I don't think so, but we

are going to have to make the time.
You two men have acted under pressure time and time again in

the positions you have been in, and you have mulled over these
things day in and day out. I look around this table now, and every
man that is here, Republican, Democrat, liberal, conservative, all
have a deep sense of responsibility. They know the dangers. They
know the problems.

Under the circumstances, let's reason together how can we get a
responsible tax bill by October 4, and not wait until after election
because the worst damage we can do to the future of our country is
to put into place a tax bill, and a tax program that will have
reverberations and consequences in future years, and undercut the
slow process you are talking about.

Under those circumstances, I think you gentlemen can have a
great impact. In looking around this table, I think almost all of us
here now are in sympathy with your objectives.

Why don't you, out of experience, instead of just your testimony,
which is sound, within the next few days before we sat down to
write this bill, knowing that you are going to have to do something
for individuals as well as business

I don't think today business is the whipping boy. There is a
realization that we have to beat inflation. We have to get produc-
tivity and competitiveness up. The only place you are going to get
it up is through business, and productivity, and competitiveness.

What type of a tax bill, including what elements, should we be
aiming for now to achieve this in future, and doing as little damage
as possible? I think that that can be done.

If there are the individuals, I think Senator Danforth posed that
problem to you, where do you do it? Social security taxes are rising,
that will have an inflationary effect. It will have a detrimental
effect upon every wage earner. Should we consider giving the indi-
vidual his benefits through a tax credit that he will have for the
payment of social security taxes, and therefore we do something for
the individual, and also for the inflationary pressures of increased
Social Security taxes. I that the way to go?

If we have to phase in what you are talking about, beginning
after election, what should be in that tax bill? We can do it now,
instead of June 1 of 1981. Let's make the attempt. I think every-
body around here wants to try.

What I am inviting you to do, and the panelists that will follow
you, and almost all of you who will basically be testifying the same
way, as I am familiar with what you are advocating, is to address
to the committee-you don't have to write a bill, we have staff who
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can write it in a bill, but list your priorities of what we ought to be
working on to achieve our objectives, and try to avoid acting in an
atmosphere of hysteria.

Do you think you, gentlemen, could take a whack at that?
Mr. FOWLER. Senator, I don't think we could add a very great

deal to what is in our statement, and what is reflected in the
initial policy of the Committee to Fight Inflation.

I think, as Dr. Burns has emphasized, whether it is liberalized
depreciation, or increasing the investment tax credit, or reducing
corporate taxes, a 5- to 7-year program that is graduated so that
the fiscal impact is minimal in the first 2 years, but the thrust of
congressional policy is there for the future.

I think a reduction of the capital gains tax, to the level, at least,
that this committee and the Senate voted, I believe, 82 to 9 in 1978,
an inclusion rate of long-term capital gains of 30 percent, rather
than the current 40 percent, would not be a revenue loser of any
significance. That is as far as our concrete thinking goes.

Beyond that, I don't know. We would be confronted with choices
of other measures, which would entail much more significant reve-
nue losses.

Senator RiBICOFF. That is right. But since you are going to face
that, what I am asking you, since there is a timetable in your
mind, and the timetable is not going to be adhered to apparently
by the Congress, how do we fold in to do the least amount of
damage, really-if we can do a lot good, fine, but the least amount
of damage to reach your objective with an individual program, and
a corporate program.

You say that it is impossible, but we are going to have to do it,
and I think that we are going to do it.

Mr. BURNS. I understand your question, Senator, but I find it
very difficult to get on the track that you suggest. To propose a tax
plan that would minimize damage sounds to me like proposing a
minimum of sinning, when I am opposed to sinning. So I find it
very difficult to get on your track.

Senator RIBicoFF. Then you are going to have an awful lot of
sinners in this Congress.

Mr. BURNS. I do hope that in the course of your deliberations
there may be some second thoughts. Now and then, second
thoughts are better than initial thoughts.

My impression is, and I may be entirely mistaken, that senti-
ment in the House is running differently from the sentiment in the
Senate with regard to tax legislation. So I don't take it as a
foregone conclusion that we are going to have a tax bill within the
next few weeks or months.

I want to say one thing more to you. In establishing this Commit-
tee to Fight Inflation, we set a certain objective for ourselves. The
objective is to try to do our best thinking on what will be good for
America not only today-not even principally today-but over the
long tomorrow.

We realize perfectly well that the recommendations that we
come forward with would have to be adjusted, and perhaps adjust-
ed radically, in the political process. Our feet are on the ground.
We would not expect the Congress to adopt more than a few of our
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recommendations, and perhaps even those in significantly modified
form.

But I think our position so far, compromise is an essential of
congressional living, of the governmental process. We, however are
out of the Government. We don't have to compromise. We are here
to advise you to the best of our ability as to our thinking on what
will promote the national welfare, and let the compromising that
has-to be done, be done by Government officials who have the
responsibility.

So I would like to be of help to you; Senator, but I find it
difficult, as I stated, to get on the track that you have suggested.

Senator RIBICOFF. We appreciate it, but it looks like the burden
is going to be ours, and not yours.

Senator Wallop.
Senator WALLOP. Thank you, Mr. Chairman.
I have to say, as a poor dumb rancher, in the presence of econo-

mists of this stature, it is hard for me to proceed.
But can you tell me why there is a bigger revenue loss from any

action that we could take than from prolonging and creating a
stagnant economy in which nobody has any money to invest in
something to produce, or to buy the goods and services that are
produced?

Look at General Motors, isn't that the biggest revenue loss that
we could have? It is not only their people who are unemployed, but
they have a second quarter loss that is a record in their industry in
a no-strike quarter?

Mr. BURNS. Senator, I have tried in the testimony that I gave to
deal with the question. I have urged that we give the automatic
stabilizers and the natural corrective processes that go on during a
recession within the private economy, in which I happen to have
great faith that we give them a chance to work out their effects,
and not rush in with stimulative policies.

We have done that in the past, and because we have done that in
tTie past on the scale that we have, we have gotten into the trouble
that we are in. Moreover, the stimulative policies no longer work
as they used to.

Senator WALLOP. I am not asking for a stimulative policy.
Mr. BURNS. What are you asking for?
Senator WALLOP. I am asking for a comment as to whether or

not the tax structure of America, as it presently is constituted,
isn't of and by itself inflationary?

Mr. BURNS. I think the tax structure as presently constituted is a
drag on our national economy, and badly needs reform.

Senator WALLOP. If you are a businessman, and you are looking
down the road and trying to make some business investment, how
can you invest in a productivity or new plant, or efficiency, on the
speculation that some kind of a response from a responsible Con-
gress is forthcoming?

Wouldn't you be just totally in line to be sued by your stockhold-
ers if you made a decision until you knew what that was?

Why prolong the certainty, and the predictability of what we are
trying to do?

Mr. BURNS. Let's see what we are talking about. We are talking
about a difference of just a few months, and we are suggesting that
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you can write a better tax bill to accomplish the high and construc-
tive purpose that you have in mind-that you are far more likely
to do that a few months later than at present. That is the only
difference between us.

Mr. FOWLER. The difference between November, December, and
September and October.

Senator WALLOP. I don't have a recollection, but I have read a
few history books, and if there is a massive change in the govern-
ment political structure, I suggest that a few months in the wrong
session might be more detrimental to the country than trying to
proceed on something that would be satisfying to both parties right
now.

Productivity councils are a marvellous idea, and I approve of
them, but who has an interest in creating more efficiency, or more
productivity if they cannot enjoy the fruits of their labor when, I
am not saying immediately, but at least predictably enjoy it. -

Mr. FowLER. The principal thrust of our statement here is not
the question of timing. We were trying to level with you and say
what our judgment was as to what the best timing to get the best
results would be.

The principal thrust is, we do need a new direction, and a new
restructuring of our tax system, and the planning and the move-
ment along the lines to execute those changes ought to begin now.
There is no saying, don't even discuss this subject. No, let's go
forward with it.

We just have a feeling, and we may be wrong. You may write a
better bill to promote business investment in September and Octo-
ber, and you may vote a more predominant share of tax reduction
to promoting business investment that increases productivity in
September and October than you would in November and Decem-
ber, but I for one doubt it.

I think that you are much more likely to get the emphasis that
we are trying to get in our statement here, which I think from
what Senator Ribicoff says reflects the view of a lot on both sides of
the aisles--

Senator WALLOP. I am simply trying to echo Senator Ribicoffs
request, and ask you if perhaps you might not rethink your reti-
cence to provide us with a rather more specific answer to the
question that he asked in the hope that there might be now, at
last, a responsible bypartisan effort to rescue a sick country.

Senator RIBICOFF. Senator Bentsen, do you want to ask some
questions?

Senator BENTSEN. Since I was not here to hear the statements of
these two gentlemen, I am not going to ask questions. But I do
want to, just because they both happen to be good friends of mine,
to state my very high regard of Chairman Burns, and Secretary
Fowler, and their contribution to our country. I look forward to
reading your statements.

Mr. FoWnR. Thank you.
Mr. BURNS. Thank you.
Senator RIBIcoFF. On instruction from the chairman, who had to

go to the Press Club to make a speech, and took other members of
the committee with him, it was his suggestion that we recess, after
everyone has asked questions here, until 2 o'clock.
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Senator DANFORTH. Could I ask one short question, Mr. Chair-
man?

Senator RIBICOFF. Certainly.
Senator DANFORTH. Gentlemen, if we were faced by political

necessity, and it was going to come to pass that we would pass a
tax bill which would be effective January 1, and it would have in it
x number of dollar revenue loss for either individual rate reduc-
tions, or in the alternative a social security tax offset, which of the
two would either most prefer, or least disfavor?

Mr. BURNS. I will take the first, the individual rate reduction. I
would not tamper with social security.

Senator DANFORTH. This would simply be an income tax credit
for social security taxes paid.

Mr. BURNS. That is one way of describing it. I think what you are
then doing is financing the social security system-through general
tax revenue-or more precisely, through general tax revenue in
part, and also through borrowing in part.

Senator DANFORTH. Secretary Fowler?
Mr. FOWLER. I would flip a coin.
Senator DANFORTH. Would you be happy or very upset when you

are flipping the coin?
Mr. FOWLER. I don't think that it matters very much. I share Dr.

Burns' view that I would hate to see this particular situation
become a precedent for a movement in terms of financing social
security. I do not think that that is wise.

Senator DANFORTH. Thank you.
Senator BRADLEY. Mr. Chairman, could I ask one question?
Senator RIBICOFF. Let me ask this one question first.
I hope I have not inconvenienced Mr. Stein, Mr. Eckstein, and

Mr. Feldstein, because it is late. Senator Packwood indicated that
he would be more than willing to remain and listen to the panel.

You have been around the Senate for a long time. I don't know
how many more people will be back. Personally, I- have to get a 1
o'clock plane back to Connecticut, so I personally will not be back.
Whether you would rather go on now, or whether you would rather
come back at 2 o'clock, is your decision. What would you, gentle-
men, rather do?

Mr. STEIN. We would rather have the bird in the hand.
Senator RIBICOFF. Would you be willing to stay?
Senator BENTSEN. I can stay until 12:40, and then I -nust leave,

or I can come back at 2.
Senator RIBICOFF. My feeling is, these men have come here, and

we take a lot of their time. They are willing to come and testify to
a skeletonized committee.

Whoever the last man is, would you please recess or adjourn
until Monday.

Senator BRADLEY. Mr. Chairman, I just wanted to ask one ques-
tion.

Senator RIBICOFF. Senator Bradley.
Senator BRADLEY. I don't think that either one of you gave me a

specific percentage of GNP you think investment should be. What
is the target?
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Mr. BURNS. I am not very good at numbers, Senator. It ought to
be significantly higher, and I would like to see it at least 12
percent.

Senator BRADLEY. Thank you.
Mr. FOWLER. That would express my point of view. It should be

significantly higher, but I mistrust numbers on occasions like this,
where I would pull it out of the air. But it should be significantly
hi gher.

Cenator BRADLEY. Thank you.
Mr. FOWLER. Over a long period of time, too.
[The prepared statements of the preceding panel follow:]

STATEMENT ON SOME KEY ISSUES IN FISCAL POLICY BY ARTHUR F. BURNS,
SCHOLAR IN RESIDENCE AT THE AMERICAN ENTERPRISE INSTITUTE

SOME KEY ISSUES IN FISCAL POLICY

Our country finds itself once again in the midst of a recession, and the members
of Congress are naturally concerned about the steps that could wisely be taken to
limit the decline of economic activity and to speed economic recovery. That, I take
it, is the major reason for holding hearings on tax policy at this time.

Let me remind you at the outset that the recession did not start suddenly. Its
coming had been expected for many months in governmental as well as business
circles. Throughout 1979 signs kept multiplying that forces of recession were gather-
ing in our country. Housing starts and automobile sales declined last year and so
too did their auxiliary trades-such as the lumber industry and the rubber tire
industry. Sensitive indicators of the labor market in manufacturing industries-
notably, a shortening of the workweek, a reduction in overtime work, and a decline
in the rate at which individuals were quitting jobs-signaled that econorhic expan-
sion would soon end. Industrial production, taken as a whole, moved sidewise
throughout 1979. Moreover, during much of last year the real volume of orders
received by manufacturers was tending to slip, while delays in filling orders were
becoming less frequent. At the same time, interest rates were moving up with
extraordinary rapidity; output per hour in the nation's workshops was turning
down; workers' real incomes were eroding; and even the nominal profits of corpora-
tions, properly reckoned, were declining.

There was nothing mysterious about these harbingers of recession. The erosin of
workers' real incomes, the sharp rise in interest rates, the slump in the homebuild-
ing industry, some part of the decline in automobile sales, the decline of productiv-
ity, the slippage of corporate profits--all these disturbing developments reflected
the economic imbalances bred by last year's raging inflation.

For a time, to be sure, the widespread and growing expectation that inflation
would continue in the future prevented over-all production and employment from
declining. Consumers, ir, particular, kept spending rather freely, often beyond their
income, because they felt that goods could still be acquired at bargain prices relative
to what would have to be paid later. There are limits, however, to consumer buying
power; these limits could not be stretched indefinitely; they were already being
strained toward the end of last year; and the new credit restrictions imposed by the
Federal Reserve this March prevented their being stretched further. As the record
stands, the recession that got under way in January is still, with us. And as so
frequently happened in the past-most recently in 1974 and 1975-the widespread
unemployment that is again afflicting our country was brought on principally by
inflation.

Recessions inevitably cause hardships to many businesses and their workers, and
that is why they are so troublesome. But we must not lose sight of the fact that a
recession is normally a temporary and passing development, and that the lasting
consequences of inflation can be much more serious to a nation. The galloping
inflation that our country experienced last year and in the early months of this
year was not an isolated phenomenon. On the contrary, it was the latest installment
of an ominous chapter in our nation's history.

From the earliest days of the Republic until the end of the 1930's our country
avoided persistent, cumulative declines in the purchasing power of its currency. In
fact, during the century and a half prior to 1939 measures of both wholesale and
consumer price levels moved down in about as many years as they moved up.
However, in the forty-year stretch since then, the general price level has gone up
lmost without interruption-consumer prices in 38 years and wholesale prices in
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35 years. in terms of annual figures, the consumer price index has risen steadily
since 1955, the wholesale price index since 1963. These unbroken strings of in-
creases-sixteen years for wholesale prices and twenty-four years for consumer
prices-are wholly without precedent in American history. Their cumulative effect
is registered in a devastating decline of the purchasing power of the dollar.

At present, our consumer price level is almost six times as high as it was in 1939.
Still more ominous is the fact that while the price level has risen at widely varying
rates from year to year, the general trend-particularly since the mid-1960's-has
been toward an accelerating pace of inflation.

The damage that this great revolution in prices has already caused in our country
is all around us. Inflation has eroded the real value of everyone's money earnings
and monetary assests. It has created large and wholly arbitrary redistributions of
income and wealth. It has deprived people of effective means of planning for their
future and of providing against the contingencies that arise in life. It has been
destroying the self-respect of many of our citizens by forcing them onto the welfare
rolls. It has been reducing the efficiency of financial markets and of the workshops
of our economy. It has been weakening business innovation and capital investment
by multiplying risks, driving up interest charges, and causing taxes to be paid on a
phantom portion of profits. It has been making our economy more vulnerable to
recessions. it has been weakening the economic security that Congress sought to
build through massive social legislation. It has been reducing the value of the dollar
abroad as well as at home, thus diminishing our country's power and prestige in the
international arena. In short, persistent inflation has been undermining our na-
tion's economic, moral, and political strength.

I have been emphaizing the longer-run effects of inflation because I sense that
some citizens, both within and outside the Federal government, are beginning to
forget that inflation has been-and still is-our nation's Number One economic
problem. In the course of a recession the rapidity of price advances usually abates
and that is also happening now. But we must be alert to the danger that this
slowing will lead to complacency about inflation, and that the concurrent rise in
unemployment will again lead to highly stimulative fiscal and monetary policies. By
traveling that road in recent decades we have brought on the stagnation and-
malaise that of late has afflicted our economy.

In view of the danger that inflation poses for our nation's future, a number of
citizens who have had extensive governmental experience in handling economic and
financial issues recently established a Committee to Fight Inflation. The Committee
is thoroughly bipartisan in its make-up. Its members, now all in private life,
represent diverse backgrounds. Five are former Secretaries of the Treasury, two are
former Chairmen of the Federal Reserve Board, one is a former Chairman of the
Council of Economic Advisers, one is a former Under Secretary of the Treasury, and
the remaining four are former members of Congress who had major responsibilities
in the economic and financial area. What this group has in common is the convic-
tion, born of a shared experience stretching over the last three decades, that
inflation poses a major threat to the stability of our economic. social, and political
system.

About a month ago the Committee to Fight Inflation issued its initial policy
statement. The program for fighting inflation recommended by the Committee
covers a wide range of policies, but I shall concentrate this morning on the fiscal
area that is the subject of these hearings.

The Committee is deeply concerned about the manner in which Federal finances
have been managed in recent decades. Since 1950 the budget has been in balance in
only five years. Since 1970 a deficit has occurred in every year. Budget deficits have
thus become a chronic feature of Federal finance; they have been incurred when
business conditions were poor and also when business was booming. Not only that,
but the deficits have been mounting in size-a trend that becomes molii worrisome
when "off budget" outlays, which have increased rapidly since their emergence in
1973, are included, as they indeed should be, in the budgetary calculation. This
persistent pattern of deficit financing has contributed powerfully to the impetus of
inflation and to the rapid spread of inflationary psychology.

In view of this development the Committee to Fight Inflation recommends a
revision of the budget process that would make it much more difficult to run
deficits. The Committee's proposal would require "a balanced budget unless a deficit
is authorized by something more than a simple majority-say,-two-thirds-of each
house of Congress. Such a measure would demonstrate to the public that the
Congress is finally ready to take stern and responsible action to end the persistent
deficits that have nourished our inflation." The Committee recognizes that deficits
can be eliminated either by raising taxes or by holding down expenditures, but it



932

expresses the firm belief that "the national interest would now be best served by
restraints on expenditures."

In developing its program for fighting inflation the Committee has been especially
mindful of the great importance of changing the environment for business invest-
ment. Let me quote again from the Committee's policy statement: "Inflationary
pressures have been fostered in recent years by a flattening-out of the trend in the
output of goods and services per manhour, and most recently by an absolute decline
in productivity. Our country needs urgently to encourage productivity-enhancing
capital investments and, more generally, a greater willingness by business firms to
innovate and assume risks. The Congress should promote these objectives by sched-
uling reductions in business taxes in each of the next five to seven years-the
reduction to be quite small in the first two years but to become substantial in later
years. This sort of tax legislation, supplemented in due course by reduction in the
capital gains tax, would not run up the budget deficit in this critical year or next; it
would thus scrupulously avoid fanning the fires of inflation. Its passage would,
however, release powerful forces to expand capital investment, thereby improving
the nation's productivity and exerting downward pressure on prices later on." Such
tax legislation, I might add, would also help in the more immediate future by
iroproving prospects for useful jobs.

Limitations of time have made it impossible for me to canvass further the think-
ing cn taxes by members of the Committee to Fight Inflation. From this point on, I
am on my own. Fortunately, Secretary Fowler, the distinguished Vice Chairman of
the Committee, is with me, and he will amplify or perhaps amend my comments in
whatever ways he sees fit.

In addition to what I have already said as Chairman of the Committee to Fight
Inflation, I urge the Congress in the course of its deliberations on tax policy to keep
the following considerations in mind.

First, the sacrifices imposed by the on-going recession on many of our families
and businesses are the price that our nation is paying for letting inflation run riot.

Second, both inflation and recession are only the outward expression of numerous
difficulties besetting our economy in recent times-among them, the increasing
reliance on government for the resolution of economic and social problems, the
flattening out of the trend of industrial productivity, the increasing cost and uncer-
tain dependability of energy supplies, the growing burden of taxes despite persistent
budget deficits, the tension in labor-management relations, the depression in true
corporate profits, the loss of competitiveness by some of our key industries, and-the
proliferation of government regulations. Tax policy can alleviate some-but by no
means all-of these problems.

Third, however regrettable the human aspects of recession may be, it is now
helping to moderate inflationary pressures by forcing businessmen to eliminate
waste and concentrate production in more efficient installations, by making it
necessary both for them and their employees to work harder, by slowing here and
there the-upward climb of-wages and prices, and by causing an actual decline of
prices in numerous commodity markets.

Fourth, in the course of a recession the private economy tends on its own to
generate forces of recovery. These include the improvements in efficiency already
mentioned, the working-off of excessive inventories, and the emergency of a better
financial environment, that is, lower interest rates, greater availability of credit,
and often higher stock prices.

Fifth, these natural corrective forces are reinforced by stabilizers built into our
economy. As income from production declines-during a recession, much of the
decline is offset by increases in unemployment compensation and other transfer
payments, by relative stability in dividend payments, and by lower income tax
payments of both individuals and businesses. Meanwhile, employment in the greater
art of our economy-government and the various service trades-is hardly affected
y recession.
Sixth, we can reasonably count on the automatic stabilizers and the corrective

processes internal to the private sector to lead to economic recovery. In any event,
we should give those processes a fair opportunity to work, keeping in mindthat if
significant fiscal stimuli are now legislated, they will undercut the dampening of
inflationary pressures that is underway. When the government can be counted on to
respond vigorously to any signs of recession, both labor and management are
relieved from the necessity of making hard choices that would probably result in
slowing the rise of prices.

Seventh, governmental attempts at fine-tuning the economy have rarely worked
as expected. Economic forecasting is at best a primitive art. Time and again,
stimulative fiscal actions taken by Congress have had their main effect only after a
recession had run its course.
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Eighth, anti-recession measures, whether of a fiscal or monetary character, have
worked more poorly in recent time than they did two or three decades ago. The
responsiveness of the eeonomy to such measures has changed because of the grow-
ing expectation of the public that inflation is here to stay. With fears of inflation
dug deep into our national psychology, attempts at short-run stimulation of the
economy are widely interpreted to mean that new forces of inflation are being
released. This tends rather quickly to drive up interest rates, encourage speculative
activities, and produce attacks on the dollar in foreign exchange markets.

Ninth, in view of the bearing of the level and structure of Federal taxes on the
future of our economy and our nation's role in the world, the Congressishould focus
on the kind of tax system that will best serve the nation'- long-run needs, instead of
attempting to use the tax system for short-run countercyclical objectives. If Con-
gress yields once again to short-range concerns, we can be quite certain that prices
will again be rising more rapidly at the start of the next economic recovery than in
the one that preceded it, that inflation will have gained new momentum , and that
our economic and social troubles will not diminish.

Tenth, an election year is generally a poor time for tax legislation. Not only that,
but this session of Congress is well along and will soon come to an end. There is
hardly enough time for the careful deliberation that constructive tax legislation
requires.

Eleventh, it is nevertheless essential that tax planning get underway promptly, so
that constructive legislation can be acted on after the election. This will be an
enormously difficult task. The burden of Federal taxes borne by our citizenry has
been rising and is now about as heavy as at the peak of World War II. Even so, our
government has been running huge budget deficits-in fact, a record-breaking defi-
cit in current dollars is projected for this fiscal year. Even more troublesome than
the level of taxation is the bias against personal saving and business capital invest-
ment built into our tax structure. Unless that bias is corrected, our economy will
continue to stagnate, the standard of living in our country may deteriorate, and
social tensions will multiply.

Twelfth, and this is my final comment, the reconciliation of various desirable tax
objectives with larger spending on defense and budgetary balance cannot be accom-
plished in any one year, nor can it be done without some sacrifices by the American
people. Our country is in great need of a stable, consistent, long-run fiscal policy.

he state of confidence among members of the business and financial community
has been badly shaken by the frequent and extraordinary shifts concerning Federal
expenditures, taxes, and borrowing requirements that have been projected officially
during the past year. To carry out intelligent planning, businessmen in particular,
but not only they, deserve a stable as well as a sound fiscal policy from their
government. The recommendation by the Committee to Fight Inflation of legislation
that would schedule reductions in business taxes over the next five to seven years,
but do so in a way that protects the budget, would go a considerable distance, in my
judgment, in rebuilding confidence in the economic future of our country and its
role in the world.

STATEMENT OF HENRY H. FoWLER

My name is Henry H. Fowler.
I am a General Partner in Goldman, Sachs & Co., an investment banking and

securities brokerage firm at 55 Broad Street, New York, N.Y.
By way of background, the record should show that I served as The Under

Secretary of the Treasury from January 1961 to May 1964, by appointment of
President John F . Kennedy, and as Secretary of the Treasury from April 1st, 1965,
to December 20th, 1968, by appointment of President Lyndon B. Johnson.

My service as The Under Secretary and General Deputy to Treasury Secretary C.
Douglas Dillon, included a major involvement in working within the Treasury and
the Administration and with the Congress and its Committees on the formulation
and enactment of the tax programs of the early Sixties which emphasized tax
reduction and reform. These included the Revenue Act of 1962, which instituted the
Investment Tax Credit and the Tax Reduction Act of 1964, which enacted the
largest reduction in the history of taxation on personal and corporate income taxes.

Subsequently, as Secretary of the Treasury, I worked on the various tax bills of
1965 and 1966, and the Revenue Act of 1968, which included the temporary 10%
surtax increase which, coupled with a mandated reduction and ceiling on expendi-
tures, resulted in the only surplus in the Budget in the last two decades.

I appear here today as Vice Chairman of a newly organized Committee to Fight
Inflation, described in his testimony today by our Chairman, Dr. Arthur Burns.
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I do so because of a conviction that the decisions in this and the next Congress on
fiscal policy and tax issues will determine whether the United States is to rid itself
of its now chronic addiction to a raging inflation. For more than a decade this
inflation has been and continues to be destructive of our national values, our
currency, our economic and political system, and our position of world economic
leadership.

At the outset, may I associate myself fully with the statement of Dr. Arthur
Burns, particularly- as it develops and reflects sections of the initial Policy State-
ment of the Committee to Fight Inflation, issued on June 22nd, which relate to the
tax issue before this Committee.

In addition, I should like to offer my own personal comments. As Dr. Burns noted,
since the invitation to appear before this Committee was received, we have not had
an opportunity to consult sufficiently with the other members of the Committee to
Fight Inflation and formulate a joint statement for submission to your Committee
other than the initial Policy Statement that Dr. Burns offered for the record.
Therefore, the observations that follow are my own.

The Committee to Fight Inflation is fairly bipartisan in its makeup and, yet, its 13
founding members unanimously approved the Policy Statement. It embodied shared
convictions, born out of experiences shared over the last few decades, in which each
of the 13 members held important economic and financial responsibilities in the
Congress or the Executive Branch, or the Federal Reserve System.

The Policy Statement sets forth a program composed of seven distinct but interre-
lated policies. We believe that each and every one of these elements of policy must
be followed persistently and consistently if the United States is to restore the non-
inflationary growth economy which the attainment of our national objectives re-
quires.

Decisive action-by-the tax--writing committees of the Congress along the lines
outlined in the sections of the Committee's Policy Statement on "Fiscal Policy" and
"The Environment for Business Investment" is particularly essential to this restora-
tion of a non-inflationary growth economy. These sections are especially relevant to
the questions uppermost in these Hearings-the advisability of the enactment this
year of a tax cut effective January 1st, 1981-the form, composition and-size in both
fiscal 1981 and subsequent years--f any tax cut-how its enactment can be devel-
oped so as to become an initial phase in a broader restructuring of the income tax
system.

There is an inescapable conslusion to be drawn from the Committee's Policy
Statement as it relates to fiscal policy and tax cutting in the contemporary environ-
ment.

It is that the overriding objective of budgetary policy and tax legislation at this
time should be to reduce inflation and provide a strong fiscal plank in an anti-
inflationary program.

Any tax cut should be primarily an anti-inflationary tax cut and a part of a long
term restructuring of the tax system to encourage job creating business investment
and increase productivity.

Your Committee will properly wish to be advised as to the effect of any tax cut on
existing unemployment, the current recession, high interest rates, low levels of
capital investment, wide swings in housing construction, the position-of the dollar
and other facets of the economy.

An anti-inflationary tax cut and fiscal program will yield lasting jobs in the
-private sector, minimize the risks of a new and worse recession sometime in the
future, result in lower levels of interest rates, increase job-creating and productivity-
increasing capital investment, strengthen the dollar, and avoid the damaging swings
in housing construction that have characterized this past decade.

Therefore, I hope that your decision on tax action will make its impact on the
reduction of inflation the primary and overriding test. If the weight of the evidence
is that a proposed tax cut will risk an increase in inflation or fail to reduce
inflation, then oppose it. f tile weight of the evidence is that the primary purpose
and effect of a proposed tax cut is to reduce inflation, then support it.

In according this priority to anti-inflationary tax and fiscal policy, your Commit-
tee and the Congress would be following the objective counsel of economic and
financial authorities of the other industrialized democracies, as expressed in the
recent Communiques of the OECD, the recently released World Economic Outlook
of the staff of the International Monetary Fund, and the Declaration of the Venice
Summit released on June 24th. In the latter document it was said: "The reduction
of inflation is our imm64iate top -ririty and will benefit all nations. Inflation
retards growth and harms all sectors of our societies. Determined fiscal and mone-
tary restraint is required to break inflationary expectations."



935

The application of this priority to an anti-inflationary fiscal and tax policy in the
present situation, characterized by both a national election campaign and the emer-
gence of a clearly discernable recession, will require nerve, courage and a willing-
ness to allow natural forces and our built-in stabilizers to effect more natural
economic recovery before resorting to that degree of emergency stimulation that
risks an increased inflation when it becomes fully effective.

I would urge that you forego hasty resort in the middle of a Presidential and
Congressional Election Campaign to a quickie tax cut, heavily weighted to increase
demand and consumption by a reduction in personal income tax rates.

Instead, I would urge that you opt at this time for a tax cut decision-final
decision-deferred until after the Election. Then, in a more objective atmosphere,
the Congress can set about to develop and enact a more carefully crafted anti-
inflationary tax reduction that will be a component of a comprehensive anti-infla-
tionary fiscal policy, envisaged by Section 2 of the Policy Statement of the Commit-
tee to Fight Inflation, and give adequate primacy to the creation of an environment
for business investment along the lines set forth in Section 5 of that Policy State-
ment.

The Congress can do so with the guidance and objective participation of a Presi-
dent and his advisors who over the next four years will share with the Congress a
long term responsibility for restoring and maintaining a healthy non-inflationary
growth economy.

By following a timetable that calls for tax reduction decisions after the Election
or early in 1981, to be effective for the calendar year 1981, Congress can provide the
steadiness and consistency in fiscal policy that breeds confidence. It can repel either
pessimism about the longer term future or expectations of a renewed inflationary

SUhat the nation needs is as Dr. Burns has indicated a comprehensive fiscal policy

with a long term direction that embarks on a long term policy of tax reduction in
proper context with concerns about budget deficits and inflation.

The scale and size of a tax reduction enacted after Election or early in 1981, can
be more properly and realistically integrated with budget expenditure decisions.
The economy can be put on a more assured path to a balanced budget, than would
be the case of a tax reduction enacted in the current environment of political
campaigning and wide swings in estimates for both federal expenditures and rev-
enues in fiscal 1981. To act precipitately on a tax reduction under current condi-
tions would be to ignor the impact of fiscal policy on inflation. To move the economy
towards a durable pattern of non-inflationary growth, the nation must have a
comprehensive fiscal policy that:

(a) does not enact tax reduction out of context with inflationary concern;
(b) moves steadily in the direction of an era of balanced federal budgets by

holding down expenditure increases rather than increasing taxes;
(c) achieves and maintains that balance while allocating a sizeable share of

the increased revenues that flow from increased growth to reducing the burden-
of taxes on the taxpayer;

(d) assures that a far greater share of the tax reduction goes to creating a
better environment for business investment and personal savings for capital
investment than has characterized the past.

This brings me to a few concluding remarks about the composition of any tax cut
and the implementation of Section 5 of the Policy Statement of the Committee to
Fight Inflation.

You will note its proposals that the Congress "schedule reductions in business
taxes in each of the next five to seven years-the reduction to be quite small in the
first two years but to become substantial in later years."

You will also note its observation that "this sort of tax legislation, supplemented
in due course by a reduction in the capital gains tax, would not run up the budget
deficit in this critical year or next; it would thus scrupulously avoid fanning the
fires of inflation."

Please also note that the Committee to Fight Inflation has not voiced any choices
as to the mix or composition of the reductions in business taxes it proposes. Yet that
does not imply that the choices are easy and not deserving of critical and considered
examination by the Congress. Liberalizing depreciation allowances, increasing the
investment tax credit, cutting corporate income taxes, all constitute separate op-
tions with strong supporting cases.

Or may be some combination of them might be more effective in achieving the
non-inflationary growth goals envisaged by Section 5 of the Policy Statement.

I would challenge any one to read carefully the Special Issue of Business Week of
June 30th, 1980, on "The Re-Industrialization of America", and, particularly, pages
127-131, and conclude that they are not difficult decisions-not to be taken lightly
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or in haste in the composition of tax cutting for creating a better environment for
business investment.

Finally, I would urge that any tax reduction, enacted in the near term future,
include a further reduction in the capital gains tax.

The reasons advanced in support of the reduction of the percentage of capital
gains taxable as ordinary income in the Revenue Act of 1978, from 50 percent to 40
percent, justify at least further reduction to 30 percent. This was the level recom-
mended as long ago as 1963 by President Kennedy, in his Tax Message of January
4th of that year. Its- enactment is long overdue for the reasons stated in my
testimony before this Committee on August 22nd, 1978, and that of many other
witnesses in those Hearings.

Moreover, although not quite two years have elapsed since the Revenue Act of
1978, the positive results of a reduction in the capital gains tax in that Act more
than justify a further decrease at least to the 30 percent inclusion level. The
detailed factual case, supportive of this conclusion, will be submitted I would think
during the course of these Hearings by representatives of the Securities Industry
Association and other witnesses. They will demonstrate that the removal of tax
disincentives in the capital gains tax cut does work, and it appears that higher
capital gains realizations and related tax receipts generated by the 1978 capital
gains tax reduction may offset most of the initial receipts lost by lowering the
effective tax rates on capital gains.

I would suggest that this Committee request the Treasury Department to submit
the actual figures on 1979 Income Tax Returns, showing the exact determination of
the impact of the 1978 changes in the long term capital gains tax rules on realiza-
tions from revenue from that source.

In addition, I would urge the exploration of other supplementary tax reduction
measures such as those exempting capital gains from taxation if rolled over into
new investment.

Senator BENTSEN [presiding]. Gentlemen, thank you very much
for your patience, and we are very pleased to have you.

Do we have any plane problems, where somebody feels that they
should speak fir:-t?

[No response.]
Senator BENTSEN. All right, Mr. Stein, if you would proceed, we

will start with you.
STATEMENT OF HERBERT STEIN, FORMER CHAIRMAN,

COUNCIL OF ECONOMIC ADVISERS
Mr. STEIN. Thank you, Mr. Chairman.
I am pleased to have the opportunity to present my views on the

difficult and delicate question of tax reduction.
A decision at this time to reduce taxes would, in my opinion, be

unwise. Such a decision will reduce the Federal revenues, below
what they would otherwise be, for years to come. Congress should
not do that unless it has reasonable assurance that the reduction of
revenues will be consistent with sound budgetary and economic
policy. That assurance is not available today.

After this morning's discussion, I would like to distinguish my
position from that of the two who spoke before me. I am not saying
that I know we need a tax cut, but that you should wait until-after
November 4 to do for various reasons.

My position is not that we should wait and then do it, but that
we should wait because I think that after we wait, and have
considered the problem adequately, you may very well decide not
to do it. My present view would be that on the basis of the informa-
tion now before us, we should not do it either before the election,
or after the election. I am not sure that anybody is going to be very
much different after the election than he is before the election.

The big problem is national security. I believe that the country
needs, and will discover that it needs, a much larger increase of



937

national defense expenditures than is contemplated in the adminis-
tration's budget, or in congressional action to date.

The Congress should be sure that it does not seriously weaken
the possibility of.meeting our defense needs by cutting the revenue
before the defense needs have been carefully assessed.

The great danger is that we will create a situation where the
revenue is inadequate and where provision for the national secu-
rity is squeezed by a combination of reluctance to raise taxes,
reluctance to cut non-defense spending, and reluctance to run large
deficits.

The consequences of failure to provide adequately for the nation-
al security would be enormously more serious than the loss of one
or two-tenths of a percentage point in the rate of economic growth
that might result from failure to make the best tax cut at the
earliest possible moment.

There is no urgency which requires a decision to cut taxes before
there has been thorough evaluation of our budget requirements for
the next several years, including our defense requirements. In
March, I proposed to the Senate Budget Committee that it should
establish a subcommittee on paying for survival, which would rec-
ognize our possible defense needs and consider ways to finance
them. Unfortunately, that advice was not taken.

I believe that this committee or the Senate Budget Committee
should initiate a reconsideration of our medium-term budget out-
look, in light of our defense needs, to serve as a background for a
decision on taxes. If Congress will not do that, it should wait and
leave the opportunity for a new President to offer a new budget
consistent with his view of the defense and non-defense needs.

_ The budget revisions just submitted by President Carter show an
excess of revenues over expenditures in fiscal year 1984 of $34
billion, aside from the yield of the gasoline tax increase and with-
holding on interest and dividends, which the President proposed,
and v hich the Congress gives no signs of enacting. That would
seem to leave room for a tax reduction, which would be equal to
about 7.75 percent of the revenues expected from the individual
income tax in 1984. Such a conclusion would, however, be wrong
for several reasons:

One. The new budget includes an increase of defense spending in
real terms of 19 percent between fiscal 1980 and fiscal 1984, reach-
ing a level equal to 5.7 percent of GNP in fiscal 1984. This rise is
slow and the level attained is low, in light of the growing vulner-
ability of our defense posture.

I would suggest as a basis for financial planning that we will
want to get defense spending up to 7.5 of GNP, about half way
between our current ratio and the ratio of the Eisenhower years.
That by itself would convert the apparent surplus of $34 billion to
a deficit of $46 billion, before any tax reduction.

Two. The budget shows an increase of non-defense expenditures
in real terms of less than one percent per annum between fiscal
1980 and fiscal 1984. This is by historical standards an extraordi-
narily small rate of increase. I am sure it would be possible to cut
non-defense expenditures below that projection, but it will not be
easy. The cuts will not be large, and we would not count on large
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cuts without more evidence of commitment by the administration
and the Congress than we have yet seen.

Three. The revenue estimates in the :iew budget revisions
assume an average inflation rate of 8.7 percent between fiscal 1979
and fiscal 1984. That is much too high to be accepted as the goal of
national policy. If we succeed in getting on the path of less infla-
tion the revenue will be less, in real terms, because there will be
less inflation creep.

It would be presumptuous for me to present an alternative
budget. But until there is an alternative budget from a qualified
source there will be grave doubt about the consistency of net tax
reduction with our defense, economic, and budgetary requirements.

Several arguments are made for a decision now to cut taxes, and
I will comment briefly on each of them.

1. There are some people who claim that a reduction of income
tax rates across the board would raise, not reduce, the revenue. If
this were true the case, for cutting taxes would be irresistible.
There is, however, no convincing evidence that it is true:

2. The country is in a recession, and the standard text book
prescription for a recession is to cut taxes. But this standard pre-
scription looks irrelevant or dangerous today. The process of reduc-
ing inflation involves as an apparently inescapable byproduct a
transitional period of economic slowdown and unemployment. It is
not clear that the current recession will be deeper or longer than is
inescapable if the effort to cure inflation is to have any chance of
success.

Tax reduction at this stage is likely to confirm the common
impression that the Government will not stick with its anti-infla-
tion effort long enough to succeed. The result would be to set the
stage for another wave of inflation. We would be left to face the
problem of getting inflation down later, in still more difficult cir-
cumstances and at a cost of still more unemployment. The poten-
tial benefits of a tax cut now as a response to this recession are
uncertain, and may be negative. They do not justify endangering
our long run budget position.

3. The point is often made that if we do nothing, tax burdens will
rise as a result of existing legislation and the inflation creep. This
is thought to justify or require a tax cut, which in this context is
called not a tax cut. But that conclusion does not follow. We start
with a large budget deficit which we do not want to continue
forever and we have expenditure increases in prospect. Cruel as it
may be to say it, in these circumstances the tax increases now
ahead of us are necessary.

4. My doubts about the wisdom of a tax cut are predicated on the
belief that it is important to plan to balance the budget in 1983 and
1984 in ordinary economic conditions. It is, of course, possible to
disagree with this. Several observations must be made about this
issue.

First, I am not concerned about small amounts and I would not
maintain that the difference between balancing the budget, and
running a deficit of $5 or $10 billion is serious.

Second, if the choice is between balancing the budget and having
an enlarged defense program, we should certainly prefer the en-
larged defense program. If, however, the decisions to cut taxes is a
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decision to run a deficit of, say, $40 or $50 billion or ore under
ordinary economic conditions in 1983 or 1984 I would prefer to give
the tax reduction.

The negative effects on economic growth from the deficit, which
would crow private investors are out of the capital markets would
outweigh the favorable effects of the tax reduction.

5. The inflation has seriously distorted the tax system. It has
greatly increased the tax burden on the income from capital invest-
ment by raising the cost of replacing capital above depreciation
recognized for tax purposes. It has raised individual taxpayers into
brackets where they pay higher tax rates than were intended by
Congress, rates which impair incentives to work, save, and take
risks.

There is a strong case for correcting these distortions of the tax
system, which are inequitable as well as impediments to economic
efficiency and growth. But this is not a case for deficits or for net
tax-reduction. It is a case for revision of the tax structure, to
reduce the particular taxes that have these adverse effects and
raise others which do not, or have them in smaller degree.

For example, I believe there would be a substantial benefit from
imposing a high gasoline tax-of at least 50 cents a gallon-and
using the revenue it yields to reduce individual and corporate
income taxes.

My own view of the situation is that we can make substantial
reduction of the parts of the tax system that Pre most unfair and
most harmful to economic growth, while meethig our defense needs
and avoiding enormous, depressing deficits only if we will use
alternative sources of revenue, such as a gasoline tax, on a large
scale.

I recognize that everyone may not share my view of the need for
a large increase of defense spending, of the substantial but limited
possibility of cutting non-defense spending, of the importance of
balancing the budget and the desirability of restructuring the tax
system. But I find it hard to imagine disagreement with my initial
point. We should not make a commitment to substantial tax reduc-
tion until we have a clearer picture of future budget requirements
and more explicit agreement on future budget policy than we now
have.

Thank you.
Senator BENTSEN. Thank you very much, Mr. Stein.
I think I should note, of course, that you are now with American

Enterprise Institute, and the University of Virginia, and a former
chairman of the Economic Advisors.

Mr. STEIN. That is right.
Senator BENTSEN. Now, we will proceed to hear from Dr. Otto

Eckstein.
Dr. Eckstein, we are very pleased to have you.

STATEMENT OF OTTO ECKSTEIN, PRESIDENT, DATA
RESOURCES, INC.

Mr. ECKSTEIN. Senator Bentsen, let me ask that you enter in the
record my full statement, and let here only make a few very
summary comments. Also I hope thatthe committee will not be
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discomforted by_ some disagreement with the previous panel, or
indeed with my good friend, the previous speaker.

I think from a straight economic point of view, the tax or tax
policy has very rarely been as clear, and the answer as clear as it
is at the moment. The economy is in recession. The recession is
quite severe. The tax system is scheduled to go through a $49
billion collection of tax increases. The energy price drag on the
economy in'1981 will be $81 billion.

So it would take a very, very brave set of economic policymakers,
even regardless of how keen on fighting inflation, to let all of those
tax increases, and all of that energy purchasing power drain pro-
ceed at a time when the economy is in recession with no immediate
prospect of getting out of it.

However, our forecasts do say that by early next year the GNP
will begin to show increases, and Dr. Burns is certainly correct
every cycle has many common features, and certainly one of those
is the self-correcting tendency of inventories to decumulate and
finish, and of course the easing of financial conditions does lead to
the recovery of housing.

But the recession is not over. The inventory correction lies
almost entirely ahead. The decline in business capital investment
lies ahead, so the recession will surely stretch on through the end
of this year, and perhaps in the next.

So from a short-run point of view, we really are taking a major
chance in letting these enormous tax increases occur in the midst
of a fairly severe recession. But there was a conflict between long
and short-run goals, I would go along with everybody else who
appears here and say, it is the long-run problem that matters.

But the fact is that even in the long-term situation, the case is
very clear. We all agree, I know of no observers anywhere who
quarrel seriously with the proposition that we must raise capital
formation, that we must accelerate productivity, that we must
improve our international competitive position.

Furthermore, as far as I know, every serious student agrees that
the one way we can accomplish that central goal of economic policy
of the 1980's is by corporate tax reform, and that depreciation, and
perhaps investment credits are well established devices used re-
peatedly by Presidents Eisenhower, Kennedy, and Nixon, and each
time with success.

So we know what we have to do. We know that the recession
poses a unique opportunity to do it, and to do it now. So you then
really have to ask yourself, how do we wind up in the situation
where the perfectly obvious somehow, apparently, cannot be done.

I think there are two or three sets of argument, and some of
them have some merits and some of them don't. Let me first deal
with the economic argument that to the tax cut now, rather than 9
months from now, which I think is the realistic choice, will reignite
inflation.

While I think to speak of reigniting inflation is to look at roaring
fireplace and say, you put one more piece of paper and it will
reignite. The inflation is continuing. There is no question that
there is a flashpoint here, but we are way past it.

It is true that the inflation will be worsened by accelerating this
tax reduction by 9 months. The difference is a fraction of one-tenth



941

of 1 percentage point, and even that is only true for 2 or 3 years
because by year 3 the benefits you are getting out of the extra
productivity and the extra capital formation will fully offset that
minuscule inflation effect that you would get by speeding it up a
little bit.

So I really think that the inflation issue is not a good argument
for waiting from doing what we all know we must do on the supply
side of the economy, and get productivity rolling again.

On the political side, there of course you are better equipped
than I to consider whether the tax cut enacted in August or Sep-
tember of 1980 is so much worse than a tax cut that would be
enacted in January, February, or March of 1981.

For one thing, no one knows-who the players will be in January,
February, and March of 1981, and I am especially puzzled by the
opposition of the administration not to enact the tax cut that it
wishes, considering that at this time it is in office.

Let me give you a kind of a minimum, and in this I am respon-
sive to the questions of Senator Ribicoff, on what I think you
should do. If you tell me that you cannot do that this year, then I
say, by golly, wait, because then, indeed, perhaps in 1981 we have a
chance at a better tax cut.

I think the minimum that you should do now, or else forget it
until next year, is this: First, you should cut taxes in toto by about
$30 billion. The $30 billion would offset $30 billion-out of the $49
billion of the swing in the full employment budget. So it would
leave the budget swing to a tightness, and leave a sizable full
employment budget surplus, even at an unemployment rate defini-
tion of 6.1 percent.

Second, I think you should try for a 50-percent devotion of those
$30 billion to corporate reduction through depreciation reform, not
quite as ambitious as 10-5-3, but the Treasury or maybe our own
staff could give you a version of 10-5-3, which would distinguish
among classes to a degree that would not be as generous to build-
ings, and would not treat all equipment as if it wore out in 5 years,
and that would cost a more reasonable sum.

Indeed, you could not in 1 year accomplish the $15 billion reduc-
tion by that measure. You would have to modify the approach
somewhat. You might even initially have to supplement the phas-
ing in of the depreciation reform with a business tax break that
might give some credit for social security taxes, or perhaps a bit
more of the investment tax credit itself.

If you tell me that you cannot do 50 percent at this juncture, but
you can do 40 percent, I would say, go ahead. If you tell me that
you can only go back to the historical 33 percent-67 percent split
between businesses and households, then I say, wait, because you
are accomplishing not enough in terms of our long-term problems
to make the speeding up or the getting it over with now worth-
while.

On the personal side, I would say that it is very, very difficult to
prove that one kind of personal tax reduction is more effective
than another. So it really is a matter of the income class that you
favor, and there are some differences there between Republicans
and Democrats, to whom you will give the tax break.
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My own sense of it, and I did serve in a Democratic administra-
tion, is that if you devote half of the tax cut to business, you have
already done quite a bit for the property holding classes of the
country, and you should then devote the other half of the tax cut
to the working people who, indeed, have suffered the largest in-
creases in the burden of taxation.

The burden on the median worker in this country has risen by
over 50 percent in the last 15 years. We have been fairly generous
to the people at the bottom of the scale, and fairly generous to the
people at the top, but we have left out the $12,000 to $24,000 a year
family that earns its income from wages. The social security-credit
that is now one of the many proposals now in the air, would be
favorable to that group, so why not do it.

You can do it in other ways, if you don't wish to mention the
words social security in connection. Obviously, the Treasury in
about 10 minutes could give you a rate schedule which could ac-
complish the same thing.

Where do I wind up? I wind up, really, in leaving the judgment
to you. If you can give me the $30 billion cut, preferably 50 per-
cent, or at least 40 percent for business, most of it for depreciation,
investment credits, things that will get productivity going, then I
say, for God's sake do it, because the logic on economic grounds has
never been simpler, except perhaps at the very bottom of thc 1975
recession.

If you can't do that, then, well, by golly, let's wait, maybe we will
do better with changed personalities, politics forgotten after elec-
tion, as some people now believe.

Senator BENTSEN. Thank you, Dr. Eckstein.
Let me say to the members of the committee that Dr. Eckstein is

president of Data Resources, and many of you, I am sure, have met
him. He has done a substantial amount of work for the Joint
Economic Committee, and has developed a very interesting and
helpful econometric model, isolating the demand side and truly
measuring the supply side, which was quite helpful to us.

Our next witness will be Dr. Martin Feldstein, who is a professor
of economics at Harvard University, and one who has taken quite a
leadership role in some of our new thinking on economics today.

STATEMENT OF MARTIN FELDSTEIN, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY -

Mr. FELDSTEIN. Thank you, Mr. Chairman.
I have a brief statement, and I will read part of it. First let me

just summarize my own position.
I think there is a clear conflict now that has come out in the

discussion already between the requirements of good tax policy,
and a correct concern about exacerbating inflation by a larger
deficit in 1981 and 1982.

I do believe that we need to cut tax rates on individuals, and on
businesses in particular, in order to reduce current disincentives
for saving, investment, and personal effort. Frankly, those changes
are needed just to give people back a larger share of the money
that is theirs, and that they have been losing because of inflation's
impact.
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The next 2 years are also crucial for reducing inflation, and
bigger deficits will make that much harder, and will make the
conduct of monetary policy much harder. But I think there is a
solution to this conflict. Indeed, I think there are two quite differ-
ent but compatible solutions, and that is what I emphasize in the
statement.

First, as I will explain, by enacting now a series of tax cuts for
the future, aimed particularly at savings and investment, but also
including broad rate cuts, I think we can achieve the immediate N
effects on incentives that we want. The revenue loss however, is
essentially postponed to the future.

I think that this is not a case for postponement and gradual
phase in of the incentive effect. It is a case for phasing in rate
reductions in a way that postpones the deficits, while giving us the
favorable incentive effects now.

The second aspect of the solution is to emphasize saving incen-
tives. As you know, and as the whole discussion has gone this
morning, in the short run an increase in government deficits, and
for that matter an increase in private investment, would add to
demand and be inflationary. But an increase in savings in the next
couple of years would reduce demand, and offset that inflationary
impact.

So to the extent that the policies are capable of stimulating
private savings, and I think this can readily be achieved by a
precommitted phase in of the sort that I will describe, we need not
worry so much about exacerbating inflation.

That is quite apart from the longer run supply side effects that
result from increasing the capital stock, and increasing productiv-
ity. There is a good old fashioned Keynesian argument that says
that if we have more savings in 1981 and 1982, we will have less
inflationary pressure on the economy.

Let me turn to the first half of my prepared statement. I think
that these hearings are uniquely important because of the vast
increase in tax receipts that inflation has produced, and can be
expected to go on producing in the next few years. You can use this
expanded revenue by enacting now a multiyear program of tax
cuts that will reduce some of the existing strong disincentives to
capital formation.

If this is done in the right way, I emphasize that, such a mul-
tiyear tax cut could bring immediate increases in investment,
saving and individual effort without any unwanted increases in the
Government deficit, either now or in the future.

I want to explain how a precommitted series of tax cuts can have
that desirable effect. I wi I give some examples but I will be happy
to return to this either in the questions, or privately with you or
members of the staff to wo-k out more in more detail.

The most important thing to consider when thinking about a tax
cut strategy is that all important economic decisions are based on
expectations about the future. What matters for current actions-
investment, savings, the choice of jobs-is not the current tax rates
but the tax rates that are expected in the future.

Congress can therefore improve current incentives without any
increase in the current deficit by enacting now a schedule of future
tax cuts. These precommitted tax cuts can be financed as they
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occur out of the automatic revenue increases produced by inflation,
and out of the savings that could result from a slowdown in the
growth of Government spending.

Indeed, the very commitment to a schedule of future tax cut
could give Congress and the Government agencies time to shape
spending plans to the lower level of available revenue. Thus, while
an immediate tax cut generally means an increase in the deficit,
precommitted future tax cuts can change incentives without such
deficits.

Consider the problem of stimulating individuals to save more,
which I think really is the central one. Today, the combination of
inflation and high tax rates makes the real after-tax return nega-
tive for many individuals. To stimulate saving, the key require-
ment is, therefore, to raise the real after-tax return that savers can
expect to receive in the future on additions to their assets.

One simple and direct way to achieve this would be to treat
interest and dividends like capital gains. That is, excluding 60
percent of all interest and dividends from taxable income. But, of
course, if this were done in 1981, all at once, the revenue loss
would probably exceed the increased saving.

The Government's borrowing to make up for that revenue loss
would absorb more than all of the increased saving, so that the
amount available for investment in plant and equipment would
actually go down rather than up.

But what if a 60-percent exclusion of dividend and interest were
enacted now, with its effective date postponed until 1985? The
Government would clearly lose no revenue in the next 4 years. But
households would have a strong incentive to start saving more
immediately in order to have more assets on which to take fuller
advantage of the lower tax rate when it became effective.

I think starting with a small exclusion in 1981, and allowing it to
rise gradually until 1985 would make the prospect of the full future
exclusion more credible and more visible, and wouldn't change the
fundamental point that the initial immediate increase in saving
can be very substantially greater than the current increase in the
deficit.

This same idea of a precommitted tax cut can work to stimulate
investment. Consider the effect of a major cut in the corporate tax
rate, say, from the current 46 percent to 36 percent, that is enacted
now with an effective date in 1985. Although there would be no

--change in tax rates from 1981 through 1984, firms would have a
substantial incentive to increase their investment spending imme-
diately because investments made during the next 4 years would
benefit from depreciation at the high tax rates, while the subse-
quent profits when they came on stream would be subject to lower
tax rates. Again, I think a gradual phase-in would make this more
credible and more visible.

The key idea of stimulating investment without concurrent defi-
cits is feasible. Indeed, that is exactly what would happen if one
moved from the current system of historical depreciation, to an
indexed system of depreciation. It self-phases in, and there would
be very little revenue loss in the first year, and substantial revenue
loss later, but there would be an immediate incentive for substan-
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tial investment. By comparison, 10-5-3, which I think is a reason-
able compromise, has more front-loading of the revenue loss.

For personal rate cuts, a slow but certain phasing-in would also
achieve most of the benefits of the large immediate rate cut with-
out a large revenue loss. An individual who is trying to decide
whether to change jobs, to relocate, to invest in training, or just to
work harder in the hope of better promotions, will look at future
tax rates rather than adjusted current tax rates.

Because a gradual phase-in could be financed by automatic infla-
tion tax windfalls, and by a gradual reduction in the growth of
Government spending, tax rates could be reduced by at least 30

.-percent over a few years without any deficits.
In short, the supply side tax-cut goal of increasing incentives

without budget deficits can be achieved in this way without de-
pending on any miraculous short-run response by the labor supply
or productivity. And to the extent that increases in individual
effort and in capital accumulation raise national income over time,
there will be greater tax revenues with which to finance either
Government spending or further tax reductions.

I have emphasized that the extra tax revenue that inflation will
produce can be used to finance real tax cuts. As you know, because
of the progressivity of the tax schedule, each 10-percent increase in
total personal income raises individual tax collection by about 16
percent and, therefore, provides the possibility of a 6-percent real
rate cut without any reduction in the ratio of personal taxes to
personal income.

In other words, one could plan over a period of 4 or 5 years to cut
personal rates by 25 percent, without any reduction in the ratio of
personal taxes to personal income.

Pruning the share of personal income that goes to Federal per-
sonal taxes-not even counting the social security payroll tax-
back to the ratio of 15 years ago would permit an additional real
tax cut of 16 percent. In other words, we have had an increase of
16 percent in the share of personal income going to personal taxes
over that-period.

Cutting the effective tax rate on corporate capital income back to
where they were 15 years ago would reduce that revenue by nearly
30 percent. In other words, there has been an increase of more
than 30 percent- over that period in the effective tax rates on
capital income.
- The total tax cut, combining inflation givebacks and real reduc-
tions, can easily be between 30 and 40 percent over the next 4
years. I think that this really does provides a unique opportunity
for a series of tax changes that reduce the disincentives in the
current tax structure. It is crucial not to let this opportunity be
wasted in either increased Government spending, or simple across-
the-board reductions in personal rates.

As to whether this should be done now, or after the election, I
think as my colleague, Otto Eckstein said, you are a better judge
about the feasibility of a tax cut of this form. If all we could get
now would be a one-shot personal rate cut, I would favor postpone-
ment. But I tend to be an optimist, and hope that you can do better
than that even in the short time.

Thank you.
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Senator BENTSEN. Thank you very much.
I will recognize Senator Packwood.
Senator PACKWOOD. Herb, your position is clearly no tax cut now,

and probably no tax cut next year. Is that right?
Mr. STEIN. Yes. If I thought that the Congress would enact

something like a very large gasoline tax that would provide room
for other things, but if not, no.

Senator PACKWOOD. Otto Eckstein, if the tax cut that we enact
now is not a minimum of 40 percent business reductions, and
preferably 50 percent, you would not recommend a tax cut now?

Mr. ECKSTEIN. That is correct, Senator.
Senator PACKWOOD. Marty, if within the next few weeks, we are

faced with what we had before on the floor-a 10-percent individu-
al tax cut plus a phase-in of 10-5-3, but for the first couple of years
it is a very low phase-in and tremendous individual reductions-
would your position on that also be no?

Mr. FELDSTEIN. I would have to see what the phase-in looked like.
Coupled with a phase-in of 10-5-3 it may produce, depending on
just how it is done, incentives to postpone investment rather than
to do it sooner.

Senator PACKWOOD. Jack might be able to give you the exact
phase-in, because I believe he was a cosponsor of it. Basically, you
had roughly $20 billion in individual revenue losses for the first
couple of years, an around $2 to $3 billion on the depreciation
loss.

Mr. FELDSTEIN. I don't think the revenue loss is the key issue on
the phase-in of 10-5-3.

Senator PACKWOOD. I understand that.
Mr. FELDSTEIN. If it were not 10-5-3, but an indexation of depre-

ciatioh, which would also have a very low revenue loss for the first
couple of years, then I would accept that fact because I would
basically think that that together with a tight monetary policy
would work out to increase investment in the business sector.

Senator PACKWOOD. In the first couple of years, what percent of
the tax cut in fiscal 1981 and fiscal 1982 should be business, does
not bother you so much.

Mr. FELDSTEIN. I don't look at the revenues so much as I look at
the incentives. I think you can have very little revenue loss, and
still have very powerful incentives.

Senator PACKWOOD. Let me ask you this question.
I don't see where the particular incentive is to reduce individual

tax cuts. I am not sure what it produces in terms of investment
incentives.

Mr. FELDSTEIN. In terms of investment incentives, it doesn't. In
terms of job choice, effort, and willingness to accept responsibility,
I think that it does affect incentives.

Senator PACKWOOD. What if we were going to have a large indi-
vidual tax cut, effective January 1, 1981, but no withholding during
that year, so that the immense Treasury loss came in the second
year?

Mr. FELDSTEIN. Don't change the withholding.
Senator PACKWOOD. No change in withholding, means that the

Treasury will be faced with a huge repayment of overpayment of
taxes in April 1982, but you have no immediate loss in 1981.
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Mr. FELDSTEIN. To some extent that would ease the inflationary
pressure. To some extent people would act on the knowledge that
they were going to get that refund.

Senator PACKWOOD. I am taking your theory of certainty, that
they know it is coming, and they will count on it, and plan for it.

Mr. FELDSTEIN. If they know that it is coming and they don't
have any shortage of liquidity, or they can borrow against it, then,
you don't accomplish anything by postponing the rebate. People
will essentially spend that rebate in advance.

Senator PACKWOOD. Now I am confused. As long as people could
count on it, it would not be as inflationary as immediate tax cuts,
but it was the certainty that was critical.

You might as well make it effective immediately, because you
are no better off.

Mr. FELDSTEIN. I think you gain very little in terms of the
antiinflationary pressures by a 1-year postponement of the actual
cash receipt.

Senator PACKWOOD. OK.
Thank you, Mr. Chairman.
Senator BENTSEN. Thank you very much, Senator.
Let me apologize to you, gentlemen, I have another commitment

that I have to make.
Senator Danforth, go ahead, because I have to go.
Senator DANFORTH. Thank you, Mr. Chairman.
Following up on the comments of Professor Feldstein, back in

1978, when we were going through the drill then of what kind of
tax cut we should have, Senator Javits and I were proposing a
phased corporate rate cut which would extend over a period of
several years, and it would knock-off, maybe, a couple of points
from the corporate rate a year, down to 40 percent, or 42 percent,
or however low we could go.

The theory behind that was exactly as stated by Professor Feld-
stein. Business investments are made with a view toward down-the-
road rate of return. In fact, he may have given us the idea.

Then as we were thinking about it, there was at least some
thought, and it was never really analyzed in any great depth, but
could it work the other way also, granted that the certainty would
not be there. The original thought was, could there be a surcharge
on the income tax to pay for the cost of excess Government spend-
ing. That is, if it were geared to imbalance in the budget, or
whatever, you could have an item on the income tax return in
April which required a separate computation to finance excessive
government spending. So you would have a highly visible item on
the income tax return forcing the taxpayer to make the computa-
tion, and to fill out the check, and having denominated as an
excess Government spending tax.

Then there was a further gloss on that proposal that was pro-
posed by Senator Nunn, as I recall, which was, if you are going to
do something like that, why not have a phased tax cut over a
period of years. However, each year's phase-in would be contingent
on certain spending restraints by Congress What do you think of
that, and I would like just anybody's thou ts on that.

Mr. FELDSTEIN. I don't think I can edict how Congress would
react to that, and that is really what t e question is.
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Senator DANFORTH. No, I am just asking three economists how
they view the concept as being.

Mr. FELDSTEIN. If you take away the predictability of, let us say,
the corporate rate cut because you have made it contingent upon
the good behavior of Congress in restraining its spending, then I
think you lose the advantage of getting the predicted increase in
investment based upon the expectation of tne rate cut. Only as it
materializes will it begin to have any effect, so I don't think you
really gain much by a phase-in of that sort.

The r -d advantage would be as incentive to Congress to curtail
its spei, ng increases, and I don't want to guess how that would

-work out.
Mr. ECKSTEIN. Senator, on this issue, I side with Dr. Stein rather

than Dr. Feldstein.
I don't believe that it is possible to persuade the American

peopk-that-the Government will follow a certain fiscal policy year
after year, regardless of what legislation you pass, quite independ-
ent of the inability of one Congress to commit the next.

The uncertainties that we have in the world, our relationship
with the Soviet Union, and a variety of other problems with OPEC,
and so on, really make it unknowable what a fiscal problem is
going to be 2 or 3 years down the road.

I don't believe that you can create, a happy dream world where
you can tell business that this is what is going to happen 4 or 5
years down the road, when they do their arithmetic, and then they
accelerate or delay whatever it is.

There are other uncertainties in this life besides the variations
that the Congress, for no good reason, might do to the tax system.
So I am very skeptical of expectational arguments.

I think there is a short-run expectational argument here, though,
of delay. I do believe that the way we are now going about this tax
debate, where we are creating a situation-of raising everyone's
hope that tax cuts will come 9 or 12 months from, is going to hurt
investment in the short run.

If you were the purchaser of an automotive fleet, or if you were
the undertaker of very large, very costly capital projects, you could
not ignore the fact that an investment credit, or a depreciation
reform is being held out to you if you wait. I do believe the
Congress may have to face the issue of what it will tell the public
before it goes home about what it is going to do, so that it will not
have a disincentive effect on investment over the next 9 months.

Senator DANFORTH. What do you think about this other concept
of the phase-in or contingent phase-in of the excess spending?

Mr. ECKSTEIN. If you can tell me what excess spending is?
Senator DANFORTH. It is just an idea, but suppose you were to

say, well, the deficit is X dollars, and we are going to recover that.
Mr. ECKSTEIN. If you really are going to require the budget

indirectly to be balanced every year by automatically raising taxes
to make up whatever deficit we have stumbled into, then of course
you would be in the world of the rigidly annually balanced budget,
which would work better than a lot of what we have done.

Again, if you are dealing with an international crisis with the
Soviet Union or OPEC, it can become a very destructive feature.
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Mr. STEIN. I think one's attitude to this kind of proposal depends
very much on your attitude toward public spending. I think a
couple of years, I would ha,-- been one of those who thought,
anything you cut out of the Government is a gain, and the more we
can constrain the Senate to cut anything out of the budget, the
better off we are.

But once you become concerned, as I am and I think many
people are now, with our security problem, and with the thought
that our great danger is that we will spend too little for the
national defense, rather than too much, you have to become rather
cautious and discriminating about the kinds of pressures you put
on the expenditure side of the budget.

So if you would revise your plan to say that we will give a tax
cut in proportion to the extent to which nondefense spending falls
short of 14 percent of the GNP, I would be happy with that. If you
are going to make it rigidly felt around the total budget, I would be
afraid of the way the defense program would fare in a Congress
which is rather divided between doves and hawks.

Senator DANFORTH. Let me ask you one other question.
Assuming that there is going to be a tax cut, and assuming that

x dollars, whatever you want to assume, will be for individuals.
That is the given you have to work with. ".hat should be done with
that individual component?

I think Professor Eckstein indicated that he favored the social
security credit, or something like that. But the various ideas would
include indexing; they would include rate cuts across-the-board;
they would include saving specific tax cuts, for example, capital
gains reductions or exclusions for interest and dividends. In the
social security area, they could include either the credit or the
financing of medicare out of general revenues. Maybe there are
other possibilities also.

Supposing we had the 50-percent individual cut. Supposing we
had, let us say, $30 billion total, and $15 of that was going to be for
individuals, how would you rate those?

Mr. STEIN. I would favor the indexing. The distribution of the
increased tax burden as a result of inflation has no basis in equity,
or in any congressional decision, and the fairest thing is to correct
that first.

Mr. ECKSTEIN. I think it is basically a social policy question
rather than an economic question. I have lots of sympathy with
getting rid of the rates above 50 percent which I believe are a form
of self-deception. You have to weigh the entire tax package, and
given the fact that we would like to give half of the tax package to
a tax cut, I would be inclined to then devote the other half to a
kind of tax break that helps middle-income workers.

Mr. FELDSTEIN. I would definitely not offset the social security. I
think that the social security program is becoming more costly, and
it is important that people understand that they are paying a high
payroll tax to sustain these high levels of benefits.

If they don't see that, if it is disguised by camouflaging it with a
concurrent just offsetting, or greater than offsetting increase in
income taxes, then I don't think we will get the pressure for the
kind of reforms that are appropriate in the social security area.

65-969 0 - 80 pt.2 - 15
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To the extent that something could be done specifically to focus
the personal cut on savings, I think that that is a real plus. As I
indicated that would be useful from the anti-inflationary point of
view in the short run, and from a capital formation point of view
in the long run.

When you get down to the general rate cutting, I think indexa-
tion is the direction to be going over the long run. However, but I
do think there is a case for rate reduction before that, particularly
at the high end. So I would like, ideally, to see more done particu-
larly at these top rates. I think even the so-called 50-percent limit
on earned income is very far from effective. Some of the revenue
loss could be used in tightening up, in making more effective that
actual limit on earned income.

Senator DANFORTH. If we are faced with a choice betweeh rate
cuts and the social security credit, and it may well come down to
that. Marty, you would favor the rate cuts, I take it?

Mr. FELDSTEIN. In a sense, it seems to me the social security
credit would be done as a rate cut. So how you tell them apart
really just depends on the issue of timing and the exact structure
of the rate cut. I would like the social security extra withholding to
come in and be noticed on January 1. If you gave rate cuts, which
in effect offset it, but which did not take effect April 1, that would
still help people to notice the extra withholding.

Senator DANFORTH. That could be done.
Mr. FELDSTEIN. Sure.
Senator DANFORTH. In fact, that is the way that it would work. It

would be a credit for 10 percent of social security, or whatever. You
pay your social security tax, but you just get it back in your income
tax.

Mr. FELDSTEIN. I think that principle is a bad one. I think actual-
ly linking it and telling people that we have now done an end run
to general revenue for social security is a bad thing. I thought that
the alternative was simply to change the rate structure for the
income tax to offset this increase.

Senator DANFORTH. So yotr would favor a rate cut. There is a
question of, in fact, how you divide it up.

Mr. FELDSTEIN. I would favor a rate cut, but I would also favor
not doing it concurrently just for this educational value of having
people realize that they are paying these extra taxes for social
security.

Senator DANFORTH. Otto, you would favor the social security?
Mr. ECKSTEIN. I would favor a change in the income tax rate

schedule. It is a cleaner way, and I do believe that it is better to
have social security stand on its own. My concern is more with the
incidence among income classes. Most people when they say a rate
cut really a proportionate rate cut, or working on the top rates.

Most of these rate changes do not do much for the typical
median worker. So I am really concerned on targeting some of the
money on people--

Senator DANFORTH. You would have a rate targeted toward the
median income.

Mr. ECKSTEIN. The $12,000 to $22,000 worker.
Senator DANFORTH. As opposed to computing the credit on the

basis of x percent of social security annually?
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Mr. ECKSTEIN. Yes.
Senator DANFORTH. Do you have an opinion, Dr. Stein?
Mr. STEIN. I would favor the rate cut. I don't like the thought of

what Marty calls the end run. I think if you are going to go to the
general revenue financing of the social security system, you should
face that and make a decision, and not make a tax expenditure out
cf it.

Anyway, I don't think we should do that. I think that the route
by which these middle income people got such high tax burdens,
aside from social security, was the inflation, and indexing will at
least keep them from another step in that direction.

Senator DANFORTH. How about financing medicare out of general
revenues, would that solve your problems?

Mr. STEIN. Where is the general revenue?
Senator DANFORTH. Isn't it the same for any kind of tax cut? You

have a revenue loss for tax cuts. It is another version, isn't it,
except instead of increasing the social security taxes by so much,
you finance medicare out of general revenue.

Mr. STEIN. It is another label you paste on social security rate
cut.

Mr. FELDSTEIN. It is really just designed to hide from the public
the fact that the OASDI part has become more expensive.

Senator DANFORTH. That is right.
Mr. FELDSTEIN. That does not seem to be very efficient.
Senator DAY P ORTH. But I mean, first of all, there is a difference

between health insurance and old age and survivors insurance?
Not everyone gets sick. It isn't really linked to medical care, and it
is not necessarily linked to wages, or how much make, or how long
you have been in a particular job.

I take it that there would not be any particular enthusiasm for
that approach.

Mr. FELDSTEIN. Apparently not. [Laughter.]
Senator PACKWOOD. During the period the witnesses have been

testifying, almost everyone has talked about foreign competition,
and that some of our European trading competitors don't tax capi-
tal as heavily.

I notice in the OECD bulletin that almost all of our major
trading competitors, save Japan, tax a much higher proportion of
taxes in relation to the gross national product than do we. In fact,
in most of the European cases, it is somewhere between 9 and 20
percent more than we do.

However, is it true that they heavily tilt their taxes, toward
consumption taxes, and that middle and lower income people
would pay a higher proportion of income in taxes in those major
trading competitors than in the United States?

I don't know how they can have lower capital gains, and less
taxes on capital, and tax more of their national product without
somehow tilting their taxes toward the lower end of the scale.

Mr. FELDSTEIN. I think that this is what they do, and they tilt it
toward consumption rather than savings within any given income
class.

Senator PACKWOOD. Anything you. tilt toward consumption is
bound to tilt toward the middle income, and the lower income
classes in terms of the quantity of money that it produces.



952

Mr. FELDSTEIN. You know, the amount of money that the capital
gains tax collects is very small. The amount that we collect on
dividend income is relatively small. There would be some tilting,
but you could, in effect, tax luxury items, as many of these coun-
tries do, and collect the same revenue from upper-income classes
without specifically taxing savings.

Senator PACKWOOD. Would a worker in a steel factory in Ger-
many be more likely to pay more of his or her total income in
taxes than a steel worker in the United States, counting your
State, local and Federal taxes?

Mr. ECKSTEIN. I would doubt it.
Senator PACKWOOD. You would doubt it?
Mr. ECKSTEIN. I think the biggest difference, certainly in a coun-

try like France, is that employers pay much larger charges on their
payrolls. That is, some activities which here are private, there are
public, and they are heavily financed out of employer taxes.

Now, of course, these are taxes on payroll, and such that are
passed forward in higher prices. So they do tend to have a higher
burden of indirect taxes which get into higher prices.

1 think the level of taxes between the United States and the
continental countries, either of business or of higher income indi-
viduals, is not as different as we sometimes think. All these coun-
tries, really, have tax systems that are quite burdensome.

Senator PACKWOOD. Herb?
Mr. STEIN. I cannot add anything to this kind of evidence, except

to express a skepticism about the frequent allegation that there is
a great difference between us and the rest of the world in rates of
productivity growth which can easily be explained by these tax
differences, because the tax differences have existed for a long
time, and it is hard to see quantitatively that they explain what is
going on here.

Mr. FELDSTEIN. I think that it is true that our taxes on capital
income have moved up very substantially in the last 15 years
because of the interaction of inflation and our tax system in a way
that has not affected the French, and even the English, because
they have much more accelerated depreciation rules and don't tax
capital gains, let alone nominal capital gains. They have avoided
some of this very sharp increase.

I think that the difference, although I don't know it to be a fact,
an effective tax rate on capital income has really changed a lot in
the last 15 years, and with it the incentives for investment.

Mr. ECKSTEIN. But those statements are only true if you go
through rather synthetic calculations which restate profits and the
depreciation for inventory valuation, and so on. If you look at the
actual revenues collected, certainly on corporations, the percentage
of in relation to the GNP or in relation to stockholder reported
ear-iings has plummetted.

Mr. FELDSTEIN. But you must not look at and think just of the
corporations as taxpayers. You have to look at their creditors, and
shareholders who are paying a large part of the tax.

What has happened, as I am sure you know, is that there has, in
effect, been a reduction, or a shift in the tax burden from the
corporations to their creditors to a large extent.
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Senator PACKWOOD. That is what I was trying to conclude. If this
OECD chart is right, Germany taxes about 42 percent of the gross
national product. We tax about 32 percent of it. If somehow, they
don't tax capital formation as heavily, they have got to be taxing
something else. I don't know what it is, or how they tax it.

Mr. ECKSTEIN. They don't have our defense burden, we know
that.

Senator PACKWOOD. That is right.
Mr. ECKSTEIN. They do count as taxes, however, other things that

in this country do not count as taxes. That is, the medical system is
much more elaborate. The general social services are more elabo-
rate. The utilities are public and subsidized. So they are really
collecting back through charges of this sort, and taxes related to
these functions.

Senator PACKWOOD. That we often have business perform here.
Conversely, you have Japan down at 20 percent, but their busi-

ness provides a lot of things that would otherwise be provided by a
government, and they absorb the cost, they have a very, very high
proportion of their wage and fringe benefits, which gives a low
percentage of gross national product that is taxed.

Mr. ECKSTEIN. That is right, Senator.
Senator PACKWOOD. Thank you very much.
[The prepared statements of the preceding panel follow:]

STATEMENT OF HERBERT STEIN, UNIVERSITY OF VIRGINIA AND AMERICAN
ENTERPRISE INSTITUTE*

I am pleased to have the opportunity to present my views on the difficult and
delicate question of tax reduction.

A decision at this time to reduce tax rates would, in my opinion, be unwise. Such
a decision will reduce the Federal revenues, below what they would otherwise be,
for years to come. Congress should not do that unless it has reasonable assurance
that the reduction of revenues will be consistent with sound budgetary and econom-ic policy. That assurance is not available today.

The big problem is national security. I believe that the country needs, and will
discover that it needs, a much larger increase of national defense expenditures than
is contemplated in the Administration's budget or in Congressional action to date.
The Congress should be sure that it does not seriously weaken the possibilty of
meeting our defense needs by cutting the revenue before the defense needs have
been carefully assessed. The great danger is that we will create a situation where
the revenue is inadequate and where provision for the national security is squeezed
by a combination of reluctance to raise taxes, reluctance to cut non-defense spend-
ing and reluctance. to run large deficits. The consequences of failure to provide
adequately for the national security would be enormously more serious than the loss
of one or two tenths of a percentage point in the rate of economic growth that might
result from failure to make the best tax cut at the earliest possible moment.

There is no urgency which requires a decision to cut taxes before there has been
thorough evaluation of our budget requirements for the next several years, includ-
ing our defense requirements. In March I proposed to the Senate Budget Committee
that it should establish a Subcommittee on Paying for Survival, which would
recognize our possible defense needs and consider ways to finance them. Unfortu-
nately, that advice was not taken. I believe that this Committee or the Senate
Budget Committee should now initiate a reconsideration of our medium-term budget
outlook, in light of our defense needs, to serve as background for a decision on taxes.
If Congress will not do that it should wait and leave the opportunity for a new
President to offer a new budget consistent with his view of the defense and non-
defense needs.

The budget revisions just submitted by President Carter show an excess of rev-
enues over expenditures in Fiscal Year 1984 of $34 billion dollars, aside from the

'The views expressed here are personal and do not necessarily reflect the opinion of the
American Enterprise Institute which, as an organization, takes no position on policy questions.
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yield of the gasoline tax increase and withholding on interest and dividends, which
the President has proposed. That would seem to leave room for a tax reduction,
which would be equal to about 71/4 percent of the revenues expected from the
individual income tax in 1984. Such a conclusion would, however, be wrong for
several reasons:

1. The new budget includes an increase of defense spending in real terms of 19
percent between fiscal year 1980 and fiscal year 1984, reaching a level equal to 5.7
percent of GNP in fiscal year 1984. This rise is slow and the level attained is low, in
light of the growing vulnerability of our defense posture. I would suggest as a basis
for financial planning that we will want to get defense spending up to 7 1/2 percent of
GNP, about half way between or current ration and the ratio of the Eisenhower
years. That by itself would convert the apparent surplus of $34 billion to a deficit of
$46 billion, before any tax reduction.

2. The budget shows an increase of non-defense expenditures in real terms of less
than one percent per annum between fiscal year 1980 and fiscal year 1984. This is
by historical standards an extraordinarily small rate of increase. I am sure it would
be possible to cut nondefense expenditures below that projection. But it will not be
easy, the cuts will not be large and we should not count on large cuts without more
evidence of commitment by the Administration and the Congress than we have yet
seen.

3. The revenue estimates in the new budget revisions assume an average inflation
rate of 8.7 percent between fiscal year 1979 and fiscal year 1984. That is much too
high to be accepted as the goal of national policy. If we succeed in getting on the
path of less inflation the revenue will be less, in real terms, because there will be
less inflation creep.

It would be presumptuous for me to present an alternative budget. But until there
is an alternative budget from a qualified source there will be grave doubt about the
consistency of net tax reduction with our defense, economic and budgetary require-
ments.

Several arguments are made for a decision now to cut taxes, and I will comment
briefly on each of them.

1. There are some people who claim that a reduction of income tax rates across
the board would raise, not reduce, the revenue. If this were true the case for cutting
tax rates would be irresistible. There is, however, no convincing evidence that it is
true.

2. The country is in a recession, and the standard text book prescription for a
recession is to cut taxes. But this standard prescription looks irrelevant or danger-
ous today. The process of reducing inflation involves as an apparently inescapable
by-product a transitional period of economic slowdown and unemployment. It is not
at all clear that the current recession will be deeper or longer than is inescapable if
the effort to cure inflation is to have any chance of success. Tax reduction at this
stage is likely to confirm the common impression that the government will not stick
with its anti-inflation effort long enough to succeed. The result would be to set the
stage for another wave of inflation. We would be left to face the problem of getting
inflation down later, in still more difficult circumstances and at the cost of still
more unemployment. The potential benefits of a tax cut now as a response to this
recession are uncertain and may be negative; they do not justify endangering our
long-run budget position.

3. The point is often made that if we do nothing tax burdens will rise as a result
of existing legislation and the inflation creep. This is thought to justify or require a
tax cut. But that conclusion does not follow. We start with a large budget deficit
which we do not want to continue forever and we have expenditure increases in
prospect. Cruel as it may be to say it, in these circumstances the tax increases now
ahead of us are necessary.

4. My doubts about the wisdom of a tax cut are predicated on the belief that it is
important to plan to balance the budget in 1983 and 1984 in ordinary economic
conditions. It is, of course, possible to disagree with this. Several observations must
be made about this issue. First, I am not concerned about small amounts and I
would not maintain that the difference between balancing the budget and running a
deficit of $5 or $10 billion is serious. Second, if the choice is between balancing the
budget and having an enlarged defense program, we should certainly prefer the
enlarged defense program. If, however, the decision to cut taxes is a decision to run
a deficit of, say, $40 or $50 billion or more under ordinary economic conditions in
1983 or 1984 I would prefer to give up the tax reduction. The negative effects on
economic growth from the deficit, which would crowd private investors out of the
capital markets, would outweigh the favorable effects of the tax reduction.

5. The inflation has seriously distorted the tax system. It has greatly increased
the tax burden on the income from capital investment by raising the cost of
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replacing capital above the depreciation recognized for tax purposes. It has raised
individual taxpayers into brackets where they pay higher tax rates than were
intended by Congress, rates which impair incentives to work, save and take risks.
There is a strong case for correcting these distortions of the tax system, which are
inequitable as well as impediments to economic efficiency and growth. But this is
not a case for deficits or for net tax reduction. It is a case for revision of tax
structure, to reduce the particular taxes that have these adverse effects and raise
others which do not, or have them in smaller degree. For example, I believe that
there would be a substantial benefit from imposing a high gasoline tax-of at least
50 cents a gallon-and using the revenue it yields to reduce individual and corpo-
rate income taxes.

My own view of the situation is that we can make substantial reduction of the
parts of the tax system that are most unfair and most harmful to economic growth,
while meeting our defense needs and avoiding enormous, depressing deficits only if
we will use alternative sources of revenue, such as a gasoline tax, on a larger scale.
I recognize that everyone may not share my view of the need for a large increase of
defense spending, of the substantial but limited possibility of cutting non-defense
spending, of the importance of balancing the budget and of the desirability of
restructuring the tax system. But I find it hard to imagine disagreement with my
initial point. We should not make a commitment to substantial tax reduction until
we have a clearer picture of future budget requirements and more explicit agree-
ment on future budget policy than we now have.

A PROGRAM OF TAX REDUCTIONS-TEsTIMONY BY MARTIN FELDSTEIN.

Thank you, Mr. Chairman. I am very pleased to be with your committee again.
I think that the current hearings are uniquely important. This should not be just

another tax cut to stimulate employment. There is a unique opportunity at the
current time to legislate a program of tax reductions that can have a profoundly
positive effect on the economy in the decade ahead.

I say that the opportunity to reshape the tax system is now "unique" because of
the vast increase in tax revenue that inflation has produced and can be expected to
go on producing in the next few years. Congress can use this expanded revenue by
enacting now a multi-year program of tax cuts that will reduce some of the existing
strong disincentives to capital formation and production. And if this is done in the
right way, such a multi-year tax cut should bring immediate increases in invest-
ment, saving and individual effort without any unwanted increases in the govern-
ment deficit, either now or in the future.

In my brief prepared statement, I will explain how a series of precommitted tax
cuts can have this desirable effect without unwanted deficits. I will give some
examples of using precommitted tax cuts to encourage saving, business investment,
and personal effort. I would be pleased to discuss specific ideas in more detail either
during the question period or later.

EXPECTATIONS AND INCENTIVES

The most important thing to consider when thinking about a tax cut strategy is
that all important economic decisions are based on expectations about the future.
What matters for current actions-investment, saving, the choice of jobs-is not the
current tax rates but the tax rates that are expected in the future.

Congress can therefore improve current incentives without any increa& in the
current deficit by enacting now a schedule of future tax cuts. These precommitted
tax cuts can be financed as they occur out of the automatic revenue increases
produced by inflation and out of the savings that could result from a slowdown in
the growth of government spending. The commitment to a schedule of future tax
cuts would give Congress and the government agencies time to shape their spending
plans to the lower 4evel of available revenue. Thus while an immediate tax cut
generally means an inCreased deficit, precommitted future tax cuts can change
incentives without any deficits.

Consider the problem of stimulating individuals to save more. Today the combina-
tion of inflation and high tax rates makes the real after-tax return negative for
many individuals. To stimulate saving, the key requirement is to raise the real
after-tax return that savers can expect to receive in the future on additions to their
assets. One simple and direct way to achieve this would be to treat interest and
dividends like capital gains-'i.e., excluding 60 percent of all interest and dividends

'Professor of Economics, Harvard University. The views expressed here are my own and
should not be attributed to any organization.
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from taxable income. Of course, if this 60 percent exclusion were allowed all at once
in 1981, the revenue loss would probably exceed the increased saving. The govern-
ment's borrowing to finance this revenue loss would then absorb more than all of
the increased saving-and the amount available for investment in plant and equip-
ment would actually be reduced.

But what if the 60 percent exclusion were enacted now with its effective date
ostponed until 1985? The government would clearly lose no revenue in the next
our years. But households would have a strong incentive to start saving more
immediately in order to have more asset, on which to take fuller advantage of the
lower tax rate when it becomes effective. Starting with a small exclusion in 1981
and allowing it to rise to 60 percent by 1985 would make the prospect of the full
future exclusion more credible without changing the fundamental point that the
immediate increase in saving can be substantially greater than the concurrent
increase in the deficit.

The same id( i of a-precommitted tax cut can work to stimulate investment.
Consider the effect of a major cut in the corporate tax rate-say from 46 pecent to
36 percent-that is enacted now with an effective date in 1985. Although there
would be no change in tax rates from 1981 through 1984, firms would have a
substantial incentive to increase their investment spending immediately because
investments made during the next four years would benefit from depreciation at
high tax rates while the subsequent profits would be subject to lower tax rates.
Again, a gradual phase-in of the tax rate reduction would increase the credibility
and visibility of the future rate reductions.

There are other ways to stimulate investment with little or no decrease in tax
revenue. Replacing the existing historic cost depreciation method with an indexed
depreciation system for all future investment would immediately raise the after-tax
yield on all prospective projects. Indeed, at the current high rate of inflation,
indexed depreciation would offer a greater stimulus to investment than the Conable-
Jones 10-5-3 plan for accelerated depreciation. Indexed depreciation would involve
no immediate revenue loss and the future revenue losses would rise only slowly as
the eligible capital stock grew.

For personal rate cuts, a slow but certain phasing-in would also achieve most of
the benefits of a large immediate rate cut without a large revenue loss. An individu-
al who is deciding whether to change jobs, to relocate, to "invest" in more schooling
or training, or just to work harder in the hope of better promotions will look at
future tax rates. Because a gradual phase-in could be financed by the automatic
inflation tax windfalls and by a gradual reduction in the growth of government
spending, tax rates could be reduced by 30 percent over a few years without any
deficits.

The supply side tax-cut goal of increasing incentives without budget deficits can
be achieved in this way without depending on a miraculous response of labor supply
or productivity. And to the extent that increases in individual effort and in capital
accumulation raise national income over time, there will be greater tax revenues
with which to finance either government spending or further tax reductions.

INFLATION GIVEBACKS

I have emphasized that the extra tax revenue that inflation will produce can be
used to finance real tax cuts. Because of the progressivity of the tax schedule, each
10 percent rise in total personal income raises individual income tax collections by
about 16 percent. This permits a 6 percent cut in tax rates without any reduction in
the ratio of to A tax collections to personal income. Over just four years, the
cumulative tax reduction could be nearly 25 percent from this source alone.

Pruning the share of personal income that goes in federal personal taxes-not
even counting the Social Security payroll tax-back to the ratio of 15 years ago
would permit an additional real tax cut of 16 percent. Cutting the effective tax rate
on corporate capital income--including corporate profits, dividends and interest-
back to where it was 15 years ago, would reduce that revenue by nearly 30 percent
or more than $35 billion at 1979 levels., This $35 billion is itself more than 12
percent of the total corporate and personal tax collections.

The total tax cut-combining inflation givebacks and real reductions-can easily
be between 30 and 40 percent over the next four years. This provides a unique

IM. Feldstein and L. Summers ("inflation and the Taxation of Capital Income in the Corpo-
rate Sector" National Tax Journal, 1979) estimate the effective tax rate in each year and its
relation to the inflation-induced distortions in the measurement of capital income. See M.
Feldstein and J. Poterba ("State and Local Taxes and the Rate of Return on Nolifinancial
Corporate Capital," Nation Bureau of Economic Research Working Paper No. 508, 1980) for an
update of these calculations through 1979.
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opportunity for a series of tax changes that reduce the disincentives in the current
tax structure. It is crucial not to let this opportunity be wasted in increased
government spending. It is important alsc that the tax cuts specifically stimulate
saving and investment and are not limited to across-the-board reductions in person-
al rates.

Although this means that a major reduction in per, onal rates-like the 30 per-
cent Roth-Kemp proposal-would take more than three years, such a rate reduction
should remain a key goal of tax reform. Congress would do well to commit itself
now by legislation to a specific plan for giving back all of the future tax increases
that result from inflation: Any of these givebacks that are not used to stimulate
saving and investment would be applied to across-the-board tax rate reductions
until all current rates are reduced by 30 percent. This would have the advantage of
dividing the feasible tax reductions between capital formation incentives and per-
sonal rate cuts without sacrificing the goal of general rate reduction. When the 30
percent rate cut has been achieved, an automatic annual bracket rate adjustment
could keep inflation from raising the relative tax burden.

COUNTERCYCLICAL TAX CUTS

Although this is a uniquely good time to begin a series of precommitted tax cuts
focused on strengthening incentives, much of the public discussion is only about an
old-fashioned countercyclical tax cut. The advocates of such a policy seem to have
forgotten that economists and forecasters just don't know enough to use tax cuts to
attenuate the business cycle. For a tax cut to reduce the current rise in unemploy-
ment, it would have to have been passed last year, long before the beginning of the
recession was clearly in sight. A tax cut now would probably have its impact in 1981
and 1982 when the recession is past and the economy is expanding. Of course, the
recession may potentially be worse than it now looks and output may continue to
fall well into 1981. But we know too little about just where the economy is now
going-and about the magnitude and timing of the impact of a tax cut-to recom-
mend a countercyclical reduction in taxes.

The experience of the past thirty years shows that attempts at countercyclical
fiscal policy have actually worsened the business cycle--expansionary policies over-
stimulating the economy and fiscal contractions deepening the recessions. The
lesson of this experience is that attempts at fiscal stabilization should be avoided in
the short swings of the business cycle and saved as the ultimate economic weapon to
be unleashed only if the economy falls into a deep and protracted depression. That
is not a reason to avoid a tax cut now but it does imply that the current tax cut
should be aimed at long-run goals rather than at the current recession.

SURVIVAL AND SUCCESS

I believe that our nation's economic survival and success in the 1980's will depend
on the type of tax system we have. Now is the time to begin a serious restructuring
that will restore incentives for saving, investment and individual effort. A firm
legislative commitment to a gradual phasing-in of these tax changes canprovide a
major stimulus to current capital formation and individual productivity without any
unwanted increase in the government deficit.

Senator PACKWOOD. The committee stands adjourned.
[Whereupon, at 1:15 p.m., the committee adjourned, to reconvene

at 10 a.m., Monday, July 28, 1980.]



TAX CUT PROPOSALS

MONDAY, JULY 28, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C
The committee met, pursuant to recess, at 10:35 a.m., in room

2221, Dirksen Senate Office Building, Hon. Russell B. Long (chair-
man of the committee) presiding.

Present: Senators Long, Bentsen, Bradley, Baucus, Dole, Pack-
wood, Roth, Danforth, and Durenberger.

The CHAIRMAN. The committee will come to order.
We are very pleased to have with us today the Chairman of the

Federal Reserve Board, who has served both this Nation and his
fellowmen in many other responsibilities. We are certainly-happy
to have you today, Mr. Volcker, and we will appreciate the benefit
of your advice with regard to the monetary and fiscal aspects of the
problems that face us at this moment.

We appreciate your being here, and we will have a better audi-
ence of Senators as the hearing goes along.

STATEMENT OF PAUL VOLCKER, CHAIRMAN, FEDERAL
RESERVE BOARD

Chairman VOLCKER. Mr. Chairman, I submitted to the committee
a rather multipurpose statement reviewing monetary policy and
some other aspects of economic policy. I don't know that any pur-
pose is served by my reading the whole statement.

The section on monetary policy emphasizes the need for financial
discipline in general, and in particular argues that the Federal
Reserve needs and intends to reduce over time the growth in
money and credit as part of the effort to deal with this inflation
that has gripped the economy for some years.

It argues that unless we come to grips with the inflationary
problem, the prospects for sustaining growth, and for working
down the level of unemployment and keeping it down will not be
very good. We have to deal with inflation for a period of time as we
move ahead on other problems.

One section of the statement deals directly with the tax issue. I
will read that if it is helpful to the committee.

After emphasizing the intention of the Federal Reserve to work
toward lower levels of monetary growth over time, I note, at the
bottom of page 8, that the general nature of the potential problems
and dilemmas for 1981 and beyond is clear enough. These are
important questions, not just for monetary policy but for the full
armory of public policy.

(959)
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The Federal Reserve targets for the monetary aggregates are
designed to be consistent with, and to encourage, progress toward
price stability without stifling" sustainable growth. But if recovery
and expansion are accompanied by inflation at current rates or
higher, pressures on interest rates could develop to the point that
consistency of strong economic expansion with reduced monetary
growth would be questionable.

Obviously, a satisfactory answer cannot lie in the direction of
indefinitely continued high levels of unemployment and poor eco-
nomic performance. At the same time, ratifying strong price pres-
sures by increases in the money supply offers no solutions. That
approach could only prolong and intensify the inflationary proc-
ess-and in the end undermine the expansion.

The insidious pattern of rising rates of inflation and unemploy-
ment in succeeding cycles needs to be broken. With today's market
so much more sensitized to the dangers of inflation, economic
performance would likely be still less satisfactory if that pattern
emerges again. The only satisfactory approach must lie in a differ-
ent direction-a credible effort to reduce inflation further in the
period ahead, and policies that hold out the clear prospect of fur-
ther gains over time, even as recovery takes hold.

We are now in the process of seeing the inflation rate, as record-
ed in the consumer and producer price indices, drop to or below
what can be thought of as the underlying or core rate of inflation
of 9 to 10 percent. That core rate is roughly determined by trends
in wages and productivity.

We can take some satisfaction in the observed drop of inflation
and the damping of inflationary expectations. But the hardest part
of this job lies ahead, for we now need to make progress in improv-
ing productivity or reducing underlying cost and wage trends-as a
practical matter, we have to do both-to sustain the progress.

The larger the productivity gain, the smoother will be the road
to price stability-partly because that is the only way of achieving
and sustaining growth in real incomes needed to satisfy the aspira-
tions of workers. Put in that light, the importance of a concerted
set of policies to reconcile our goals-not simply relying on mone-
tary policy alone-is apparent.

While those other policies clearly extend beyond the purview of
the Federal Reserve, they obviously will bear upon the perform-
ance of financial markets and the economy as the Federal Reserve
moves toward reducing over time the rate of growth in money and
credit.

In that connection, I recognize the strong conceptual case that
can be made for action to reduce taxes. Federal taxes already
account for a historically large proportion of income. With inflation
steadily pushing income tax payers into high brackets, and with
another large payroll tax increase to finance social security sched-
uled for 1981, the ratio will go higher still.

The thesis that this overall tax burden-and the way our tax
structure impinges on savings and investment, costs and incen-
tives-damages growth and productivity seems to me valid. More-
over, depending on levels of spending and the business outlook next
year, the point can be made that the implicit and explicit tax
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increases in store for next year will drain too much purchasing
power from the economy, unduly affecting prospects for recovery.

But I must also emphasize there are potentially adverse conse-
quences that cannot be escaped. To ignore them would be to jeopar-
dize any benefits from tax reduction, and risk further damage to
the economy.

Whatever the favorable effects of tax reduction on incentives for
production and productivity over time, the more immediate conse-
quences for the size of the Federal deficit, and potentially for
interest rates and for sectors of the economy sensitively dependent
on credit markets, need to be considered.

Many of the most beneficial effects of a tax reduction depend
upon a conviction that it will have some permanence, which in
turn raises questions of an adequate commitment to complemen-
tary spending policies and appropriate timing. We are not dealing
with a notion of a quick fix over the next few months for a
recession of uncertain duration, but of tax action for 1981 and
beyond at a time when Federal spending levels, even for fiscal
1981, appear to be a matter of considerable uncertainty, with the
direction being movement higher.

Experience is replete with examples of stimulation, undertaken
with the best motives in the world, that has turned out in retro-
spect to have been ill timed and excessive. Given the demonstrable
frailty of our economic forecasting, it takes a brave man indeed to
project with confidence the precise nature of the budgetary and
economic situation that will face the Nation around the end of this
year.

Moreover, an intelligent decision on the revenue side of the
budget implies knowledge of the spending priorities of an adminis-
tration and a Congress, a matter by the nature of things can only
be fully clarified after the election.

For all the developing consensus on the need for supply side tax
reduction-and I share in that consensus-some time seems to me
necessary to explore the implications of the competing proposals
and to reduce them to an explicit, detailed program for action.

I have emphasized the need to achieve not only -productivity
improvement but also a lower trend of costs and wages. Despite its
importance, I have seen relatively little discussion in the current
context of how tax reduction plans might be brought to bear more
directly on the question of wage and price increases.

The continuing sensitivity of financial markets, domestic and
international, to inflationary fears is a fact of life. It adds point
and force to these observations and questions. Tax and budgetary
programs leading to the anticipation of excessive deficits and more
inflation can be virtually as damaging as the reality in driving
interest rates higher at home and the dollar lower abroad.

I believe it is obvious from these remarks that a convincing case
for tax reduction can be made only when crucial questions are
resolved-questions that are not resolved today.

The appropriate time for decision seems to me late this year or
early 1981. Fiscal 1982 as well as fiscal 1981 spending plans can be
clarified. We will know if recovery of business is firmly underway.
There will have been time to develop and debate the most effective
way of maximizing the cost cutting and incentive effects of tax
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reduction, and to see whether a tax program can contribute to a
consensus-a consensus that has been elusive in the past-on wage
and pricing policies consistent with progress toward price stability.
To go ahead prematurely would surely risk dissipating the poten-
tial benefits of tax reduction amid the fears and actuality of releas-
ing fresh inflationary forces.

Those are the comments that I make on tax policy specifically,
Mr. Chairman. The rest of the statement alludes to other economic
policies that go beyond the tax area.

The CHAIRMAN. I believe that you are familiar with the views of
Mr. Arthur Burns, who served previously as Chairman of the Fed-
eral Reserve. Are you familiar with his views?

Chairman VOLCKER. I am familiar with his views in general
terms. I did not read his testimony, but I think I am familiar with
the general thrust of what he had to say.

The CHAIRMAN. Basically, his attitude was that he was opposed
to a tax cut at this time because he does not think that if you pass
one at this moment, it would be likely to do the kind of things that
he thinks would be best for the country.

On the other hand, his view seemed to be that if you could pass a
tax bill that would increase productivity and increase investment,
he would favor such a bill whether you passed it now, or whether
you did after the election, or whether you did it next year. He
favors that kind of measure, and he thinks that we ought to pass
it.

His only objection is that he thinks that the chances of passing
that kind of a bill between now and the election are not good. If it
started out to be that kind of a bill, it probably would not stay that
way by the time it got through the Senate and the House of
Representatives.

I would like to know what you think about his views.
Chairman VOLCKER. I think he was distinguishing, if I under-

stand correctly, a tax cut which was pretty much pinpointed on the
investment side, and its consequences for productivity and incen-
tives arising through the business investment process. I do think
these are worthwhile, even ,ssential, goals as I said in my state-
ment. In that sense, I am in favor of it, too.

If one was talking about a tax cut of relatively minor dimensions
in the fiscal sense, which might be important on the productivity
side, but confined to a very limited amount in terms of its fiscal
consequences, I would be hard pressed to say that that kind of a
tax cut is undesirable. I think that it is fundamentally desirable,
and if its fiscal consequences could be held to a small enough
amount, the timing issue does not loom as critical as I emphasize
in my statement; there I am really referring to a much larger tax
package.

If I am correct-although I did not hear his testimony, but I
talked to him several weeks ago-he was talking about a tax cut
that might not even be effective in fiscal 1981 but legislation that
would schedule some tax cuts for the years beyond. That kind of
thing does not have any immediate fiscal consequences; and de-
pending upon the precise nature and dimensions of the proposal, I
would not have any strong objection.
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I would question its feasibility at this time, and I wonder wheth-
er you would not get a more appropriate package by waiting to see
if a larger package is feasible next year.

The CHAIRMAN. Thank you very much, Mr. Volcker.
We usually go by the early-bird rule here in this committee, and

I asked the first question because I was the first one here. Senator
Packwood was next on the scene, therefore, I call on the Senator
from Oregon.

Senator PACKWOOD. Mr. Chairman, if we were forced to vote in
the Senate on a specific proposal that was a 10 percent across-the-
board individual income tax cut next year, with some modicum of
business tax cuts, perhaps in the depreciation area, obviously the
revenue loss would be heavily tilted initially toward individuals,
your recommendation would be to vote against that kind of a tax
cut now?

Chairman VOLCKER. Now? Yes; my recommendation would not
be to pass that type of a tax cut now.

Senator PACKWOOD. Second question-on page 13, you state and I
quote. "I believe it would be a serious mistake to seek relief from
our present problems by retreat to protectionism." You are talking
about the dependence on foreign oil.

Is there any possibility that we might have to consider some kind
of import limitation if we encourage companies to turn to coal and
other domestic resources which would be higher in cost than OPEC
oil if they chose to dramatically cut their prices?

Chairman VOLCKER. I was not thinking particularly of the oil or
energy situation. I am not really aware of the kind of situation you
are describing. My general impression is-maybe wrongly in some
cases-that so far as utilities are concerned, if they really made the
conversion and had sufficient time to do it, coal at present is
cheaper than oil.

Senator PACKWOOD. For the present.
Chairman VOLCKER. Yes; and for the foreseeable fixture.
Senator PACKWOOD. With oil at present prices.
Chairman VOLCKER. Yes; with oil at present prices, and even

allowing for some increase in coal prices.
Senator PACKWOOD. I was thinking more of a significant decrease

in oil prices. I don't think that OPEC is going to want to see their
world market undercut by coal, if indeed we have enough coal to
export to a great portion of the industrialized world. But the rest of
the world's problem is their problem.

Do we have to give any guarantee to those who are making
investments in coal, to produce it, transport it, and burn it, so that
they will not be tempted by long-term contracts from OPEC coun-
tries at lower oil prices?

Chairman VOLCKER. I can only give you a very tentative answer,
Senator, because you are in an area that is outside my direct
expertise. I would not have thought so; you are raising a possibility
here that is perhaps a more optimistic one than I would have
thought, that there is the chance of a very significant decline in
the price of imported oil in real terms.

I happen to believe-maybe it's just a gut instinct of pessimism-
that that price has to go up forever. That is perhaps wrong. If we
really had a concerted program-and we see some signs of progress
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certainly here and in other countries-there is some point at which
the oil price would to be too high. But I would not have thought
many people were worried about the real price coming down so
significantly in the next decade as to make the concern you have a
real one.

If it is a real one among the utilities, and if it is justified upon
analysis, then I suppose one would have to think about the kind of
issue you are raising. But I have not been aware that that is a
problem.

Senator PACKWOOD. No other questions, Mr. Chairman.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. Mr. Volcker, the latest projections of the

administration predict for 1981 inflation at a rate of 9 or 10 per-
cent, and about a $30 billion deficit in the Federal budget. If those
projections are correct, do you believe that it is possible to devise
any sort of tax cut effective for 1981 which is responsible?

Chairman VOLCKER. I would have to say, yes; but I think that
kind of projection shows the dilemma, if you will. The administra-
tion has a relatively high inflation projection, which is accounted
for, as I understand it, in part by their assumption of a gasoline-tax
increase which may add a half a percent or to their projection.
Nevertheless, it is a high inflation estimate.

If you- are facing that kind of inflation, and you consider the
possibility that it could be even higher, I do not see that as the
backdrop necessary for supporting a general tax reduction. That
does not mean that somebody could not shoehorn in what Chair-
man Long was talking about earlier, a tax reduction pinpointed
toward the investment side.

Senator DANFORTH. What I am asking you is assuming the ideal,
from your standpoint. Would it be possible to develop, theoretically
anyhow, an ideal tax cut which could be enacted even given a 9- or
10-percent inflation rate, and a $30 billion deficit.

Chairman VOLCKER. The 9- or 10-percent inflation bothers me,
Senator. I would like to have some prospect that it is going to be
lower than that. We may be talking, as a practical matter, about a
fairly narrow range of projections, but I would like some feeling
that inflation is on the way down, not on the way up. If we could
achieve that, and the deficit number were reflecting primarily the
effects of recession, then the deficit number itself, perhaps, could
be swallowed.

But that has to be against a background of a declining inflation
rate, against a background of the prospect that spending trends are
not basically off track from what is necessary for an essentially
balanced budget once we get through the recession period. I don t
have that assurance at the moment, and I don't have the assurance
or the confidence-I should not say confidence; the Federal Reserve
is certainly working in the direction against inflation-from that
kind of inflation number that we have the essentials in place.

Senator DANFORTH. So your answer would be, no.
Chairman VOLCKER. No, under the particular assumptions you

gave me. But I don't say impossible, under somewhat different
assumptions.

Senator DANFORTH. But we have to operate under the assump-
tions that are given.
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Chairman VOLCKER. That is right. Those are the assumptions you
have today.

Senator DANFORTH. So that even if you could imagine the wisest
possible tax-reduction bill, and the most responsible, possible
amount allocated in the most effective possible way between busi-
ness and individuals, your answer would be, no.

Chairman VOLCKER. I don't know what amount you are assuming
on that tax bill.

Senator DANFORTH. You name it.
Chairman VOLCKER. I could imagine some tax program small

enough in its impact on the fiscal position of the Government, but
nonetheless effective and useful to do, yes.

Senator DANFORTH. So given the assumptions that we are work-
ing with, you could imagine the possibility of a tax bill effective in
1981?

Chairman VOLCKER. Yes.
Senator DANFORTH. You would like to fill in the amounts, and

the distribution, but that is what I am asking you to do.
Chairman VOLCKER. To be clear, I am not saying a $35 billion tax

cut.
Senator DANFORTH. No, sir. That is my next question. My next

question is, if it is possible to have one effective in 1981, what
would you view as being the responsible amount, the responsible
distribution between business and individual, and the responsible
form that it would take.

Chairman VOLCKER. Given the limitations that I see on revenue
loss, and under the particular assumptions that you described-and
I am not saying that those assumptions could not be changed and
improved; I think that that is one of the possibilities, and I would
hope those assumptions look somewhat different 4, 5, or 6 months
from now-then as far as I would want to go now is to say that if
you can tailor a very pointed tax program wholly toward the
investment problem that ought to be the ambit of your discussion.

Senator DANFORTH. Wholly toward the investment, both business
and individuals?

Chairman VOLCKER. I am thinking essentially about business in
this case. I don't think you can cut individual taxes in a way that
is meaningful without a big revenue loss.

Senator DANFORTH. Even, let us say, a capital gains reduction?
Chairman VOLCKER. Let me exclude capital gains reduction from

comment. I am thinking of a general income-tax reduction--a gen-
eral reduction in rates, or something like that. You can always talk
about changing some particular provision of the individual income
tax that does not cost much money and that may be useful. But I
am really talking about a meaningful individual tax reduction
outside the capital gains area.

You gave me a particular set of assumptions, with things then
just the way they are now, and a relatively pessimistic inflation
forecast. I would hope that it would not look quite the same in
some months, as I said.

Senator DANFORTH. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Mr. Volcker, you said you could not conceive of

any individual tax cut. If there were going to be an individual tax
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cut, whether it was the best of all possible worlds or not, what is
your view of an income-tax credit against social security taxes to
offset the increase that goes into effect in January?

Chairman VOLCKER. I have thought about that a great deal,
Senator, and it is an attractive proposition from the cost-saving
standpoint. It is the one kind of individual and corporate tax
reduction, presumably in this case, that would lead to some direct
impact on that inflation rate.

After thinking about it a great deal, I can only give you my
personal-and, I suppose, political as well as economic-philosophy.
I don't quite find myself able to recommend that the link between
the payroll tax and social security benefits be broken, and I think
that is what you are talking about, given the shape that the trust
funds are in and the futur' need for financing for social security.
So attractive as that looks, I cannot quite bring myself to recom-
mend it for that reason, which is extraneous to the macroeconomic
problem.

Senator BRADLEY. But from a macroeconomic standpoint, in your
judgment is it a reasonable approach if we can overcome the trust
fund trauma?

Chairman VOLCKER. From the macroeconomic standpoint, it
looks good.

Senator BRADLEY. In these hearings, everyone from administra-
tion witnesses to any number of economists has talked about the
state of the economy, and pointed to one positive sign, the fact that
there has been over $14 billion in long-term obligations made in
the last 4 to 6 months.

As Chairman of the Federal Reserve, those obligations are made
because the interest rates are coming down. It is a constant trade-
off for you between fighting inflation, and maintaining a stable
dollar.

Do you expect that the people who went out in the long-term
bond market made a good judgment about the path of the economy
in the next 6 months to 1 year, or do you think they got .a under
the wire before the deluge descended?

Chairman VOLCKER. I am religious about not forecasting interest
rates, Senator. But let me comment on the basic point that you are
raising.

I think there are a variety of somewhat encouraging signs in the
economy that may not be a lot more than straws in the wind at
this point, but nonetheless are consistent with the thesis that, in
important part, due to the easier conditions markets and declining
interest rates, there are kind of self-generating forces in the econo-
my at work to bring recession to an end, and get the recovery
launched. You see it in the housing market; you see it to some
degree in retail sales; automobile dealers are not as hard pressed as
they were on the credit front.

You referred to the extent of bond financing that is going on, at
the same time. While this is constructive, markets remain terribly
sensititive to the possibility of renewed inflation, which is why you
hear discussion of the kind of threat that you mention. Of course,
any increase in the Federal deficit necessarily, through its impact
on the credit markets, adds to potential pressures on interest rates.
I don't think that it is wholly a coincidence that the bond market
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has leveled off and, in fact, gone up a bit in rate in recent weeks,
coincident with the talk about tax reduction.

So when you talk about large-scale tax reduction at this point, I
think you have to consider what that does to the credit markets,
and whether that is not impairing developments which are moving
in the direction of business recovery, creating more favorable con-
ditions for housing and for business investment as well.

Senator BRADLEY. What you are saying is, if the Congress looks
at a tax cut as an antirecession measure, the effect of a tax cut,
perhaps directly proportional to the size, might be to raise interest
rates and create tightness in markets just at a time when they
were beginning to loosen up on their own.

Chairman VOLCKER. I think you can be pretty sure that interest
rates would be somewhat higher than they would otherwise be,
which involves a forecast of what they would otherwise be. A tax
cut is not for free in that sense.

Senator BRADLEY. Would you say that a business tax cut might
have the opposite effect? We refer here to productivity tax cut.
Maybe you can help me, What is a productivity tax cut, in your
view? What do you think would get the biggest bang for the buck-
corporate reductions, capital gains reduction, investment tax
credit, liberalized depreciation?

Chairman VOLCKER. You have a situation where a variety of
approaches could be taken, and you have mentioned most of them.
They have differing consequences in the short-run, and in the long-
run they may have differing psychological consequences.

In terms of getting a bang in the short-run, I think most econo-
mists would say that the investment tax credit, or liberalized de-
preciation on current investment, would give you the greatest in-
centive and the greatest stimulus per dollar of revenue loss in the
short run. In the long run, it does not make so much difference.

There are other differences between the approaches. A corporate
tax cut will affect all corporate business, obviously, and investment
tax credit affects strongly those businesses that make big capital
investments; each of those affects investment in a different way.

It seems to me partly a question of where the political consensus
lies, as well as the economic consensus. It is partly a question of
how these different things affect investment in what has been an
inflationary climate, and the rising replacement cost of investment.

I am inclined to think-but I don't think my views carry special
weight in this area-that the depreciation approach does make a
good deal of sense. That is not arguing for the 10-5-3 explicitly.
That particular approach has problems; it is particularly favorable
toward specifically lived investments, and has a large cumulating
revenue loss over a relatively short period of time.

I have no problem with depreciation as a component of a tax cut.
Senator BRADLEY. So among the various business components, a

business component that would have the largest cumulative reve-
nue loss might indeed have that perverse effect on the market as
well?

Chairman VOLCKER. I think any approach that has a relatively
large revenue loss will tend to create that problem.

Senator BRADLEY. Thank you.
Senator BENTSEN [presiding]. Senator Baucus.
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Senator BAUCUS. Thank you, Mr. Chairman.
Mr. Volcker, I don't know if I precisely heard your answer in

response to Senator Danforth's question. Assuming that the eco-
nomic indicators are somewhat at the beginning of 1981 what they
are today, and if you could fashion the tax package that you think
would be most appropriate for the country, what would that con-
tain in terms of the size of it, and the shape of it?

Chairman VOLCKER. Senator Danforth gave me a few limited
assumptions, which I suppose are not enough for me to work on
very definitively.

The way I answered him, or the way I intended to answer him, it
I inferred correctly from his assumptions, was that we have not got
much room for a large tax reduction next year. If that is correct,
you had better begin thinking, in terms of a pinpointed, investment
only, kind of approach.

Maybe his assumptions, or what I read into them, are too pessi-
mistic. I hope they are too pessimistic; they are his assumptions
and not mine. But if you tell me that the inflation rate is rising
and not falling, that there is no prospect of the budgetary position
looking any better, then I have trouble recommending an across-
the-board tax decrease.

One of the things that he did not mention specifically, but just
let me pin it down, is that a lot depends upon what the spending
plans are. While the nature of things is never crystal clear, I
suppose that it is particularly cloudy right now. You don't know
what kind of a Congress, or what kind of an administration, you
will have after November.

Senator BAucus. Let's assume a slight increase in unemploy-
ment, and inflation roughly where it is today, give or take a half a
percentage point, given those conditions, and assuming no signifi-
cant changes in spending patterns, whatever that means.

Chairman VOLCKER. Whatever that means, precisely.
Senator BAUCUS. Then you what?
Chairman VOLCKER. I don't think I can be pinned down to saying

how big a tax cut, with another half percent off the inflation rate,
without knowing what the spending plans are, without knowing
what the business outlook is at that time, without knowing how
much recovery we have in fact had, if we have had any. I think
that you will just have to wait and see, and that is what I would
urge you to do.

You are not talking about a tax cut, as I understand it, that is
going to be effective now anyway, so let's wait and see how things
look when it would become effective.

Senator BAUCUS. Just so I understand you further, your reluc-
tance to act this year, as I take it, is based upon the sensitivities of
the economy and, I guess, inadequacy of information, or is it be-
cause it is an election year, is that your reason?

Chairman VOLCKER. No, it is not. My sensitivity is not primarily
because it is an election year. But it is one element that makes it
peculiarly difficult to have a great sense of conviction about spend-
ing trends in 1981 and 1982, more difficult than usual. It is always
difficult, but it is more so than usual now, when you have presum-
ably competing philosophies at work.
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Senator BAUCUS. What is different now than what the case will
be in the next year?

Chairman V! LCKER. I don't know how the economy is going to
look at that point. I think you have quite a different situation if,
indeed, these straws in the wind showing recovery materialize into
actual recovery by the end of the year or if, in contrast, you find
that business spending has been affected by what has happened so
far, that you have had declines in capital spending over that
period, that you have had some inventory reduction, that you have
an appreciably high level of unemployment.

Senator BAUCUS. Why won't these same concerns be raised?
Chairman VOLCKER. Pardon me? -
Senator BAUCUS. Why won't these same questions be raised next

year about the next 6 months?
Chairman VOLCKER. You are always in a situation of having to

make a judgment about the next 6 months. But here, it seems to
me, you are in a specific situation where-I may be wrong-most of
the talk has been about a tax cut that is not going to become
effective for 6 months anyway.

If you were asking me for my advice on a tax cut effective over
the next 6 months, that is a different question, but I don't think
that it is the question that is being presented here.

Another element in this situation that I might mention is the
question of the whole wage-price approach. I think that-that is
somewhat of an open issue at the moment. We have had several
years of wage-price guidelines being raised. I would hate to see a
situation in which, next fall, we would have both a sizable tax cut
and a guideline with a further increase in wages.

That seems to me building up a situation for the economy not
very far down the road filled with the difficulties of large budge-
tary deficits, rising inflation rates as recovery gets underway. It is
a situation that bodes ill in my judgment for sustaining a recovery.
That is another element that I would be concerned about, and that
I don't know about at this point.

Senator BAucus. Thank you very much.
Thank you, Mr. Chairman.
Senator BENTSEN. It is now my turn.
Mr. Chairman, in looking at a tax cut and interest rates, the

Joint Tax Committee projects a $47 billion increase in taxes next
year under present law, and the Congressional Budget Office is
talking about upward of $80 billion increase in taxes.

Then we get the statement that if we talk about a tax cut that
we are going to trigger an increase in interest rates, possibly.

We have had amazing liquidity in the market for absorbing a
very substantial amount of long-term funding for corporations,
which have done their best to switch out of short-term commit-
ments into long term, and that may have been what has held part
of the interest rates where they are.

Chairman VOLCKER. There is no question about that.
Senator BENTSEN. It may have pumped them up. So it is not

necessarily just the talk about a tax cut.
Chairman VOLCKER. I did not mean to mean to imply that. There

has been a huge amount of financing--k
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Senator BENTSEN. An incredible amount. I understand $14 billion
since March, and more coming.

Chairman VOLCKER. I think that this discussion has been one
element affecting the climate in the market.

Senator BENTSEN. It is hard to measure that, that is true.
Isn't the sophistication of the market enough? Cannot we struc-

ture it, when you got all the way from a $47 billion to an $80
billion increase, where we are saying we are just moderating the
increase, but we assure no net cut in taxes?

Chairman VOLCKER. I agree with that.
The trouble is, I think, Mr. Chairman, and all I am essentially

saying is, it is impossible or very hard to look at the revenue of the
budget and the tax side of the budget without some appraisal of
what is going on on the expenditure side.

You know that we have had one balanced budget in the last
year, or something like that.

Senator BENTSEN. That is right.
Chairman Vt,, CKER. We now have a $60 billion deficit, or slightly

more, forecast for this year. The pattern for last year and most
recent years has oeen that as the year wears on, the deficits get
bigger and bigger, rather than smaller and smaller, compared to
what the projection was at the beginning of the year. This has had
something to do with both the inflationary process, and the conges-
tion in the credit markets when we have not been in the midst of
recession.

I think that it is bound to look a little bit ominous when the
Congress and the administration were talking about a balanced
budget only 4 months ago, and now that balanced budget appears
to be about a $40 billion deficit.

Senator BENTSEN. Yes, but it is a deficit that is due to recession.
Chairman VOLCKER. To the extent that this is due to the reces-

sion, I would discount it; I think that is quite right. But it is not all
due to the recession.

Senator BENTSEN. I am not sure about that part. I think I might
quarrel with you. I think the Congress has shown an incredible
discipline going into an election.

Chairman VOLCKER. I agree with that, too.
Senator BENTSEN. I have really been amazed at the President.

Historically, you don't try to hold down spending, and cut the
percentage going into an election. Whether that is good politics or
not remains to be seen. We will not know until November.

Chairman VOLCKER. I think there is that side of it. I think in
that sense this is quite an impressive performance. If that can be
carried through, in fact, to next year's budget and the budget
resolution that has not been passed yet, and if the recession pic-
ture, for a variety of reasons, is not quite as gloomy as Senator
Darniorth projected, maybe you can put together a package that
will be very useful.

The basic intellectual case for a tax reduction is very good; I just
don't think all the conditions are there yet.

Senator BENTSEN. Let me tell you the problem we have. If we
wait-almost everyone is talking about January 1, 1981, for the tax
cut to be effective. If we wait until next year, you will have a new
Congress organizing and assigning people to this committee and
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other committees, starting all of these hearings over again. When
do we get it passed? Well, we will probably get it passed, if we are
lucky, in July.

That is historically what happens. We are out of this recession,
or on the way out of it, and I don't believe any tax cut we pass now
is going to shorten the recession. But I think it can change the
quality of that recovery.

Chairman VOLCKER. I agree with that.
Senator BENTSEN. This happened to us i. the past. We will pass

one that is a cut across the board, as we are coming out of the
recession, that will put more money into people's pockets, and
there we kick up inflation some more. That is what we ought to try
to avoid, if we can.

If we could pass it now, and I don't know if we can--
Chairman VOLCKER. I suppose I come to a somewhat different

conclusion based on the set of facts that you set forward. I am in a
position of not being at all certain, as I emphasized, that the
conditions are in place, or that we will have them in place at the
end of the year, to justify a large tax cut. Therefore, the prospect
that you outline does not bother me as much as it may you because
I am not sure that we are going to have the ceadition- in effect to
pass it anyway.

I would also hope, although you inevitably have a much better
feel for this than I, that if you were in a situation where the
conditions seemed clearly in place, that it. would not take you until
next July to act. It is not impossible that, indeed, this committee
can perhaps put something together before or shortly after Novem-
ber.

Senator BENTSEN. I don't argue against that at all.
Chairman VOLCKER. It is the degree of consensus that can be

achieved prior to the decision, go or no go, that I think is helpful.
Senator BENTSEN. I don't argue at all about the possibility of

doing it after election, but I do think that if we try to do it next
year, we are looking at probably July, as much as I would like to
see it otherwise.

Chairman VOLCKER. I am not really pleading for delay, certainly
not delay for delay's sake. I am pleading for delay until the condi-
tions antecedent seem to be clearly in place. I don't judge that as
the case at the moment.

Senator BENTSEN. My time is up.
Senator DURENBERGER. Thank you, Mr. Chairman.
A couple of questions, Mr. Chairman, that relate to getting the

economy moving, and so forth. I heard your comments relative to
depreciation and investment tax credit, and so forth.

Would you compare that kind of an approach to where the
money comes from, to some changes that have been proposed re-
garding the taxation of unearned income. For example, reducing
the top rate from 70 to 50 percent, separate taxation of unearned
income?

Chairman VOLCKER. I don't know quite how to comment on the
point of where the money comes from. I suppose, in attacking the
investment problem directly-let us say, through depreciation or
investment tax credit-the recipients of the tax reductions are the
very ones you hope to affect most directly in terms of their invest-
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ment activity; the tax reduction itself gives them some of the
money to invest, so you are not talking about a market process.

I suspect you probably get more stimulus this way per dollar of
revenue loss in any event.

Senator DURENBERGER. You get more from which?
Chairman VOLCKER. From the direct stimulus to invest through

depreciation or investment tax credit, rather than through a reduc-
tion in tax rates. I don't want to underestimate the potential
importance to incentives over time of a reduction in tax rates. I
think that it is a hazy area where no one's judgment is going to be
very precise. We have not had a lot of experience with that, at
least changes of a size that are identifiable.

I speak with a certain amount of caution, but I would suspect
that the influence would be more diffuse and less apparent in the
short run, certainly, than from the more pointed investment stimu-
lus.

Senator DURENBERGER. Let's look beyond tradeoffs, and look at
the long term, and look at affecting behavior, so to speak. What is
your opinion on reduction in the unearned interest rate, will it
change the behavior of that particular group of investors?

Chairman VOLCKER. I would assume that it would have to. I
think in general we tax the savings and investment process very
heavily. We tax income when it is earned; we tax it again after it is
saved and producers more income; we have double taxation of
dividends; we have a relatively high capital gains tax; we permit
the deduction of interest payments, while including interest earned
on the income side.

I think there are a variety of things in the Tax Code that inhibit
the savings and investment process; what you point to is probably
one of them. The choice you basically face is which one is the
priority one to attack, because there are so many that could be
attacked. It is a difficult decision; but what you mention is not the
only area that can be attacked.

Senator DURENBERGER. You mentioned the deduction side, and
let me ask you another sort behavioral question, if I may, that
relates to consumption taxes. One example would be Al Ullman's
favorite, which he is not talking about much any more in Oregon,
the VAT. Another would be somehow decrease the deduction for
interest paid on borrowed money. Where do you feel we ought to be
going in that whole area of either taxing consumption, or removing
some of the benefits of consumption.

Chairman VOLCKER. Let me differentiate a conceptual answer
from what may be a practical answer. Going some distance in that
direction over a period of time would be helpful in correcting the
bias to which I just referred. As a practical proposition in the short
run-short run here being more than the next 6 months-that
involves such a fundamental change in the direction of tax law
that I suspect it will need a whole lot of debate before you can
make significant moves.

There is one element that bears very heavily on the value-added
tax approach, and that is that it is rather directly inflationary in
how it appears in the indices. Until you get a more favorable
backdrop, in terms of general inflationary pressures, for that-
reason alone it is kind of a dangerous course to push. For that,
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among other reasons, it does not seem to me practical in the time
frame that you are talking about.

But if you ask me whether those approaches should not be
looked at with some sympathy over a period of time, I would want
to look at them.

Senator DURENBERGER. Thank you.
The CHAIRMAN. I believe we understand each other. Let me just

see if I can zero in on this one sentence at the top of page 14 of
your statement. You say. "I sense the essential objectives are
widely understood and agreed-the need to wind down inflation
even as recovery proceeds." Let me read on, and emphasize the
next words. "The importance of restoring productivity and increas-
ing incentives for production and investment."

It seems to me that these items which you put in second order of
priority to me are extremely important at this point. I think that
in your statements, to the effect that you believe that you can get
inflation down to about the bedrock of 9 and 10 percent, you
explain why you think that is as low as you can get it---

Chairman VOLCKER. I don't mean to say that that is as low as we
can get it; we are practically there, but that is not good enough. If
we say that that is good enough, and that we don't have to get it
any lower than that, I will make an unambiguous prediction that it
will then turn out to be higher, and that you are going to end up in
the next cycle with a still higher rate of inflation. That is what we
must avoid.

The CHAIRMAN. But elsewhere in your statement, on page 10,
you refer to the "underlying or core rate of inflation of 9 to 10
percent. That core rate is roughly determined by trends in wages
and productivity."

As I understand it, it is your view that if the present trends of
labor continue to insist on more, and of' management to give the
nonunion labor the same type of pay raises that they give the
union labor, if those trends are going to continue, then that will
give you a core of 9 to 10 percent inflation.

Chairman VOLCKER. That is correct.
The CHAIRMAN. You say that you hope to get inflation down to

that point, but getting it below that is beyond your capacity and
mine, as I understand you. It is up to somebody else.

Chairman VOLCKER. It is not beyond our capacity; if we say that
it is all up to somebody else, we will never get it down.

We are saying, at the Federal Reserve, that we are going to aim
at a money supply which is most consistent with a lower inflation
rate than that. I hope you aim at a tax and revenue program that
will be consistent with that money policy for getting a lower rate of
inflation.

There are many other things that could be done in the regula-
tory area, and in the energy area, and in the trade area. But I
guess what I am saying is, we have to get that rate down, and it is
going to be much harder from now on than it has been to go from
15 or 18 percent to the 9 and 10. Now the real challenge begins.

We can use a boost on the productivity side. I want that as much
as you or anybody else could want it. But don't kid yourself;
productivity takes some time to stimulate. You will have had a
glorious result if the rate of productivity growth increases by 1 or
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1.5 percent as a result of any tax action you take. I think that
would be beyond the expectations of almost all economists. That in
itself would be enormously helpful, but it is not going to cure this
problem. It is easy to offset that in terms of the inflation generated
through other policies.

I want to see an environment in which we get that advantage,
which is enormously important over time. But I don't want to see
that chance thrown away and even discredited by a tax action
coming in an environment in which other forces are pushing in the
other direction.

The CHAIRMAN. My thought, Mr. Chairman, is that if we are not
going to do whatever it takes to modernize our plants, and to have
the productive equipment that we need, and if we pursue the trade
policies that we have been pursuing up to now--

Chairman VOLCKER. I agree.
The CHAIRMAN. If you put those things together, and recognize

that you are powerless to make labor settle for less than what they
believe would be a fair cost-of-living increase, as is the way things
have been going, then we are going to put all kinds of people out of
work, and we are going to have to quit producing automobiles,
steel, and various other things, and this Nation is going to be in a
bad fix.

Chairman VOLCKER. Let me put the point the other way around,
and maybe you would agree with it.

I agree with the importance of doing what you would like to do,
presumably through tax reductions of various kinds. I put high
priority on that effort. To me that implies a priority to bring about
the conditions that make that prudent and successful.

So let's work on those other things. Let's look at the budget, and
do what we can to have a spending program that is consistent with
what you want to do with taxes. Is it really impossible to get some
kind of consensus that wages ought to begin going down the other
way? It is not in the interest of labor to have it spiral up, to not
have the tax reduction and not have the productivity growth, be-
cause they are not getting any real income out of that.

Let's reach the consensus on your committee-I can only just
wish you Godspeed-as to the approach that is most effective in
improving incentives, in improving productivity. Let's get all those
conditions in place, and then let's go ahead, because it is urgent
that we do. I just don't think that you have these conditions in
place at the moment. I am not saying that yo-a cannot have them
in place in a matter of, literally, months.

The CHAIRMAN. Mr. Chairman, I cannot do anything about the
mineworkers insisting on and getting a pay raise that exceeds their
productivity, nor can anybody on this committee. I will not be at
the table to negotiate with them. I can't do anything about the
teamsters, and the automobile workers, and the railroad workers
saying, "Either you pay us what we think is appropriate under the
circumstances, or we are going to shut the country down."

About all I can do is what little I can in my area to help with the
problem. I think that it is the same thing for all Members of the
Congress.
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Chairman VOLCKER. Let me put it this way: All you can do is get
prepared. But if nobody does those other things you are talking
about, then we are in trouble. Somebody had better do them.

The CHAIRMAN. I congratulate you for doing your job the best
you can, even though you can't do much about those things.

Chairman VOLCKER. I can't do anything about it in the sense you
are talking about; that is, I cannot do anything directly about the
spending. We can't do anything directly about the wages. But I
don't accept an answer that nobody can. I hope we can keep the
money supply under control; that is our job.

The CHAIRMAN. You served with distinction in the Treasury
Department for many years. You were there when I was trying to
pass some of those tax bills that did a lot for the country. Those tax
bills were designed to help move the economy, and make it more
productive. It seems to me that we are going to be needing more of
that. We will be needing more productivity plus what you can do
on your end to try to control inflation.

We Democrats are instructed by our caucus to report out a tax
cut bill. Basically, our caucus said that we should try to report a
tax cut that would not be inflationary, that would stimulate thrift,
that would stimulate productivity. My understanding is that you
are not really opposed to that. You don't want to do it at the
moment, I guess.

Chairman VOLCKER. I am not opposed to the basic concept. I
think that it may be a little bit an illusion, certainly in today's
context, that you can have a big tax cut that is not inflationary in
some sense. We may have a little difference of opinion.

I think you can shape it so it has maximum impact on productiv-
ity incentives and all those other things. But I think it is up to
somebody to create the conditions that make your action responsi-
ble. I would like to see that done; that is the only sensible course
for economic policy to take, in my opinion, and that is the best
course.

It is not all under your control, but I don't think that it is an
adequate answer to say that you are going to go ahead willy-nilly,
regardless of whether those other conditions are in place, because
then it may be counterproductive.

The CHAIRMAN. May I point out, Mr. Chairman, that I am not
one of those who want to go ahead willy-nilly. I am one of those
who want to hold a hearing, and invite various people to come up
here to give us the benefit of their advice. I am glad that we have
their advice. Then if we sense that it is appropriate, it seems to me
that we should go ahead.

Chairman VOLCKER. There is nothing about your course to which
I can take exception at this point. I am just looking toward the end
product.

The CHAIRMAN. Any further questions, gentlemen?
Senator ROTH. Yes, Mr. Chairman.
The CHAIRMAN. Senator Roth.
Senator ROTH. I am sorry I missed the earlier proceedings, Mr.

Chairman.
I would like to ask you a question. If it were possible to hold

down spending at the same time we provide tax cuts aimed at
productivity, would that be a desirable approach in your judgment?
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Chairman VOLCKER. Yes. If you can show me and the American
people a budget consistent, with the tax cut, and, adjusting for the
recessionary influences, in a balanced fiscal position, you are a long
way toward home.

Senator ROTH. What I have propose, in my legislation is that we
limit Federal spending the first year to 21 percent of GNP, and to
drop it 1 percent a year until we reach a level of 18 percent.
Actually, I think President Carter, when he campaigned, endorsed
the same approach.

What I am concerned about is that unless we do that, you are
never going to rein in spending. I have been in the Senate 10 years,
and every year I hear that we are going to balance the budget next
year.

Ch-a-irmanVOLCKER. That is right.
Senator ROTH. My next question is: Are you concerned about the

vast increases in taxes that are on the books now?
Chairman VOLCKER. Yes. I am concerned in general that we have

permitted, advertently or inadvertently, the tax rates to increase
over a period of time-not only the absolute level, but the way the
various taxes are imposed. I think that it is doing us a disservice in
terms of this productivity problem.

Senator ROTH. For example, taxes are now scheduled to almost
double by 1985, much of which I think we need back in the private
sector to try to do something about productivity.

Chairman VOLCKER. I don't disagree with the general point you
are making. Without necessarily accepting the figures that you
used your basic point about looking at the tax program in conjunc-
tion with the expenditure outlook is the way to go about it.

Senator ROTH. I think that we are in agreement, Mr. Chairman,
that if we are going to get this country turned around, we have got
to move on both fronts.

Chairman VOLCKER. That is right.
Senator ROTH. We have to limit spending, and return tax reve-

nue in a form that will do something about productivity.
Chairman VOLCKER. The problem that we have, it seems to me, is

illustrated by what happened in the current fiscal year. We are
increasing spending in this fiscal year by 17 to 18 percent, as I
recall. You can cite all the horrendous increases in taxes, and I
think that they are undercutting productivity and growth, but you
have quite a different situation when you look at the expenditure
side of the budget and find that it is going up 18 percent. That is
not consistent with great progress in reducing taxes. It is not even
consistent with not permitting taxes to go up. And that is the
problem.

The current projection for the next fiscal year is substantially
less, even with some impact of recession. I suppose a lot of people
have a certain amount of skepticism, given the recent pattern, as
to whether the current projections for next year's budget are going
to be realized. They could be realized, and if there were more
confidence in that, then you could begin looking at how much of
that scheduled tax increase could be offset.

Senator ROTH. The thing that bothers me is that for years we
have been talking about reining in spending. I might say that I
have been one of the leaders in that activity. But it never happens.
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Of course productivity goes down. We throw more people out of
work, and that automatically calls for more spending, and loss of
income on the part of the-Federal Government.

So it seems to me that somewhere along the line we have got to
decide whether to continue on this present course, or do we take a
gamble toward real growth.

Chairman VOLCKER. I can understand the frustration. I can un-
derstand the pattern to which you refer. You also can understand,
from my perspective, my saying that that effort is either not worth-
while or not practical; for us just to jump into cold water and take
our chances on a tax reduction without other conditions being put
in place is a dangerous course. You might get some heart arrest
when you jump into the cold water.

Senator ROTH. Many of us have been proposing a limit on spend-
ing. Many people, to be perfectly candid, that talk about balancing
the budget are not interested in restraining spending, if you check
their votes. Their votes are not there.

Many people, in my judgment, in this Congress are really trying
to protect the big spending, and the big revenue on the books.
Their talk about balancing the budget is a smokescreen. That is
what worries me.

As I understand it, Japan is spending currently as much on
investment in plants and equipment as we are with half as many
people. There are those who predict that by the end of the century,
they will have an economy larger than ours. I think this has
tremendous implications, if we don't somehow get off this course, to
our country and its future.

Chairman VOLCKER. I don't disagree with that analysis, but in
the end, a big tax reduction is going to have a big impact on the
deficit, which will in turn impact on the credit markets, which will
in turn impact on inflationary expectations. Unless that side of the
equation is looked at, you will not get the beneficial effects from
the tax reduction that you and I hope for. That is my only concern.

Senator ROTH. What I am saying there, I agree that we ought to
be moving on the spending side. I just wish those who are talking
about balancing the budget would recognize that we need their
vote in holding down spending. This talk that nothing can be done
in that area is not true to fact.

It is difficult, I agree, but we would be better off if we use a few
years of restraint in spending, if we are really going to get the
economy expanding again.

Chairman VOLCKER. I agree with that.
Senator DANFORTH. Mr. Chairman.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. Mr. Volcker, it is easy to listen to somebody,

and filter out the things that he is saying which you don't want to
hear, and highlight the things which you do want to hear. Let me
see if I am misrepresenting you or your position.

You think that a large tax cut without comparable spending cut,
or substantial spending cut, is dangerous and inflationary.

You believe, however, that given what you now estimate will be
the conditions of the economy in 1981, and given what you believe
about the spending policy, it is possible to enact a responsible tax
bill keyed to investment effective January 1..
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You believe that the business component should be depreciation.
You believe that individual rate reductions of any substantial

size would be inflationary.
You believe that social security credit justifiable from a macro-

economic standpoint. However, you don't like breaking the linkage
between payroll taxes and social security benefits.

You believe that a capital gains reduction would encourage in-
vestment, and would not be inflationary.

Is that a fair statement of your position?
Chairman VOLCKER. I don't want to simply say, yes, on so sweep-

ing a statement. I will restate that, and I think that what I say will
resemble much of what you say. But let me restate it a bit.

Based upon what I now know in terms of spending, and my
concern that spending may actually rise in ensuing budget resolu-
tions or estimates rather than decline and based upon what I don't
know about wage trends and negotiations and about ,he strength of
business recovery by the end of this year, I do not want to sug-
gest-and I think it would be counterproductive for Congress at
this time to enact-a sizable tax reduction; I mean something in
the $25-, $30-, $35-, $40-billion range.

I do think that a tax reduction potentially as large as that could
be useful by January 1. I certainly think, even more urgently, a
strictly investment-oriented tax reduction, with a much smaller
revenue loss, could be useful. In the former case, of the sizable tax
reduction, that could be useful provided that we have further as-
surance on the budgetary restraint side, that we see the spending
go down rather than up, that we have some evidence that there is
reason to believe that this core inflation rate of 9 or 10 percent is
over the hump and beginning to decline, rather than to further
increase.

If the business picture is not ideal on its own-but we can
evaluate it at that time-then I think you begin to have the
conditions that make more than a-very limited investment-oriented
tax approach prudent, and possible, and consistent with the objec-
tives that are sought.

Senator DANFORTH. Let me restate Senator Packwood's question
in a different form. If you had to vote now-if you could not wait,
you had to vote-on a tax cut of $25 billion or less revenue loss,
divided 50-50 between corporate cuts and individuals, the corporate
portion being exclusively depreciation, and the individual portion
being exclusively capital gains reduction, how would you vote?

Chairman VOLCKER. I would vote no for that big a tax cut now. I
don't think you would need that big a tax cut if it were just
confined to depreciation and capital gains. I don't think you would
have that big a revenue loss without a much more sweeping pro-
posal in those areas than anyone has yet proposed. I think that
that may be a little inconsistent, as I understand it, but I would
not vote now for that big a tax cut.

Senator DANFORTH. how much would you vote for?
Chairman VOLCKER. I will enter into the danger of answering all

those hypothetical questions as it may perhaps clarify the point.
If you told me I had to vote yes or no, last chance, for some form

of tax reduction aimed directly at the business investment prob-
lem-whether depreciation, investment tax credit, reduction in the
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corporate tax rate in future years-with a revenue loss in the first
year of zero or $1 to $5 billion or something like that, if it were my
only chance to vote on this, I might be inclined to say yes, but I
think that that is contrary to the facts.

I don't think that is the best way to go about it. You probably
would have a better impact all around with a more comprehensive
package. I suspect that it would be more politically realistic. Let's
wait and see whether those conditions are put in place for a more
balanced and larger package.

But if I were presented with the simple statement, "This is your
last chance. You lose a modest amount of revenue, but we have an
effective bill in terms of what one can do with that very modest
revenue loss," under those conditions I might be tempted to vote
yes. But I don't see why you have to be faced with those conditions.

Senator DANFORTH. Thank you.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman.
Two quick questions. Earlier you said that the Federal Reserve

was going to do its part in fighting inflation, and that your money
supply targets are not aimed at the level of the bedrock inflation of
9 to 10 percent, but much lower.

Chairman VOLCKER. I would not say much lower.
Senator BRADLEY. What is the level and duration you see present

money supply targets aimed for?
Chairman VOLCKER. It would be fine if we could get that core

inflation rate down 1 or 2 percent. The important thing now, in the
near term-and I think it should begin to go faster once you begin
turning it around-is to get the trend turned around and get some
sense that it can be turned around.

Once it gets turned around, in the face of business recovery, I
think the prospects for subsequent years will be much more favora-
ble. Let's see if we could be talking next year about an 8-percent
rate; that would be fine.

Senator BRADLEY. What does that mean for Federal Reserve
policy in the way of money supply targets, how fast will they grow?

Chairman VOLCKER. It is the consensus of the committee, stated
publicly, that we want to be looking toward a reduction in the
ranges that we have this year.

Senator BRADLEY. Which is?
Chairman VOLCKER. We have several M's. They run from 3.5 to 6

percent, 6 to 9 percent depending upon which M you look at.
Presumably, we would be looking to make those a little lower.

The problem you have is that there is no mechanical relationship
between those numbers and the inflation rate. What we do know is
that with that kind of money supply growth, if we have both the
recovery and a rise in the inflation rate, so that the nominal GNP
is increasing for both reasons, we will have a potential problem.

If you have recovery and a declining inflation rate, then you
have got the prospect of reasonable credit availability. With a
declining inflation rate there is no necessary corollary of a rising
interest rate. It depends very much on what is happening to the
inflation rate.

Senator BRADLEY. You are going to keep a brake on it.
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Chairman VOLCKER. We are going to keep a certain amount of
pressure on to get the inflation rate down.

Senator BRADLEY. One other question. We talk a lot about pro-
ductivity tax cuts, productivity, and the elements of productivity.
One of the things that we refer to, and that all of the talk today
has been related to about business tax cuts, is increasing invest-
ment in plant and equipment.

Comparatively we are far below the Japanese at 20 percent, the
Germans at 15; we are at 10.

Chairman VOLCKER. Right.
Senator BRADLEY. Do you think that if our long-run goal is to

increase competitiveness and to increase productivity we have to
increase our investment as a percentage of the GNP above 10
percent? If so, what level? Where is this going to come from?

Chairman VOLCKER. I don't think anybody can give you an accu-
rate answer and say, any particular level is precisely right.

Senator BRADLEY. Should it be more than 10 percent?
Chairman VOLCKER. I think that it should be more.
Senator BRADLEY. By how much?
Chairman VOLCKER. The 1 to 2 percent would make quite -a

difference, because that extra 1 to 2 percent on the top, so to speak,
of a certain amount of investment that goes on just to replace
things that are wearing out-for environmental reasons or a lot of
other reasons-is presumably a marginal increase that is going to
be helpful in terms of productivity and growth.

Senator BRADLEY. Given our present GNP, that 2 percent in-
crease results in about a $50 billion increase in investment in
nonresidential fixed investment. Where does that come from?

Chairman VOLCKER. You would like to see most of it come, I
think, in the relationship between Government expenditures and
receipts. That is what we are talking about when we talk about
that deficit in major part.

In other words, if you get $50 billion in increased investment,
which would be quite significant, and if you can take it out of the
Government deficit, you are home free.

Senator BRADLEY. You would say, take it out of there and not out
of savings?

Chairman VOLCKER. I don't want to exclude the increase in per-
sonal saving. I think that it would be desirable, in fact, if some of it
came from increased savings. Out of the whole process, you hope to
get more income, so it does not imply, over a period of time, less
consumption. It might, in the short run, as the savings rate im-
proved. Those two avenues, I don't think, are inconsistent. Some of
that increase in investment would, I presume, come out of each.

Senator BRADLEY. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Baucus.
Senator BAucus. Thank you, Mr. Chairman.
Just one quick question. I think all of us agree that it would be

helpful to reduce spending. The rate has increased in spending,
particularly as Senator Roth has pointed out. I think that we all
agree that it is difficult.

Some want increases for various social programs, and others
think we ought to have increases in defense. I think everybody
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agrees, and recognizes that there are significant pressures to in-
crease defense spending.

My question really is, to what degree is a defense spending
increase inflationary compared with other forms of Federal spend-
ing? I have heard that it is more inflationary, is that correct?

Chairman VOLCKER. That point is often made. I think it is hard
to carry that point very far, depending upon what other type of
Government spending you are comparing that to. If you are com-
paring it with some highly productive form of Government spend-
ing, you get one answer. I don't think there is that high a volume
of productive, efficient Government spending.

Senator BAucus. So it is the productive spending in terms of
producing products that is more inflationary, is that correct?

Chairman VOLCKER. I think one could argue that to the extent
you are either putting products on the market that people want or
enhancing the efficiency with which the economy works, you have
a less inflationary type of spending. But those components don't
look terribly large in Government spending at the present.

Senator BAUCUS. Thank you.
The CHAIRMAN. Thank you very much. We appreciate your ap-

pearance here today.
Chairman VOLCKER. Thank you.
[The prepared statement of Mr. Volcker and report follow:]
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I am pleased to be here today to review the conduct of

monetary policy and to report on the Federal Reserve's economic

objectives for the year as a whole, as well as its tentative

thinking on policy goals for 1981. Our so-called "Humphrey-

Hawkins Report" has already been distributed to you. I would

like simply to add some personal perspective this morning on

the course of monetary policy, in the context of the economic

prospects and choices facing us with respect to other policy

instruments.

Seldom has the direction of economic activity changed so

swiftly as in recent months. Today the country is faced simul-

taneously with acute problems of recession and inflation. There

have been unprecedented changes in interest rates and the imposition

and removal of extraordinary measures of credit restraint. The

fiscal position of the Federal Government is changing rapidly.

In these circumstances, confusion and uncertainty can arise

about our goals and policies, not just those of the Federal

Reserve, but of economic policy generally. Therefore, I

particularly welcome this opportunity to emphasize the under-

lying continuity in our approach in the Federal Reserve and its

relationship to other economic policies, matters that are critical

to public understanding and expectations.

The Federal Reserve has been, and will continue to be,

guided by the need to maintain financial discipline -- a discipline

concretely reflected in reduced growth over time of the monetary and

credit aggregates -- as part of the process of restoring price
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stability. As I see it, this continuing effort reflects not

simply a concern about the need for greater monetary and price

stability for its own sake -- critical as that in. The experi-

oence of the 1970's strongly suggests that the inflationary process

undercuts efforts to achieve and maintain other goals, expressed

in the Humphrey-Hawkins Act, of growth and employment.

As you know, our operating techniques since last October

have placed more emphasis on maintaining reserve growth consistent

with targeted ranges for the various Ms, with the implication

interest rates might move over a wider range. Those targets

were reduced this year as one step toward achieving monetary

growth consistent with greater price stability. For several

months after the new techniques were introduced in October,

the various aggregates were remarkably close to the targeted

ranges.

At that time, and for months earlier, you will recall wide-

spread anticipations of recession. Nevertheless, reflecting a

variety of developments at home and abroad -- including an enormous

new increase in oil prices, Middle-Eastern political volatility,

and interpretations of adverse budgetary developments -- there

was a marked surge in the most widely disseminated price indices

and in inflationary expectations in the early part of this year.

Those expectations in the short run probably helped to support

business activity for a time; in particular, consumer spending

relative to income remained very high, with the consequence of
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historically (and fundamentally unhealthy) low savings rates

and high debt ratios. Speculation was rifo in commodity

markets.

Spending and speculative activities of that kind are

ultimately unsustainable. But they carried the clear threat

of feeding upon themselves for a time, contributing among other

things to a further acceleration of wage rates and prices. In

that way, inflation threatened to escalate still further in a

kind of self-fulfilling prophecy, posing the clear risk that

the subsequent economic adjustment would be still more difficult.

Credit markets reflected these developments and attitudes.

Bond prices fell precipitously. Long-term money -- including

mortgages -- became difficult to raise. Partly as a consequence,

short-term demands for credit ballooned in the face of sharply

rising interest rates, at the expense in some instances of further

weakening business-balance sheets. That heavy borrowing also was

reflected in acceleration in the money and credit aggregates

during the winter.

An attempt to stabilize interest rates by the provision of

large amounts of bank reserves through open market operations to

support even more rapid growth in money would probably have been

doomed to futility even in the short-run, for it could only have

fed the expectations of more inflation. It would certainly have

been counter-productive in terms of the overriding long-term need to

combat inflation and inflationary anticipations. Instead, con-

sistent with our basic policy approaches and techniques, the
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Federal Reserve resisted accommodating the excessive money

and credit growth.

During this period of rising inflation and interest rates,

the Administration and the Congress also appropriately and

intensively reviewed their own budget planning. Coordinated

with the announcement of the results of that broad governmental

effort and the decision of the President to invoke the Credit

Control Act of 1969, the Federal Reserve announced on March 14

a series of exceptional, temporary measures to restrain credit

growth, reinforcing and supplementing our more traditional and

basic instruments of policy.

The demand for money and credit dropped abruptly in subsequent

weeks, reflecting the combined cumulative effects of the tightening

of market conditions, the announcement of the new actions, and the

rather sudden weakening of economic activity. In response,

interest rates within a few weeks fell about as fast -- in some

instances faster and further -- than they had risen in earlier

months. Growth in the aggregates slowed, and for some weeks M-lA

and M-IB turned sharply negative.

There is no doubt in my mind that these lower levels of

interest rates can play a constructive role in the process of

restoring a better economic equilibrium and fostering recovery.

Indeed, there is already evidence -- if still tentative -- that

homebuilding and other sectors of the economy sensitive to credit

costs and availability are benefitting. Meanwhile, progress is

being made toward reducing consumer indebtedness relative to
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income and toward restructuring corporate balance sheets as

bond financing has resumed at a very high level. The sharp

improvement in credit market conditions has been accompanied

by slower rates of increase in consumer and producer prices,

helping to quiet earlier fears of many of an explosive increase

in inflation.

The suddenness of the change in market conditions has,

however, raised questions in some minds as to whether the

interest rate declines were in some manner "contrived" or

"forced" by the Federal Reserve -- whether, to put it bluntly,

the performance of the markets (together with the phased removal

of the special credit restraints) reflects some weakening of

our basic commitment to disciplined monetary policy and the

priority of the fight on inflation. These perceptions are not

irrelevant, fcr they could affect both expectations and behavior,

most immediately in the financial and foreign exchange markets,

but also among businessmen and consumers.

The facts seem to me quite otherwise.

Growth in money and credit since March has certainly not

exceeded our targets; the M-1 measures have in fact been running

below our target ranges. Bank credit has declined in recent

months; while the decline in commercial loans of banks can be

explained in part by exceptionally heavy bond and commercial paper

issuance by corporations, there is simply no evidence of excessive

rates of credit expansion currently. In these circumstances, it

is apparent that interest rates have responded -- and have been
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permitted to respond -- not to any profligate and potentially

inflationary increase in the supply of money, but to changes

in credit demands, and (so far as long-term interest rates

are concerned) to reduced inflationary expectations.

It :.s in that context -- with credit demands reduced and

growth of credit running well within our expectations and targets --

that the special credit restraint programs simply served no

further purpose. Those measures were invoked to achieve greater

assurance that credit growth would in fact slow, and that appro-

priate caution would be observed in credit usage. The special

restraints are inevitably cumbersome and arbitrary in specific

application. They involve the kind of intrustion into

private decision-making and competitive markets that should not

be part of the continuing armory of monetary policy; their use

was justified only by highly exceptional circumstances --

circumstances that no longer exist. Our normal and traditional

tools of control (which in fact have been solidified by the

Monetary Control Act passed earlier this year) are intact and

fully adequate to deal with foreseeable needs.

Neither the decline in interest rates nor the removal of

the special restraints should be interpreted as an invitation

to consumers or businessmen to undertake incautious or imprudent

borrowing commitments, or as lack of concern should excessive

growth in money or credit reappear. That is not happening now.
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But markets (and the public at large) remain understandably

extremely sensitive to developments that might aggravate

inflationary forces. As we saw only a few months ago,

consumers and businessmen will react quickly in their

lending and borrowing behavior to that threat.

While the recent easing of financial pressures helps provide

an environment conducive to growth, we should not be misled.

A resurgence of inflationary pressures, or policies that would

seem to lead to that result, would not be consistent with main-

tenance of present -- much less lower -- interest rates, receptive

bond markets, and improving mortgage availability.. We in the

Federal Reserve believe the kind of commitment we have made to

reduce monetary growth over time is a key element in providing

assurance that the inflationary process will be wound down.

I noted earlier the money stock actually dropped sharply

during the early spring. In a technical sense, working on the

supply side, we provided substantial reserves through open market

operations during that period, but commercial banks, finding

demands for credit and interest rates dropping rapidly, repaid

discount window borrowings as their reserve needs diminished.

In general terms, it seems clear that, at least for a time, the

demand for money subsided (much more than can be explained on

the basis of established relationships to business activity and

interest rates) apparently because consumers and others hastened

debt repayment at the expense of cash balances and because the

earlier interest rate peaks had induced individuals t3 draw on
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cash to place the funds in investment outlets available in

the market.

As the Report illustrates, M-1 growth has clearly resumed,

and the broader aggregate M-2 is now at or above the mid-point

of its range. In the judgment of the Federal Open Market Com-

mittee, forcing reserves on to the market in recent weeks simply

to achieve the fastest possible return to, say, the mid-point

of the M-1 ranges may well have required early reversal of that

approach, have been inconsistent with the close-to-target

performance of the broader aggregates, and therefore led to

unwarranted interpretations and confusion about our continuing

objectives. Depending on the performance of the broader ag-

gregates and our continuing analysis of general economic

developments, the FOMC is in fact prepared to contemplate that

M-1 measures may fall significantly short of the mid-point of

their specified ranges for the year.

I have emphasized the Committee's intention to work toward

the lower levels of monetary expansion over time. In reviewing

the situation this month, the Committee felt that, on balance,

it would be unwise to translate that intention into specific

numerical targets for 1981 for the various Ms at this

time. That view was strongly reinforced by certain important

technical uncertainties related to the introduction of NOW accounts

nationwide next January, as well as by the need to assess whether

the apparent shift in demand for cash in the spring persists.

At the same time, the general nature of the potential problems

and .ilemmas for 1981 and beyond is clear enough; these are important

questions, not just for monetary policy but for the full armory of

public policy.



991

The targets for the monetary aggregates are designed to

be consistent with, and to encourage, progress toward price

stability without stifling sustainable growth. But in the

short-run, the demand for money (at any given level of interest

rates) tends to be related not to prices or real output alone,

but to the combined effects of both -- the nominal GNP. If

recovery and expansion are accompanied by inflation at current

rates or higher, pressures on interest rates could develop to

the point that consistency of strong economic expansion with

reduced monetary growth would be questionable.

Obviously, a satisfactory answer cannot lie in the direction

of indefinitely continued high levels of unemployment and poor

economic performance. But ratifying strong price pressures by

increases in the money supply offer no solution; that approach

could only prolong and intensify the inflationary process --

and in the end undermine the expansion. The insidious pattern

of rising rates of inflation and unemployment in succeeding

cycles needs to be broken; with today's markets so much more

sensitized to the dangers of inflation, economic performance

would likely be still less satisfactory if that pattern emerges

again. The only satisfactory approach must lie in a different

direction -- a credible effort to reduce inflation further in

the period ahead, and policies that hold out the clear prospect

of further gains over time, even as recovery takes hold.

We are n, j in the process of seeing the inflation rate, as

recorded in the consumer and producer price indices, drop to or
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even below what can be thought of as the underlying or core

rate of inflation of 9 to 10 percent. That core rate is

roughly determined by trends in wages and productivity. We can

take some satisfaction in the observed drop of inflation, and

the damping of inflationary expectations. But the hardest

part of this job lies ahead, for we now need to make progress

in improving productivity or reducing underlying cost and wage

trends -- as a practical matter both -- to sustain the progress.

The larger the productivity gain, the smoother will be the

road to price stability -- partly because that is the only way

of achieving and sustaining growth in real incomes needed to

satisfy the aspirations of workers. Put in that light, the

importance of a concerted set of policies to reconcile our

goals -- not simply relying on monetary policy alone -- is

apparent. While those other policies clearly extend beyond

the purview of the Federal Reserve, they obviously will bear

upon the performance of financial markets and the economy as the

.ederal Reserve moves toward reducing over time the rate of

growth in money and credit.

In that connection, I recognize the strong conceptual

case that can be made for action to reduce taxes. Federal

taxes already account for an historically large proportion of

income. With inflation steadily pushing income tax payers into

higher brackets and with another large payroll tax increase to

finance social security scheduled for 1981, the ratio will go

higher still. The thesis that this overall tax burden -- and

the way our tax structure impinges on savings and investment,
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costs and incentives -- damages growth and productivity seems

to me valid. Moreover, depending on levels of spending and

the business outlook next year, the point can be made that

the implicit and explicit tax increases in store for next year

will drain too much purchasing power from the economy, unduly

affecting prospects for recovery.

But I must also emphasize there are potentially adverse

consequences that cannot be escaped -- to ignore them would

be to jeopardize any benefits from tax reduction, and risk

further damage to the economy.

Whatever the favorable effects of tax reduction on incentives

for production and productivity over time, the more immediate

consequences for the size of the Federal deficit, and potentially

for interest rates and for sectors of the economy sensitively

dependent on credit markets, need to be considered.

Many of the most beneficial effects of a tax reduction

depend upon a conviction that it will have some permanence,

which in turn raises questions of an adequate commitment to

complementary spending policies and appropriate timing. We

are not dealing with a notion of a "quick fix" over the next

few months for a recession of uncertain duration, but of tax

action for 1981 and beyond at a time when Federal spending

levels, even for fiscal 1981, appear to be a matter of consid-

erable uncertainty, with the direction of movement higher.

Experience is replete with examples of stimulation,

undertaken with the best motives in the world, that has turned

out in retrospect to have been ill-timed and excessive. Given
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the demonstrable frailty of our economic forecasting, it takes

a brave man indeed to project with confidence the precise nature

of the budgetary and economic situation that will face the nation

around the end of this year. Moreover, an intelligent decision

on the revenue side of the budget implies knowledge of the

spending priorities of an Administration and a Congress, a

matter that by the nature of things can only be fully clarified

after the election.

For all the developing consensus on the need for "supply

side" tax reduction -- and I share in that consensus -- some time

seems to me necessary to explore the implications of the competing

proposals and to reduce them to an explicit detailed program

for action. I have emphasized the need to achieve not only

productivity improvement but also a lower trend of costs and

wages; despite its importance, I have seen relatively little

discussion in the current context of how tax reduction plans

might be brought to bear more directly on the question of wage

and price increases.

The continuing sensitivity of financial markets, domestic

and international, to inflationary fears is a fact of life. It

adds point and force to these observations and questions. Tax

and budgetary programs leading to the anticipation of excessive

deficits and more inflation can be virtually as damaging as the

reality in driving interest rates higher at home and the dollar

lower abroad.

I believe it is obvious from these remarks that a con-

vincing case for tax reduction can be made only when crucial
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questions are resolved -- questions that are not resolved today.

The appropriate time for decision seems to me late this year or

early 1981. Fiscal 1982 as well as fiscal 1981 spending plans

can be clarified. We will know if recovery of business is firmly

underway. There will have been time to develop and debate the

most effective way of maximizing the cost-cutting and incentive

effects of tax reduction, and to see whether a tax program can

contribute to a consensus -- a consensus that has been elusive

in the past -- on wage and pricing policies consistent with

progress toward price stability. To go ahead prematurely would

surely risk dissipating the potential benefits of tax reduction

amid the fears and actuality of releasing fresh inflationary

forces.

I have spoken before with this Committee and others about

the need for changes in other areas of economic policy to support

our economic goals. Paramount is the need to reduce our dependence

on foreign oil -- a matter not unrelated to tax policy. We need

to attack those elements in the burgeoning regulatory structure

that impede competition or add unnecessarily to costs. And I

believe it would be a serious mistake to seek relief from our

present problems by retreat to protectionism, at the plain risk

of weakening the forces of competition, the pressures on American

industry to innovate, and undermining the attack on inflation.

We are now at the critical point in our efforts to reduce

inflation while putting the economy back on the path to sustainable

growth in the 1980's.
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I sense the essential objectives are widely understood

and agreed -- the need to wind down inflation even as recovery

proceeds; the importance of restoring productivity and increasing

incentives for production and investment; the maintenance of

open, competitive markets; a substantial reduction in our

dependence on foreign energy.

You know as well as I how much remains to be done to

convert glittering generalities into practical action: to

achieve and maintain the necessary fiscal discipline, to

make responsible tax reduction and reform a reality, to

conserve energy and increase domestic sources, to tackle the

regulatory maze. But I also know there is no escape from

facing up to the many difficulties. Our policies must be

coherently directed toward the longer-range needs. In that

connection, I believe that economic policies, public and

private, should recognize that the need for discipline and

moderation in the growth of money and credit provides the

framework for decision-making in the Federal Reserve.
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CHAPTER 1

THE OUTLOOK FOR THE ECONOMY AND MONETARY POLICY OBJECTIVES

SECTION 1. THE OUTLOOK FOR THE ECONOMY

The economy moved into recession in the first half of this year.

A cyclical downturn had been widely anticipated for some time, but the de-

cline in spending, output, and employment, once under way, has been steeper

than most analysts had foreseen. The second quarter decrease in real gross

national product, at an annual rate of about 9 percent according to the

Commerce Department's preliminary estimate, was considerably sharper than in

the initial quarters of other postwar recessions.

The slump in activity has been most pronounced in the housing and

auto industries-the letter sector being adversely affected by structural

problems as well as by general cyclical pressures. But the decline has not

been limited to these sectors. Retail sales excluding autos have dropped

considerably since January, and business outlays for equipment and new con-

struction also have fallen.

The very sharp curtailment of spending on houses and consumer goods

and services in the current downturn probably is attributable in large part to

the cumulative effect of inflation on consumers' financial well-being. Real

disposable personal income was virtually flat in 1979 and has declined appre-

ciably this year. Earlier, consumers had reduced their rate of saving in

the face of shortfalls in real income in an effort to maintain consumption

standards and in anticipation of inflation. This was accomplished by further

rapid growth in installment and mortgage credit in the late stages of the

recent expansion, but with the result that debt service burdens--which already

were at high levels historically--continued to climb. Sharply higher Interest

rates and generally more stringent credit terms in late 1979 and early 1980

acted as additional deterrents to spending, encour ,:iig households in their

efforts t reduce debt ard to rebuild savings.
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The falloff in final sales has caused businessmen to spend more

cautiously. This tendency has been reinforced by financial factors as well.

The liquidity position of businesses had deteriorated appreciably during the

expansion, particularly in the latter stages when there was a surge in short-

term borrowing; many firms now are making strong efforts to restructure

balance sheets.

The unexpected rapidity of the current downturn thus far has led

analysts to reassess their view of the prospects for economic activity in the

period ahead. Significant disagreement has arisen with regard to whether

recovery will be prompt and strong, with the recent relaxation of credit mar-

ket conditions encouraging a resumption of normal spending patterns, or whether

the cyclical adjustment will be prolonged and the subsequent upturn possibly

sluggish. The experience of the past year or so has demonstrated the hazards

of forecasting, and the uncertainties at the present time clearly are sub-

stantial. Much will depend, for example, on the perceptions of businessmen

about the longer-range prospects for demand and the attractiveness of invest-

ment, the response of consumers to the 1981 model-year automobiles, and the

strength of the rebound in housing that may develop in the wake of the recent

easing in morLage market conditions.

There are signs that the contraction in some sectors may be nearing

an end, but these are far from conclusive. Retail sales in June turned up

slightly after four months of sharp decline; in the first ten days of July auto

sales were at the strongest pace in three months. Housing starts and sales of

new ho'es strengthened in the most recentmonths for which data are available.
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In reflection of the prevailing uncertainties, there is a consider-

able range of views among the members of the Federal Open Harket Committee re-

garding the movement of major economic variables over the remainder of the

year. Most of the members believe that the recession probably will persist

into the fourth quarter, with a cumulative net drop in real GNP less than that

in the downslide of 1973-75. Although the decline should slow in the months

ahead, employment may be cut back further, and the unemployment rate could rise

beyond 8-1/2 percent by year-end. The Increasing slack in labor markets and in

industrial capacity utilization should at the same time help to moderate infla-

tionary pressures.

The table below presents ranges for key economic variables that gen-

erally encompass the judgments of the individual FOMC members about the prob-

able performance of the economy this year and in 1981.

Actual Projected
19 T 1980 1981

Change from fourth quarter to
fourth quarter, percent

Nominal GNP 9.9 5 to 7-1/2 8-1/2 to 11-1/2
Real GNP 1.0 -5 to -2-1/2 1/2 to 3
Implicit GNP deflator 8.9 9 to 10 7-3/4 to 9-1/2

Average level in fourth quarter

Unemployment Rate (percent) 5.9 8-1/2 to 9-1/4 8 to 9-1/4

The outlook for 1981 is especially uncertain at the current time.

Economic and financial developments over the next six months should lay the

groundwork for the recovery anticipated in 1981. Fit, Iq addition, any
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actions taken in the fiscal arena would have an impact on the path of re-

covery. The projections presented in the table, which do not assume a tax

cut in the next year, indicate a turnaround in economic activity-although

there is a considerable range of views concerning the potential strength of

the recovery. On balance, the forecast is for a moderate rebound in real

GNP, accompanied by some further slackening in the pace of inflation. Unem-

ployment, however, is likely to remain high throughout the year.

Should there be a tax cut in 1981, the impact on economic perfor-

mance will, of course, depend on its timing and composition. There is the

distinct-and very troubling--possibility that a poorly designed tax reduc-

tion, or une not coupled with adequate restraint on the expenditure side,

might give rise to added inflationary and financial pressures that would in

time dissipate the beneficial short-term effects of the fiscal stimulus.

Any indication that the Congress and the Administration were moving away

from a commitment to rigorous fiscal discipline would run the risk of rein-

vigorating the inflationary expectations that have played such a major role

In the economy's difficulties. The Committee thus feels it important that

the question of a tax cut be approached cautiously; if a tax cut ultimately

is enacted, it should be carefully structured to enhance the productive

potential of our economy and to yield the greatest relief from cost and

price pressures over the longer run.
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SECTION 2. MONETARY POLICY OBJECTIVES

The task for monetary policy--and for stabilization policy gener-

ally-in the current circumstances obviously is a difficult one. Recession

naturally summons forth calls for stimulus to aggregate demand. The prevail-

lg high level of unemployment, and the exceptional weakness apparent in

particular industries and sectors of our economy, certainly must be given

careful consideration in the formulation of public policy. But caution must

be exercised in the application of any broad countercyclical stimulus, espe-

cially in the present environment of persistent inflationary pressures.

Indeed, there ts no clearer lesson from the experience of the past decade

and a half than that excessive stimulus is detrimental to the objective of

achieving and sustaining noninflationary, balanced growth.

A primary and continuing goal of monetary policy mast be to curb the

accelerating inflationary cycle. It now appears that somo progress is begin-

ning to be made in that Jirection. Price increases have slowed considerably

from the pace of early in the year, in part reflecting some relief in the

food and eivergy sectors, but also as a result of the drop in demand pressures.

In addition, recent attitudinal surveys point to a reduction in inflationary

expectations. The continuation of this trend in expectations will result

in a greatly improved economic and financial environment, one more conducive

to long-term growth. We already have witnessed one benefit of an easing of

inflationary fears: a substantial decline in long-term interest rates from

their highs earlier this year and a revitalization of the bond markets. The

Federal Reserve's pursuit of a policy of monetary restraint--evidenced this

year by a moderation of money growth--has been an important factor in this
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turn In expectations; a sustained commitment to the attainment of noninfla-

tionary rates of money and credit growth is essential if this progress is to

be extended.

Despite the improvement that has occurred, however, inflationary

forces are far from subdued. The past years have left a legacy of adverse

cost trends that will not be reversed quickly. Moreover, more extreme infla-

tionary expectations easily could be reignited. In establishing its plans

for growth in the monetary aggregates, the Federal Reserve will continue to

pl&ce high priority on reducing inflation, believing that this is essential

to fostering a sound and sustained recovery. Over the long term, a reduction

in the underlying rate of inflation is essential for a strong U.S. economy,

for encouraging the saving we will need to finance adequate capital investment,

and for maintaining the position of the dollar in international markets.

But it is clear also that if inflation is to be restrained without

undue disruption of economic activity we cannot rely solely on monetary

policies. For example, fiscal discipline is essential to ensure that excessive

pressure is not placed on the financial and real resources of the economy. The

structure of our tax system should be examined with an eye to the incentives

it provides for productivity-expanding research and capital formation. And

the full range of governmental policies should be reviewed to ensure that

they do not add needlessly to costs and do not stunt Innovation and competition.
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SECTION 3. MONEY AND CREDIT GROWTH IN 1980 AND 1981

In February the Federal Reserve reported to the Congress ranges

of growth for the monetary aggregates in 1980 that it believed to be con-

sistent with the continuing objective of reducing Inflationary pressures

over time while providing for sustainable growth in the nation's production

of goods and services. These ranges anticipated a substantial deceleration

in monetary growth in 1980 from the pace of the preceding year. Measured

from the fourth quarter of 1979 to the fourth quarter of 1980, the ranges

adopted were: for M-1A, 3-1/2 to 6 percent; for H-1S, 4 to 6-1/2 percent;

for M-2, 6 to 9 percent; and for M-3, 6-1/2 to 9-1/2 percent. The associated

range for bank credit expansion was 6 to 9 percent.

During the first half of 1980, growth of the monetary aggregates

slowed considerably from the 1979 pace. The deceleration was particularly

marked for the narrower aggregates, N-IA and M-lB, which grew at rates below

the lower limits of their longer-run ranges--at annual r es of about 112 and

and 1-3/4 percent, respectively, from the fourth quarter of 1979 to the second

quarter of 1980. (N-lA is currency and demand deposits held by the public,

while N-iB includes checkable interest-bearing deposits as well.) At the came

time, the broader aggregates, M-2 and M-3, grew at annual rates of 6-1/2 and

6-3/4 percent, respectively, which is somewhat above the lower limits of their

ranges. In fact, by June, as the accompanying charts show, M-2--which includes

money market fund shares and all deposits except large CDs at banks and thrift

institutions--was around the midpoint of its longer-run range, and M-3 slightly

below, while the narrower aggregates were moving back toward their ranges,

following an unusually sharp drop in early spring.
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Growth Ranges and Actual Monetary Growth
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Growth Ranges and Actual Monetary Growth
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The contraction in the narrower aggregates during the second quarter

was much greater than would be expected on the basis of the historical rela-

tionships among money, income, and interest rates. This unusual weakness may

have reflected exceptional efforts by the public to pare cash balances, such

as have characterized some other periods following a sharp upward adjustment

in market interest rates to new record levels. There may also have been an

Impact from the surge in debt repayments, especially at banks, after the im-

position of the credit control program in mid-March, with some of the funds

apparently coming out of cash balances. In light of these special circum-

stances affecting the public's demand for transactions balances, and given

the relative strength of the broader aggregates and the usual lags between

changes in credit conditions and growth in the narrow aggregates, th. FOMC

believed it appropriate to foster a more gradual return of M-1 growth to the

ranges established earlier.

In connection with reserve targeting procedures, System open market

operations supplied a large volume of nonborroved reserves over the course of

the second quarter. Given the weak demand for money and bank credit, most

of the added nonborroved reserves were used by banks to repay borrowings

from the Federal Reserve discount window. Borrowings fell from a high of $2.8

billion on average in March to minimal levels recently, and the easing of bank

reserve positions was reflected in a sharp decline in the federal funds rate.

From their peaks of late March or early April, short-term interest rates have

declined 7 to 9 percentage points and long-term rates by roughly 2 to 3 per-

centage points.
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Expansion in the broader aggregates over the first half of the year

reflected the very rapid growth for much of the time in money market mutual

fund shares, 6 month money market certificates, and 2-1/2 year small saver

certificates, instruments that pay market rates of interest. Late in the

period, as short-term market interest rates declined sharply, the contraction

in savings deposits at banks and other depository institutions halted, and

the outstanding amount'bf those deposits began to rise. For part of the

period, growth in M-3 was sustained also by continued issuance of large time

deposits by commercial banks and thrift institutions, which are included in

M-3 but not in M-2; however, large time deposits began to contract in late

spring as credit demands weakened substantially.

Bank credit growth greatly exceeded the FOMC's range in the first

quarter of the year. The second quarter, however, saw a sharp contraction

in this measure, and credit growth was well below the FOMC-specified range as

of midyear. Demands for bank loans by households and businesses dropped

abruptly in the second quarter, while the banks--concerned about the possible

erosion of profit margins by high cost funds obtained earlier and seeking to

conform to the guidelines of the March 14 special credit restraint program--

pursued relatively tight lending policies. Businesses, meanwhile, have met

a substantial portion of their credit needs through issuance of commercial

paper (which serves as a close substitute for bank credit for many large

firms), by borrowing in bond markets, and by reducing holdings of liquid

assets. Over the half year, the total of credit advanced by banks and in

the private short-term money markets rose at an annual rate of around 7-1/2

percent.
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Growth Ranges and Actual Bank Credit Growth
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At its meeting in July, the Federal Open Market Committee reassessed

the ranges it had adopted for monetary growth in 1980 and formulated prelim-

Inary goals for 1981. The Committee elected to retain the previously estab-

lished ranges for the aggregates over the remainder of 1980. This decision

by the Corittee took into consideration the recent behavior of the money

stock measures as well as emerging economic conditions. In this regard it

was recognized that, i.t the public continues to economize on cash balances

to an unusual degree in the second half of the year, growth in the narrower

aggregates would likely fall toward the lower end of the established ranges.

With respect to the broader aggregates, growth in the second half

is likely to place them nearer the midpoints of their respective ranges, and

in the case of M-2 quite possibly in the upper half of its range. Recent

trends suggest that a continued substantial expansion in the Interest-bearing

nontransactions component of M-2 is likely. In the current cyclical environ-

ment, consumers have begun to reevaluate their financial positions and have

reduced their borrowing and adjusted upward their rate of saving. Thus, if

the recent lower level of interest rates persists, the outlook is for an

augmented flow of funds to depository institutions along with continued,

though slower, growth in money market mutual funds.

The Committee also noted that the recent sharp contraction in bank

credit makes it quite likely that this measure will fall below the 6 to 9

percent growth range specified in February. A resumption of bank credit

expansion during the second half is anticipated, but the strength of that

move will depend to a considerable extent on patterns of corporate finance.

The desire for balance sheet restructuring may well continue to mute business
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loan demands, although weaker corporate cash flows and a narrowing of the

spread of the prime rate over commercial paper rates likely will prompt some

borrowing at banks. Mortgage loan demands also should begin to recover as

the year progresses, and the runoff in consumer loans is expected to abate.

One factor that contributed to the recent weakness in bank lending

was the Board's special credit restraint program. As announced earlier, the

program is being phased out this month because there is now no evident need

for extraordinary measures to hold bank lending within reasonable bounds.

In removing the special controls, the Board has emphasized its intention to

continue to maintain aggregate growth in money and credit at rates consistent

with a reduction in inflationary pressures.

With regard to monetary policy over the longer run, the FOMC re-

iterates its intent to seek reduced rates of monetary expansion over coming

years, consistent with a return to price stability. While there is broad

agreement in the Committee that it is appropriate to plan for some further

progress in 1981 toward reduction of the targeted ranges, most members believe

it would be premature at this time to set forth precise ranges for each mone-

tary aggregate for next year, given the uncertainty of the economic outlook

and institutional changes affecting the relationships among the aggregates.

The extent and timing of adjuLments In the targets will depend upon an

appraisal of the outlook at the end of the year. The appropriate money growth

in 1981 relative to 1980 of course will depend to some extent on the outcome

in this year--that is, on exactly where in the present ranges the various

aggregates fall at year-end.

65-969 0 - 80 pt.2 - 19
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In addition, the various measures of money will be affected In 1981

by shifts in the demand for different types of financial assets. The intro-

duction of NOW accounts on a nationwide basis in January viii accelerate the

shift from regular demand deposits into interest-earning transactions balances,

thereby depressing H-lA growth next year. On the other hand, H-15 probably

will be boosted somewhat next year by shifts from savings deposits and other

interest-bearing assets into NOW accounts. The range for N-lB thus may have

to accomodate a period of abnormal growth as the public adjusts to the

availability of a new instrument. The experience of the past year and a

half with ATS accounts has indicated the difficulty of estimating In advance

the public's demand for such balances. Although growth in M-2 and H-3 will

not be affected by NOW account movements, these broader aggregates include

other relatively new financial instruments, the demand for which is still

subject to uncertainty. The behavior of these instruments in coming months

will aid the FONC in determining appropriate growth ranges for the broader

aggregates in the 1981 period.
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SECTION 4. THE ADMINISTRATION'S SHORT-TERM ECONOMIC GOALS AND THE
RELATIONSHIP OF FEDERAL RESERVE OBJECTIVES TO THESE GOALS

The Administration, in association with its midyear budget review

has updated its forecast of the behavior of major economic variables for 1980

and 1981. The reviseJ 21gures are shown below.

The Administration's Forecast

1980 1981

Change from fourth quarter
to fourth quarter, percent

Nominal GNP 6-3/4 12-1/2
Real GNP -3 2-1/2
Implicit price deflator 10 9-3/4

Average level in fourth quarter

Unemployment rate (percent) 8-1/2 8-1/2

These estimates, which the Administration has indicated should be

viewed as forecasts rather than as goals, show a considerably greater de-

cline in real activity in 1980 than had been anticipated in the January

Economic Report of the President. The outlook for nominal GNP growth through

year-end has been lowered by a smaller amount, owing to a somewhat higher

anticipated rate of inflation for the four quarters of 1980. The Administra-

tion's projections for this year fall within the ranges expected by the mem-

bers of the FOMC.
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The Administration has projected a resumption of output growth next

year that places real GVP near the upper end of the range encompaessed by the

forecasts of the members of the FeoC. At the same tine, the Administration's

est iates place the rate of inflation somewhat above the range of the FWIC

embers' expectations. (Like the qMKC members' projections, the Adainis-

tration's forecast does not include a tax cut provision for 1981.)

As indicated.in the preceding section, the Federal Reserve intends

to set monetary growth ranges for 1981 that will help to restrain Inflationary

presures in the recovery period. As experience this year illustrates, con-

siderable uncertainty attaches to any analysis of the relationships over rela-

tively short periods among money, interest rates, and nominal GNP. Sovever,

a substantial expansion in demands for goods and services, accompanied by a

lack of progress on the Inflation front-or worse, an actual increase in

inflation or inflationary expectations-would raise the possibility of a con-

siderable firming of conditions in financial markets. Large and prolonged

federal deficits would increase that risk. This highlights the urgency of

concerted effort by the public and private sectors to reduce the rate of

advance in costs and prices and the need to focus any discussions of fiscal

action on approaches that would serve to alleviate cost pressures and bolster

productivity.
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CHAPTER 2

A REVIEW OF RECENT ECONOMIC AND FINANCIAL DEVELOPMENTS

SECTION 1. ECONOMIC ACTIVITY DURING THE FIRST HALF OF 1980

Economic activity turned down early this year following almost

five years of expansion. Between January and June, industrial production

fell 7-1/2 percent, employment declined by about 1-1/4 million, and the

unemployment rate Jumped 1-1/2 percentage points. Real gross national

product is estimated to have fallen at an annual rate of 9.1 percent in the

second quarter, with the decline in activity widespread among major sectors

of the economy. Retail sales have decreased substantially since January,

housing starts have dropped to near-record postwar lows, and business out-

lays for equipment and new construction have declined. Although businesses

were cautious in building inventories during the expansion, the severity of the

recent decline in final sales has led to some involuntary stock accumulation;

as in past cycles, the resulting efforts to curb inventory growth have

played a significant role in the weakening of orders and production.

Recent reductions in aggregate demand, coupled with a slower rise

of energy prices, meanwhile have brought some moderation in the overall pace

of inflation. The producer and consumer price indexes have risen at much less

rapid rates in the past few months than they did earlier in the year. Moreover,

there are indications from consumer surveys that inflationary expectations

have been lowered. Nevertheless, inflation still possesses a strong momentum,

with unit labor costs continuing on a steep vpward trend.

Personal Consumption Expenditures

Personal consumption expenditures fell sharply in real terms during

..he first half. A number of adverse trends had characterized household finances

for some time prior to the beginning of 1980. Real disposable Income had stag-

nated after 1978, household liquidity positions had weakened as liabilities
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Increased faster than financial assets after late 1976, and a near-record

proportion of disposable income had been committed to the servicing of debt.

Moreover, consumer confidence, as measured by opinion surveys, had deteri-

orated to levels last seen in the 1973-75 recession. In the light of these

trends, a downward adjustment of consumer outlays might have been expected

last year; the fact that it did not occur appears attributable in part to

growing expectations of inflation that fostered a buy-in-advance psychology.

Between January and May, retail sales fell 6-1/2 percent in nominal

terms and more than 9-1/2 percent in real terms-the sharpest four-month drop

in the postwar period. Preliminary estimated for June, however, indicate that

sales moved up somewhat. As in past recessions, large decreases in sales this

year have occurred for the relatively discretionary items of consumer expendi-

ture. Automobile sales in June averaged only 7.6 million units at an annual

rate, close to the May pace, which was the slowest since late 1974. Furniture

and appliance sales also are down sharply this year, in part because of the

fall in housing sales. But weakness in consumer outlays has not been confined

to the durable goods sector. Purchases of nondurables in real terms also have

been falling since late last year, with sizable declines recorded for clothing

and general merchandise.

Since January, real disposable income has decreased substantially

as employment and hours worked have fallen and prices have continued upward at

a rapid pace; nonetheless, the retrenchment by consumers has lifted the saving

rate somewhat above the extraordinarily low level of the fourth quarter of last

year. It still remains low by historical standards, however, and uncertainty
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about job and income prospects may vel prompt households to enlarge precau-

tionary savings, thereby contributing further to the weakness in personal

consumption expenditures.

Residential Construction

Homebuilding activity has experienced a severe decline. Hou3ing

starts, which averaged nearly 1-3/4 million units at an annual rate during

the first nine months of 1979, began to fall sharply last autumn. By December,

starts were at a 1-1/2 million unit pace, and by May they had declined almost

to a 900,000 rate. June saw a pickup in starts to a 1-1/4 million annual rate.

In the single-family sector, starts dropped 45 percent between the

third quarter of 1979 and the second quarter of this year. Although demo-

graphic factors remained quite favorable during this period, the demand for

such dwellings was curtailed by the increased cost of homeownership associated

with higher house prices and the rapid rise In mortgage interest rates. The

monthly cost of interest and principal on an average-priced new home financed

with a conventional mortgage rose to $700 in May--a third higher than six

months earlier and 50 percent above the same month of 1979. Households prob-

ably were increasingly reluctant to undertake such heavy financial obligations,

especially as income and employment conditions weakened this year.

Home sales have dropped almost 40 percent from the pace of last

summer. Although production adjustments have reduced the number of unsold

new single-family dwellings on the market, these unsold units bulk larger rela-

tive to the recent slower rate of sales. At the May sales pace, which was up

sharply from April, there was almost a nine-month supply of unsold new single-

family units on the market. The pickup in sales in Kay is perhaps a aign of
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some increased interest on the part of hoebuyers, prompted by the recent

easing in financial markets; however, the still large overhang of unsold

homes to likely to discourage a quick resumption of building in many local-

ities.

Multifamily housing starts began declining sharply late last year

and in the second quarter were off about 35 percent from the already-reduced

pace of the third quarter of 1979. The decline in this sector has been less

severe than in the 1973-75 period, as loy vacancy rates in many areas and an

acceleration in rent increases beginning in late 1979 have given builders an

incentive to sustain a significant level of apartment construction in the

face of high construction costs and tight financial conditions. In addition,

demands for condominiums--a lower-cost alternative to single-family home-

ownership-have provided support to multiunit activity.

Business Spending

Business spending on plant and equipment has slowed in recent months

as firms have sought to avoid expanding capacity at the onset of a recession.

Spending on nonresidential structures, which accounted for much of the gain in

investment during 1979, peaked in January and declined substantially in the

following months. Business purchases of trucks and automobiles also have been

falling since early this year. as have outlays for other capital equipment.

Weakness in capital spending in the first half of the year--as well

as in forward-looking indicators of investment activity such as surveys, con-

struction contracts, and equipment orders--probably reflected businessmen's

anticipations that sales may remain sluggish for a while. In addition, cor-

porate cash flows are diminishing, and with liquidity positions already
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strained In many instances, there may be a reluctance to undertake additional

projects requiring external financing. Although interest rates have fallen

dramatically from the high levels reached earlier this year, growing excess

plant capacity suggests the likelihood of further decreases in real outlays,

while firms take advantage of lower long-term rates to restructure their

balance sheets.

Despite sizable cutbacks in production, some involuntary inventory

accumulation appears to have occurred this spring as a consequence of the

steep fall in sles. The stock-sales ratio for all manufacturing and trade

in real terms rose only moderately during the first quarter, but climbed

appreciably in April and May to near the level of late 1974. Since the start

of the year, substantial increases in the ratio have been registered in most

major industries with especially large rises for primary metals manufacturers,

furniture and appliance retailers, and the motor vehicle industry. Auto sales

incentive programs and production adjustments in the first quarter of 1980

largely eliminated excessive stocks that had resulted from last sumer's gaso-

line shortages. However, beginning in-mid-April, automobile sales plueted

and, despite further curtailments of production, some overhang of stocks at

dealers reappeared.

Government

Spending at all levels of government has been restrained in recent

months. Total federal expenditures, which grew rapidly in the early months of

the year, moderated in the second quarter largely as a result of the March bud-

get cuts. Growth in receipts fell off much sore, however, as weakness in
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personal income and profits offset the impact of additional revenue from

the windfall profits tax on oil producers. As a result, the federal deficit

on a national income accounts basis probably deepened by about $30 billion,

at an annual rate, between the fourth quarter of 1979 and the second quarter

of 1980. However, the high-employment budget, a better indicator of the

thrust of discretionary fiscal policy, showed a movement toward restraint

during this period.

State and local government spending fell in real terms during the

first half of 1980, as governmental units curtailed outlays in response to

the slower growth of revenues caused by tax cuts enacted in 1979, the weak-

ening economy, and the March reductions of federal grants-l'.-aid. The re-

duced pace of spending was most pronounced for construction activity because

federal funding was cut back and municipal bond issuance was constrained in

the first quarter by high interest rates. Despite the downward adjustments

of outlays, the aggregate operating deficit of the state and local government

sector apparently widened considerably in the spring.

International Trade and Payments

Real exports of goods and services continued to grow rapidly in the

first quarter of 1980, but the rise appears to have slowed somewhat in the

second quarter. The deceleration largely reflected the slowing of economic

expansion abroad and the fading of the impact of the 1977-78 real depreciation

of the dollar. All of the growth in the first half vas concentrated in vonagri-

cultural exports; agricultural shipments were reduced, partly because of the
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embargo on additional grain sales to the Soviet Union imposed by thePresident

in January.

The volume of imports, meanwhile, began to fall off as U.S. economic

activity slackened and as higher prices and greater fuel efficiency acted to

restrain oil Imports. The volume of non-oil imports rose slightly on balance

in the first half of 1980, but all of the increase was in the first quarter.

The quantity of oil imports fell, apparently reaching its lowest rate in four

years in the second quarter. Despite a declining volume of oil imports in

the first quarter, higher OPEC prices resulted in a continuation of the rapid

growth in the dollar value of oil imports. The oil import bill nearly doubled

between the fourth quarter of 1978 and the first quarter of 1980; in the

second quarter the value of oil imports changed little as lower volume offset

a further rise in import prices.

The U.S. merchandise trade deficit increased about $6-1/2 billion,

at an annual rate, in the first quarter of this year from the rate in the

last quarter of 1979. The current account moved from a deficit of about $7

billion at an annual rate in the fourth quarter, and near balance for the

year 1979, to a deficit of about $10 billion in the first quarter of 1980.

Higher foreign earnings of U.S. oil companies offset part of the rise in the

merchandise trade deficit. Partial data indicate that the trade and current-

account deficits narrowed in the second quarter.
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SECTION 2. LABOR MARKETS AND CAPACITY UTILIZATION

Labor demand was relatively well-maintained early in the year, but

it fell off steeply in the spring as firms responded to the sharp declines

in sales by cutting their work -forces and shortening workweeks. Between

January and June, the number of workers on the payrolls of nonfarm establish-

ants fell almost 950,000; total employment, as measured by the household

survey, fell more than 1-1/4 million. With layoffs rising, the nation's job-

less rate jumped from 6-1/4 percent in January to 7-3/4 percent in May and

June.

Much of the cutback in employment occurred in the construction sec-

tor and in durable goods manufacturing, especially motor vehicle and related

Industries. By June, the number of auto workers on indefinite layoff was

nearly 250,000 (about 30 percent of total hourly workers in the industry),

and substantial layoffs had occurred In the steel and tire industries as well.

Construction employment began to drop early in the year, and subsequently sup-

pliers of building materials also reduced their payrolls. During the spring,

however, weakness in labor demand began to spread throughout the economy;

employment at trade establishments dropped 190,000 over the second quarter,

and in June payrolls in the service-producing sector registered the first

monthly decline since 1975.

In addition to trimming payrolls, employers have curtailed work

schedules in light of the weakenig of sales. Since January, the average

workweek at manufacturing establishments has been shortened almost 1-1/4

hours. More generally, the number of workers on part-time schedules for
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economic reasons rose sharply in the second quarter, with former full-time

jobholders accounting for most of the Increase.

The rise in _joblessness has been widespread among demographic and

occupational groups, with especially large increases reported among adult

males. Since December, the jobless rate among men has climbed almost 2-1/2

percentage points, compared with an increase of 3/4 percentage point for_

adult women, and June "irked the first time in two decades that the rate for

men was higher than that for women. Unemployment among blue-collar workers

rose sharply to an 11-1/2 percent rate in June, the highest since September

1975. In contrast, unemployment rates among white-collar workers have in-

creased only marginally since the end of 1979.

The adjustments in output by firms, especially in the second quar-

ter, were reflected in a sharp decline in the index of industrial- production.

Between January and June, industrial production fell nearly 7-1/2 percent.

Production declines in auto-related industries and in industries supplying

construction materials began early in the year, but by late spring cutbacks

were occurring in most other industries as well. Among manufacturing firms,

capacity ut lisation in June dropped to 76 percent, almost 11 percentage

points below its 1979 peak.



1032

SECTION 3. PRICES, WAGES AND PRODUCTIVITY

After exploding upward in the early months of the year, rates of

price increase moderated significantly in the second quarter. The improve-

ment resulted primarily from a stabilizing of energy prices and from declines

in the prices of nonferrous metals, after a flurry of speculative activity

earlier in the year. Increases in the prices of construction materials and

components also slowed noticeably in the second quarter with the decline in

activity in the housing sector.

In the energy area, retail prices surged in January and February,

in large part the result of the hike in OPEC prices that occurred in late

1979, but the pace of increase then-slowed noticeably in the spring, as

inventories reached near-record levels and demand continued to drop. The

increase in energy prices also moderated at the producer level. Nonetheless,

indirect effects of earlier increases in the prices of fuels and petroleum

feedstocks were still evident through the end of June in items such as

plastics and rubber products, industrial chemicals, and household supplies.

Moreover, a number of factors-including the latest increases in OPEC prices,

the curtailment of gasoline production, and the progressive decontrol of

crude oil prices--suggest that further relief in the energy area is not to

be expected.

Food prices generally have exerted a moderating influence on aggre-

gate price measures since the beginning of the year. At the producer level,

finished food prices fell at about a 4-1/2 percent annual rate between December

and June. Steep drops in wholesale prices through May-particularly for live-

stock-alleviated cost pressures at the retail level, contributing to relatively
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stable retail food prices since the end of lait year. flowever, recent 4evel-

opments in the markets for livestock and fresh produce indicate that food

prices also are likely to rise more rapidly in the second half of the year.

Inflationary pressures have persisted in sectors outside food and

energy since the beginning of the year. In the consumer price index, in -

creases in the hom;ownership component have been particularly large, as the

measures of mortgage rates and home purchase prices both advanced rapidly in

the first half of this year; the recent easing of mortgage rates will likely

hold down increases in the CPI during the next few months. In the producer

price index, prices of capital equipment accelerated in the first half of

1980 from the already rapid pace of 1979.

Labor cost pressures remained intense in the first half 6f 1980,

as compensation increases were substantial while productivity declined

further. Output per hour in the private nonfarm business sector dropped at

about a 1-1/2 percent annual rate in the first quarter, after falling 2 per-

cent over the preceding year. At the same time, hourly compensation accel-

erated to a 10-1/4 percent annual rate, so that the unit labor costs of

nonfarm businesses rose at about an 11-3/4 percent rate in the first quarter.

Preliminary data for the second quarter suggest that unit labor costs con-

tinued to rise rapidly, as productivity contracted further. Although cyclical

reductions in overtime and the changing employment mix may restrain the growth

in total compensation somewhat in Zoming months, wage demands are likely to

remain strong, especially in light of past increases in consumer prices.

Thus, upward pressures on unit labor costs will probably remain substantial

over the near term.
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SECTION 4- FINANCIAL DZVELOPNENTS DURING THE FIRST HALF OF 1980

Interest Rates

Market rates of interest moved sharply higher in the early months

of 1980, exceeding previous record levels and peaking around the end of the

first quarter. These increases were largely reversed in the second quarter

amid a substantial downsUlide in economic activity and contracting demands for

money and credit. The upward pressure on yields at the turn of the year re-

sulted from a combination of factors, including a deterioration in inflationary

expectations as actual price increases accelerated in January and February, the

failure of incoming data to confirm the long-anticipated downturn in activity,

and international political developments that raised the likelihood of an in-

crease in federal deficit spending. In February, moreover, growth in money

and credit surged, creating demands for bank reserves vell in excess of the

provision of nonborroved reserves consistent with the Federal Reserve's tar-

get rages for growth in the monetary aggregates. In the Treasury bill market,

in particular, the resulting rise in short-term interest rates was reinforced

by large sales of securities by foreign institutions to finance intervention

in foreign exchange markets.

On March 14, the Board of Governors took actions of a temporary

nature designed to reinforce the effectiveness of the measures announced in

October 1979 and thus to provide greater assurance that the monetary goals

reported to the Congress in February would be met. These actions, some of

which were taken under the authority of the Credit Control Act as part of a

broad government effort aimed at reducing inflationary pressures, included:
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(1) a special credit restraint program directed toward limiting the growth

in loans to U.S. customers by commercial oanks and finance companies to

ranges consistent with the monetary and credit objectives of the Federal

Reserve; (2) a special deposit requirement for all types of lenders on in-

creases in certain categories of consumer credit; (3) an Increase in the

marginal reserve requirement on managed liabilities of large member banks

and U.S. branches and agencies of large foreign banks; (4) a special deposit

requirement on increases in managed liabilities of large nonmember banks;

(5) a special deposit requirement on increases in total assets of money

market mutual funds; (6) a surcharge of 3 percentage points on frequent

borrowing by large member banks from Federal Reserve Banks.

These measures hastened the movement toward reduced credit avail-

ability already in train at many lenders, and apparently increased the resolve

of consumers to curtail their use of credit. In subsequent weeks, incoming

data revealed a substantial slackening in money and credit growth to well

within the Federal Reserve's objectives. In light of these developments, the

Board amended the special credit program: on May 6 the 3 percentage point sur-

charge on discount borrowing by large banks was eliminated, and on May 22

special deposit requirements were reduced by half and the special credit re-

atraint guidelines were modified. On July 3 the final phase-out of the pro-

gram was announced.

The rise in most interest rates came to a halt in late March and

early April, and yields began to move down as demands for money and credit

dropped abruptly in response to developing slack in the economy. Most private

short-term-rates fell 7 to 9 percentage points, to their lowest levels since

65-969 0 - 80 pt.2 - 20
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the spring of 1978. In loi g-term securities markets, bond yields retraced most

or all of the increases recorded earlier in the year, as market participants

appear to have lowered their expectations of inflation. The restraining posture

of monetary and fiscal policy, as well as moderating rates of price increase

in the cyclical downturn, has contributed to this improved outlook for price

changes.

Foreign Exchange Markets and the Dollar

Movements in U.S. interest rates greatly influenced fluctuations

in the foreign exchange value of the dollar over the first half of 1980. The

dollar was in strong demand early in the year when U.S. interest rates rose

sharply. The growing perception by market participants of accelerating infla-

tion and worsening payments deficits abroad gave added impetus to the dollar's

rise over this period, as did the announcement of credit control measures on

March 14. Authorities in a number of foreign countries also moved to tighten

monetary conditions, but the resulting increase in foreign interest rates lagged

well behind that of U.S. rates. The strengthening in the foreign exchange value

of the dollar in February and March was moderated somewhat by substantial inter-

vention activities by U.S. and foreign monetary authorities.

The peaking and subsequent steep decline in U.S. interest rates in

early April triggered heavy selling pressure on the dollar in international

markets, and its foreign exchange value fell in the April to June period.

Foreign and U.S. monetary authorities intervened to moderate this decline by

making net purchases of dollars. Even so, by the end of June earlier gains were

entirely erased, and the weighted-average exchange value of the dollar at mid-

year was little changed from its value at the beginning of the year.
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Domestic Credit Flows

Net funds raised In credit markets by domestic nonfinancial sectors

of the U.S. economy totaled a sizable $391 billion at an annual rate in the

first quarter of 1980, but contracted sharply to an estimated $193 billion in

the second period. This exceptionally large decline in borrowing reflected in

large part the recent sudden weakening in production and sales activity; in

addition, monetary restraint, supplemented by the special policy actions of mid-

March, contributed to tauter credit terms and reduced availability of funds at

many lenders.

In the private sector, the volume of funds raised in the first

quarter was greatly enlarged by a surge in borrowing on the part of nonfinan-

cial business firms. Some of this increased borrowing reflected needs to

finance growth in inventories and fixed capital outlays, as the gap between

such expenditures and internally generated funds of nonfinancial corporations

widened. But fears that unchecked Inflation would lead to the imposition of

credit controls and a consequent reduction in credit availability apparently

led to a burst of anticipatory borrowing by firms as well. As a result, corpo-

rations added substantially to their holdings of liquid assets in the first

quarter and appear to have drawn down these holdings in subsequent months.

As interest rates moved up rapidly early in the year, businesses

concentrated their credit demands in short- and Intermediate-term markets,

with borrowing at banks and in the commercial paper markets especially heavy.

Corporate bond financing remained relatively low as businesses, especially

Industrial firms, were reluctant to issue long-term debt at historically high
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yields. This pattern of corporate financing shifted dramatically, however,

when interest rates dropped rapidly in the spring. Public offerings of longer-

term corporate bonds accelerated to unprecedented levels, with the proceeds

from may of these issues being used to pay down bank debt.

After March, commercial banks-concerned both about pressures on

their earnings margins as interest rates dropped and about meeting the loan

growth guidelines of the voluntary special-credit restraint program--tended to

discourage business borrowers. In particular, adjustments in the bank prime

leading rate lagged substantially behind downward movements in other market

rates, greatly increasing the relative cost of this source of financing. As a

result of the relatively high cost of bank credit, coupled with a desire of busi-

nesses to adjust their balance sheets following the heavy reliance on short-term

debt in previous months, business loans at banks contiiacted markedly in the

second quarter. Although commercial paper issuance by firms remained very

large, total short- and intermediate-term business credit demands in the second

quarter moderated appreciably from the first-quarter pace. Late in the second

quarter, the prime rate began to move down, narrowing the gap with market rates

somewhat; survey data, furthermore, suggest that banks in May were making a large

share of short-term business loans at below-prime interest rates.

In the household sector, consumers greatly reduced their use of

installment credit during the first half. The large growth of consumer install-

ment and mortgage debt in 1979-both in absolute terms and in relation to dis-

posable income-had produced a marked deterioration in household liquidity.

The combination of resulting heavy debt burdens, high interest retes, and, in

some states, restrictive usury ceilings acted to slow growth of installment
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credit in late 1979 and the first quarter of 1980. The volume of outstanding

Installment credit contracted in the second quarter as consumers curtailed ex-

penditures and repaid debt against a backdrop of rapidly declining real incomes

and rising unemployment. Credit-tightening measures by lenders after the

announcement of the credit-control package on March 14 and uncertainty on the

part of consumers about the effects of those controls contributed further to

the reduction in credit tse.

Household borrowing in mortgage markets also slowed considerably

in the first half. Reduced deposit flois and pressures on earnings margins

from rising costs of funds constrained the lending activity of thrift institu-

tions and pushed mortgage rates to record levels In March. Many would-be

homebuyers were deterred by the high cost of mortgage credit. More recently,

lower market interest rates have helped to reduce cost pressures for thrift

institutions and have contributed to a pickup in deposit flows. Sharp drops

in mortgage rate since early April and reports of some easing in nonrate terms

suggest that lending institutions have become more active in seeking mortgage

loans since early -June. But mortgage rates remain high by historical standards,

while demands for housing and housing credit continue to be damped by a weak

economy and by the liquidity concerns of households; consequently, mortgage

commitment activity apparently has remained relatively sluggish.

The Treasury borrowed heavily in credit markets in the first half

to finance the combined deficits of the federal government and off-budget agen-

cies. Normal seasonal patterns in federal cash flows associated with the

timing of tax receipts led to a concentration of the Trensury's borrowing in

the first three months of the year. Although the first-quarter deficit was
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further deepened this year by unusually large tax refunds associated with over-

withholding in 1979, the Treasury was able to even out its borrowing pattern

somewhat by permitting its cash balance to drop over the first quarter and

then rebuilding it in the second. -

In contrast to the federal sector, net borrowing by state and local

governments dropped off in the first quarter but accelerated appreciably in the

second. Many municipal governments postponed or canceled scheduled bond issues

early in the year because of high interest rates; for some governmental units,

these actions were necessitated by the rise of Interest rates above statutory

limitations. But the volume of tax-exempt financing picked up considerably in

the second quarter when interest rates fell and many previously postponed bond

issues were brought to market. The financing nteds of state and local units

generally increased over the first half in response to slower growth of revenues

and a consequent widening of their operating deficits. In addition, the volume

of tax-exempt securities issued continued to be boosted by offerings of mortgage

revenue bonds, designed to financc.'. single-family housing.

The CHAIRMAN. Next we are going to hear from Mr. Lawrence
Klein of the Wharton School of Economics.

Mr. Klein, we are very pleased to have you back before our
committee, and we will await- with interest your advice.

STATEMENT OF LAWRENCE KLEIN, WHARTON ECONOMETRICS
Mr. KLEIN. Thank you, Mr. Chairman.
I have submitted a brief statement. I might summarize it briefly,

and particularly refer to some tables at the back of it that deal
with these tax issues.

Generally speaking, the setting in which this statement is made
is one in which we are in the midst of a recession, and under
ordinary circumstances there will be a recovery, but not a very
strong recovery. What I have done is to consider various fiscal
measures, particularly on the tax side, that could aid the recovery
and make it look better.

In order to lay out these difference alternatives, I have consid-
ered as a base case on in which we leave present tax policies
unchanged, excepting any kind of statutory provisions that are
already on the books, in particular the social security increase for
next January.

Then I consider one in which there is approximately a 50-50
division between business and personal tax cuts. The business tax
cut is accelerated depreciation, shortening guideline lives by 20
percent, and increasing investment tax-credit from 10 to 15 per-
cent. Both those are effective January 1, 1981, by an assumption.
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And that is, roughly, a $20 billion tax cut package looked at from
the point of view of next year.

I considered also one that is 50 percent bigger than that in all
dimensions, a $30 billion cut.

The fourth one is one that stylized a little bit more. It is a $20
billion cut, hypothetically, but at the personal level there is a roll
back of social security to give about the same tax yield as the
personal income tax cut that I considered in the second one, and
then a cut in the guideline lives.

The fifth one is a tax cut that is an across-the-board cut. It is a
$20 billion calculation, half personal and half corporate rate.

Finally, I introduced indexation, indexing the personal rates to
the CPI, and indexing corporate rates to the deflator for plant and
equipment. That is a much bigger cut if you make the full indexa-
tion. It is a $40 billion cut.

On the second table I have given some estimates of budget defi-
cits on a unified basis, and that is on a fiscal year calculus, that
would be associated with these different tax programs.

In any event, of course, we are in for a significant deficit this
year on the order of magnitude of $60 billion, and for next year,
even doing nothing, just letting the recession take its course and
incurring all the recessionary expenditures, especially in unem-
ployment benefits and similar welfare payments, there is an esti-
mate of much more than $50 billion deficit. With some recovery in
1982, that deficit would get lower, but there would still be a very
noticeable deficit.

None of these are budget balancing in the near term. You can
see at the other extreme, to go to full indexation would have a very
serious impact on budget deficit. In between we have the various
kinds of compromises.

I have not really searched comprehensively for what would be
called the ideal kind of tax cut, but I rather prefer the policy No. 4
in which there is a joint rollback of social security, arid cut in the
guideline lives, and also raising the personal exemption. This gives
something, in my view, on productivity, on inflation, and on gener-
al equity grounds keeping with the rising living cost i, having in a
partial sense some indexation.

These are the alternatives. If I were to try to answer the ques-
tion, how soon should it be, and what size should it be, I would say,
the discussions and debates are to be in place for having something
by January, and the order of magnitude should be around $20
billion.

That summarizes what I have got in this statement.
The CHAIRMAN. Thank you very much.
I will defer to the other Senators while I read the remainder of

your statement. I started reading it in detail before you started
testifying. I am going to call Senator Packwood first.

Senator PACKWOOD. Your preference is No. 4?
Mr. KLEIN. Yes.
Senator PACKWOOD. You have got a $20 billion social security

rollback, guideline lives cut, personal exemption increased. Does
that come out to about a 60-percent business, and 40-percent indi-
vidual cut?
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Mr. KLEIN. Of course, the first year is a little misleading because
the 20-percent guideline lives cut does not amount to much in the
first year, and it builds up, in effect, quite a bit as things go.

Rolling back social security is a 50-50 proposition in itself. That
comes to about $19.5 billion. Then the guideline lives in the first
year is about $1 billion. The personal exemption decrease was just
a small amount here. It is an increase in the exemption, and a
decrease in the taxes for about $1 billion.

But after this program were operating for 1 year, or a couple of
years, the cut in guideline lives would get much more than 50
percent toward the business side.

Senator PACKWOOD. The one you like least is No. 5.
Mr. KLEIN. That is the across-the-board cut.
Senator PACKWOOD. Yes.
Mr. KLEIN. Yes.
Senator PACKWOOD. As I look at your chart, it is an across-the-

board cut, and a corporate rate cut.
Mr. KLEIN. That is right. That is a cut in personal rates, and a

cut in the general corporate rate.
Senator PACKWOOD. But what you get in terms of the total part

of the package is heavily skewed toward personal cuts.
Mr. KLEIN. In this calculation, I assumed that we would cut the

corporate rate to yield as much as the cut in the personal rate. It
would be unrealistic, but this was just to see what a 50-50 cutback
would be.

Senator PACKWOOD. I see, you are assuming a 50-50 cut in terms
of the loss at $10 billion apiece.

M.. KLEIN. Yes.
Senator PACKWOOD. Looking at your chart, in 1982, Even with 50

percent of it for corporate rate cuts, for the real gross national
product, it is the second worst of all the ones there. From the gross
national product deflator it is the worst. From the Consumer Price
Index it is the worst. From productivity it is the worst. From
unemployment it is the second worst of all the models.

Mr. KLEIN. You see, my opinion is that targeted tax cuts do
much more for the economy than across-the-board cuts. Across-the-
board cuts have a very significant impact on distribution of income,

-and who gets what.
For getting a decision to invest in productive capital formation, it

is much more effective to leverage. If you make the tax relief
dependent on making the investment, I think you get much more
for your cut, and that contributes directly into productivity.

Senator PACKWOOD. I have no other questions, Mr. Chairman.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. Mr. Klein, assuming a $20 billion tax cut and

assuming a 50-50 split between business and corporations, with
respect to the business portion of it there are various alternatives.
One would be a corporate rate cut, and one would be depreciation,
and one would be investment credit.

Of those three, I take it that the rate cut, you feel, would be the
least desirable for reasons previously given?

Mr. KLEIN. There is a fourth one, which is the social security
rollback, and half of that is an employer payroll tax.

Senator DANFORTH. OK.
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Mr. KLEIN. I think that that is really good. I think that that has
really good aspects because the cost base for pricing would be
reduced, and one would assume that a good deal of that would be
passed through. So it would have a direct impact on inflation. It
would not be lasting as far as the inflation rate is concerned, but in
the initial year there should be a significant impact.

Senator DANFORTH. So if you had $20 billion, and that was the
figure you were working with, the social security rollback how
much would that be?

Mr. KLEIN. About $19.5 billion.'
Senator DANFORTH. Roughly all of it?
Mr. KLEIN. Yes.
Senator DANFORTH. So that would be your preference, just the

simple social security rollback?
Mr. KLEIN. Yes, that is the preference.
I think we ought to look at two things in tax legislation. First,

the contribution to productivity; and, second, the contribution io
inflation. Of course, the contribution to productivity, the first men-
tioned item will eventually work through to the inflation. But the
direct impact on inflation would come either through cutting indi-
rect taxes, or cutting the payroll tax.

Senator DANFORTH. So that with respect to the business portion
of a tax cut, you would favor the Social Security rollback more
than the investment credit, or depreciation?

Mr. KLEIN. That is a little deceptive, because I said in the first
year, I had a 20-percent guideline life cut in that package, and in
the first year that does not yield very much. But it builds up
rather quickly.

So after this kind of program was running for 2 or 3 years, there
would be a very significant contribution from the guideline life cut.
What you would get out of this would be an initial impact against
inflation from the social security rollback in the first year, and
then cumulative impacts as we got more investment, more- produc-
tivity.

Senator DANFORTH. Your social security rollback would be a 1-
year proposition only?

Mr. KLEIN. Yes.
If you had an indefinite rollback, its impact on inflation would be

only in the first year. Not on the price level, but on the rate of
increment of the price level, you would get the big impact in the
first year. There is a difference between the level of a price and its
rate of change. We measure inflation by the rate of change. The
rate of change would be impacted mainly in the first year.

Senator DANFORTH. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman.
Mr. Klein, you suggest a rollback of social security, and you said

that the impact on inflation would be in the first year. What is
your view of an investment income tax credit to offset the increase
in social security? Why did you recommend a rollback instead of
the income tax-credit?

Mr. KLEIN. I think they could be made equivalent. It is a ques-
tion of what is the net saving to the taxpayer for a given item.
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Though, I would like to see-it impact on business decisions. That is,
if the income tax credit were given only to persons, then-

Senator BRADLEY. No, 50-50.
Mr. KLEIN. Then it probably would have the same effect. The

payroll costs per unit of output would drop, and some of these price
savings should be passed through to the final consumer.

Senator BRADLEY. So from your standpoint, you would recom-
mend the income tax credit as just as good as a rollback from the
macroeconomic standpoint?

Mr. KLEIN. That is right.
Senator BRADLEY. One of the things that I am curious about, and

you stated that it was one of your criteria, is the effect any tax cut
would have on inflation and productivity.

Mr. KLEIN. Yes.
Senator BRADLEY. Have you worked through in your model, in

the various options for business tax cuts, what an elimination of
the corporate income tax with full integration would mean in the
way of productivity increase, and inflation?

Mr. KLEIN. I have not done that one in particular. I have consid-
ered corporate rate cuts, the subsidization of R. & D., or the invest-
ment tax credit, or the liberalized depreciation rules, or extension
of the investment tax credit to cover structures, many of these
options.

But the particular one you mention, I have not considered, and I
would put that more under the heading of tax reform. I think one
ought to distinguish at the present time between tax reform and
countercyclical tax reductions.

What I am really advocating, or arguing for here, a countercycli-
cal tax reduction, but as long as we are going to do it, we might as
well make it a good package, and get the best productivity out of it.

Senator BRADLEY. Yes.
Mr. KLEIN. I think that if we want to take the longer view, and

go through all the legislative work of revamping the tax system, as
it obviously needs some revamping, then one would look into this
whole question of integration.

Senator BRADLEY. You have not run that through your model?
Mr. KLEIN. No.
Senator BRADLEY. Could you tell me, in the out years, what is the

20-percent guideline reduction; what does that yield in the way of
revenue loss?

Mr. KLEIN. I am just guessing. I think that it would probably be
between $5 and $10 billion. It starts out at $1 billion the first year,
and by 1983 or 1984 it would probably be between $5 and $10
billion.

Senator BRADLEY. Are you familiar with the depreciation recom-
mendation of Professor Jorgensen?

Mr. KLEIN. All in one year, yes.
Senator BRADLEY. What is your view of that?
Mr. KLEIN. Well, that has a lot of merit. I think the greatest

merit--
Senator PACKWOOD. Let me interrupt just a moment, Bill.
You did not mean expensing it all in one year in your answer,

did you, because I don't think it is what Professor Jorgensen rec-
ommended.
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Senator BRADLEY. I was not completely sure what Professor Jor-
gensen said, so I was going to try and have Mr. Klein give us his
interpretation.

Senator PACKWOOD. It is not an expensing in one year, although
it is front loaded.

Senator BRADLEY. Most of it would occur in 1 year.
The CHAIRMAN. Let me see if I understand his proposal, it be-

cause it is not all that easy to understand. Insofar as you get a
write off, or you get an advantage for depreciation, you would get
it all in the first year. Is that right?

Mr. KLEIN. That is right.
Senator DANFORTH. It is the immediate deduction of the discount-

ed amount.
The CHAIRMAN. Whatever you are going to get, you are going to

get it in the first year. You could have a carryforward, or a
carryback, but assuming that you have the taxes against which to
take the benefit, you would get the whole benefit of it during the
first year.

Senator BRADLEY. That is my understanding.
Mr. KLEIN. Yes.
The advantage of that is that it guards against the adverse effect

of rising prices of replacement. You can then invest the funds that
you get in the early year, and have them appreciate as inflation
goes, presumably, and that would give a hedge against having to
replace equipment at higher prices.

That is very similar to indexation on the business side.
Senator BRADLEY. What is your view of it?
Mr. KLEIN. I think that has some merits. I find it quite an

acceptable view. I would argue against a complete indexation of
our whole tax system, and even of our asset liability system be-
cause I think the more we index, the more we destabilize the
economy. The more sensitive the economy becomes to external
disturbances, the more it is indexed.

The CHAIRMAN. Senator Baucus.
Senator BAUCus. Dr. Klein, I am curious how you drew up this

model. Do you just take, for example, an alternate number for the
$20 billion cut, and just crank it through, and see what effect it has
on CPI, GNP deflator, and so forth?

Mr. KLEIN. Yes. It is run through the Wharton Econometric
model, and each tax policy has different effects on the tax struc-
ture.

Senator BAUCUS. I understand that.
Do you try to anticipate from other sources or other information

of what you expect other pressures will be on the CPI, or the GNP
deflator, or anything else, for that year?

Mr. KLEIN. Yes.
Senator BAUCUS. Or, do you take this $20 billion?
Mr. KLEIN. The model tries to anticipate some of these, and we

keep some in mind.
Senator BAUCUS. What about external forces on those factors,

independent of the $20 billion cut?
Mr. KLEIN. Yes.
Senator BAUCUS. What is your percentage rate of error?
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Mr. KLEIN. You can't ask me about the percentage rate of error
on hypothetical calculations like this because most of them never
transpire. But if you ask me about our forecasting error, just on
our best judgment, which we have been keeping records of for
almost 20 years, every quarter for 20 years, I would say that our
projections of GNP are plus or minus a percent. Our projections of
inflation rates are probably plus or minus two or three percent.
Our projections of unemployment rates are about plus or minus a
half a percent for period of up to 1 year. Our interest rates about
plus or minus 20 or 30 basis points, depending upon whether or not
it is a short or a long range. These are representative rates.

There have been many such tabulations. The most comprehen-
sive and reliable are those published by the Federal Reserve Bank
of Boston.

Senator BAucus. Thank you very much.
Thank you, Mr. Chairman.
The CHAIRMAN. Dr. Klein, your statement reflects the same phi-

losophy that we had from those who served as Chairmen of the
Council of Ecoromic Advisers and who testified here. Basically,
implicit in their statement was the fact that the purchasing power
of the dollar is not the only thing to be considered.

For example, Mr. Keyserling, who would be the most liberal in
those respects, was of the view that what you had better be looking
at is what you are producing in terms of goods and services. I think
his view is that if you have a growing economy, the purchasing
power of the dollar tends to stay better than it does if you do not
have an expanding economy. I think you are familiar with his
thought on that matter.

Do I take it from your presentation here today that you think
that the extent to which you emphasize the stability of the dollar,
or the extent to which you put emphasis on trying to maintain
stability of your money, is a matter of degree, and it should be
weighed in connection with the various other objectives you are
seeking to achieve?

Mr. KLEIN. Yes, I would agree.
One thing I would say is that looking at this range-of alterna-

tives, they don't have enormous impact on inflation rate, or the
stability of the dollar from a domestic point of view. I think that it
is very important for us to take whatever gains we can get here
and there, but there don't seem to be any magic policies that are
suddenly going to get us down to the 3-and-4 percent inflation
rates, and have a good economy at the same time. That isn't there.

The other aspect is that one must continually look at the inter-
national value of the dollar, and adopt a set of policies that will
look favorable in the eyes of participants in the world money
markets.

The CHAIPMAN. This i i interesting. You start out with these
various assumptivim, and one of them is present policy un-
changed-you don't have a tax cut, you just continue the way you
are going. Looking at the Consumer Price Index for fiscal year 1980
to 1982, that policy would be more inflationary than any of them,
except for No. 5, the one where you would have a tax cut of $20
billion, apparently equally cut between personal rate cuts and cor-
porate rate cuts.
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Mr. KLEIN. Yes.
The CHAIRMAN. Looking at some of the other suggestions, taking

No. 4, which you think might be the best one in terms of inflation,
your studies indicate that you would more effectively fight infla-
tion for 1981 and 1982 if you had the tax cut in the form of a social
security tax rollback, depreciation guidelines cut, and exemptions
increased.

Mr. KLEIN. Yes.
The CHAIRMAN. I would think that most of the business wit-

nesses we had here would tend to take a different view. They
would want to have more emphasis on the things that would be
useful to business in buying new plants and equipment.

What does "guideline lives cuts" refer to?
Mr. KLEIN. That would be 20-percent reduction in guideline lives,

and that is sort of a watered down version of the 10-5-3. The 10-5-
3 is much more expensive.

The CHAIRMAN. In relative terms, how much of the $20 billion
would go into the guideline lives changes?

Mr. KLEIN. A 20-percent would cost the Treasury only $1 billion
in the first year.

The CHAIRMAN. Only $1 billion in the first year.
Mr. KLEIN. But by 3 or 4 years, it would be between $5 and $10

billion.
The CHAIRMAN. I see.
It is interesting that in terms of inflation, the second most infla-

tionary policy of the whole group would be to do nothing, just to let
things go the way they are going.

Mr. KLEIN. Let me explain why.
There are two effects on productivity. A cyclical effect, and a

trend effect, a long-term effect. We are getting adverse cyclical
effects. Productivity is falling. When productivity falls, the econo-
my operates inefficiently, and prices go up on wages and other
costs, and with no productivity offset.

The other policies that I am suggesting are all policies that
would give some fiscal stimulus to the -economy, some cyclical
stimulus. The cylical stimulus would have a favorable impact on
productivity in the short run.

The investment stimulus in the longer run would help productiv-
ity, but you have to look at both the cyclical and the trend aspects
together.

The CHAIRMAN. Thank you very much, sir.
Senator Roth.
Senator ROTH. Thank you, Mr. Chairman.
Next year, as you know, Dr. Klein, social security rates will go

up.
Mr. KLEIN. Yes.
Senator ROTH. What impact will that increase have on the econo-

my?
Mr. KLEIN. As far as individuals are concerned, it will be less

take-home pay. As far as employers are concerned, it will be added
wage costs. So I would say that it would have a negative impact on
household spending, and will have an inflationary impact on busi-
ness pricing.
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There has been a fairly regular jump in prices every January 1
when the social security rates go up. It is included in the cost base.

Senator ROTH. So when we talk about a social security rollback,
we are just talking about not permitting those increases to go into
effect.

Mr. KLEIN. That is right.
You see, in the projections here, the base projection has them in,

and that gives an inflationary kicker, and also takes away from
disposable income.

Senator ROTH. I think it is a fair statement to say that that is
not any kind of a cut as far as working people are concerned. All
we are doing is preventing something from taking place.

Mr. KLEIN. That is a good thing to do.
Senator ROTH. That is already in place.
Mr. KLEIN. I agree.
Senator ROTH. As you say, it only has a 1-year impact on the

inflation rate. So that long term it does not do much about our
economy.

Mr. KLEIN. No; I think that it is no way of dealing with the basic
problem by itself. All of these are packages in which one looks for
a balanced policy.

Senator ROTH. May I ask, how do we deal with the basic problem
of our economy and productivity?

If I may ask my question a little more pointedly. Revenue is
scheduled to go up in 1980 from roughly $560 to $1 trillion in 1985.
Do you feel that it is important that any or a large part of that be
returned to tile private sector to have a beneficial impact on pro-
ductivity?

Mr. KLEIN. Yes, indeed, if one has a tax incentive, or an invest-
ment incentive in the tax system, it is returned. The investment
tax credit is a way of returning some, or even getting it out of the
stream before it gets there, or the liberalized depreciation rules are
a way of doing it, or subsidization of R. & D. would be another way
of returning it. Those would be all ways that should increase
capital formation. The increases in capital formation should all
help productivity.

Senator ROTH. Do you think that all capital formation, then,
should come through ttx changes for business?

Mr. KLEIN. No; there 3s a basic capital formation going on all the
time. This is a way of enhancing it and accelerating it. There is a
general feeling that we never really recovered from the last reces-
sion in the area of capital formation. That was a weak recovery.,

Senator ROTH. But if you talk about accelerated depreciation, or
whatever, that basically applies to existing business.

Mr. KLEIN. It is on the top of what already exists.
Senator ROTH. The question I am really asking you is: In 1965

only 7 percent of all taxpayers faced marginal rates higher than 25
percent. By 1976, 35 percent of taxpayers faced these higher rates.

Do you think that it is important to promote savings on the part
of the individuals?

Mr. KLEIN. Certainly. I think the real problem for America is to
shift over to a higher investment-higher saving economy. It means
that instead of 10 percent of the GNP going into investment,
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maybe we ought to have 12 percent. Then we ought to match that
by a corresponding rise in savings.

Senator ROTH. Without going into detail, would you agree with
me that, No. 1, if we are going to have higher savings, that we
have to let the working people retain more of their earnings and,
perhaps, build some incentives to save?

Mr. KLEIN. Definitely, there should be saving incentives. I have
not thought through the best way of stimulating those incentives,
but we ought to have saving incentives. We ought to make people
want to put aside another couple percents of their income.

Senator ROTH. Don't you think that the higher marginal tax
rates that the American people are having to pay have an impact
on savings, on investment, and on work?

Mr. KLEIN. It probably does. I don't think we know the precise
nature of that, but intuitively I would say it does.

Senator ROTH. Savings are substantially lower here than in
Japan, and in Western Europe.

Mr. KLEIN. That is true.
Senator ROTH. Thank you, Mr. Chairman.
The Chairman. Thank you very much, Dr. Klein, for your state-

ment here today.
[The prepared statement of Mr. Klein follows:]

65-969 0 - 80 pt.2 - 21
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Statement of Lawrence R. Klein
University of Pennsylvania

and Wharton Econometric Forecasting Associates
before the Senate Finance Committee Hearings

July 28, 1980

The present debate about national economic policy centers

on the following basic issues:

1. Should there be a general tax cut?

2. If taxes are reduced, when should the cut begin?

3. If taxes are reduced, what kind of tax cut should

be implemented?

4. If taxes are reduced, how large should the tax cut be?

There are obviously many dimensions of economic policy that are

always relevant, but the problem to be considered in my state-

ment is focussed on near term tax reductions.

For some time, the central projection by Wharton Econometric

Forecasting Associates has contained an implicit policy assumption

that there would be a tax cut of $20 billion or more, beginning

in 1981. But to assess the full effect of a tax cut on the econ-

omy, it is more convenient and instructive to use, as a baseline

projection, one that is based on an assumption that no tax policy

changes are introduced; i.e., that the present tax structure re-

mains intact, with statutory changes that are already scheduled
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to take place during 1981 and 1982. In particular, present tax

policy allows for the statutory increases in social security

payments that are scheduled to begin on January 1, 1981. Some

main indicators of aggregative economic performance under these

baseline assumptions can be seen in rows I under different head-

ings in both tables 1 and 2.

Broadly speaking, if nothing is done to stimulate the econ-

omy, there will be a significant yearly decline for 1980, as a

whole. It is already too late,_ however, to do anything about

this year. In addition, 1981 will also be a year of negative,

or nearly zero, growth. Recovery will set in, but it will be

slow and moderate, even in 1982. Inflation is expected to worsen,

and continue to be serious in 1981 before there is slight improve-

ment in 1982. Unemployment should grow, peaking during 1981,

and falling gradually during 1982; nevertheless, the average rate

of unemployment for the whole of 1982 is as bad as the yearly

figure for 1980.

The American trade accounts have improved in recent years

in spite of rising costs of oil imports. The recession and high

prices had restrained imports, including oil, and invisible ex-

ports have improved significantly. Moderate deficits are expected,

on current account, this year and the next two.

The eiid result of keeping the present tax system intact is

to incur large deficits during the present and next fiscal years.
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Even without a tax cut during 1981, there should be a large defi-

cit (more than $50 billion) because of the recession. Tax revenues

should fall short of previous targets, and many-income security

payments will rise. A natural business cycle recovery that would

be taking place durirg 1982 will lower the budget deficit but can-

not be expected to bzing it into balance.

The annual figures in Table 1 make the presentation very

compact but obscure some extreme movements of the economy by aver-

aging over 12 months or 4 quarters. At the extreme, unemployment

reaches a projected value of 8.56% on a quarterly basis during

1981. The best short term price performance is 7.68% for the GNP

deflator and 8.01% for the CPI during 1982.

If we drop to rows labeled II in tables 1 and 2, we see the

effects of a moderate tax cut -- one of about $20 billion, started

at the beginning of 1981. Guideline lives for business deprecia-

tion are reduced by 20%; the investment tax credit is increased

to 15%; and the personal income tax exemption is raised to $1250.

These are "scenario" changes, introduced into the Wharton Model

for a projection under an assumed tax reduction policy. The num-

bers in lines II show how the Model interprets this policy change.

A principal result of tax cut policy II and, indeed, of all

the tax-policies considered in this presentation, is to turn an

expected small decline for 1981, on a yearly basis, into a small
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increase. This argues in support of a tax cut now in order to

help the recovery along during 1981. It does not promise to be

a strong recovery, at best, and needs fiscal support. Hesitation

in introducing a tax cut as early as January 1, 1981, is undoubt-

edly associated with the fear of inflation. Most of the fiscal

policies looked at in this investigation do not set off renewed

bursts of inflation; on the contrary, they are likely to improve

the situation by increasing the supply of goods available and

by improving the growth rate of productivity. They all contrib-

ute to customary cyclical gains in productivity, to overcome the

inflationary pressures of raising effective demand. It is only in

Policy VI, implementing an across-the-board cut in rates that infla-

tion worsens a bit. The other cuts do recognizable good for capital

formation and hence productivity. They are more structured tax cuts.

A second reason for hesitating with regard to tax cuts at

an early date are that they will widen the expected budget defi-

cit. This is clearly visible in Table 2, but the direct associa-

tion between federal budget deficits and inflation is very obscure,

and my advice in the present circumstances is to suffer the imme-

diate deficits for whatever harm they do to other aspects of our

economy now, in the hopes of turning the recession around and

embarking on a prudent course of recovery that should bring us

to a better budget balance in the years to come.
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Cogent reasons for tax cuts now are that the impending

increases in social security contributions and the inflation-

ary bracket slippage impose serious burdens on our population

during 1981, and some tax relief is in order to counteract

recessionary influences.

The different tax policies considered in this presentation

vary in design. Policies II and III are split on approximately

a 50-50 basis between personal and business cuts, but the latter

are tied to investment incentives, affecting depreciation rules

and investment credits. Policy IV goes another direction in

design by providing for a roll back in social security taxes. It

also cuts guideline lives for depreciation by about 20%. Policy

IV contributes most towards reduction of inflation in 1981 and

does very well in raising the productivity improvement factor.

The only cases that seem to be as good or better in any of these

respects are policies that provide a much larger tax reduction.

The initial year reduction for policy IV is about $20 billion.

The same is true of policy II. Policy III is a $30 billion cut,

while policy VI is a $40 billion cut. The type of cut envisaged

in policy IV could, of course, be-enlarged.

The policy that does the least good for inflation and pro-

ductivity is the across-the-board tax cut, policy V. It fails

to achieve targeted gains in capital formation and does not get

directly at price formation. A roll back of social security
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rates under policy IV would reduce the cost base for business by

lowering payroll taxes. This is why the Wharton Model estimates

that it would have an immediate impact on inflation at the time

of introduction of this tax change.

Policy VI is interesting. It resorts to indexation to re-

lieve the taxpayer of the burden of inflation. There is much to

be said for this kind of adjustment in the name of economic equity

and justice, but its adoption as a fiscal rule would, in my opinion,

tend to destabilize the economy. It would make our economy more

sensitive to inflationary shocks when they occur, for whatever

external reason. Also, they tend to validate and accommodate

inflation rather than combat it.

Full indexation, as introduced in these econometric simula-

tions, becomes very large. Policy VI leads to an outsize tax

cut, reaching $40 billion in 1981. The figures for expected defi-

cits show the full effect of such a large cut.

It is hard to be very definite between a cut of $20 billion

and one of $30 billion, at the present time. Cuts that are struc-

tured like that in policy IV, however, do a great deal of good

even if they are held to about $20 billion at inception; therefore,

this appears to be the preferred policy among those that I have

considered at this time. Admittedly, the menu should not be res-

tricted, and there are surely other policy combinations that are

equally good or better.
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Table 1
Main Economic Indicators

Alternative Tax Policies

1980-1982

Real GNP (%)

GNP Deflator (%)

CPI (%)

Productivity (%)

Unemployment (%)

III
III
IV
V

VI

I
II

III
IV
V

VI

I
II

III
IV
V

VI

I
II

III
IV
V

VI

I
II

III
IV
V

VI

1980

-1.61
-1.61
-1.61
-1.61
-1.61
-1.61

9.20
9.20
9.20
9.20
9.20
9.20

13.49
13.49
13.49
13.49
13.49
13.49

-1.19
-1.19
-1.19
-1.19
-1.19
-1.19

7.58
7.58
7.58
7.58
7.58
7.58

Current Account I -3.7
($billion) 11 -3.7

III -3.7
VI -3.7
V -3.7

VI -3.7

I Present tax policy unchanged.

1981

-0.10
0.34
0.57
0.52
0.24
0.92

9.43
9.26
9.15
9.04
9.42
9.37

10.02
9.87
9.80
9.62

10.03
9.99

-0.61
-0.31
-0.14
-0.18
-0.38

0.09

8.44
8.30
8.23
8.25
8.32
8.10

-2.8
-4.4
-5.4
-5.3
-4.1
-6.8

1982

3.80
4.53
4.95
4.89
3.99
5.28

8.55
8.14
7.89
8.21
8.62
8.52

9.08
8.59
8.33
8.62
9.14
8.96

1.67
1.95
2.12
2.12
1.66
2.24

7.65
6.24
7.02
7.09
7.40
6.69

-1.6
-6.0
-8.6
-8.2
-3.8

-11.8

II Tax cut, $20 billion, personal exemption increased, guideline
lives cut, investment tax credit increased.

III Tax cut, $30 billion, same mix as in II.
IV Tax cut, $20 billion, social security roll back, guideline lives

cut, personal exemption increased.
V Tax cut, $20 billion, personal rates cut, corporate rates cut.
VI Indexed tax cut, $40 billion, personal rates indexed to CPI,

corporate rates indexed to investment deflator._____
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Table 2

Estimated Budget Deficit, Unified Basis, Fiscal Years

1980 1981 1982

I -61.1 -55.8 -25.6
II -61.1 -70.7 -48.1

III -61.1 -78.2 -59.8
IV -61.1 -70.5 -52.8
V -61.1 -73.9 -63.5
VI -61.1 -85.0 -82.2

Next we will hear from Wendell Wilkie Gunn.
Mr. Gunn, we are pleased to have you here today, and to have

your statement.

STATEMENT OF WENDELL WILKIE GUNN
Mr. GUNN. Thank you, Mr. Chairman.
I apologize for not having a prepared statement for you to look

at, but I have been busy all week trying to raise some of that long-
term debt that you talked about earlier.

I would like to thank the members of this distinguished commit-
tee for this opportunity to share with you my personal views on the
vital important issue of taxation, specifically tax reduction.

I want to discuss tax reduction within the context of the new so-
called supply side economics. As I understand it, only the name is
news. The economics is really very old.

I was privileged to appear before this distinguished committee
about 2 years ago to express my views on the Roth-Kemp tax cut
proposals. I return today still determined that our economic prob-
lems do, indeed, have solutions.

The free enterprise system that brought this Nation in a short
200 with a small group of colonists to the most powerful Nation on
Earth will not find its final resting place between a rock and a
hard place, better known as inflation and unemployment.

People who are struggling to improve their lot, especially the
poor and late entrants into the economy, will not continue to
accept economic contraction as the way to balance the Federal
budget. Even if you could balance the budget with 50 percent
unemployment, who would want it?

The supply side proposals are proposals for growth. Specially,
they call for one-third cut in individual tax rates over a 3-year
period, coupled with restrained monetary growth, as a way to
encourage growth in the private sector, hence reducing unemploy-
ment and inflation.

There are other important elements in the supply side package
regarding Government regulation, price control, and international
monetary policy, but I will limit this statement to a discussion of
the Roth-Kemp proposal.

The debate thus far has focused on the expected effect of Roth-
Kemp on Government tax revenues, the Federal deficit, and the
price level, and very little direct emphasis on the human aspects of
such a dramatic policy shift.
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From my point of view, if the supply siders are correct, then the
ancillary benefits of such an action are potentially enormous. This
could, perhaps, be the single most unifying policy initir ive in
recent history. It would represent an opportunity, perhap., unique
in our history, to promote with a single stroke the legitimate
interests of a large number of diverse interest groups.

Hardly anyone here would disagree that a healthy private econo-
-my is an important part of the solution to most, if not all, of the
important problems facing us. The solutions to social problems
ultimately require the deployment of real economic resources.

A strong national defense can only be afforded by a strong un-
derlying economy, and the vitality of any city depends upon the
vitality of its industry. Even private charities finance their good
deeds with capital invested in private enterprise, the value of
which depends directly upon the health of the underlying business-
es. Even Federal tax revenues have, as their ultimate source, pri-
vate economic transactions.

Therefore, the only problem facing us is how to achieve economic
growth. For the last 14 years, or so, the American economy has
been in a near constant state of contraction in real terms. At the
same time, the base rate of inflation has risen to an all-time-high-
level, and this has occurred in spite of a myriad of solutions en-
acted by Government, including wage and price controls, monetary
growth, monetary contraction, new taxes, new regulations, and
new Government spending programs. -

The problem arises out of a widely held belief that economic
growth causes inflation, or that unemployment and inflation must
be used as weapons in fighting the other. Most of our economists
and politicians will, of course, deny belief in this tradeoff, but it is
clear from their policy proposals and initiatives that this is not the
case.

This is illustrated, for example, by the administration's latest
anti-inflationary program, which was clearly designed to force a
recession in the hope of bringing down inflation.

Those who hold this belief seek to ring inflation out of the
economy by taxing away private sector purchasing power, and are
willing to accept the resulting level of unemployment as simply
part of the price. What this means is breaking inflation over the
backs of the poor and underprivileged.

Fortunately, it does not work anyway. The reason seems simple
enough. The production of the laid off worker drops to zero, but his
demand for goods and services drops only to the level of his unem-
ployment compensation or welfare payment. Supply, therefore,
falls relative to demand, and inflation continues. Our modern word
for this situation is "stagflation."

Others, also believers in tradeoffs, seek to fight unemployment
through increased Government spending funded by monetary ex-
pansion. But these are the tools of income redistribution, and not
economic growth. They simply represent the shifting of resources
from one sector of the economy, creating disincentives, to another
sector, creating questionable benefits to the recipients.

The irony is that both groups have been fighting what they
believe to be opposite causes, using essentially the same weapons-
tax rate increases. Conservatives use direct taxes, and liberals use
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the indirect, but nonetheless real tax of money creation. Therefore,
no matter what the problem is, higher tax rates seem to be part of
the solution. The effect of both kinds of taxation are exacerbated
by the graduated personal income tax schedule which increases tax
rates automatically year after year.

The theory underlying Roth-Kemp is that the supply of goods
and services depends ultimately on the incentives that are offered
to producers. That is, the after tax return to work and investment.
Then, given the supply of goods and services, the amount of money
in circulation will determine the price level.

It therefore follows that lower tax rates can restore growth, and
inflation can be held in check by keeping money supply growth in
line with real production. The former contributes to the achievabil-
ity of the latter because as people move from the unemployment
rolls into the work force, they stop receiving Government transfer
payments, and begin paying taxes with obvious beneficial effects on
the budget.

The social argument against Roth-Kemp is that most of the tax
reduction will go to people who do not need tax relief, that is,
highly paid individuals. This arises simply from th,; fact that
people who earn more, pay more in taxes, even proportionately
mor., given the graduated-income-tax schedule. But even this is
true only within limits.

As tax rates rise, a point is eventually reached where it becomes
more profitable to invest in inefficient tax shelters, in overseas
ventures, the shadow economy, or simply to choose more leisure
over more productive enterprise. When this happens, other persons
seeking to use their productive energies to earn their way to pros-
perity can find no opportunity to do so, and must depend on
Government transfer r~ayments for subsistence.

The Roth-Kemp objective is to restore opportunity for the latter
by restoring the freedom of the former. The Roth-Kemp argument
certainly seems more plausible than the rock and hard place im-
plied by the inflation and unemployment tradeoff.

Margaret Bush Wilson of the NAACP once said that inflation is
not caused by too many people working. Believe it or not, she is
singing the supply siders' song. It is easy to understand, consider-
ing that she heads an organization whose raison d'etre is fighting
for the very people who bear the real brunt of economic contrac-
tion and its attendant unemployment.

A few years ago a press release by the Teamsters Council of New
York contained the following, and I quote:

There is no question that government taxing policy can and does nullify private
sector union power. The government taxes the employer, and he has less to offer the
worker in wages. The government taxes the worker, and he has less food and
shelter to share with his family. Having no other place to turn to, the worker
increases his wage demands, knowing full well that it will result in fewer employ-
ment opportunities. The irony is that the tax collector, who pays no union dues, who
walks no picket line, is the first beneficiary of any wage increase so extracted.

If the supply side arguments are not correct, then American free
enterprise is clearly in serious jeopardy with the prospect of never
receiving full social acceptability. Presently encumbered, the pri-
vate economy cannot produce the social benefits which it is other-
wise capable of producing.
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Economic contraction always pits individuals and interest groups
against each other as they vie for shares a shrinking pool of
economic resources. This places serious strains on the social fabric
of the Nation. Even racial discrimination rears its ugly head again,
albeit in subtler and cleverer forms, as last end-first out employ-
ment clauses before operative.

Long years of hard fought social progre.3s is negated in the
process. We cannot afford to have the clock turned back by eco-
nomic contraction. We fought for the freedom to participate, and
now we need the freedom to grow unencumbered by tax barriers to
opportunities.

Supply side economics, in the broader sense, is more than a
matter of taxes, or monetary policy, or of international trade
policy. It is a matter of individual freedom and its potential for
accomplishing a broad range of social and economic goals for soci-
ety as a whole. The freedom to pursue one's chosen endeavors. The
freedom to trade one's product for the product of another with a
minimum of Government interference. The freedom to enjoy a
reasonable portion of the fruits of one's efforts and ingenuity.

The most precious aspect that America possesses is the freedom
of its individual citizens to make certain choices, and the strength
of our economy is built upon it. To -ake it away either abruptly or
a little bit at a time would be to drain our unique society of its
life's blood.

I can see only one problem with the Roth-Kemp proposal. In
light of the fact that tax rate, have been rising and the economy
has been contracting for some time, and is expected to do so even
into the foreseeable future, the proposed cut in tax rates may,
indeed, not be large enough.

Thank you.
The CHAIRMAN. Thank you for your testimony, Mr. Gunn.
A lot of people think that a tax cut is likely to be inflationary.

But what they are overlooking is that we are going to have about
the same amount of inflation whether we do cut taxes or whether
we don't cut taxes.

Furthermore, they are overlooking the fact that you might have
less inflation if you cut taxes than if you do not cut taxes. If you
cut them the right way, you may even have less inflation.

Mr. GUNN. That is the view that I support.
The CHAIRMAN. The average citizen is thinking about a tax cut

in terms of saying that he does not want a tax cut if that is going
to be inflationary, because he thinks that it is going to take more
away from him than he is going to gain. But he is overlooking the
fact that come January 1 he is going to be hit with a tax increase.
He is going to have an $14 billion social security tax increase.
Unless we do something to cut taxes between now and then, he is
going to have a big increase in his taxes.

I have talked to people who are not concerned about the tax cut.
I say to them, "Are you aware of the fact that you are going to pay
more for your social security next year?" I discussed that with my
wife just the other day. She was surprised to learn that the social
security taxes are going up. She managed to get somebody to do
some work for her, and she is very concerned when she sees how
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much she has got to take out because she is paying for the employ-
ee as well as for herself.

People who are going to pay that social security tax increase,
who will have it taken out of their paycheck, once they see this
taxes have gone up, they are going to be very upset about it. But
they are just sitting in a vacuum at the moment because they don't
see it.

I think that their reaction to all this would be entirely different
if they realized that come January 1 they are going to pay an
increase in social security taxes. They are going to have to take
something out of what they are spending now and what they are
living on to pay that social security tax increase which is due come
January.

Mr. GUNN. That is one of the reasons that I say that the tax cut
proposal that is being put forward is probably not large enough. I
think that that was perhaps large enough in 1978, when we first
started talking about it because it would have brought us back to
the tax rate levels of 1973.

Now, you are right, we are not talking about a tax cut. We are
talking about limiting a tax increase.

The CHAIRMAN. As far as the average worker is concerned,
unless he can firmly anticipate he is going to have an increase in
his income, unless he can predict with confidence that his check is
going to increase, he is going to have to get set for a further
squeeze because his social security tax is going up, the taxflation of
the bracket creep is going to move into his paycheck and is going
to take more. In addition to that, the price of energy is-going to go
up.

Mr. GUNN. I agree.
The CHAIRMAN. So he is going to be squeezed three different

ways. If We don't give something back to him, it is going to hurt.
Isn't that about the size of it?

Mr. GUNN. I agree with that wholeheartedly.
The CHAIRMAN. In that respect you are in sympathy with what

Mr. Roth is trying to do. I also say that we ought to do something
about it.

Senator Roth.
Senator ROTH. Thank you, Mr. Chairman.
Mr. Gunn, I would like to once express my appreciation for your

appearance here.
The CHAIRMAN. If you will excuse me, I have to go elsewhere, but

I will leave you with Senator Roth. I don't think that he will abuse
you. I think that he is going to be very sympathetic to what you
are saying.

Senator ROTH. You may have heard the testimony of Professor
Klein where he said that across-the-board tax cuts would be infla-
tionary. You have been, since the beginning, involved in Roth-
Kemp. I believe you are apprised of some of the recent economic
studies made of Roth-Kemp. What is the impact of Roth-Kemp on
inflation and unemployment?

Mr. GUNN. During this century, tax rates have been cut, I be-
lieve, four times. I specifically exclude any tax cuts in the form of
tax credits, or rebates. But four times tax rates have been cut in
this century, and shortly after taxes were cut, there was either no
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rise in the rate of inflation, or actually a decrease in the rate of
inflation. The most recent having been in 1962 to 1964 under the
Kennedy administration.

The reason that happened, I believe, is because the supply of
goods and services increased following those tax cuts as the pros-
pects of higher returns on investments were then on the horizon.

So I do not believe that the tax cuts would be inflationary at all.
In fact, I believe that tax policy determines siniply the supply of
goods. That is the tax incentives that are offered to producers.
Given that supply of goods and services, it is monetary policy that
determines the price level.

Senator ROTH. As far as I know, the Roth-Kemp tax proposal is
the only legislation that I have seen where studies show that it will
have a beneficial impact both on unemployment and on inflation.
It attacks both problems at once.

As you point out, the minorities are the ones that suffer most
through a recession because it is their jobs that go first.

One further question, going back to social security. Last year I
proposed that we use the increased taxes paid by corporations
because of the increased profits due to higher oil prices to delay the
increase in social security taxes. I still support that. But that is not
really attacking the basic problem of productivity, of getting lower
rates, of providing more incentives to the individuals to save and
invest in the same sense that Roth-Kemp does.

Mr. GUNN. I believe that taking one tax increase to fund another
tax cut, is not really a tax cut at all. Ultimately, no matter what
sector of the private economy is taxed, that tax is ultimately borne
by every sector of it as they simply negotiate for the after-tax
returns.

So I will not even get into an argument about whether it should
be a gasoline tax, an income tax on individuals or on businesses,
because ultimately people pay all taxes, whether it be on the
business or on the individual.

Just as the management and labor sit at the negotiating table,
they are really bargaining for what is left after the Government
takes its bite. A tax on either one of those sectors will just simply
make the wedge between them larger, and make it more difficult
for them to reach agreement.

So I agree that what we have to do-If we talk about tax reform,
there are only really two alternatives, that is tax-rate increases, or
tax-rate decreases. Roth-Kemp is basic in that it goes right to the
heart of the matter.

Senator ROTH. I want to thank you. My time is up for the
hearing. We look forward to working with you on this in the
future.

The committee is recessed until 10 o'clock tomorrow.
[Whereupon, at 1:05 p.m., the committee recessed, to reconvene

at 10 a.m., Tuesday, July 29, 1980.]
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